oP i 
eer 


|, FOR REFERE 


139 NOT TO BE TAKEN FROM THIS ROOM : 
ye , 
bA@ 


at 


ad 


U.S. TAX CASES 


@ « 


: ¥ “Oar 
oh : a 
. ¥ E. 7 r 7 : 
ey ' 
vara 1 
rye es: ’ G 
F 2 i) Ae 
a . i ae 4 
A . ' i 3 ” = S 
a . 5 Dy ¢ , J “4 
a 
Se 
. 
¥ ' ord - 
. aA ef “« ee hs bk, ‘ v : t 
A a ; > 
‘ . 
i 
ib 
44 
7 i. 


® 


U.S. TAX CASES 


VOLUME 85-1 


Cited 85-1 USTC 
(ISSN 0277-402X) 


The full texts of court decisions in cases per- 
taining to federal taxation, with case table, 


citation table, and topical index. 


CCH Editorial Staff Publication 


RCE. CLEARING, HOUSE,.INC.. 


. OMMERCE, Ann errr? HLOUSE), Soo nw 
PUBLISHERS of TOPICAL LAW REPORTS 
4025 W. PETERSON AVE., CHICAGO, ILLINOIS 60646 


© 1985, Commerce CLEariNne Housz, Inc. 
Compiled from CCH 
Standard Federal Tax Reports, Vol. 72, Nos. 2-27 (1985) 
Federal Estate and Gift Tax Reports, Nos. 74-97 (1985) 
Federal Excise Tax Reports, Nos. 251-266 (1985) 


© 1985, CoMMERCE CLEARING House, Inc. 


When published as promulgated, U. S. Public ae 
federal regulations and decisions of administrative and ex- 
- ecutive agencies and courts of the United States are in the 

public domain. However, their arrangement and compilation, 
and historical, statutory, and other notes and references, 
along with all other material in this publication, are subje ct 
to the copyright notice. 


Printed in U.S.A. All rights reserved. 


FOREWORD 


U. S. TAX CASES, cited “USTC,” reports the full official texts 
of federal court decisions (U. S. District Courts, U. S. Claims Court, 
U.S. Courts of Appeals and the U. S. Supreme Court) and landmark 
state court decisions that deal with the subject of federal taxation. 
Decisions of the Tax Court of the United States are not included in 
the U. S. TAX CASES series, but are reported in full text in the 
Tax Court Reporter published by Commerce Clearing House, Inc. 


“85-1,” the number of this volume, indicates its year and period, 
the contents consisting of the decisions reported during the first half 
of 1985. The next volume, to be designated “85-2,” will contain the 
decisions reported during the last half of 1985. 


The cases are a reproduction of decisions on the income taxes 
reported currently in the STANDARD FEDERAL Tax Reports, decisions 
on the estate and gifts taxes reported in the FEpERAL EsTATE AND GIFT 
Tax Reports and decisions on the excise taxes reported in the 
FEDERAL Excise TAx Reports. Thus, U. S. TAX CASES presents in 
permanent, bound form the decisions reported currently from week 
to week. 


Since the STANDARD FEDERAL Tax Reports, the FEDERAL EsTATE 
AND Girt Tax Reports and the FepERAL Excisrt Tax Reports are 
original and complete reporters of the official decisions as handed 
down by the courts, it follows as a matter of course that these bound 
volumes are authoritative and all-inclusive. 


The decisions appear in the chronological order of publication 
and are designated by paragraph numbers in numerical order. The 
paragraph numbers are the same as those used and referred to in the 
STANDARD FEDERAL Tax Reports, the FEDERAL EsTATE AND Girt Tax 
Reports and the FeperaL Excise Tax Reports compilations, new matters, 
indexes, and citator tables, thus facilitating direct and cross reference. 


Each decision is preceded by: 
(a) The full name of the case. 


(b) The name of the court, the docket number, the date of 
the decision and, if the decision has been reported in one 
of the recognized reporter systems, the reporter citation. 


(c) The case history. 


(d) A headnote written by tax experts for tax practitioners— 
accurate, succinct, and informative, with emphasis on the 
main issues. 


Effective indexing is provided to afford quick and convenient 
contact with any case by reference to its pareeianh number. The 
indexing system includes: 


(a) Case Table. Alphabetical, by both plaintiffs’ and fe 
fendants’ names. But where the Commissioner or the 
United States is a party, the case is listed under the 
taxpayer’s name. 

(b) Cross-Reference Table. From National Reporter Sys- 
tem to U. S. TAX CASES, for quick location of full text 
of opinion where reporter citation only is available. 


(c) Topical Index. Complete and detailed, including both 
main topic and subtopic indexes. 


Because of this thorough indexing, instant contact is had with any 
case by (a) case name, (b) reporter citation, and (c) subject matter. 


The publishers’ STANDARD FEDERAL Tax Reports, FEDERAL EsTATE 
AND Girt Tax Reports and FepERAL Excise Tax Reports are thoroughly 
coordinated with U. S. TAX CASES for effective use together. In 
researching a specific problem, subscribers to the Reports will want 
to consult the Topical Index, which gives immediate access to the 
compilations of law, regulations, and annotations. The digests of court 
decisions in these compilations feature USTC citations. Thus, refer- 
ence to the full texts of these cases in the USTC series is simplified. 
The Citator Table of Cases in the STANDARD FEDERAL TAX REPORTS, 
the FepERAL Estate AND Girt Tax Reports and the FEDERAL Excise 
Tax Reports likewise includes USTC citations. In approaching a 
known case, subscribers will use this Citator Table to locate the 
historical and citation records and the USTC citation. 


In planning and producing U. S. TAX CASES the aim of the 
publishers throughout is to make this series of the utmost utility in 
the important and extensive field of federal taxation. The user’s time 
is saved by the concentration on the subject of federal taxation, no 
time being lost in leafing through irrelevant cases; by the reporting 
for all courts in a single reporting medium; and by the provision of 
professional headnotes—explanatory captions written by tax special- 
ists. Price saving is made possible by the publishers through sound 
use of their experience gained in the course of seventy-two years of 
tax law reporting, plus the exceptional advantages that accrue to them 
by the combination of their own editing and printing facilities. 
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[9101] Willard K. Baker and Irene L. Baker, Plaintiffs-Appellees v. United 
States of America, Defendant-Appellant. 


U. S. Court of Appeals, 11th Circuit, No. 84-8036, 12/3/84.—(748 F2d 1468.) Affirming 
District Court, 84-1 usrc 9110, 575 F Supp 508. 


[Code Secs. 162, 265 and 7805] 


Educational expenses: Flight training course: Reimbursement by exempt income.— 
The Eleventh Circuit Court of Appeals has digressed from the Ninth Circuit holding 
in Manocchio (CA-9, 83-2 USTC { 9478) and held that the IRS may not retroactively 
apply Rev. Rul. 80-173, 1980-2 CB 60, which forbids deductions for the portion of a tax- 
payer’s educational expenses incurred for flight training courses that are reimbursed by 
tax-exempt income from the Veterans Administration (VA). The court ruled that it 
was an abuse of discretion for the IRS to retroactively apply the Revenue Ruling while 
only prospectively applying Rev. Rul. 83-3, 1983-1 I. R. B. 10, which forbids deductions 
for all other educational expenses reimbursed by the VA. The distinction between the 
two classes of educational benefits had no rational basis. Back references: { 1360.11, 
2232.2065 and 5980A.0215. 


William E. Frantz, 3390 Peachtree Road, N. E., Atlanta, Ga. 30326, for plaintiffs-appellees. 
Glenn L. Archer, Jr., Assistant Attorney General, Gerald B. Leedom, Lenore DiStefano, 
Laurie A. Synder, Department of Justice, Washington, D. C. 20530, Barbara V. Tinsley, 
Assistant United States Attorney, Atlanta, Ga. 30335, for defendant-appellant. 


Before Kravitch and Henderson, Circuit Judges, and Allgood *, District Judge. 


KravitcH, Circuit Judge: The Internal 
Revenue Service (IRS) has determined 
that veterans enrolled in flight-training 
courses may not deduct from taxable in- 
come that portion of their tuition reim- 
bursed by tax-exempt Veterans Benefits. 
In this case we must decide whether the 
IRS abused its discretion by applying this 
ruling to previous tax years. The United 
States appeals from the district court’s 
determination that the Service should not 
have disallowed retroactively a deduction 
for educational expenses taken in 1977 by 
the appellees, Willard and Irene Baker. We 
affirm, 


I. BACKGROUND. in 1977, Willard 
Baker attended flight-training classes in 
Atlanta, which cost $10,384. At the time, 
Baker was employed as a Delta Airlines 
pilot. The Bakers, on their joint return for 
1977, reduced their taxable income by the 
cost of the class, claiming that amount as a 
trade or business deduction. U. S. C. 
§162(a) (1982). Because Willard Baker 
had served in the armed forces, the Vet- 


erans Administration (VA) in 1977 paid 
him $9,345 as an educational assistance 
allowance under former 38 U. S. C. § 1677(b) 
(repealed 1981). This amount is statutorily 
exempt from taxation. 38 U.S. C. § 3101(a) 
(1982). Although Baker was in effect re- 
imbursed for ninety percent of the tuition, 
he was permitted to deduct the entire 
amount pursuant to a 1962 revenue ruling, 
in which the IRS stated that a deduction 
for educational expenses need not be re- 
duced by the amount of educational benefits 
paid by the VA. Rev. Rul. 62-213, 1962-2 
C. B. 50, revoked by, Rev. Rul. 83-3, 1983-1 
Hig le AB eG). 


In 1980 the IRS modified its prior ruling 
and determined that flight-training expenses 
would not be deductible to the extent that 
a taxpayer receives tax-exempt educational 
benefits from the VA under former 38 
U.S. C. § 1677(b). Rev. Rul. 80-173, 1980-2 
C. B. 60. The IRS reasoned that 26 U.S.C. 
§162(a) did not permit deduction of an 
expense for which a taxpayer specifically 
is reimbursed. With respect to all other 


* Honorable Clarence W. Allgood, U. S. Dis- 
trict Judge for the Northern District of Ala- 
bama, sitting by designation. ; 
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VA educational benefits, the Commissioner 
left his prior ruling intact. The Commis- 
sioner distinguished flight-training allow- 
ances from payments made for other 
educational programs, characterizing the 
former as a tuition reimbursement and the 
latter as a living stipend consisting of a 
level payment made without consideration 
of the costs incurred. Because the Com- 
missioner did not indicate that this new 
ruling would be prospective only, the deci- 
sion was presumed to be retroactive under 
26 U.S. C. § 7805(b) (1982). Subsequently, 
the IRS reversed its previously held posi- 
tion as to general educational benefits, rul- 
ing that no veteran may deduct amounts 
expended for educational programs that are 
allocable to tax-free benefits paid by the 
VA. Rey. Rul. 83-3, 1983-1 I. R. B. 10. This 
later ruling, however, was limited to pro- 
spective application only. 


The IRS audited appellees’ 1977 return, 
reduced their deduction by the amount re- 
ceived from the VA, and assessed a defi- 
ciency of $4,525. On December 30, 1981, 
appellees paid this amount. After the Com- 
missioner denied their claim for refund, 
appellees instituted this suit in district 
court. On cross-motions for summary judg- 
ment,’ the court ruled that plaintiffs were 
entitled to the refund because the IRS had 
abused its discretion by retroactively deny- 
ing a deduction to taxpayers who received 
educational benefits for flight-training courses 
while not disallowing the same deduction 
for those whose entitlement to benefits ac- 
crued by reason of their enrollment in other 
forms of education. Baker v. Umited States 
[84-1 ustc 9110], 575 F. Supp. 508 (N. D. 
Ga. 1983). The United States now brings 
this appeal 


II. DISCUSSION. The government 
argues that Congress has expressly per- 
mitted the IRS to apply its decisions retro- 
actively. Section 7805(b) of the Internal 
Revenue Code provides that the “Secretary 
may prescribe the extent, if any, to which 


_1In its answer, the government denied that 
the flight-training course improved taxpayer’s 
skills, a prerequisite to permitting deduction 
of an expense under 26 U. S. C. § 162(a). 


For 


any ruling or regulation, relating to the 
Internal Revenue laws, shall be applied 
with retroactive effect.” 26 U. S. C. § 7805(b) 
(1982). Unless otherwise indicated, IRS 
rulings and regulations therefore are pre- 
sumed to be retroactive. See Anderson, 
Clayton & Co. v. United States [77-2 ustc 
{ 9727], 562 F. 2d 972, 979 (Sth Cir. 1977), 
cert. denied, 436 U. S. 944, 98 S. Ct. 2845, 
56 L. Ed. 2d 785 (1978).2 Failure to limit 


rulings to prospective application, however, 


is reviewable for an abuse of discretion. See 
Dixon v. United States [65-1 ustc { 9386], 
381 U. S. 68, 71-75, 85 S. Ct. 1301, 1303-05, 
14 L. Ed. 2d 223 (1965); Wendland v. Com- 
missioner [84-2 ustc J 9746], 739 F. 2d 580, 
581 (11th Cir. 1984). Thus, although retro- 
activity is presumptively permissible, in 
each case the reviewing court must deter- 
mine whether under all the circumstances, 
retroactive application is warranted. Chock 
Full O’Nuts Corp. v. United States [72-1 
ustc J 9146], 453 F. 2d 300, 302-03 (2d Cir. 
1971). 


In Anderson, Clayton, the former Fifth 
Circuit delineated certain relevant factors 
for a court to consider when reviewing the 
Commissioner’s decision to apply a ruling 
retroactively. 


(1) [W]hether or to what extent the 
taxpayer justifiably relied on settled prior 
law or policy and whether or to what 
extent the putatively retroactive regula- 
tion alters that law; (2) the extent, if 
any, to which the prior law or policy has 
been implicitly approved by Congress, as 
by legislative reenactment of the perti- 
nent Code provisions; (3) whether retro- 
activity would advance or frustrate the 
interest in equality of treatment among 


similarly situated taxpayers; and (4) 
whether according retroactive effect 
would produce an inordinately harsh 
result. : 


562 F. 2d at 981. Appellees’ arguments 
focus on the third factor, the equality of 
treatment among similarly situated tax- 
payers. As Justice Frankfurter observed: 
year in which they detrimentally relied upon 
published guidelines. Finding these contentions 


to be without merit, the district court did not 
discuss these issues. The Bakers do not now 


question the Commissioner’s theory for dis- 
allowing the deduction, and admit that changed 
interpretations of the law may be applied retro- 
actively. } 
_ missioner’ 


Therefore, the substance of the Com- 
holding in Revenue Ruling 80-173. 


reuit in 2n banc decision 
2d 1206, 1209 
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The Commissioner cannot tax one and 
not tax another without some rational 
» basis for the difference. And so, assum- 
ing the correctness of the principle of 
“equality,” it can be an independent 
ground of the decision that the Commis- 
sioner has been inconsistent, without 
much concern for whether we should 
hold as an original matter that the posi- 
tion the Commissioner now seeks to sus- 
tain is wrong. 


United States v. Kaiser [60-2 ustc J 9517], 
363 U. S. 299, 308, 80 S. Ct. 1204, 1210, 4 
L. Ed. 2d 1233 (1960) (concurring opinion). 


Although this principle has not often 
been invoked to overturn the Commission- 
er’s decision to create a retroactive ruling, 
courts have held that retroactive decisions 
that result in inequality of treatment un- 
explained by any rational basis can indeed 
constitute an abuse of discretion. For ex- 
ample, in Exchange Parts Co. v. Umited 
States [60-2 ustc { 15,304], 150 Ct. Cl. 538, 
279 F. 2d 251 (1960), the court held that 
the Commissioner’s decision to apply a 
ruling retroactively for some taxpayers and 
prospectively for others was impermissible. 
Exchange Parts arose when plaintiff sought 
to recover a manufacturers’ excise tax that 
it had paid for many years upon the sale 
of its products. In its request for a refund, 
plaintiff relied on two letter rulings and 
two revenue rulings in which the IRS held 
that plaintiff's products were exempt from 
the tax. After plaintiff filed for a refund, 
the IRS reversed its position on the issue. 
In revoking its previous rulings, the IRS 
stated that it would not seek to recover 
unpaid taxes for parts already sold. It 
would not, however, refund taxes that had 
been paid. The court held the Commis- 
sioner’s distinction, based solely upon 
whether the tax was collected, to be dis- 
criminatory and ordered a refund. Id. 279 
F. 2d at 254. Other courts, when faced 
with similar arbitrary distinctions have for- 
bidden the IRS to apply rulings retroac- 
tively. See Farmers and Merchants’ Bank v. 
United States, 476 F. 2d 406 (4th Cir. 1973); 
Connecticut Ralway and Lighting Co. v. 
Umited States [56-2 ustc J 9773], 135 Ct. Cl. 
650, 142 F. Supp. 907 (1956). 


The government contends that the dif- 
ference in the methods used to compute 
the benefits for flight-training courses and 


4 Congress repealed 38 U. S. C. § 1677 in 1981. 
Pub. L. 97-35, 95 Stat. 782. The VA no longer 


has the authority to award benefits for enroll- _ 


ment in a flight-training course unless the 
course is offered by a college or university for 
credit toward a degree the veteran is seeking. 
38 U. S. C. § 1673(b) (1982). 


1985 Standard Federal Tax Reports 
he 


other forms of education provides a rational 
basis for differential tax treatment of the 
two. Former 38 U. S. C. § 1677(b), entitled 
a veteran enrolled in a flight-training pro- 
gram to receive ninety percent of the tui- 
tion as an educational benefit. On the other 
hand, under 38 U. S. C. §1682(a)(1) 
(1982), general educational benefits are 
computed based upon the number of the 
veteran’s dependents and the degree of 
participation in a course. Thus, the gov- 
ernment argues, the former is a direct 
reimbursement of money expended; the 
latter is a living stipend awarded without 
consideration of the amount of educational 
expenses incurred.* Indeed, in Manocchio 
v. Commissioner [83-2 ustc J 9478], 710 F. 
2d 1400 (9th Cir. 1983), a case factually 
indistinguishable from the one at bar, the 
Ninth Circuit employed this very distinc- 
tion when it approved the retroactive ap- 
plication of the revenue ruling before us. 
710 F. 2d at 1404° We disagree with the 
Manocchio court’s conclusion that the dis- 
tinct methods of determining benefits justi- 
fies the disparate treatment of taxpayers. 


An analysis of the applicable statutory 
scheme assists us in the resolution of this 
case, and reveals that Congress created but 
one educational assistance allowance, the 
recipients of which should be afforded simi- 
lar treatment for tax purposes. Congress’s 
purpose in enacting the system of VA pay- 
ments to veterans enrolled in educational 
programs was to encourage individuals to 
enlist in the armed services and to aid 
veterans who interrupt a vocational or edu- 
cational pursuit to serve their country. 38 
U.S. C. § 1651 (1982). 38 U.S. C. § 1681 (a) 
(1982) entitles veterans attending educa- 
tional programs to receive an “educational 
assistance allowance,” which is intended to 
provide for the veterans’ subsistence while 
pursuing the program and to compensate 
partially tuition, books, and other associated 
costs. This section creates an entitlement 
to this allowance for veterans enrolled in 
any program of education that meets the 
eligibility requirements. It is indeed true 
that the method of computing benefits, how- 
ever, varies, depending upon the type of 
program in which the veteran is enrolled. 
Former 38 U. S. C. § 1677(b) provides that 
veterans who receive flight training may 


5 At least two other circuits have upheld the 


retroactive application of Revenue Ruling 80- 


173. Rivers v. Commissioner, 727 F. 2d 1103 
(4th Cir. 1984); Olszenski v. Commissioner, No. 
83-1346, slip op. (1st Cir. Dec. 8, 1983). It is not 
clear whether the taxpayers in these cases 
raised the same arguments presented here. 
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obtain an allowance equal to ninety percent 
of the cost of the course. Educational bene- 
fits awarded under section 1682(a)(1) to 
veterans in other programs, however, con- 
sist of a monthly payment dependent upon 
the number of the veteran’s dependents, 
and the degree of participation in an educa- 
tional program.® In setting forth these 
methods of computation, Congress refers to 
the benefit using identical language: educa- 
tional assistance allowance. That Congress 
instructed the VA to calculate benefits for 
veterans enrolled in flight-training courses 
as a percentage of tuition, while paying 
those enrolled in other programs without 
consideration of the costs incurred, does 
not require us to overlook the fact that the 
non-taxable benefit is tied directly to 
the veteran’s participation in the program. The 
nature of the benefit therefore remains the 
same. As the court below noted, the distinc- 
tion created by Revenue Ruling 80-173 
“between the nature of the benefit received 
by veterans in flight training programs and 
all other veterans is not borne owt by the 
language of the statute... .” 575 F. Supp. 
at 511 (emphasis in original). 

By adopting Revenue Ruling 83-3, which 
holds that no veteran may deduct from 
taxable income educational expenses alloca- 


® There are actually several different methods 
of calculating the educational assistance allow- 
ance, depending on the type of program in 
which the veteran is enrolled. For example, 38 
U. S. C. § 1682(b) (1982) provides that veterans 
enrolled in educational programs on a less than 
half-time basis shall receive the lesser of tuition 
and fees, or $342 per month. Any veteran en- 
rolled in courses prior to discharge are compen- 
sated similarly. Id. Eligible veterans pursuing 
education through correspondence courses are 
entitled to receive fifty-five percent of the cost 
of the course. 38 U. S. C. §1786 (1982). The 
government contends that the rationale of Reve- 
nue Ruling 80-173 would be applied to deduc- 
tions taken for costs associated with these 
programs. Considering that Revenue Ruling 
80-173 is explicitly limited to flight-training 
benefits, and Revenue Ruling 83-3 seemingly 
covers educational allowances for all other pro- 
grams, we believe that the Commissioner’s 
failure to define a consistent position supports 
our holding in this case. 

7In Revenue Ruling 83-3, the IRS, relying on 
Congressional intent that one-half of VA educa- 
tional benefits should compensate tuition and 
other costs and the other half should provide a 


living stipend, ruled that only one-half of gen- 


eral educational benefits is allocable to the costs 


fits. Moreover, 


ble to VA benefits,” the IRS has apparently 
recognized that all veterans who receive 
educational benefits should be taxed simi- 
larly. This ruling, however, will not be 
applied retroactively to assess deficiencies 
for taxpayers who deducted these expenses 
in prior tax years.* Nonetheless, the govern- 
ment argues that it has not drawn an arbi- 
trary distinction because a veteran who 
receives flight-training allowances must use 


_ the entire amount for educational purposes, 


whereas veterans engaged in other educa- 
tional pursuits are merely “expected” to use 
a portion of the benefits for tuition, books, 
and other costs. Such a distinction is not 
evident in the statutory scheme: section 
1681(a) provides that the allowance is in- 
tended to compensate both educational costs 
and provide for the veteran’s support during 
the period of enrollment. Moreover, we are 
not persuaded that this distinction permits 
retroactive denial of a deduction for some 
veterans receiving certain educational bene- 
fits, while allowing others who received 
similar educational benefits to retain the 
advantage of the deduction. This argument 
ignores the underlying reality: all veterans 
enrolled in educational programs received 
tax-free benefits intended to compensate 
some portion of educational expenses.° 


®We acknowledge that equal treatment of 
taxpayers, although a worthy goal, is an in- 
herently difficult task given the vast and com- 
plex administrative responsibilities imposed on 
the Commissioner. See Sirbo Holdings, Inc. v. 
Commissioner [75-1 ustc { 9178], 509 F. 2d 1220, 
1222 (2d Cir. 1975); Davis, Administrative Law 
Treatise § 8:12 (1979). Recognizing these dif- 
ficulties, courts have placed limits on the equal- 
ity principle. For example, taxpayers who have 
not requested or received private letter rulings 
from the IRS will not succeed on a claim of 
discriminatory treatment because other tax- 
payers have received private letter rulings on 
the tax consequences of the same activities. 
See, e. 9., Knetsch v. United States [65-2 ustc 
7 9560], 172 Ct. Cl. 378, 348 F. 2d 932, 940 
(1965). In addition, the Service need not simul- 
taneously pursue all taxpayers who make the 
same deductions when assessing a deficiency. 
See Austin v. United States [80-1 ustc { 9194], 
611 F. 2d 117, 120 (5th Cir. 1980). We do not 
believe that this case, however, presents a 
problem of unequal treatment attributable to 
administrative difficulties. The IRS, in Revenue 
Ruling 80-173, specifically distinguishes between 
veterans who receive flight-training allowances 
and those who obtain other educational bene- 
in Revenue Ruling 83-3, the 
Commissioner, in deciding to no longer permit 
| | to mabe eaeeetic) tee eee al- 
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The government cites Dixon v. United 
States [65-1 ustc J 9386], 381 U. S. 68, 85 
S. Ct. 1301, 14 L. Ed. 2d 223 (1965), for 
the proposition that so long as the Com- 
missioner harbors a good-faith belief that 
a difference in tax treatment is justified, 
he has not abused his discretion. We decline 
to read that case so broadly. Dixon arose 
when the IRS announced that it would 
follow a Tax Court decision allowing capital 
gains treatment for the amount realized 
upon retirement of a particular type of debt 
security. The Commissioner subsequently 
revoked this acquiescence, and determined 
that the new position would be applied 
retroactively. An exception was created to 
the retroactivity portion of the ruling in 
that no deficiency would be assessed for 
amounts received upon redemption of those 
instruments purchased between the dates 
of the two rulings. Petitioners sought favor- 
able capital gains treatment for other types 
of securities they purchased during that 
same period. The Court observed that peti- 
tioners failed to discharge their burden of 
demonstrating that the two securities could 


not be rationally distinguished. 381 U. S. 
at 80, 85 S. Ct. at 1307-08. The Court then 
hypothesized reasons for the Commissioner’s 
decision to create an exception to their 
retroactive ruling concluding that, “It is 
not for us to pass on the wisdom of any 
such distinction.” Jd. 85 S. Ct. at 1308. 
“It suffices that on this record we cannot 
say that the distinction was so devoid of a 
rational basis that we must now overturn 
the commissioner’s judgment.” Jd. (em- 
phasis added). Thus, the Dixon Court 
properly refused to overturn an exercise of 
discretion when petitioners failed to sustain 
their burden of establishing why the dis- 
cretion was abused. Unlike the petitioners 
in Dixon, plaintiffs here have demonstrated 
the irrationality of the Commissioner’s action. 


III. CONCLUSION. We conclude that 
retroactive enforcement of Revenue Ruling 
80-173 creates an arbitrary distinction de- 
void of any rational basis. We hold, there- 
fore, that the Commissioner abused the 
discretion afforded under 26 U. S. C. 
§ 7805(b). The district court’s ruling is 
AFFIRMED. 


[9102] Ronald A. Hallett, et al., Plaintiffs v. United States of America, Defendant. 
U. S. District Court, East. Dist. Va., Newport News Div., Civil Action No. 84-16-NN, 


11/1/84.—(603 FSupp 55.) 


[Code Sec. 117] 


Scholarships and fellowships: Psychology trainees—Payments received by school 
psychologist trainees did not constitute scholarships or fellowships and were not exclud- 
able from gross income because the taxpayers performed valuable services for which they 
were compensated. The court found that the school systems’ purpose in paying the 
trainees was to compensate them for services rendered and that scholarships and fellow- 
ships were relatively disinterested, no-strings educational grants, with no requirement of 
any quid pro quo from the recipients. Back reference: {| 1190.068. 


Robert B. Halkowich, Spencer, Tanner and Halkowich, 690 J. Clyde Morris Boule- 
vard, Newport News, Va. 23691, for plaintiffs. John F. Kane, Assistant United States 
Attorney, Norfolk, Va. 23510, Sarah Hunt, Department of Justice, Washington, D. C. 


20530, for defendant. 


Memorandum 


HorrMAn, District Judge: This cause was 
tried upon stipulated facts. The central 
issue is whether certain payments received 
by plaintiffs, Doris L. Hallett, Olivia D. 


Zorumski, Peggy H. Smith, Jane P. Reilly 
and Deborah G. Tanner* were a scholar- 
ship or fellowship and therefore excludable 
from gross income under § 117 of the Inter- 
nal Revenue Code.’ 


1 Plaintiffs, Ronald A. Hallett, William E. 
Zorumski, Douglas M. Smith, Charles R. Too- 
majian and Allen C. Tanner, Jr., are joined as 
parties only by reason of having filed joint 
returns with their wives. Jane Reilly was for- 
merly Jane Toomajian. Any reference to plain- 
tiffs herein shall be in reference to Doris L. 
Hallett, Olivia D. Zorumski, Peggy H. Smith, 
Jane P. Reilly and Deborah S. Tanner. 

226 U. S. C. § 117 provides in pertinent part: 

§ 117. Scholarships and fellowship grants 


1985 Standard Federal Tax Reports 
ff 


(a) General rule.—In the case of an individ- 
ual, gross income does not include 

(1) any amount received 

(A) as a scholarship at an educational orga- 
nization described in section 170(b) (1) (A) (ii), 
or 

(B) as a fellowship grant, including the value 
of contributed services and accommodations; 
and : 

(2) any amount received to cover expenses for 


(A) travel, 
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For the years in question, plaintiffs were 
enrolled at the College of William and 
Mary seeking a Masters Degree in school 
psychology. The Master’s program at Wil- 
liam and Mary was a three year program 
requiring the completion of sixty credit 
hours. The first two years of the program 
candidates were required to take various 
courses at William and Mary for which they 
received credit. In the third year, all candi- 
dates for the degree were required to par- 
ticipate as an intern school psychologist 
in a Virginia public school. Twelve of the 
sixty credits were awarded for this intern- 
ship. 


The internship ran for one academic 
school year and the candidates received a 
monetary amount from the school system 
to which they were assigned. The amounts 
received by the plaintiffs were deemed 
taxable income by the Internal Revenue 
Service and federal income taxes were paid 
by the plaintiffs. They have instituted this 
suit to obtain a refund for the taxes col- 
lected. 


Doris Hallett, while a full-time graduate 
student in the intern program during the 
1978-79 academic year received a total of 
$8,900.00 from the Poquoson School System. 
She entered into an employment contract 
with the Poquoson City School Board for 
the 1978-79 school year which states that 
she accepts the position of teacher. The 
School Board agreed to pay Ms. Hallett 
$8,900.00, an amount equal to that paid first 
year teachers. In addition, Ms. Hallett 
earned sick leave, participated in a retire- 
ment plan, and federal income tax and 
social security were withheld from this 
amount by the School System. She, along 
with plaintiff, Ronald A. Hallett, paid 
$722.00 in income tax on April 15, 1979 
based upon the portion of the amount re- 
ceived in 1978, and paid $1,979.00 in income 
taxes on April 15, 1980 based upon the por- 
tion of the amount received in 1979. 


Olivia D. Zorumski, while a full-time 


graduate student in the intern program 
during the 1977-78 academic school year 
received a total of $8,650.00 from the New- 
port News School System, and federal in- 
come tax and social security tax were ais 


$1,272.41 in income taxes on April 15, 1978 
based upon the portion of the amount re- 
ceived in 1977, and paid $2,666.23 in income 
taxes on April 15, 1979 based upon the por- 
tion of the amount received in 1978, 


Peggy H. Smith, while a full-time grad- 
uate student in the intern program during 
the 1978-79 academic year received a total 
of $9,450.00 from the Newport News School 
System, and federal income tax and social 


security tax were withheld from this amount 


by the School System. She, along with 
plaintiff, Douglas M. Smith, paid $2,314.00 
in income taxes on April 15, 1980 based 
upon the portion of the amount received in 


1979, 


Jane P. Reilly, while a full-time graduate 
student in the intern program during the 
1978-79 academic year received a total of 
$9,277.00 from the Surry County School 
System. She entered into an employment 
contract with the Surry County School 
Board for the 1978-79 school year which 
states that she accepts the position of 
“School Psychologist Intern.”” The School 
Board agreed to pay Ms. Reilly $9,277.00, 
an amount equal to that paid first-year 
teachers. In addition, federal income tax 
and social security tax were withheld from 
this amount by the School System. She, 
along with plaintiff, Charles R. Toomajian, 
paid $686.00 in income taxes on April 15, 
1979 based upon the portion of the amount 
received in 1978, and paid $1,878.00 in in- 
come taxes on April 15, 1980 based upon 
the portion of the amount received in 1979, 


Deborah G. Tanner, while a full-time 
graduate student in the intern program dur- 
ing the 1977-78 academic year received a 
total of $8,825.00 from the Norfolk School 
System. She entered into an employment 
contract with the Norfolk City School 
Board for the 1977-78 school year which 
states that she accepts the position of 
“School Psychologist.” The School Board 
agreed to pay Mrs. Tanner $8,825.00, an 
amount equal to that paid first-year teach- 
ers. In addition, Mrs. Tanner earned sick 
leave, annual leave, participated in a retire- 
ment plan. Federal income tax and social 
security tax were withheld from the amount 
by the School System. She, along with 
plai tiff, Allen C. Tanner, ahr paid $1,002.00 
n income tax on eeoril ro ie. a based pon 
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All of the plaintiffs timely filed claims for 
refund of the aforesaid amounts of income 
tax. with the Internal Revenue Service, and 
timely and properly filed claims before this 
Court after their respective claims for re- 
refund were finally denied. 


The internship program was initiated by 
Dr. Ruth K. Mulliken who is a Professor 
of Education at the College of William and 
Mary. In 1975, the first year the Master’s 
Degree in school psychology was offered, 
Dr. Mulliken contacted several public 
school systems in the vicinity of William 
and Mary. As a result of this action, sev- 
eral school systems agreed to participate in 
the internship program which was to begin 
in the 1977-78 academic year. Dr. Mulliken 
stated in her de bene esse deposition, which 
was a part of the stipulated record, that the 
purpose of the program was to provide a 
hands-on experience to the students. 


William and Mary retained extensive con- 
trol over the program. The students were 
interviewed by the school system after 
which William and Mary assigned the 
students to a particular school system. The 
students were required to attend meetings 
at William and Mary once every other 
week. Although there was no restriction 
placed on the amount of time the College 
could use in supervising or critiquing the 
students, it was expected that the students 
would be at their assigned schools during 
the school day. The students worked during 
the school system’s academic year, not Wil- 
liam and Mary’s. 


The plaintiffs were compensated by the 
school systems at the rate they paid first 
year teachers. This was substantially less 
than the amount paid to school psycholo- 
gists, but the plaintiffs were not, at that 
time, fully qualified to be school psycholo- 
gists. Dr. Mulliken stated that she had 
suggested the rate of compensation because 
she felt that was all the school systems 
could afford. She stated that it bore no rela- 
tionship to the worth of the services pro- 
vided by the students or their financial 
need. 


The plaintiffs were in no way promised 
nor expected future employment with the 
school systems they worked for, but four of 
the five did obtain employment with the 
same school system they interned with. 


3 Jane P. Reilly is the only one not now 
working for the school system with which she 
interned. 

4Olivia Zorumski and Peggy Smith interned 
at Newport News. 
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‘Both the Newport News* and Norfolk * 
school systems had other full time school 
psychologists. But Surry County*® and Po- 
quoson ‘ school systems had no other school 
psychologists. Dr. Mulliken stated that she 
felt a mandate to place the internships where 
they were needed. 


There has been presented substantial 
evidence that the purpose of the program 
went to train the plaintiffs to become 
school psychologists. The great emphasis 
upon this evidence was misplaced since it 
is relevant only “insofar as it might possibly 
shade the purpose for which payments are 
made to taxpayers.” Parr v, U..S. [73-1 
ustc J 9101], 469 F. 2d 1156, 1157 (5th Cir. 
1972). The Fourth Circuit has held that it 
is the primary purpose of the payments 
made to the taxpayer which is controlling. 
Hembree v. U. S. [72-2 ustc J 9607], 464 
F. 2d 1262, 1264 (4th Cir. 1972). 


In order to establish the primary pur- 
pose of the payment, the grantor must 
first be identified. The money received by 
the plaintiffs was paid directly to them 
by the school systems. Plaintiffs contend 
that the reason for this was administrative 
convenience and that the true grantor was 
William and Mary. The Sixth Circuit in 
Shaffer v. Block, 705 F. 2d 805 (6th Cir. 
1983), was faced with the same question 
of how to determine who was the grantor. 
The Sixth Circuit had to determine if the 
funds were specifically earmarked by the 
grantor for education expense and there- 
fore excluded from income in determining 
whether Shaffer was eligible for food stamps. 
The term grantor was not defined in the 
relevant statute in Shaffer, just as it is not 
defined by the Internal Revenue Code. 


The court in Shaffer held that “the proper 
approach is to examine the duties and 
powers of the institution, and if the institu- 
tion has such discretionary power enabling 
it to restrict the use of the funds it is a 
grantor...” Jd. at 817. The crucial question 
is whether William and Mary was given 
discretionary power over the funds paid to 
the plaintiffs. There is no evidence that 
William and Mary was given such broad 
authority over the funds, In fact, by statute 
in Virginia, the School Board is charged 
with the duty to manage and control the 
funds made available to the School Board 


5 Deborah Tanner interned at Norfolk. 
6 Jane Reilly interned at Surry County. 
™ Doris Hallett interned at Poquoson. — 
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for public schools, Va. Code § 22.1-89 
(1950). Therefore, William and Mary is 
not the grantor. It is the school systems 
which are the grantors and their purpose in 
making the payments is controlling. 


It would have made the task of this court 
much simpler if either counsel had sub- 
mitted evidence as to the agreement between 
the school systems and the College of 
William and Mary. There was, however, 
sufficient evidence presented to determine 
that the purpose of the payments was to 
compensate the plaintiffs for the services 
they provided to the school system. 


The plaintiffs as intern school psycholo- 
gists performed many duties. These duties 
were agreed to by the participating school 
systems and William and Mary. They were 
outlined in an exhibit entitled “General 
Principles Regarding the School Psychology 
Internship.” According to that exhibit the 
plaintiffs were to perform the following 
activities: 


(1) Administration and interpretation 
of individual tests of personality, intelli- 
gence, achievement and other special tests. 


(2) Report writing and recommendations. 
(3) Teacher and parent conferences. 


(4) Observation of students in class- 
rooms. 


(5) In-service training of teachers. 


(6) Participation in administrative and 
staff meetings. 


(7) Assist in special programs such as 
those for the blind, gifted, retarded, 
emotionally disturbed, etc. 


(8) Gain experience in group testing 
programs utilized by the system. 


(9) Participate in activities such as 
PTA, etc. 


(10) Facilitate and encourage inter- 
action of the intern with other professionals 
in the school: nurses, social workers, 
counselors, etc. 


‘These duties performed for the school 
system were valuable to the school system. 
Dr. Mulliken recognized their value since 
she felt a mandate to place the internships 
in school systems where they did not have 


‘determined by the school systems. 


any school psychologists and they were 
needed. The fact that they were paid the 
salary of a first year teacher and not that 
of a school psychologist reflected their 
lack of experience and that it was necessary 
to have added supervision. 


Dr. Mulliken stated that William and 
Mary determined how much time an intern 
spent in each activity, but that the particular 
children to be tested, counseled, etc., was 
The 
children selected to be tested, counseled, 
etc., are chosen because they need it. The 
school system obviously derives some bene- 
fit from having these duties performed. 


Plaintiff’s dual responsibility * to the school 
systems and to William and Mary does not 
alter the fact that the school systems’ pur- 
pose in paying the plaintiffs was to com- 
pensate them for services rendered. Dora 
Aileen Chase [CCH Dec. 37,809(M)], TCM 
P-H { 81,162. 


The Supreme Court in Bingler v. Johnson 
[69-1 ustc J 9348], 394 U. S. 741 (1969), 
stated that scholarships and fellowships 
were “relatively disinterested, ‘no-strings’ 
educational grants, with no requirement of 
any substantial quad pro quo from the re- 
cipients.” Jd. at 751. In this case there 
was a substantial quid pro quo. The plain- 
tiffs performed valuable services for the 
school systems for which they were com- 
pensated. Therefore the payments received 
by the plaintiffs did not constitute a 
scholarship or fellowship and are not ex- 
cludable under § 117 of the Internal Revenue 
Code. 


A judgment order in favor of the ieee 
has this day been entered. ; 


Final Judgment 


For reasons stated in a eporndam 
this day filed, it is 


ORDERED that the plaintiffs recover 
nothing by reason of the allegations con- 
tained in their complaint, and final judg- 
ment is entered in favor of the defendant, 
United States of America. 


Taxable costs are assessed against the 
plaintiffs in favor of the defendant. Os 
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[9103] Alfred Ficalora, Appellant v. Commissioner of Internal Revenue, Appellee. 


U. S. Court of Appeals, 2nd Circuit, Docket No. 84-4059, 12/13/84—(751 F2d 85.) 
Affirming unreported Tax Court decision. 


[U. S. Constitution] 
Constitutionality: Constitutional provisions: Constitutional considerations.—The 


_ Court of Appeals held that Congress had the constitutional authority to impose an income 


tax on individuals. The court stated that the taxpayer chose to ignore the development 
of constitutional law for the last ninety years as well as the precise holding of the 
Supreme Court in Pollock (157 U. S. 429) which explicitly stated that taxes on income 
‘from: employment were not direct taxes and were not subject to the necessity of appor- 
tionment. Furthermore, the Sixteenth Amendment granted Congress the power to lay 
and collect taxes on incomes, from whatever source derived, without apportionment. 
Back references: {| 401.03 and 402A.035. 


[Code Secs. 6651(a) and 6653(a)] 

Constitutionality: Constitutional provisions: Constitutional claims frivolous: Addi- 
tions: Failure to file tax return: Failure to pay tax.—The Court of Appeals held that 
the Internal Revenue Code (26 USC §1) provided in plain, clear, and precise language 
that a tax was imposed on the taxable income of every individual for a specific period 
of time in accordance with tables set out in the statute. Further, the court stated 
that the constitutionality of Congress’ enactment of tax penalties had been upheld by 


‘the Supreme Court and that those code sections, on their face, by their clear language, 


imposed additions to tax on the taxpayer for failing to file a proper return and for 
failing to make timely payment of his income tax due. Back references: {| 402A.035, 


-5524.071, and 5533.2855. 


[Code Sec. 61] 


Income: Gross income defined: Broad definition of gross income—The Court of 
Appeals rejected the taxpayer’s assertion that income, as used in the taxing statutes, 
had no defined meaning and was. unconstitutionally vague and indefinite. The court 
found such argument to be totally without merit. Back reference: {] 631.03. 


Thomas J. Carley, Rockville Centre, New York, for appellant. Glenn L. Archer, 
Jr., Assistant Attorney General, Michael L. Paup, William S. Estabrook, Elaine F. 


Ferris, Department of Justice, Washington, D. C., 20530, for appellee. 


Before OAKEs and WINTER, Circuit Judges, and CrLariz, District Judge.* 


Cxariz, District Judge: Alfred Ficalora 
appeals from a decision of the United 
States Tax Court, Dawson, J., determining, 
for the calendar year 1980, a deficiency in 
the amount of $10,013.09 and additions to 
tax of $606.55 and $526.05 under Sections 
6651(a)(1) and 6653(a)(1) of the Internal 
Revenue Code of 1954 (26 U. S. C.), re- 
spectively. Having found the appellant’s 
many claims to be without any merit, we 
affirm the decision of the United States Tax 
Court. 


Background 


Alfred Ficalora filed a document with 
respect to his tax liability for 1980 on which 
he reported taxable income in the amount 
of $6,465.00. During the taxable year 1980, 
the appellant was employed by the New 


* Honorable T. Emmet Clarie, Senior United 
States District Judge for the District of Con- 
necticut, sitting by designation. 
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York Telephone Company. The document 
filed by Ficalora became the subject of an 
Internal Revenue Service audit. As a result 
of that audit, the Commissioner adjusted 
the taxpayer’s gross income to include 
$2,614.00 in interest income and $343.00 in 
dividend income, and to reflect the dis- 
allowance of $27,219.00 in business expense 
deductions and the allowance of a $1,000.00 
credit for a personal exemption. Based on 
these adjustments, the Commissioner de- 
termined that the taxpayer owed a de- 
ficiency of $10,013.09. The Commissioner 
further found that as the document filed 
by the taxpayer did not constitute a tax 
return within the meaning of the Internal 
Revenue Code, the taxpayer is liable for 
an addition to tax under Code Section 
6651(a)(1) in the amount of $606.55 for 
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failure to file a return. The Commissioner 
also determined that the underpayment in 
tax was due either to the taxpayer’s negli- 
gence or his intentional disregard of rules 
and regulations, and, therefore, assessed an 
addition to tax under 26 U. S. C. § 6653(a) 
in the amount of $526.05. 


A notice of deficiency reflecting these 
determinations was sent to the taxpayer on 
June 2, 1983. Ficalora thereupon filed a 


petition with the Tax Court seeking a re- ~ 


determination of the deficiencies and addi- 
tions to tax assessed against him by the 
Commissioner. In this petition, and other 
documents filed with the Tax Court, the 
taxpayer asserted various legal arguments, 
including, imter alia, the contentions that 
wages do not constitute taxable income 
within the meaning of the Internal Reve- 
nue Code or the United States Constitution, 
that the withholding statutes are unconsti- 
tutional, and that the additions to tax, 
provided in Code Sections 6651(a)(1) and 
6653(a)(1), are unconstitutional. 


The Commissioner moved to dismiss the 
appellant’s petition, pursuant to Rules 
34(b) and 40 of the Rules of Practice and 
Procedure of the United States Tax Court, 
on the ground that the taxpayer had alleged 
no justiciable error with respect to the 
determination and had asserted no justici- 
able facts in support of the petition. The 
Tax Court granted that motion and sus- 
tained in full the deficiency and additions 
to tax asserted against the taxpayer. 


Through this appeal, the appellant has 
attempted to launch a broadly based attack 
on the authority of both the Courts and 
the Congress to impose and collect a tax 
on his income for the taxable year 1980. 


Discussion 

I. Constitutional Authority to Impose An 
Income Tax on Individuals. We first address 
ourselves to the appellant’s contention that 
neither the United States Congress nor the 
United States Tax Court possess the con- 
stitutional authority to impose on him an 
income tax for the taxable year 1980. Ap- 
pellant argues that an income tax is a 
“direct” tax and that Congress does not 


“No Capitation, or other direct, Tax shall 
be laid, unless in Proportion to the Cen- 
sus or Enumeration herein before di- 
rected to be taken.” 


He also relies on the case of Pollock v. 
Farmer's Loan and Trust Co., 157 U. S. 429 
(initial decision), 158 U. S. 601 (decision © 
on rehearing) (1895), wherein the United 
States Supreme Court held that a tax 
upon income from real and personal prop- 
erty is invalid in the absence of appor- 
tionment. 


In making his argument that Congress 
lacks constitutional authority to impose a 
tax on wages without apportionment among 
the States, the appellant has chosen to 
ignore the precise holding of the Court 
in Pollock, as well as the development of 
constitutional law in this area over the last 
ninety years. While ruling that a tax upon 
income from real and personal property is 
invalid in the absence of apportionment, the 
Supreme Court explicitly stated that taxes 
on income from one’s employment are not 
direct taxes and are not subject to the 
necessity of apportionment. Pollock v. 
Farmer's Loan and Trust Co., 158 U. S. at 
635. Furthermore, the Sixteenth Amend- 
ment to the United States Constitution, 
enacted in 1913, provides that: 


“The Congress shall have the power to 
lay and collect taxes on incomes, from 
whatever source derived, without appor- 
tionment among the several States, and 
without regard to any census or enumer- 
ation,” 


Finally, in the case of New York ex rel. 
Cohn v. Graves, 300 U. S. 308 (1937), the 
Supreme Court in effect overruled Pollock, 
and in so doing rendered the Sixteenth 
Amendment unnecessary, when it sustained 
New York’s income tax on income derived 
from real property in New Jersey. Jd. at 
314-15. Hence, there is no question but 
that Congress has the constitutional au- 
thority to impose” an income tax upon the 
appellant. 


II. Statutory Authority to Impose an is 
come Tax on Individuals and Definition of 
Taxable Income. The appellant contends 
that “[n]owhere in any of the Statutes of 
the United States is there any section of 
i dual liable to pay a 
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imposes a tax on an undefined: “taxable 
income’”’. 


Section 1 of the Internal Revenue Code 
of 1954 (26 U. S. C.) (hereinafter the Code) 
provides in plain, clear and precise lan- 
guage that “[t]here is hereby imposed on 
' the taxable income of every individual... 
a tax determined in accordance with” tables 
set-out later in the statute. In equally clear 
language, Section 63 of the Code defines 
taxable income as “gross income, minus 
the deductions allowed by this chapter... .”, 
gross income, in turn, is defined in Section 
61 of the Code as “all income from what- 
ever source derived, including (but not 
limited to) . . . : (1) Compensation for 
services .. .”. Despite the appellant’s at- 
tempted contorted construction of the stat- 
utory scheme, we find that it coherently 
and forthrightly imposes upon the appellant 
a tax upon his income for the year 1980. 


Sections 6651(a)(1) and 6653(a)(1) of 
the Code impose additions to the income 
tax due and owing for failure to file a 
proper return and for failure to make timely 
payments, respectively. The appellant 
claims that the Congress lacks the consti- 
tutional authority to enact such additions 
to tax. He also contends that there are 
no laws or statutes which impose on him 
any additions to tax. The constitutionality 
of Congress’ enactment of tax penalties, 
such as §§ 6651(a)(1) and 6653(a)(1), has 
been upheld by the Supreme Court. See 
Helvering v. Mitchell [38-1 ustc 9152], 
303 U. S. 391, 39% (1938); Oceanic Steam- 
ship Navigation Co. v. Stranahan, 214 U. S. 
320, 339 (1909). These sections, on their 
face, by their clear language, impose addi- 
tions to tax on the appellant for failing to 
file a proper return and for failing to make 
timely payment of his income tax due. 
Accordingly, there is no merit to the ap- 


pellant’s contention that there is no con- 
stitutional authority for these provisions 
and that there are no laws or statutes 
which impose additions to tax on him. 


Ill. “Income”. Lastly, the appellant as- 
serts that the term “income’’, as used in 
the taxing statutes, has no defined meaning 
and is unconstitutionally vague and indefi- 
nite. As discussed above, Section 61 of the 
Code defines gross income as “all income 
from whatever source derived”. Even if 
we were to assume, arguendo, that this 
phrase is somehow vague or indefinite, Sec- 
tion 61 of the Code specifically cites 
“[c]ompensation for services ...” as a 
concrete example of what is meant by the 
term income. The wages which the appel- 
lant received for his services rendered to 
New York Telephone in taxable year 1980, 
fall squarely within the definition of income 
contained in Section 6la(1) of the Code. 
The appellant’s argument that the term “in- 
come”, as used in the Code, is unconstitu- 
tionally vague and indefinite, is totally 
without merit. 


IV. Imposition of Sanctions. The Com- 
missioner of Internal Revenue argues force- 
fully for the imposition of sanctions in 
this appeal. However, the determination 
of whether to impose such sanctions is re- 
served to the discretion of this Court. As 
this is the appellant’s first appeal of the 
issues presented in this case, and because 
this Court has not heretofore explicitly 
ruled on the issues raised, however clear 
their resolution may be, we will not impose 
sanctions upon the appellant. 


Conclusion 
For the reasons set forth above, we affirm 
the decision of the United States Tax 
Court. 


[19104] William L. Becker, Appellant v. Commissioner of Internal Revenue, 


Appellee. 


U. S. Court of Appeals, 3rd Circuit, No. 84-5062, 12/28/84.—(751 F2d 146.) Vacating 
Tax Court, 45 TCM 764, Dec. 39,906(M), T. C. Memo. 1983-94. 


[Code Sec. 7805(b)] 


Rulings by the Internal Revenue Service: Retroactivity: Rev. Rul. 80-173.—The 
decision of the Tax Court was vacated solely to afford the taxpayer an opportunity to 
present to the Tax Court his contention that the Tax Court erred in not finding that 
the Commissioner abused his discretion in applying Rev. Rul. 80-173 retroactively as 
to him in violation of the taxpayer’s right to equal treatment in the application of the 
tax laws. Under Rev. Rul. 80-173 flight training expenses for which veterans are reim- 
bursed under 38 U. S. C. §1677 (1976) were not deductible because the taxpayer 
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suffered no economic detriment and incurred no expense in making the expenditure’ to 
the extent of the reimbursement. As a result of the retroactive application of the 1980 
ruling, the taxpayer’s returns were audited for the third time and the IRS assessed a 
deficiency against him. Although Rev. Rul. 80-173 did not expressly state whether it 
was to have retroactive effect, in the absence of limitations imposed by statute or the 
IRS, such rulings generally are entitled to retroactive application. Back reference: 
f] 1360.11, 5822T.30, 5876A.977 and 5980A.169. 


William L. Becker, 105 Caprock Cove, Wichita Falls, Tex. 76308, pro se. George 
M. Sellinger, Internal Revenue Service, Washington, D. C. 20224, Gilbert S. Rothenberg, 
Michael L. Paup, Laurie A. Snyder, Department of Justice, Washington, D. C. 20530, 


for appellee. 


Before Sritz, BECKER and RosENn, Circuit Judges. 


Opinion of the Court 
Seitz, Circuit Judge: 


If 


William L. Becker (taxpayer) appeals 
from a decision of the United States Tax 
Court retroactively disallowing his deduc- 
tion, as a business expense, of the full cost 
of a commercial flight training course for 
which he also had received a tax-exempt 
educational assistance allowance equal to 
90 percent of his expenditures from the 
Veterans’ Administration. 


IT, acts 


The facts of the case were stipulated at 
trial by the parties. Taxpayer is a veteran 
of the U. S. armed forces. During 1976 and 
1977 he was employed as a DC-9 pilot for 
Eastern Airlines. To maintain and improve 
his aviation skills, he enrolled in a Lear 
jet flight training course offered by Mid- 
west Aviation. The total cost of the tuition 
and fees for the course was $12,250. Tax- 
payer paid $6,150 of this amount in 1976 
and the remaining $6,100 in 1977. Because 
of his previous military service taxpayer 
was eligible to receive an educational assist- 
ance allowance from the Veterans’ Admin- 
istration for flight training necessary for 
the attainment of a recognized vocational 
objective. The Veterans’ Administration 
approved taxpayer’s application for a tax- 
exempt allowance equal to 90 percent of 
the tuition expenses as provided under 38 


i poe t * 1677 eens eee ies oa He 


- claimed 


penditures related to the course. Taxpayer’s 
out-of-pocket expenses for the flight train- 
ing, therefore, equaled $615 in 1976 and 
$610 in 1977. 


On his 1976 and 1977 federal income tax 
returns, taxpayer excluded the Veterans’ 
Administration payments from income un- 
der 38 U. S .C. §3101(a) (1976).2 He also 
“employee business expense” de- 
ductions of $6,150 and $6,100 respectively 
under I. R. C, § 162(a) (1976).° 


At the time taxpayer filed his income tax 
returns, Internal Revenue Service (“I. R. S.”) 
Revenue Ruling 62-213 and IJ. R. S. Publi- 
cation No. 17, entitled “Your Federal In- | 
come Tax,” stated that deductions for 
educational expenses incurred by veterans 
need not be reduced by the amount of any 
nontaxable educational benefits received dur- 
ing the taxable year from the Veterans’ 
Administration. Rev. Rul. 62-213, 1962-2 
Cum. Bull. 59, revoked by Rev. Rul. 83-3, 
1983-1 Cum. Bull. 72; 1977 I. R. S. Publi- 
cation No. 17. Taxpayer claims that he 
relied on the 1962 Revenue Ruling and the 
1977 I. R. S. pamphlet when preparing his 
returns. 


I. R. S. agents audited taxpayer’s 1976 
and 1977 returns twice, once in New Jersey 
and later in Texas where taxpayer’s real 
estate interests were located. Referring to 
the second audit, taxpayer averred that 
“after one month of investigation, [he] 
received written notice that the expenses 
were valid, and the case was again closed.” 

In 1980, the I. R. S. issued Revenue Rul- 
ing 80-173 which purported to “distinguish 


aad slarity? Revenue PRugling: Sales Reve- 
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nue Ruling 80-173, 1980-2 Cum. Bull. 60. 
In the 1980 ruling the I. R. S. announced 
that flight training expenses for which vet- 
erans are reimbursed under 38 U. S. C. 
§ 1677 (1976) are not also deductible be- 
cause “the taxpayer suffers no economic 
’ detriment and incurs no expense in making 
the expenditure to the extent of the reim- 
bursement.” 


As a result of the retroactive application 
of the 1980 ruling pursuant to I. R. C. 
§ 7805(b) (1976),* taxpayer’s returns were 
audited for the third time and the I. R. S. 
assessed a deficiency against him in the 
amounts of $2,578 and $2,884 for the years 
1976 and 1977. 


Representing himself, taxpayer challenged 
the deficiency in the Tax Court. He claimed 
that the I. R. S., having twice allowed the 
deductions, was estopped from “chang[ing] 
the rules after the game has been played.” 
To support this claim he alleged that he 
relied to his detriment on the 1962 Revenue 
Ruling then still in effect and took the 
course expecting that “the cost of the train- 
ing would be a legitimate deduction.” 


Citing Manocchio v. Commissioner [CCH 
Dec. 39,097], 78 T. C. 989 (1982), aff'd [83-2 
ustc § 9478] 710 F. 2d 1400 (9th Cir. 1983), 
the Tax Court upheld the determination of 
them. Re-S. that, 1. R. C'S 265(1) - (1976) 
prohibited the deduction of the reimbursed 
portion of the flight training expenditures. 
Although the Tax Court appreciated tax- 
payer’s frustration at being assessed a de- 
ficiency after I. R. S. agents had examined 
his returns and permitted him to claim 
the deductions, it nevertheless found that 
the I. R. S. was not estopped from retro- 
actively disallowing the deductions. The 
taxpayer appealed. 


We begin by noting the appropriate 
standard of review. The Commissioner’s 
decision whether or not to give retroactive 
effect to a regulation or ruling relating to 
internal revenue laws is reviewable for 
abuse of discretion. Dixon v. U. S. [65-1 
ustc ff 9386], 381 U. S. 68, 75 (1965) ; Auto- 
mobile Club of Michigan v. Commissioner 
[57-1 usrc J 9593], 353 U. S. 180, 184 (1957). 
The taxpayer bears the ultimate burden of 
proving, by the preponderance of the evi- 
dence, that a particular assessment is errone- 
ous. Helvering v. Taylor [35-1 ustc { 9044], 


471. R. C. § 7805(b) (1976) states that ‘“The 
Secretary or his delegate may prescribe the 
extent, if any, to which any ruling or regula- 
tion, relating to the internal revenue laws, 
shall be applied without retroactive effect.’’ Id. 
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293 U. S. 507, 515 (1935); Sullivan v. U. S. 
[80-1 ustc { 9344], 618 F. 2d 1001, 1008 
(3d Cir. 1980); Demkowicz v. Commissioner 
[77-1 ustc 9318], 551 F.2d 929, 931 (3d 
Cir. 1977). In addition pro se complaints 
are held to less stringent standards than 
formal pleadings drafted by lawyers and 
the allegations contained therein are to be 
liberally construed. Haines v. Kerner, 404 
U.S. 519 (1972). 


IBUK 


We first address taxpayer’s argument 
that the Commissioner should be estopped 
from giving retroactive effect to Revenue 
Ruling 80-173, adopted pursuant to I. R. C. 
§ 7805(b). Taxpayer contends that while 
the I. R. S. has the power to apply rev- 
enue rulings retroactively, the agency should 
be estopped from doing so with respect to 
flight training deductions because the scale 
of equities tips so heavily in his favor. He 
claims that the I. R. S.’s initial allowance 
of the business deductions, its sudden repu- 
diation in 1980 of a longstanding policy 
embodied in a well-publicized 1962 revenue 
ruling, and its disregard for its own oper- 
ating procedures all work to estop the 
retroactive assessment of a tax deficiency 
against him. 


The I. R. S. defines a revenue ruling as 
“an official interpretation by the Service 
which has been published in the Internal 
Revenue Bulletin.”” Rev. Proc. 67-1, 1967-1 
Cum, Bull. 544-555. The introduction to 
each issue of the Internal Revenue Bulletin 
states that “Revenue Rulings and Revenue 
Procedures do not have the force and effect 
of Treasury Department Regulations... 
but are published to provide precedents to 
be used in the disposition of other cases 
and may be cited and relied upon for that 
purpose.” The Supreme Court has held 
that such rulings are administrative in 
nature and do not have the force of law 
although they may be useful in discerning 
precedent and in interpreting the Internal 
Revenue Code and regulations. Dixon v. 
U. S. [65-1 uste J 9386], 381 U. S. 68, 73 
(1965). See also Washington State Dairy 
Products Comm'n v. U. S. [82-2 ustc 
7 16,384], 685 F. 2d 298, 300 (9th Cir. 1982) ; 
Redwing Carriers, Inc. v. Tomlinson [68-2 
ustce § 9540], 399 F. 2d 652, 657 (Sth Cir. 
1968). 

57. R. C. § 265(1) (1976) prohibits the deduc- 


tions of expenses allocable to tax exempt in- 
come. Id. 


q 9104 


87,018 


U.S. Tax Cases 


Becker v. Com. 


To encourage taxpayers to “rely upon 
such rulings in determining the rule appli- 
cable to their own transactions” the I. R. S. 
has reassured taxpayers that “Revenue Rul- 
ings published in the Internal Revenue 
Bulletin ordinarily are not revoked or mod- 
ified retroactively.” Jd. The I. R. S. Rev- 
enue Procedures, however, caution that a 
tuling may be modified or revoked retro- 
actively “at any time” unless “the Com- 


missioner or his delegate exercises the dis- - 


cretionary power under section 7805(b) of 
the Code to limit the retroactive application 
of the. ruling.’ Rev. Proc. 67-1, 1967-1 
Cum. Bull. at 552-553, 


Although Revenue Ruling 80-173 does 
not expressly state whether it is to have 
retroactive effect, in the absence of limita- 
tions imposed by statute or the I. R. S., 
such rulings generally are entitled to retro- 
active application. The language of I. R. C. 
§ 7805(b) presumes that these agency rul- 
ings will be given retroactive effect unless 
otherwise specified. 


The Supreme Court has upheld the retro- 
active application of revenue rulings on the 
ground that the I. R. S. should not be 
estopped from correcting a ‘mistake of 
law,” Automobile Club of Michigan v. Com- 
missioner [57-1 ustc J 9593], 353 U. S. 180, 
183 (1957), even though a taxpayer may 
have relied to his detriment on a prior 
agency ruling. Dickman v. Commissioner 
[84-1 ustc J 13,560], — U. S. —, 104 S. Ct. 
1086, 1094 (1984). This position reflects the 
fact that Congress, not the I. R. S., is 
charged with promulgating the tax laws. 
The Commissioner of the I. R. S. is simply 
a delegate of the Secretary of the Treasury 
whose function is to implement the law. 
Automobile Club of Michigan v. Commis- 
sioner, supra, at 184; Redhouse v. Commis- 
sioner [84-1 ustc J 9311], 728 F. 2d 1249, 1251 
(9th Cir. 1984). 


In the case of disallowing deductions for 
flight training taken by veterans receiving 
tuition reimbursements, the Commissioner 
corrected his past error. Section 265(1) of 
the Internal Revenue _Code embodies the 


Income Taxation, Code Commentary § 265:1 
(1984). 


Flight training benefits for veterans origi- 
nated in 1958 as part of legislation to 
foster the “Education of Korean Conflict 
Veterans,” P. L. 85-857, 72 Stat. 1174. Key 
sections of the 1958 legislation were reen- 
acted in 1966 as part of the Veterans’ Read- 
justment Benefits Act. P. L. 89-358, 80 
Stat. 17. Section 1781 of the 1966 Act pro- 
hibited the “duplication of benefits paid 
from the Federal Treasury” to otherwise 
eligible veterans, 80 Stat. 21. There is noth- 
ing in the language or legislative history 
of these veterans’ benefits statutes to indi- 
cate that Congress intended to create an 
exception to existing tax law by permitting 
veterans to have both a tax exemption and 
a tax deduction for reimbursed educational 
expenses. Indeed, Congress clearly sig- 
nalled its concern that the legislation not 
burden the treasury by authorizing double 
benefits. 


Revenue Ruling 62-213 interpreted Sec- 
tion 1.162-5 of the Income Tax Regulations 
to mean that veterans who properly deduct 
educational expenses on their federal in- 
come tax returns need not reduce or offset 
the deduction by the amount of any non- 
taxable cash payments directly allocable as 
reimbursement from the Veterans Admin- 
istration. This reading of the tax law con- 
travenes Congress’s express intention to 


prevent veteran/taxpayers from realizing — 


double benefits. Revenue Ruling 80-173 
which disallowed deductions for veterans 
enrolled in flight training courses rectified 
the Commissioner’s earlier mistaken inter- 
pretation of the law. 


Notwithstanding taxpayer’s reasonable re- 
liance on the Commissioner’s prior position, 
the I. R. S. clearly is not estopped from 
nullifying a prior ruling, based on a mistake 
of law, by means of a new ruling having 
retroactive effect. Dixon v. U. S., supra at 
73; Automobile Club of Wich v. Com- 
missioner, supra at 184; Wolinsky v. U. S. 
[59-2 ustc J 15,263], 271 F. 2d 865, 868 (2d 
Cir. 1959). 


IV. 


The yes contends, however, that the 
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Force veteran, attended a flight training 
course in 1977. Like the taxpayer in our 
case, he was reimbursed for 90 percent 
of the cost of the classes by the Veterans 
Administration. Relying on Revenue Rul- 
ing 62-213 he deducted the entire cost of 
the flight training course on his income tax 
returns. The I. R. S. retroactively disal- 
lowed the deduction of the reimbursed por- 
tion of the course fees and assessed a tax 
deficiency against him in the amount of $924. 


The Tax Court upheld the deficiency de- 
termination. It found that the taxpayer 
could point to no extraordinary injury suf- 
fered as a result of his reliance on the 
1962 ruling: 


He can hardly be heard to complain, 
for example, that he would not have 
taken the flight training course had he 
known the deduction was not available, 
because (1) the VA provided tax-free re- 
imbursement for 90 percent of the costs, 
(2) his out-of-pocket cost on the remain- 
ing 10 percent was partially offset by the 
tax benefit attributable to the deduction 
of such costs, and (3) the education 
maintained and improved skills required 
in his trade or business. Nor is it a 
sufficient injury that petitioner must now 
disgorge the windfall tax benefit he re- 
ceived and compensate the Government 
for the use of its money during the inter- 
vening period. To hold otherwise would 
effectively strip respondent of the author- 
ity vested in him by section 7805(b). 


Manocchio v. Commissioner, 78 T. C. at 1002. 


In the case before us the deficiency as- 
sessed against the taxpayer amounts to 
more than $5,000, not an inconsiderable 
sum. The taxpayer does not claim, how- 
ever, that he is financially unable to satisfy 
the judgment nor does he indicate that 
repaying the government would so severely 
burden him or his family as to result in a 
miscarriage of justice. See Lesavoy Founda- 
tion v. Commissioner [57-1 ustc {| 9229], 238 
F. 2d 589 (3d Cir. 1956). 


We conclude that the Commissioner was 
not estopped from applying Revenue Rul- 
ing 80-173 retroactively. 


V. 


Taxpayer raises several other grounds 
for reversal on appeal but it is less than 
clear that they were presented to the Tax 
Court. The most significant of these grounds 
was that the Commissioner’s different treat- 
ment of flight training benefits from other 
veterans’ educational benefits denied him 


6 Other issues raised for the first time on ap- 
peal will not be addressed. 
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the right to equal treatment in the applica- 
tion of the tax laws. 

We conclude that the totality of the 
present circumstances dictates that this ground 
be remanded to the Tax Court for appro- 
priate consideration. We reach this con- 
clusion for several reasons. First, we are 
uncertain whether it was before the Tax 
Court given the language of the pro se 
brief filed in that court. Next, and of im- 
portance, the Tax Court relied on its pre- 
vious opinion in Manocchio v. Commissioner, 
supra, which reached the equal treatment 
issue. However, at the time that Manocchio 
was decided by the Tax Court, the Com- 
missioner had not issued Revenue Ruling 
83-3 which disallowed the deduction of 
educational expenses that were allocable 
to a portion of the veterans’ educational 
benefits other than flight training. This 
ruling, however, was prospective only. After 
the Tax Court had rendered its decision 
in this case, the Courts of Appeals for the 
Ninth and Eleventh Circuits reached differ- 
ent conclusions as to whether the applica- 
tion of Revenue Rulings 80-173 and 83-3 
have resulted in the disparate treatment 
of similarly situated taxpayers. Manocchio 
v. Commissioner [83-2 ustc { 9478], 710 
F. 2d 1400, 1404 & n. 2 (9th Cir. 1983) 
(holding that there is a rational basis for 
the distinction); Baker v. United States 
[85-1 ustc $9101], No. 84-8036 (11th Cir. 
Dec. 3, 1984) (holding that there is no 
rational reason for the retroactive applica- 
tion of 80-173 and the prospective applica- 
tion of 83-3). Thus, there may be some 
question as to the soundness of the Tax 
Court’s reliance on Manocchio due to the 
Commissioner’s subsequent revenue ruling. 


Under these circumstances we conclude 
that fundamental fairness dictates that the 
taxpayer be provided a forum to resolve 
this ground. It is equally clear to us that 
the matter should be resolved, at least 
initially, by the Tax Court.° 


VI. 


The decision of the Tax Court will be 
vacated solely to afford the taxpayer an 
opportunity to present to the Tax Court 
his contention that the Tax Court erred in 
not finding that the Commissioner abused 
his discretion in applying Revenue Ruling 
80-173 retroactively as to him in violation 
of the taxpayer’s right to equal treatment 
in the application of the tax laws. 


Each party shall bear its own costs. 
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[79105] George L. Theophelis and Arlene Theophelis, Pisintifie Appellants Vv. 
United States of America, Defendant-Appellee. 

U. S. Court of Appeals, 6th Circuit, No. 83-1828, 12/27/84.—(751 F2d 165.) Afirming 
District Court, 83-2 ustc J 9630, 571 F. Supp. 516. 


[Code Sec. 167] 

Depreciation: Covenant not to compete.—The buyer of a retail store was not allowed 
to claim depreciation deductions for a two-year covenant not to compete garnered from 
the seller, because the parties did not intend to allocate any part of the store’s sale 
price to the covenant. Nothing was represented in the sale agreement, and during nego- 
tiations both parties pointedly decided against making an allocation. In reality, the 


covenant was sought by the taxpayer to maintain the store’s goodwill, a nondepreciable 


asset. Back reference: {[ 1717.0272. 


Before Epwarps and Keitru, Circuit Judges; and JonNnsTone, District Judge.* 


KeitH, Circuit Judge: This is an appeal 
by the plaintiffs, George L. Theophelis and 
Arlene Theophelis, from a reported decision 
of the United States District Court for the 
Eastern District of Michigan granting sum- 
mary judgment in favor of the United 
States. Theophelis v. United States [83-2 
ustc {| 9630], 571 F. Supp. 516 (E. D. Mich. 
1983). The Theophelises initiated this 
action under 28 U. S. C. § 1346(a)(1) seek- 
ing a refund of income taxes for the years 
1976 through 1978. The taxpayers claim 
that the Internal Revenue Service incor- 
rectly disallowed a depreciation deduction 
for a covenant not to compete acquired in 
the purchase of a retail store, the “Party 
Center,” in 1976. Following discovery, the 
government filed a motion for summary 
judgment. After briefing and argument, the 
district court granted summary judgment. 
For the reasons set forth below, we affirm 
the judgment of the district court. 

The material facts in this case are essen- 
tially undisputed. In the summer of 1975, 
the taxpayers became interested in pur- 
chasing a party store (a retail store selling 
beer, wine and incidental refreshments) 
from Matthew A. Lumetta. After inspecting 
the store and arranging to borrow the funds 
necessary for the purchase, the taxpayers 
and Lumetta agreed upon a purchase price 
of $145,000. Subsequently, the attorneys 
and accountants of the parties became in- 
volved in finalizing the additional terms 
and conditions of an agreement of sale. 
Ons such additional condition requested by 


e Edward H. paenmstone, United 


the taxpayers was the inclusion in the 
agreement of a covenant not to compete on 
the part of the seller. 


On November 28, 1975, the taxpayers 
executed an agreement to purchase the 
Party Center. Under paragraph 1\ of the 
agreement, the taxpayers purchased: 


the lease to such premises, the keys and 
all other indicia of possession, the good- 
will of the business as a going concern, 
the Seller’s interest in the liquor licenses, 
stock-in-trade, furniture, fixtures, equip- 
ment, transferable insurance policies, all 
contracts which have been made by or 
granted to the Seller in connection with 
the business, and all other property (ex- 
cept cash and accounts receivable) owned 
and used by the Seller in the business. 


Joint Appendix at 43a. Under paragraph 2, 
the purchase price for “all of the assets re- 
ferred to in Paragraph 1, other than the 
stock-in-trade,” was set at $145,000. Jd. The 
purchase price for the stock in trade was 
set forth separately in paragraph 3. Para- 
graphs 17 and 18 of the agreement con- 
tained provisions which served the function 
of covenants not to compete (hereinafter 
collectively referred to as the covenant) 
whereby the seller agreed that for a period 
of two years after the date of closing, he 
would neither (1) engage in any similar 
business within a ten mile radius of the 
Party Center, nor (2) solicit any sales from 
the industrial accounts on a list which was 
to be furnished to ee Ges Joint Appen- 
dix at 52a. 2 


list of all industrial accounts of the business. 
Prior to the date of closing, the Seller shall 


have made a good faith effort to introduce the 


counts on said 
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Aside from the attribution of the entire 
$145,000 purchase price to the assets set 
forth in paragraph 1 of the agreement, and 
the separate purchase price for the stock- 
in-trade set forth in paragraph 3 of the 
agreement, the parties did not further allo- 
cate the purchase price among the specific 
items included in paragraph 1. Most im- 
portantly, no part of the purchase price 
was allocated to the covenant. In fact, the 
district court noted that the parties never 
even discussed the subject of an allocation 
to the covenant until their final meeting 
during which they executed the agree- 
ment. 571 F. Supp. at 517. At that time, 
the parties, in effect, agreed that they 
would not allocate any specific part of the 
purchase price to the covenant, but rather 
they would allow the Internal Revenue 
Service to determine its value when the 
first of the parties to the sale was audited. 
Jake 


On their 1976 federal income tax return, 
the taxpayers claimed that the tangible 
depreciable property purchased with the 
Party Center had a value of $100,000, and 
claimed an investment credit of $10,000. 
The return was audited and the Commis- 
sioner determined that the property’s value 
was only $45,000. Subsequent to that audit, 
in 1980, the taxpayers filed amended returns 
for 1976, 1977 and 1978, and for the first 
time claimed that $75,000 was paid for the 
covenant. The taxpayers sought to amortize 
the cost of the covenant over its two year life 
span, pursuant to Section 167 of the Internal 
Revenue Code. 26 U. S. C. § 167. The deduc- 
tion was disallowed and after the claim for 
refund was denied, the taxpayers filed the 
instant refund suit in the district court. 


It is well settled that the depreciation 
deduction authorized by Section 167(a) (1) 
of the Internal Revenue Code for property 


2 The district court’s finding that the parties 
agreed not to allocate a portion of the pur- 
chase price to the covenant is supported by the 
admissions of Mr. Theophelis. For example, in 
Mr. Theophelis’ deposition, there is the fol- 
lowing colloquy: 

Q. Did there come a point in time where a 
value was given to the covenant not to 
compete? 

A. No, what we determined at the final 
meeting, and Mr. Grosberg brought this up, 
he said that we weren't going to get involved 
in any fighting over the covenant. The—what 
do you call it? 

MR. GORDON: Good Will. 

[A]. Good will and property. The first per- 
son audited would take what was to be deter- 
mined, and the attorneys and everybody said, 
‘“‘thallelujah.’’ They agreed right there on the 
spot. 
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used in a trade or business applies to in- 
tangibles such as a covenant not to com- 
pete for a definite term, but it does not 
apply to good will. See Treas. Reg. §§ 1.167 
(a)-1, 1.167(a)-3. The deduction, amortized 
over the term of the covenant, is limited to 
the amount paid (or other tax basis) for 
the covenant. See 26 U.S.C. §§ 167(g), 1011, 
1012. Thus, if a contract contains a covenant 
not to compete, but nothing has been paid 
for it, there is nothing to deduct. 


Courts have frequently been called on to 
determine the amount properly allocable 
to a seller’s covenant not to compete when 
a business is sold. Generally, the amount 
allocated by the parties’ agreement is con- 
trolling, because they have competing and 
conflicting tax interests. Balthrope v. Com- 
missioner [66-1 ustc 9 9187], 356 F. 2d 28, 
31 (5th Cir. 1966). The seller benefits with 
respect to his taxes by allocating little or 
nothing to the covenant, because whatever 
is allocated to it must be recognized as 
ordinary income, whereas the remainder of 
the sales price is normally recognized as 
capital gains and taxed at lower rates. The 
buyer, on the other hand, prefers allocating 
as much as possible to the covenant, be- 
cause that amount is amortizable over the 
term of the covenant, allowing an ordinary 
income tax deduction, whereas the alterna- 
tive—an allocation to good will—is non- 
depreciable and provides no such deduction. 
Better Beverages, Inc. v. United States [80-2 
ustc 9516], 619 F. 2d 424, 425 n. 2, ex- 
plained and reh’g denied [80-2 ustc { 9678], 
625 F. 2d 1160 (5th Cir. 1980). 


The question presented by this appeal is 
what amount, if any, is deductible for a 
covenant not to compete when the parties’ 
agreement of sale allocates the entire pur- 
chase price to assets other than the covenant? 
It appears that while our Court has not 


Joint Appendix at 33a. Similarly, Mr. Theo- 
phelis stated in his affidavit in opposition to 
summary judgment: 

6. At one of the meetings between [seller], 
me and our representatives, we discussed the 
issue of allocating a portion of the purchase 
price to the covenant not to compete. 

7. At this meeting, Herbert Groseberg [sic], 
my accountant, suggested that the parties 
avoid a. protracted dispute over the exact 
amount to be allocated to the covenant. In- 
stead, he proposed that the results of the audit 
of the first party to be audited would be bind- 
ing on the other parties. To this we all agreed 
and therefore did not specifically allocate any 
specific amount to the covenant Palby to compete, 
Joint Appendix at 20a. 


iy Se Fs. 
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directly addressed this precise issue, there 
is substantial authority which supports the 
decision reached by the district court in 
this case. 


For example, in Major v. Commissioner 
[CCH Dec, 37,6705 (6, be Z39R GIS I). 
the Tax Court addressed a similar situation 
in which a purchaser of a trucking business 
belatedly attempted to allocate a portion of 
the purchase price to the seller’s covenant 
not to compete. In analyzing that case the 
Tax Court adopted an approach which placed 
“heavy emphasis upon the intention of the 
parties at the time the contract was en- 
tered into.” 76 T. C. at 246. While the Tax 
Court also recognized that whether the 
covenant had independent economic sig- 
nificance or reality was another relevant 
factor. The Tax Court stressed that “[t]he 
economic reality test, however, is applied 
with a view to the parties’ intention, e. g., 
whether the covenant was separately bar- 
gained for.” IJd.; see also Peterson Machine 
Tools, Inc. v. Commissioner [CCH Dec. 
39,178], 79. TE. Ci072,9812:(1982). 


From our review of the record, it is 
clear that at the time the contract was 
entered into, the parties did not intend 
to allocate a portion of the purchase price 
to the covenant not to compete. In this 
respect, we note that the agreement between 
the parties contains no specific allocation 
of the purchase price to the covenant. This 
failure to allocate a portion of the purchase 
price to the covenant appears to be “good 
evidence that none was intended.” Major 
v. Commissioner, 76 T. C. at 250. Also, we 
note the district court’s uncontroverted find- 
ing that an allocation was never even dis- 
cussed until the final meeting of the parties 
when they executed the agreement. Theophelis 
v. United States, 571 F. Supp. at 517. Further, 
when the parties did discuss this issue, they 
agreed not to allocate a portion of the pur- 
chase price to the covenant. See supra mote 


2. Finally, we note that on their tax re- 
turns, the taxpayers themselves did not even 
attempt to allocate anything to the covenant 
until cath tour ee after the transaction. 


On appeal the taxpayers contend, in es- 
sence, that since the covenant not to com- 
pete was of some economic value to them, 
it was, therefore, improper for the district 
court to grant summary judgment and not 
resolve the proffered question of fact by 
determining the value of the covenant. With 
respect to its tax law consequences, this 
argument is misguided. In Better Beverages, 
Inc. v. United States [80-2 ustc J 9516], 619 


_F. 2d 424 (5th Cir. 1980), the purchaser 


of a going concern soft drink bottling and 
distribution business similarly sought to 
avoid summary judgment by inviting the 
court to examine the “real economic value” 
of a covenant not to compete to which no 
part of the purchase price had been allocated. 
In declining this invitation, the Fifth Circuit 
noted: 


[S]ince [the buyer] seeks to prove its ~ 
basis in the covenant by allocating to it~ 
a portion of the lump sum purchase price: 
paid for the business, the evidence of 
value on which it relies may be said to 
have demonstrated a material fact issue 
that should have precluded summary 
judgment only if such evidence created a 
question not simply as to what would 
have been a fair and equitable apportion- 
ment, but as to what portion, if any, of 
that lump sum price [the buyer] actually 
was required to pay to obtain the covenant 
from [the sellers]. 

619 F. 2d at 428 (footnote omitted). 


On its facts, the case at bar is not essen- 
tially different from-Better Beverages. In 
both cases the parties initially established 
the fundamental terms of their agreement 
and the purchase price for the business 
before a covenant not to compete was 
included in the final contract. In both 
cases the subsequently added covenant was 
not accompanied by any increase in the 
previously agreed upon purchase price.* 
Also, in both cases, after having failed to — 
specifically agree to allocate any portion 
of the purchase price to the covenant, the 
taxpayer later unilaterally attempted such! 
an allocation.* Given this similarity be- 
tween the two cases, the Fifth Circuit’s 


language from Better Reuetaee ss is eereularly a 


appropriate. 


4In this respect we note that the taxpayer in 
Better Beverages was in a stronger position 


than the Theophelises because that taxpayer | 


at least initi ay treated a portion of. the ‘pur- | 
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Upon appeal the taxpayers seek to rely 
principally upon three cases. Peterson Ma- 
chine Tool, Inc. v. Commissioner [CCH Dec. 
39,178], 79 T. C. 72 (1982), Wilson Athletic 
Goods Mfg. Co., Inc. v. Commissioner [55-1 
ustc J 9442], 222 F. 2d 355 (7th Cir. 1955), 
and Illinois Cereal Mills, Inc. v. Commissioner 
[CCH Dec. 40,342(M))], 46 T. C. M. (CCH) 
1001 (1983). The taxpayers attempted 
reliance is inapposite as each of these cases 
is distinguishable from the case at bar. In 
Peterson Machine Tool, a purchaser of an 
equipment manufacturing and distribution 
business was allowed to allocate a portion 
of the purchase price to covenants not to 
compete, although the contract of sale had 
not identified any specific portion of the 
price as allocable. In Peterson Machine Tool, 
however, the contract of sale clearly stated: 
“For the total purchase price of $280,000.00, 
each of the Sellers shall (1) sell to the 
Buyer the number of shares of the Com- 
pany set forth below opposite his name... 
and (2) execute the covenant not to com- 
pete as set forth in numbered paragraph 12 
of this Agreement... .” 79 T. C. at 78. 
Further in paragraph 12, the contract clearly 
spelled out: “It is the intention of the 
Sellers and the Buyer that the execution 
of these covenants not to compete be con- 
sidered materially significant and essential 
to the closing .. . and that such covenants 
are a material portion of the purchase price 
set forth hereinabove.” 79 T. C. at 78-79. 


The sale contract in Peterson Machine Tool 
is thus immediately distinguishable from 
the contract of sale in the instant case. In 
Peterson Machine Tool, in the initial para- 
graph of the contract, the purchase price 
was unequivocally attributed, in part, to 
the execution of covenants not to compete. 
In the case at bar the purchase price is 
fully attributable to various assets of the 
business other than the covenant not to 
compete. See supra at 85-522; Joint Appendix 
at 43a-44a. Further, in Peterson Machine 
Tool, there is extremely strong language in 


5In this respect the court relied upon the un- 
disputed testimony of Wilson’s president con- 
cerning the acquisition of the Wisconsin Shoe 
Company: 
The witness said further that his company 
was not interested in purchasing the good will 
of Wisconsin; that it had its own distribution 
means and methods, its own customers’ lists, 
and its own brand names; that the Wisconsin 
company had no good will to which he could 
ascribe any value to the taxpayer, but that it 
did have the factory and the machinery which 
petitioner desired, and which it could use, pro- 
vided it had a covenant on the part of the 
owners not to compete. He testified that peti- 
tioner did not acquire the Wisconsin establish- 
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the contract stating that the covenants not 
to compete were “materially significant and 
essential to the closing’ and that such 
covenants were a “material portion of the 
purchase price.” The Tax Court found this 
language to be “most persuasive evidence 
of what the parties actually intended.” 79 
T. C. at 83. Whereas in the instant case, 
the district court found “that the parties 
undisputedly agreed not to allocate any 
specific part of the purchase price to the 
covenant.” Theophelis v. United States, 571 
F. Supp. at 517 (emphasis in original). 


The taxpayers’ reliance upon Wilson Ath- 
letic Goods Mfg. Co., Inc. v. Commissioner 
(55-1) ustc J 9442], 222 F. 2d 355, is also 
misplaced as this case too is distinguishable. 
In Wilson Athletic Goods, a major sporting 
goods manufacturer purchased a shoe fac- 
tory, which produced the athletic shoes 
marketed under the “Wilson” trade name, 
and a covenant not to compete from the 
former owners. The purchase price for the 
factory was some $142,000 greater than 
the value of the shoe factory’s current assets, 
machinery and equipment. The Seventh 
Circuit upheld the allocation of $132,000: of 
the purchase price to the covenant not to 
compete. In reaching this result, the Seventh 
Circuit noted that the covenant not to 
compete was an item of value to Wilson 
and that Wilson was not interested in 
acquiring the good will of the shoe company.° 


By contrast, in the instant case it appears 
to this Court that the good will and the 
customers of the Party Center were exactly 
what the Theophelises sought to acquire 
by the covenant not to compete. In his 
deposition, Mr. Theophelis discussed the 
circumstances which prompted him to seek 
a covenant not to compete: 


A. I was fearful, because he [the seller] 
had no other business to go into. He was 
talking about another party store that was 
located in Birmingham at the time. Also, 
the fact that his brother owned a party 
store, that some of the accounts would be 


ment in order to obtain customers, as it already 
had more than it could supply; that it was not 
interested in Wisconsin’s customers; that, even 
after purchasing the assets, the taxpayer was 
unable to supply all its demands from its own 
production; ... that although the taxpayer’s 
accounting department had allocated the sum 
of $10,000 for good will, he was of the opinion 
that no value should be attributed to that item, 
and that the covenant not to compete should 
have been valued at the entire $142,000 rather 
than $132,000 which the accounting department 
allocated to it. He emphasized that assurance 
of non-competition was the important element 
of the entire transaction. a . 

222 F. 2d at 356-57. 
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slipped away from my store, especially 
the commercial or business accounts that 
could be servicing [sic] virtually any- 
where, doesn’t matter, the particular loca- 
tion. So, that’s one of the pitfalls you 
look for in a business anyway. As [I had 
learned over the years, is that you buy it 
and not get involved in any slippage of 
accounts. After all, you are buying on 
the full amount of goods sold which is 
going to be maintained 


Q. Goods sold? 


A. The gross sales would be maintained 
after you purchased it. 


Q. The going concern value of the 
business? 

A. That’s right. 
Joint Appendix at 34a-35a. Thus, it appears 
to this Court that in seeking a covenant 
not to compete, the taxpayers principally 
sought to maintain the good will and going 
concern value of the purchased party store. 
Cf. Ullman v. Commissioner [59-1 ustc 
7 9314], 264 F. 2d 305, 307-08 (2d Cir. 
1959) (amount paid for a covenant not to 
compete usually deductible to covenantee 
“unless the covenant is so closely related 
to a sale of good will that it fails to have 
any independent significance apart from. 
merely assuring the effective transfer of 
that good will’). 


Likewise, we believe the taxpayers’ re- 
liance upon Illinois Cereal Mills, Inc. v. 
Commissioner [CCH Dec. 40,342(M)], 46 
T. C. M. (CCH) 1001 (1983) is also mis- 
placed. In Illinois Cereal Mills, the Tax 
Court upheld the allocation of a portion of 
the purchase price to a covenant not to com- 
pete. In reaching its decision the Tax Court 
noted: 


The final written agreement contained 
a five-year covenant not to compete, set 
out in a separate paragraph of the docu- 
ment. There is noting [sic] in the record 
to suggest that this specific time-limited 
covenant was just a part of the general 
goodwill that was being transferred to 
ICM. Based on the entire record, we 
are satisfied that the covenant not to 
compete had substantial independent eco- 
nomic significance and that both parties 
considered it as a valuable part of the 
total consideration for the transaction. 


46 T. C. M. (CCH) at 1022. However, as 
was discussed above, we believe the covenant 
in the instant case, by contrast, was merely 
used as a means of assuring the effective 


transfer of the good will of the purchased 


party store. 


In sum, we find no evidence to support 
the taxpayers’ allegation that the parties 
intended to allocate some portion of the 
purchase price to the covenant not to com- 
pete. Rather, we agree with the finding 
of the district court that the parties agreed 
not to allocate any portion of the purchase 
price 'to the covenant. We also find that 
the economic realities underlying the trans- 
action do not suggest that the covenant was 
a separately bargained for item. But rather, 
we find that the covenant was sought as a 
means to secure the effective transfer of the 
store’s good will and going concern value. 
Finally, we find that the authorities upon 
which the taxpayers seek to rely are dis- — 
tinguishable from the facts presented by 
the instant case. 


Accordingly, the judgment of the Hon- 
orable Philip Pratt of the United States 
District Court for the Eastern District of 
Michigan, is hereby affirmed. 


[9106] David J. and Anne M. Weissman, Petitioners-Appellants v. age SE 
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Abraham L. Shapiro, Sidney Fox, Richard Rothman, Shapiro, Shiff, Beilly, Rosen- 
berg & Fox, New York, N. Y. for petitioners-appellants. Glenn L. Archer, Jr., Assistant 
Attorney General, Francis M. Allegra, Michael L. Paup, Ann Belanger Durney, Depart- 
ment of Justice, Washington, D. C. 20530, for respondent-appellee. 


Before NEwMAN and Pratt, Circuit Judges, and KELLEHER,* District Judge. 


NEWMAN, Circuit Judge: -Prior to 1976 
courts generally permitted income tax de- 
ductions for expenses related to the main- 
tenance of a home office if the office was 
merely “appropriate and helpful” to the 
taxpayer’s business. Recognizing the poten- 
tial for abuse inherent in this standard, 
Congress curtailed the availability of the 
home-office deduction in the Tax Reform 
Act of 1976, Pub. L. No. 94-455, § 601(a), 
90 Stat. 1520, 1569-72 (codified at 26 
U.S. C. § 280A (1982)).* As applied to edu- 
cators, this provision has been viewed by 
the Internal Revenue Service, often with 
the approval of the Tax Court, as creating 
virtually an absolute rule against deducting 
expenses associated with the maintenance 
of an office in one’s home.*? Without return- 
ing to the “appropriate and helpful” stand- 
ard, we conclude that the new provision, 
though strict, creates a test that can be 
met by educators and that the factual find- 
ings made by the Tax Court in this case 
involving a college professor establish his 
entitlement to a home-office deduction, de- 
spite the Tax Court’s contrary conclusion. 


David J. Weissman and Anne M. Weiss- 
man * appeal from a judgment of the United 
States Tax Court (Perry Shields, Judge) 
upholding the Commissioner of Internal 
Revenue’s determination of a deficiency in 
their joint 1976 income tax return. Weiss- 
man v. Commissioner [CCH Dec. 40,645(M) ], 
47 T. C. M. (CCH) 520 (1983). The find- 
ing of deficiency resulted from the disallow- 
ance of the Weissmans’ deduction of $1,540 
of rent and expenses allocable to that por- 
tion of their apartment used as an office. 


* The Honorable Robert J. Kelleher of the 
United States District Court for the Central 
District of California, sitting by designation. 

1 Section 280A of the Internal Revenue Code 
provides in relevant part: | 

(a) General Rule 

Except as otherwise provided in this section, 
in the case of a taxpayer who is an individual 
or an S corporation, no deduction otherwise 
allowable under this chapter shall be allowed 
with respect to the use of a dwelling unit 
which is used by the taxpayer during the tax- 
able year as a residence. 


(ec) (1) Certain business use 
Subsection (a) shall not apply to any item 
to the extent such item is allocable to a por- 
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The Tax Court agreed with the Commis- 
sioner that appellants failed to meet the 
requirements of section 280A of the Inter- 
nal Revenue Code (‘Code’), 26 U. S. C. 
§ 280A (1982). We reverse. 


ie 


The Tax Court made numerous findings 
concerning Professor Weissman’s duties 
and work locations. During 1976 Professor 
Weissman was employed as an associate 
professor of philosophy at City College of 
the City University of New York (“City 
College’). In addition to teaching, meeting 
with students, and grading examinations, 
Professor Weissman “was required to do 
an unspecified amount of research and 
writing in his field in order to retain his 
teaching -position.”. 47 :T. C. M.. (CCH) 
at 521. Under the University bylaws a 
candidate for promotion to associate pro- 
fessor must possess a record of significant 
scholarly achievement in his field, and, as 
the Tax Court found, “[a]t City College, 
as in other university communities, schol- 
arly achievement is usually measured by 
research, writing and publication in one’s 
field.” Id. 


Professor Weissman worked between 64 
and 75 hours each week, but spent only 
20% of this time at the City College cam- 
pus. He spent the remaining 80% of his 
working hours at the office in his apart- 
ment, where he did the bulk of his research 
and writing. The results of these efforts 
included several articles and two books on 
philosophy. His home office consisted of 


tion of the dwelling unit which is excluswely 
used on a regular basis— 

(A) [as] the principal place of business for 
any trade or business of the taxpayer. 


In the case of an employee, the preceding 
Sentence shall apply only if the exclusive use 
referred to in the preceding sentence is for the 
convenience of his employer. 
(Emphasis added). 

2See, e. g., Bilenas v. Commissioner [CCH 
Dec. 40,576(M)], 47 T. C. M. (CCH) 217 (1983) ; 
Storzer v. Commissioner [Dec. 39,099(M)], 44 
T. C. M. (CCH) 100 (1982). 

8’ Mrs. Weissman is a party to this appeal 
solely because she filed a joint tax return with 


her husband. 
4 9106 


87,026 


U.S. Tax Cases 


Weissman v. Com. 


two rooms and a connecting bathroom in 
his ten-room apartment. The Tax Court 
found that he used his home office “exclu- 
sively for research and writing.” Id. 


Although City College provided Professor 
Weissman with an office on campus, he 
was obliged to share the space with several 
other professors. The office contained sev- 
eral desks, chairs, and filing cabinets, but 
no typewriter. Moreover, as the Tax Court 
found, it was “not a safe place to leave 
teaching, writing, or research materials and 
equipment.” The City College library was 
available to Professor Weissman from 9:00 
a.m. to 9:00 p.m. on weekdays, but it did 
not afford him any private space in which 
to work.* 


I. 


To qualify for a home-office deduction, 
a taxpayer must show that the office in 
his residence “is exclusively used on a reg- 
ular basis” as his “principal place of busi- 
ness.” 26 U. S. C. § 280A(c)(1) (1982). 
An employee, such as Professor Weissman, 
must also demonstrate that the office is 
maintained “for the convenience of his 
employer.” Jd. The fact that Professor 
Weissman used his home office exclusively 
and on a regular basis for employment- 
related activities is not disputed. Therefore 
we turn first to the issue whether the 
Tax Court correctly concluded that City 
College was Professor Weissman’s princi- 
pal place of business. 


file 


In identifying a taxpayer’s principal place 
of business, the Tax Court often seeks to 
ascertain the “focal point” of his business 
activities. Jackson v. Commissioner [CCH 
Dec. 37,875], 76 T. C. 696, 700 (1981); 
Baie v. Commissioner [CCH Dec. 36,907], 
74 T. C. 105, 109 (1980). While this may 
be helpful in many cases, when a taxpayer’s 
occupation involves two very distinct yet 
related activities, such as practice and per- 
formance, see Drucker v. Commissioner [83-2 


USTC 19550], 7 1S", 20°67 (2d Cir 1983), 


or was og teaching Oe “focal ee 


‘grading examinations and papers. 


the dominant portion of his work is accom- 
plished. 


In the case of educators, the focal point 
approach does not always adequately dis- 
tinguish between individuals with very dif- 
ferent employment activities. No doubt 
many college professors spend most of their 
working hours teaching or engaging in 
teaching-related activities such as preparing 
for classes, meeting with students, and 
Some 
college professors, however, spend the ma- 
jor share of their working hours researching 
and writing. Both types of employee have 
earned the designation “professor,” but the 
title should not obscure the differences 
between them. 


In this case, the Tax Court focused too 
much on Professor Weissman’s title and 
too little on his activities. The Court 
stated: 


The focal point of petitioner’s activities 
as a professor would normally be the 
college where he teaches. We have uni- 
formly held that the focal point of those 
who teach (at both college and secondary 
school levels) is the educational institu- 
tion rather than the home office. While 
research and writing was an important 
part of petitioner’s duties as an associate 
professor, it does not shift the focal 
point of his job away from City College 
where he taught, met with students, 
graded examinations, and prepared lec- 
tures. This is so even though petitioner 
spent more time each week doing re- 
search and writing at home than he spent 
in teaching and related activities at the 
college. 
Weissman v. Commissioner, supra, 47 T. C. M. 
(CCH) at 522 (footnotes omitted). To the 
extent that the Tax Court found City 
College to be the focal point of Professor 
Weissman’s employment activities simply 
because he taught courses there, it erred 
as a matter of law by failing to consider 
all aspects of his activities. 

A college professor’s principal place of 
business is not necessarily the college at 
which he teaches any more than a musi- 
cian’s principal place of business is neces- 
sarily the concert hall at which he performs. 
See Drucker v. Commissioner, supra, 715 F: 
2d at 69 (“Both in time and in importance, 
home practice was the ‘focal point’ of the 
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appellant musicians’ employment-related 
activities.”). Drucker teaches that in each 
case the determination of a taxpayer’s 
principal place of business depends on the 
nature of his business activities, the at- 
tributes of the space in which such activ- 
ities can be conducted, and the practical 
necessity of using a home office to, carry out 
such activities.” In Drucker the taxpayers 
were musicians who spent the majority of 
their employment-related hours practicing 
for performances. They required quiet 
space in order to benefit from their prac- 
tice sessions, and, as a practical matter, it 
was necessary for them to practice at home 
because no adequate space was provided by 
their employer. Here the taxpayer is a 
college professor who spends the majority 
of his employment-related time—80% of it 
—researching and writing. He needs a 
place to read, think, and write without in- 
terruption, and it is necessary for him to 
work at home because his shared, unsafe 
office does not provide the privacy needed 
to undertake sustained scholarly research 
and writing. Though the City College li- 
brary is available for research, it affords 
Professor Weissman no working space in 
which his research materials may be set 
aside or where he may use his typewriter. 
The lack of a private on-campus office makes 
Professor Weissman’s home office a practi- 
cal necessity. 


Contrary to the Commissioner’s conten- 
tion, the new statute does not single out 
college professors and deny them the op- 
portunity to qualify for the home-office de- 
duction. Appellee cites a passage of the 
legislative history of section 280A in which 
the House Ways and Means Committee 
criticizes the former “appropriate and help- 


ful” standard for 
deductions: 


judging home-office 


Thus, expenses otherwise considered non- 
deductible personal, living, and family 
expenses might be converted into de- 
ductible business expenses simply be- 
cause, under the facts of the particular 
case, it was appropriate and helpful to 
perform some portion of the taxpayer’s 
business in his personal residence. For 
example, if a university professor, who 
is provided an office by his employer, 
uses a den or some other room in his 
residence for the purpose of grading 
papers, preparing examinations or pre- 
paring classroom notes, an allocable por- 
tion of certain expenses might be claimed 
as a deduction even though only minor 
incremental expenses were incurred in 
order to perform these activities. 


H. R. Rep. No. 94-658, 94th Cong., 2d Sess. 
160 (1976), reprinted in 1976 U. S. Code 
Cong. & Ad. News 2897, 3054. Read in con- 
text, this passage merely reflects Congress’ 
general concern that the home office be 
used exclusively for business purposes, and, 
in the case of an employee, that such use 
be for the convenience of his employer. As 
the explanatory section that immediately 
follows this passage notes, “The use of a 
portion of a dwelling unit for both personal 
purposes and for the carrying on of a trade 
or business does not meet the exclusive 
use test.” Id. at 161, 1976 U. S. Code Cong. 
& Ad. News at 3054. Thus, the House Re- 
port’s use of a college professor in this ex- 
ample demonstrates a concern that casual 
or occasional business use of a home office 
must not transform personal expenses into 
deductible expenses; it does not deny the 
home-office deduction to educators who 
meet the requirements of section 280A. 


5 This standard is not unlike that set forth 
in the proposed regulations for implementation 
of section 230A. These proposed regulations 
provide, in relevant part: 

““(3) Determination of principal place of busi- 
ness. When a taxpayer engages in a single 
trade or business at more than one location, 
it is necessary to determine the taxpayer’s 
principal place of business for that trade or 
business in light of all the facts and circum- 
stances. Among the facts and circumstances to 
be taken into account in making this determi- 
nation are the following: 

“(i) The portion of the total income from the 
business which is attributable to activities at 
each location; 

(ii) The amount of time spent in activities 
related to that business at each location; and 

“(iii) The facilities available to the taxpayer 
at each location for purposes of that business.”’ 


26 C. F. R.. §1280A-2(b)(3) (proposed), re 
printed at 48 Fed. Reg. 33324 (daily ed. July 21, 
1983). When applied to the instant case, these 


4 


factors weigh in favor of permitting the home- 
office deduction. Because Professor Weissman 
is paid a salary that is not dependent upon the 
ratio of teaching to writing, the portion of his 
total income attributable to each activity, and 
thus to each location, is the same as the amount 
of time he works at each activity. Thus, both 
factor (i) and factor (ii) give an 20% weight 
to the home office as Professor Weissman’s 
principal place of business. Factor (iii) results 
in almost the same calculation since the facili- 
ties at City College for teaching and meeting 
with students are adequate, but the facilities 
for research and writing are, with limited ex- 
ceptions, not suitable. Appellee’s argument 
that factor (i) cuts against the deduction be- 
eause Professor Weissman derived no royalty 
income from the writing he did in his home 
office is misdirected. It fails to recognize that his 
research and writing were not claimed to con- 
stitute a separate trade or business, but were 
part of his duties as a professor and therefore 
part of the reason he was paid a salary. 
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The Tax Court’s own factual findings 
show that Professor Weissman’s home 
office was his principal place of business. 
The Tax Court recognized that scholarly 
research and writing were conditions of 
Professor Weissman’s continued employ- 
ment by City College and that he pursued 
these activities in his home office an aver- 
age of 80% of each working week. In some 
circumstances the fact that a professor 
spends a majority of his working time in 
his home office will not overcome the pre- 
sumption that an educator’s principal place 
of business is the college at which he 
teaches, see Weightman v. Commissioner 
[CCH. Dec. 39,512(M)], 45 T. C. M. (CCH) 
167. (1982); Moskovit v. Commissioner 
[CCH Dec. 39,275(M)], 44 T. GC. M. (CCH) 
859 (1982), aff’d by unpublished opinion (10th 
Cir. Oct. 19, 1983) ; Storzer v. Commissioner 
[CCH Dec. 39,099(M)], 44 T. C. M. (CCH) 
100 (1982) ; Strasser v. Commissioner [CCH 
Dec. 38,261(M)], 42 T. C. M. (CCH) 1125 
(1981); Weightman v. Commissioner [CCH 
Dec. 37,986(M)], 42 T. C. M. (CCH) 104 
(1981). But here not only was the home office 
the site of most of the taxpayer’s work, its 
use was necessitated by lack of suitable 
working space on the campus. 


B. 


Because Professor Weissman is an em- 
ployee he must also establish that he main- 
tains his home office for the convenience 
of his employer. The convenience-of-the- 
employer test is normally invoked to deter- 
mine whether to exclude from taxable income 
the value of fringe benefits provided to 
employees by their employer. See, e.g., 
Commissioner v. Kowalski [77-2 ustc J 9748], 
434 U. S. 77, 84-90 (1977) ; Adams v. United 
States [78-2 ustc J 9752], 585 F. 2d 1060, 
1064-65 (Ct. Cl. 1978). Perhaps for this 
reason the cases have not fully developed 
the meaning of the phrase, “for the con- 
venience of his employer,” when a deduction 
rather than an exclusion from income is at 
issue. The standard by which the conven- 
ience-of-the-employer test was judged in 
Drucker derives from the congressional in- 
tention to prevent the conversion of non- 
deductible personal expenses into deductible 
business expenses: Ae the ater 


a matter of personal convenience, comfort, 
or economy,’” id. (quoting Sharon v. Com- 
missioner [CCH Dec. 33,890], 66 T. C. 515, 
523 (1976)), but were a business necessity, 
we held that the appellants in Drucker had 
satisfied the convenience-of-the-employer 
test. Id. 


When the Drucker standard is applied to 
this case, it becomes clear that Professor 
Weissman has also satisfied the convenience- 
of-the-employer test. The cost of maintain- 
ing his home office was almost entirely 
additional to nondeductible personal living 
expenses because it was used exclusively 
for employment-related activities and be- 
cause such use was necessary as a practical 
matter if Professor Weissman was faith- 
fully to perform his employment duties. 
This practical necessity negates any claim 
that the office was used as a matter of 
personal convenience rather than for the 
convenience of the employer. Cf. Com- 
missioner v. Kowalski, supra, 434 U. S. at 
88. The Commissioner attempts to distin- 
guish Drucker on the ground that the em- 
ployer there provided no space for practice, 
while here the employer provided some 
space, t.e., a shared office and the library. 
Drucker is not so easily distinguished, how- 
ever, for there, as here, the relevant fact is 
that the employer provided no suitable space 
for engaging in necessary employment-re- 
lated activities. Although City College has 
provided some space to Professor Weissman, 
it has not provided space in which he can 
effectively carry out his employment duties. 
The maintenance of a home office was not 
a personal preference of the employee; it 
spared the employer the cost of providing 
a suitable private office and thereby served 
the convenience of the employer. 


This conclusion is not altered by the 
Commissioner’s argument that ‘most of 
Weissman’s research activity was not geared 
to his employer’s job specifications, but, 
rather, was conducted for the purpose of 
increasing his own prestige and establishing 
his professional reputation in hopes of ob- 
taining a more lucrative position.” Appel- 
lee’s Brief at 13. Though the Commissioner 
may not be persuaded, we see no reason 
to doubt that research and writing are 
essential aspects of the activity a college 
philosophy professor undertakes to enhance 
his classroom Seeank aioe In any event, 
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because they improve an employee’s value 
not only to his current employer but also 
to prospective employers.® 


For the foregoing reasons, the decision 
of the Tax Court is reversed and the case 
remanded for entry of judgment rejecting 
the claimed deficiency. 


Dissenting, Opinion 


KELLEHER, District Judge (dissenting): 
The factual findings of the Tax Court fully 
support the conclusion that Professor 
Weissman failed to establish his entitle- 
ment to a deduction of his home office ex- 
penses. I agree with the Tax Court and 
the Commissioner that appellant failed to 
prove the requirements of Section 280A of 
the Code, 26 U. S. C. (1982), that his home 
office was the focal point of his business 
activities. Accordingly, I dissent. 


There is no denying that the facilities 
provided. to Weissman by City College 
were of a humble nature, inadequately 
serving some of his needs as a researcher- 
writer. Yet Weissman’s responsibilities at 
CCNY included more than just research 
and writing; he taught classes, met with 
students, graded exams, prepared lectures, 
and kept abreast with current events in 
philosophy through publications available 
in the library. Weissman was employed by 
CCNY primarily to teach. The fact that he 
devoted the majority of his working hours 
to research and writing is incidental to the 
employment for which he was compensated 
and against which he seeks a tax deduc- 
tion. Even though Weissman spent the 
majority of his time doing research and 
writing at home, the “focal point” of his 
job clearly was CCNY. 


IE. 


The Tax Court found on supportive evi- 
dence that the “focal point” of Weissman’s 
business activities was CCNY. Weissman 
v. Commissioner [CCH Dec. 40,645(M)], 
47 T. C. M. (CCH) 520, 522 (1983). The 
Tax Court’s determination is factual, and 
can be disturbed on appeal only if it is 


6 Appellee’s argument that business expenses 
cannot be deducted if they result in personal 
benefits overlooks the fact that many other 
deductible expenses undoubtedly have the effect 
of personally benefitting the taxpayer who in- 
curs the expense. Perhaps the most obvious 
example is the provision for the deduction of 
expenses for meals and lodging while away 
from home on business. 26 U. S. C. § 162(a) (2) 
(1982). See 26 C. F. R. §1.162-2(a) (1984). If 
meals and lodging constitute legitimate busi- 
ness expenses, they are deductible despite the 
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clearly erroneous. Roemer v. Board of 
Public Works, 426 U. S. 736, 758 (1976); 
Commissioner v.  Duberstein [60-2 ustc 
7 9515], 363 U. S. 278, 289 (1960). 


As 


The Tax Court has uniformly held that 
the focal point of college and secondary 
school professors is the educational insti- 
tution, and attached facilities, rather than 
the home office. See Weightman v. Commis- 
stoner [CCH Dec. 39,512(M)], 45 T. C. M.° 
(CCH) 167 (1982); Moskovtt v. Commis- 
sioner [CCH Dec. 39,275(M)], 44 T. C. M. 
(CCH) 859 (1982), aff'd by unpublished 
opinion, (10th Cir. October 19, 1983); 
Storzer v. Commissioner [CCH Dec. 
39,099(M)], 44 T. C. M. (CCH) 100 (1982); 
Strasser v. Commissioner, [CCH Dec. 
38,261(M)], 42 T. C. M. (CCH) 1125 
(1981); Weightman v. Commissioner [CCH 
Dec. 37,986(M)], 42 T. C. M. (CCH) 104 
(1981). The majority opinion implicitly 
asserts that the Tax Court applied these 
decisions in a rigid, formalistic manner to 
Weissman’s situation. A closer inspection 
of a sampler of these cases, however, belies 
such a contention. 


For example, in Weightman v. Commis- 
sioner [CCH Dec. 37,986(M)], 42 T. C. M. 
104 (1981), the taxpayer taught at Lehman 
College in the Bronx, New York City. He 
shared his office with two other educators 
in a building not open on the weekends. 
He had limited telephone access, no type- 
writer, and was constantly subject to the 
threat of burglary and assault. It was not 
safe to leave any belongings in his office, 
nor for him to stay at the college after 
dark. The taxpayer used a portion of his 
apartment exclusively and regularly for 
business purposes. Additionally, the tax- 
payer alleged that his home research activi- 
ties were more important than his teaching. 
The Tax Court ruled, however, that he was 
employed as a teacher, not as a researcher. 
Consequently, the Tax Court decided that 
the taxpayer’s principal place of business 
was the school, and not his home office. 
Id. at 108-09. 


fact that the taxpayer may eat a much more 
sumptuous meal or stay in more luxurious ac- 
commodations than he would have in the ab- 
sence of a business justification for the expense. 
Much the same can be said about deductible 
educational expenses. Those expenses that are 
necessary to maintain or improve one’s skills 
for a particular job are deductible, despite the 
personal benefits derived, as long as they are 
not undertaken to qualify the taxpayer for a 
new occupation. See 26 C. F. R. § 1.162-5(a) (1) 


(1984). 
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In Storzer v. Commissioner, supra, peti- 
tioner was supplied with an on-campus 
staff room; a small office space crammed 
with six desks and seven other academics, 
no typewriters, and no privacy. Further, 
the taxpayer was not provided with a 
library carrel or similar cubbyhole to per- 
form research. Petitioner used a home 
office as his exclusive research and writing 
station. The taxpayer’s contention that he 
spent more time in his home office fell on 
an unsympathetic court. Rather, the Tax 
Court held that Section 280A prohibited the 
deduction of Storzer’s home office expenses. 
Id. at 102. 


Weissman’s situation was no more egre- 
gious than either case discussed above. 
The Tax Court’s application of its inter- 
pretation of these cases to Weissman was 
sound and reasonable. As such, J have not 
found the Tax Court’s holding to be fac- 
tually deficient. The ruling that CCNY 
was Weissman’s principal place of business, 
in my view, was not clearly erroneous. 


B. 


I cannot agree with the majority’s read- 
ing of Drucker v. Commisstoner [83-2 ustc 
7 9550], 715 F. 2d 67 (2d Cir. 1983). There, 
the Court determined that the principal 
place of business of Metropolitan Opera 
musicians was their home practice area. 
These musicians were offered “no space for 
the essential task of private practice. ...” 
Id. at 70 (emphasis in original). A musician 
must practice; he must have a suitable situs 
to harmonize the sounds his instrument 
emits. As a famous pianist once noted: 


If I don’t practice for one day, I know 
it; if I don’t practice for two days, the 
critics know it; if I don’t practice for 
three days, the audience knows it. 


E. Mach, Great Pianists Speak for Them- 
selves (1980), quoted in Drucker v. Commis- 
sioner [83-2 ustc J 9550], 715 F. 2d 67, 68 
(2d Cir. 1983). 


In Drucker the Metropolitan musicians 
had no space to practice for their perform- 
ance. Clearly, practice was essential to 
acceptable and compensable performance. 
Without their home practice facilities 
Drucker musicians would not have been 
able to refine and perfect the skills required 
to acceptable performances of the Metro- 
politan Opera. The Drucker court deter- 
mined that the focal points of the musicians’ 


-employment related activities were their 


home practice studios. Jd. at 69. The Court 
specifically limited this holding, however, 
and found this “to be the rare situation in 
which an employee’s principal place of busi- 
ness is not that of his employer.” Id. 


The work related activities of a college 
professor does not present any such “rare 
situation.” Weissman was provided with 
on-campus accommodations to facilitate his 
teaching of philosophy. His office and the 
college library were sufficient stations for 
the acceptable and compensable perform- 
ance of his job. He should not be allowed 
to deduct the expenses he incurred while 
using his home office. - 


C. 


I am disturbed by the breadth of the 
majority opinion. The Court established no 
restraints or limitations to its conclusions. 
Rather, it opens the door to an endless 
array of Section 280A cases; to all sorts of 
“creative” deductions of home office ex- 
penses. Inevitably, this Court will face a 
barrage of deduction claims, not unlike 
those of Professor Weissman. It is not 
the province of this Court to engage in a 
fact finding process and thereupon reverse 
the Tax Court’s findings merely upon a 
disputable difference as to the correctness 
of such findings. To do so is a violation of 
the permissible standard of review by this 
Court. Accordingly, I dissent. 
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within 60 days following the close of the subsidiary’s tax year was reversed. Retroactive 
application of the regulation containing the 60-day rule, which was proposed before, but 
promulgated after, the transactions in question was improper where an earlier Treasury 
handbook expressly promised that rules and procedures regarding DISCs would be modi- 
fied in a way adverse to taxpayers only on a prospective basis. The court indicated that 
retroactive application of such regulation was barred without regard to whether the 
_ taxpayer in question actually relied upon the Treasury Handbook’s promise in view 
of the intent of Congress to stimulate export transactions immediately. Back references: 


{| 2993.041, 4399HH.60 and 5980A.169. 


Stephen R. Field, Ira G. Greenberg, Burns, Summit, Rovins & Feldesman, New 


York, New York, for petitioner-appellant. 


Glenn L. Archer, Jr., Assistant Attorney 


General, David English Carmack, Michael L. Paup, Mary L. Fahey, Department of 
Justice, Washington, D. C. 20530, for respondent-appellee. 


Before Oakes, WINTER and PRATT, Circuit Judges. 


Winter, Circuit Judge: LeCroy Research 
Systems Corporation (“LeCroy”) appeals 
from the decision of the United States Tax 
Court ‘disqualifying its wholly owned sub- 
sidiary LRS Export Corporation (“LRS”) 
as a Domestic International Sales Corpo- 
ration (“DISC”) because commissions 
owed by LeCroy to LRS were not paid 
within sixty days of the close of LRS’s tax 
year and thus were not “qualified export 
assets.” The Tax Court affirmed the Com- 
missioner’s assessment of a deficiency 
against LeCroy of $84,858 for LeCroy’s tax 
year ending June 30, 1975. Because we be- 
lieve the retroactive application of certain 
regulations promulgated by the Commis- 
sioner was unlawful in light of prior assur- 
ances given to taxpayers, we reverse. 


Background. 


In 1971, Congress enacted legislation de- 
signed to provide tax incentives for do- 
mestic corporations to increase their 
exports by granting them tax deferral 
benefits similar to those enjoyed by domes- 
tic corporations that use foreign subsidi- 
aries to produce and sell goods abroad. 
See H. R. Rep. No. 533, 92d Cong., Ist 
Sess. 58, reprinted in 1971 U. S. Code & Cong. 
& Ad. News 1825, 1872; I. R. C. §§ 991-997. 
Congress’s purpose was not simply to 
remedy the disadvantaged position of do- 
mestic corporations as a matter of equity. 
Rather, the provisions in question were 
part of a package of revisions of the tax 
code designed to stimulate economic activ- 
ity. The DISC provisions in particular 
were designed to “increase our exports and 
improve an unfavorable balance of pay- 

ments.” S. Rep. No. 437, 92d Cong., Ist 
Sess. 1, reprinted in 1971 U. S. Code Cong. 
& Ad. News 1918, 1918. 


A DISC is not subject to federal in- 
come tax. Instead, one-half of its earnings 
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are deemed constructive dividends, whether 
distributed to its shareholders or not, I. R. C. 
§995(b), and the rest is not taxable to 
the shareholders until it is actually dis- 
tributed or the DISC dissolves or becomes 
disqualified. See B. Bittker & J. Eustice, 
Federal Income Taxation of Corporations and 
Shareholders {17.14 (4th ed. 1979). Thus, 
the tax advantage of a DISC is deferral of 
taxation on approximately one-half of the 
DISC’s export earnings, a benefit intended 
by Congress to encourage reinvestment of 
the exempt earnings in export activities. 


In January, 1972, shortly after the DISC 
provisions were enacted, the Secretary of 
the Treasury issued a Treasury Pamphlet 
entitled Handbook for Exporters (1972-1 
C. B. 679) intended to aid businesses in 
understanding the DISC provisions. The 
Handbook consisted of three sections, the 
first two of which were intended as plain- 
language overviews of and _ discussions 
about DISCs. The third part, “DISC Ex- 
plained,” set forth more technical guidance 
to potential incorporators of DISCs. The 
handbook announced that it would follow 
the rules and procedures set forth under 
“DISC Explained,” “[u]ntil such time as 
they may be modified in regulations or 
other Treasury publications. Any such 
modifications which may be adverse to tax- 
payers will apply prospectively only.” | 
Although regulations relating to DISC 
treatment were proposed in 1972, shortly 
after the Handbook was issued, the final 
regulations were not adopted until Sep- 
tember, 1976. 


The term “qualified export asset” is of 
central importance to achieving the tax 
benefits since 95% of a corporation’s assets 
must at all times so qualify, I. R. C. 
§ 992(a)(1)(B), or it loses DISC status en- 
tirely. This assets test for DISC eligibility 
was designed by Congress to ensure that 
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the substantial benefits of tax deferral would 
be related to earnings re-invested in ex- 
porting. The Handbook generally provided 
that accounts receivable arising in connec- 
tion with the DISC’s export transactions 
were “qualified export assets.” It gave as 
an example DISCs that acted as commis- 
sion agents on export sales purchasing ac- 
counts receivable from the parent principal. 
It did not, however, expressly state whether 
an agent’s commissions receivable from, the 
principal would be a “qualified export as- 
set.” In October, 1972, nearly two years 
before the DISC in question was formed, 
the Commissioner published a number of 
proposed regulations under Section 933. re- 
lating to DISCs. Among these was Treas. 
Reg. § 1,993- 2(d)(2), which provided that 
commissions receivable from the parent to 
the DISC must be paid within sixty days 
of the end of the DISC’s tax year or lose 
their status as a “qualified export asset.” 
Many of the proposed DISC regulations 
went through several revisions, but the 
sixty day proposal remained constant 
throughout, although it was moved to 
I. R. C. § 994 before promulgation in 1976. 


LeCroy is engaged in the manufacture 
and sale of scientific measurement instru- 
ments used in the nuclear energy industry. 
It is an accrual basis taxpayer with a year 
ending on June 30. In July, 1974, LeCroy 
formed a wholly owned subsidiary, LRS 
Export Corporation, incorporated under 
the laws of New York, as a non-exclusive 
commissions agent for LeCroy’s export 
sales. LRS is an accrual basis taxpayer 
with a tax year ending July 31 and timely 
elected to be treated as a DISC for tax 
purposes. 


Using the accrual method, LeCroy de- 
ducted sales commissions as they became 
payable to LRS pursuant to a non-exclu- 
sive commission agency agreement. Simi- 
larly, LRS recorded the commissions 
receivable as income. For LeCroy’s fiscal 


years ending June 30, 1975 and June 30, 
1976, LeCroy reported taxable dividends of 
$10,120 and $92,528, respectively, as Section 
995(b) constructive dividends, and deduc- 
tions for commissions owed to LRS of 
eit and ele 027. ($18,388 is attribut- 


one month start-up fiscal 


sions of $20, 240 and $184,556 to LRS. (the 
variance is due to the different. fiscal years) 
until April 15, 1975 and April 6, 1976, on 
or near the fifteenth day of the nine-month 
period after the close of LRS’s tax year, 
which was the date that LRS’s 1974 and 1975 
tax returns were due. I. R. C. § 6072(b). 


In 1982, the Commissioner sent a notice 
of deficiency to LeCroy for failure to meet 
the 95% qualified export assets test for the 


1974 and 1975 fiscal years in question be- 


cause the commissions receivable were not 
paid by LeCroy to LRS within sixty days 
of the end of the DISC’s tax year as re- 
quired by Treas. Reg. § 1.994-1(e) (3) (i), 
which, as noted, had been proposed before, 
but promulgated after, the transactions in 
question. Pursuant to I. R. C. § 482, all of 
LRS’s income was reallocated and taxed 
as income to its parent LeCroy. 


LeCroy petitioned the Tax Court for a 
redetermination of the deficiency. Relying 
on CWT Farms, Inc. v. Commissioner [CCH 
Dec. 39,583], 79 T. C. 1054 (1982), the Tax 
Court held the regulation valid as enacted 
and as retroactively applied. It approved 
the reallocation of income to LeCroy as a 
proper exercise of the Commissioner’s dis- 
cretion. LeCroy then appealed. 


Discussion 


We uphold the decision of the Tax Court 
finding the regulation to be a valid exercise 
of the Commissioner’s regulatory authority 
but reverse its retroactive application to 
LeCroy.’ 


We may quickly dispose of appellant’s 
claim that the sixty day payment regula- 
tion, Treas. Reg. § 1.994-1(e)(3), is an in- 
valid “legislative” condition on a DISC’s 
status. Section 994(b) gives the Secretary 
of the Treasury specific authority to promul- 
gate regulations setting forth “rules which 
are consistent with the rules set forth in 
subsection (a) for the application of this 
section in the case of commissions, rentals, 
and other income.” The Committee reports 
explain the provision as follows: 


[T]he Secretary of the Treasury may 
prescribe by regulations intercompany 
pricing rules, consistent with those pro- 
vided by the eh in the case of eee 
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acts as commission agent for the sale, or 
is a lessee of the property which it then 
subleases to its customers. . 
S. Rep. No. 437 at 108, 1971 U. S. Code 
Cong. & Ad. News at 2014; H. R. Rep. 
No. 533 at 75, 1971 U. S. Code Cong. & 
. Ad. News at 1888. 


The challenged regulation directs that 
the commissions be paid to a related sup- 
plier within sixty days of the close of a 
DISC’s tax year. Since time is money, 
some limit on the existence of intercor- 
porate accounts receivable assures that the 
tax benefits of DISC status will not be 
unduly diverted from exporting. To the 
same end, the legislation in question con- 
tains express limitations on loans from a 
DISC to its parent. I. R. C. §993(d)(2), 
(3). However, the unrestricted use of 
DISC’s unpaid commissions receivable by 
the parent would circumvent those limita- 
tions. The challenged. regulation is thus 
within both the express authority and the 
spirit of the statute. But see Thomas Int'l. 
Ltd. v. Umted States [84-2 ustc J 9857], No. 
449-81T (Ct. Cl. October 12, 1984), slip op. 
at 11 (time limitation not authorized by 
statute). We therefore hold Treas. Reg. 
§ 1.994(1)(e)(3) to be a valid regulation. 


However, we believe the retroactive appli- 
cation of the regulation to be an abuse of 
discretion. The Handbook expressly prom- 
ised that rules and procedures set forth in 
“DISC Explained” would be “modified in 
regulations or other Treasury publications” 
in a way adverse to taxpayers only on a 
prospective basis. This was an unusual 
commitment since the standard rule is that 
regulations are applied retroactively, see 
I. R. C. §7805(b), Dixon v. United States 
[65-1 ustc J 9386], 381 U. S. 68, 76 (1965), 
and that retroactive application is permis- 
sible even where the newly promulgated 
regulation is inconsistent with a previous 
Treasury publication such as the Hand- 
book. Adler v. Commissioner [64-1 usrc 
J 9388], 330 F. 2d 91, 93 (9th Cir. 1964). 
Absent this assurance of prospectivity to 
taxpayers, therefore, the regulation in ques- 
tion could clearly have been imposed retro- 
actively. Carpenter v. United States [74-1 
ustc { 9473], 495 F. 2d 175, 184 (Sth Cir. 
1974). 


John B. Connally, Secretary of the Treas- 
ury, in a cover letter to the Handbook, 
stated that it sought to “encourage smaller 
businesses, which may have had little or no 
export experience, to export’ and to that 
end was “intended to help businessmen 
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understand and use DISC.” Given that the 
DISC provisions “quickly reach, and rarely 
leave, a plateau of statutory intricacy sel- 
dom rivaled in other sections of the code,” 
B. Bittker & J. Eustice, $17.14 at 17-43, 
this unusual promise of prospectivity was 
doubtless designed to encourage, and did 
encourage, businesses otherwise wary of 
retroactive traps in such a complex scheme 
to establish DISCs and expand their ex- 
ports. Without such assurances, full achieve- 
ment of the congressional goal might have 
been deferred for some years. 


The government argues, citing the reason- 
ing in CWT Farms, Inc. [CCH Dec. 39,583], 
79 T. C. 1054, that it is free to apply the 
sixty day regulation retroactively since 
nothing was expressly stated about com- 
missions receivable in the section entitled 
“DISC Explained.” Indeed, they argue 
that the express exclusion of commissions 
from the “export receipts” test in another 
part of “DISC Explained” creates an infer- 
ence that commissions receivable do not 
qualify as export assets at all. However 
colorable this line of argument may seem 
as an original proposition, it is inconsistent 
with the very regulation in question. The 
regulation as proposed in 1972 and enacted 
in 1976 simply assumed, without discus- 
sion, that commissions receivable were 
qualified export assets and imposed a sixty 
day rule for reasons stated supra. More- 
over, the examples that directly follow the 
Handbook’s provisions on accounts receiv- 
able contemplate DISCs serving as ‘“com- 
mission agent[s].” Finally, we recognize, 
as did the Court of Claims in Thomas [n?'l. 
Ltd. [84-2 ustc $9857], No. 449-81T (Ct. 
Cl. October 12, 1984), that the DISC statu- 
tory scheme generally contemplates that a 
commission DISC will be a shell corpora- 
tion without substantial tangible assets of 
its own. Thus, 


[i]f a commission DISC [was ] 
required to exclude commissions receiv- 
able from qualified export assets while 
including them in total accrued assets, 
it is problematical how many, if any, of 
such agents could qualify as DISCs under 
the 95 percent ... test. [Thus] .. . ac- 
counts receivable .. . must necessarily be 
understood to include sales in which the 
DISC is assigned by the producer the 
role of Commission agent rather than 
reseller. 


Slip op. at 8. We hold, therefore, that 
commissions receivable are subject to the 
Handbook’s promise of prospective-only 
modification. 
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The Commission argues that the publi- 
cation of the sixty day rule as part of the 
regulations proposed in 1972, two years 
before LeCroy even incorporated its DISC, 
is an. “other publication” sufficient to 
modify the law and toll the Handbook’s 
promise of prospectivity. However, the 
operative words in the promise of prospec- 
tivity were not “other publications” but 
“until . . . modified.” Proposed regulations 
are suggestions made for comment; they 
modify nothing. Barton Mines Corporation 
v. Commissioner [71-2 ustc [9559], 446 
F, 2d 981, 990 n. 4, 993 n. 7 (2d Cir. 1971) 
(refusing to consider import of proposed 
regulations in rendering decision). If the 
Commissioner wanted this regulation to 
have binding effect, it could have been 
issued as a temporary regulation, 4 B. 
Bittker, Federal Taxation of Income, Estates 
and Gifts $ 110.4.1 at 110-26 (1981) (noting 
that when taxpayers and revenue agents 
require immediate guidance, temporary reg- 
ulations are commonly used by the Serv- 
ice), or proposed with a statement that the 
sixty day rule was to be exempt from the 
promise of prospectivity in the Handbook. 
The fortuity that the sixty day requirement 
was not changed in the period before enact- 
ment cannot be used ex post to avoid the 
promise of prospectivity. In fact, other 
regulations proposed simultaneously with 
the one in question were frequently modified. 


We believe, therefore, that taxpayers in 
LeCroy’s circumstances might reasonably 
have believed at the pertinent times that 
accounts receivable were qualified export 
assets and that the promise regarding 
prospectivity obviated any need to abide 
by the proposed regulations. To be sure, in 
the usual case, safety lies in complying 
with proposed regulations. However, the 
Handbook’s assurances were deliberately 
unusual in purporting to offer safety in 
the status quo and were obviously prompted 
by the need to render the incentives Con- 
gress intended to create operable as soon 
as possible. Under such circumstances, we 
find the claim that these highly unusual 
assurances did not apply to proposed regu- 
lations to be rather odd. Indeed, the gen- 
erally retroactive effect of regulations 
n the future would appear to 

1 reason why assura 


"eS as 


private party subject to common law rules 
of estoppel. However, it is clear that there 
are judicially enforceable limits on the 
Commissioner’s discretion to ignore prior 
assurances given to taxpayers. Lansons, 
Inc. v. Commissioner [80-2 ustc J 9605], 622 
F. 2d 774, 778 (5th Cir. 1980); Anderson, 
Clayton & Co. v. United States [77-2 ustc 
{ 9727], 562 F. 2d 972, 981 (Sth Cir. 1977), 
cert. denied, 436 U. S. 944 (1978); Elkins 


_v. Commissioner [CCH Dec. 40,514], 81 


T. C. 669, 677 (1983). We believe the 
reasons for limiting that discretion in the 
case of the present regulation are over- 
powering. 


We note, first, that we are not dealing 
with an informal Treasury statement re- 
lating to the interpretation of a particular 
provision of the Code which is revised after 
further consideration. Instead, we are con- 
fronted with a statement about how the 
Commissioner will in the future exercise 
his considerable discretion with regard to 
retroactive application. Second, we are not 
dealing with the ordinary case of legislation 
designed to raise revenue. Instead, we are 
confronted with provisions of a quasi-regu- 
latory nature by which Congress intended 
to sacrifice revenue in order:to encourage 
domestic businesses to devote more of their 
capital and other resources to the export 
of American-made goods. The provisions 
in question were thus intended to alter the 
behavior of firms in certain ways so as to 
reduce the highly unfavorable balance of 
payments. The Handbook and its promise 
of prospectivity, issued as an interim guide 
while the proposed regulations were being 
considered, played a not insignificant role 
in bringing about such results by encourag- 
ing businesses to act quickly to take ad- 
vantage of these new provisions without 
waiting for settled guidance as to their 
meaning. 

To allow the Handbook’s promise of 
prospectivity to be brushed aside in the 
case of regulations promulgated after the 
transactions in question have been com- 
pleted is harsh and unfair. Businesses 
that established DISCs had manifold uses 
to which their capital could have been put 
with various tax and commercial conse- 
quences. Commissions receivable such as 
those in the 
only afte 
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DISC benefits, and then taxes them ac- 
cordingly. However, Congress intended to 
stimulate exports which would not have 
otherwise occurred, and the retroactive 
application of regulations in the face of a 
promise of prospectivity smells of a bush- 
_ whack. 


However, perhaps the most important 
reason for holding the Commissioner to 
the promise in question is to preserve Con- 
gress’s power to use the tax code for 
quasi-regulatory purposes. An ongoing 
power to dishonor deliberately created ex- 
pectations will deter private parties from 
seeking to take advantage of proffered tax 
benefits designed to encourage particular 
economic activity. To be sure, those who 
were going to export anyway would have 
taken their chances, but firms that would 
have responded only to the extra induce- 
ment will discount that inducement by the 
likelihood that, after the transactions are 
completed, the Commissioner will seek to 
withhold the earlier proffered benefit. 
Numerous regulations were proposed simul- 
taneously with the ones in question. Many 
were changed before final promulgation. 
The promise of prospectivity encouraged 
taxpayers to increase exports by taking 
advantage of the benefits offered while the 
Commissioner gave extended consideration 


to various means of limiting abuses. In 
the interim, however, the promise elimi- 
nated the deterrence created by proposed 
regulations which might never be promul- 
gated. We must assume that, had it been 
known at the time of proposal that the 
promise of prospectivity was not binding,. 
resort to DISC status would have been 
deterred, as would the consequent export 
transactions. Whatever revenue enhance- 
ment may occur by allowing retroactive 
application of this regulation today would 
thus be at the cost of diminishing Con- 
gress’s power to use the tax code to create 
quasi-regulatory incentives tomorrow. 


We also believe that retroactive applica- 
tion of this regulation is barred without 
regard to whether the taxpayer in question 
actually relied upon the Handbook’s promise. 
The prospect of litigation over factual is- 
sues such as whether the exports in ques- 
tion would have occurred anyway or 
whether a particular company relied upon 
the Handbook is almost as much a deterrent 
to such transactions as the power of the 
Commissioner to dishonor such promises. 


We therefore hold that retroactive appli- 
cation is an abuse of discretion. 


Reversed. 


[19108] Irwin Schiff, Petitioner-Appellant v. Commissioner of Internal Revenue, 


Respondent-Appellee. 


U. S. Court of Appeals, 2nd Circuit, Docket No, 84-4082, 12/20/84—(751 F2d 116.) 
Affirming the Tax Court, 47 TCM 1706, Dec. 41,174(M), TC Memo. 1984-223. 


[Code Secs. 6653 and 6654 and Fed. R. App. P. 38] 


Penalties, civil: Failure to pay estimated tax: Underpayment of tax: Fraud: Frivolous 
appeal: Costs and damages award.—Penalties for failure to pay estimated tax and for 
fraudulent underpayment of tax were properly imposed. The Tax Court properly rejected 
the taxpayer’s frivolous arguments that the tax on wage income is unconstitutional and 
that the penalty for fraudulent underpayment of taxes could not be imposed since he 
made no payment. The court awarded double costs and damages to the government 
under Rule 38 of the Federal Rules of Appellate Procedure because the appeal was 
completely frivolous. Back references: {[ 402A.105, 5533.339, 5542.27, 5822N.11, 5823H.60, 
and 5880.36. 

Benson A. Snaider, 152 Temple Street, P. O. Box 2001, New Haven, Conn., 06510, 
for petitioner-appellant. Glenn L. Archer, Jr., Assistant Attorney General, Raymond 
Hepper, Michael L. Paup, Ann Belanger Durney, Department of Justice, Washington, 
D. C., 20530, for respondent-appellee. 

Before TimsBers, VAN GRAAFEILAND, and Pierce, Circuit Judges. 


Per Curram: Irwin Schiff appeals from to tax for failure to pay estimated tax, 26 
an order of the United States Tax Court U.S. C. § 6654, and fraudulent underpay- 
(Hamblen, J.) which dismissed his petition ment, id. § 6653(b). 
for redetermination of income tax deficien- . 

Appellant essentially urges this Court to 


cies for the years 1974 and 1975 and upheld 
the Commissioner’s assessment of additions reverse the decision of the tax court because 
49108 
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it did not accept his arguments that he 
could not be penalized for fraudulent under- 
payment of taxes when he, in fact, made 
no payment, that the tax on wage income 
is unconstitutional, and that the Commis- 
sioner is not authorized to assess a defi- 
ciency if no return was filed. We see no 
need to elucidate our reasons for dismiss- 
ing these arguments. Suffice it to say that 
each is wholly lacking in merit, is without 
any logical basis, and has been rejected 
countless times by this Court and others. 
Accordingly, we affirm Judge Hamblen’s 
well-reasoned decision. 


We now turn to the Commissioner’s 
request for costs and damages. Where an 
appeal is completely frivolous, the courts 
of appeals are authorized to award dam- 
ages and single or double costs to the 
appellee. Fed. R. App. P. 38. See also 28 
U. S. C. §§ 1912, 1927. This is so even 
where the Commissioner is the appellee. 
Crain v. C. I. R. [84-2 ustc 9 9721], 737 F. 
2d 1417 (5th Cir. 1984) (per curiam); Beer 
v. C. I. R. [84-1 uste J 9465], 733 F. 2d 435 
(6th Cir. 1984) (per curiam); Lamb v. 
C. I. R. [84-1 ustc § 9456], 733 F. 2d 86 
(10th Cir. 1984) (per curiam). 


Appellant is not, as his attorney main- 
tained at oral argument, exercising his 
right to voice conceivably meritorious 
claims. His understanding of our federal 
tax system is such that he must have known 
his claims would be rejected by this Court. 
Indeed, the tax court told him in no 
uncertain terms that his arguments were 
frivolous and that he was “engaged in a 
folly’ which [would] be costly to him.” 
We can only conclude, therefore, that 


‘appellant brought this appeal either to 


delay the ultimate judgment against him 
or to make public his radical views on tax 
reform. We will not allow this Court’s 
appellate processes to be misused for such 
purposes. Both damages and costs are 
appropriate sanctions against “those who 
would persistently raise arguments against 
the income tax which have been put to rest 
for years.” Parker v. C. I. R. [84-1 ustc 
7 9209], 724 F. 2d 469, 472 (5th Cir. 1984). 
Accordingly, we grant the Commissioner’s 
request and award the Commissioner 
double costs and $2500 in damages. 


Affirmed with double costs and $2500 in 
damages against appellant. 


[9109] George T. Knoblauch and Julia Knoblauch, Petitioner-Appellants v. Com- 
missioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 84-4438, Summary Calendar, 12/11/84.—(749 
F2d 200.) Aff’g unreported decision of the Tax Court. 


[U. S. Constitution and Fed. R. App. P. 38] . 


Tax protestors: Frivolous appeals——Sanctions, as measured by double costs plus 
reasonable attorney fees, were justified when a tax protestor raised frivolous arguments 
on appeal. Back references: {| 402A.035 and 5880.36. 


George T. Knoblauch, Box 159K, San Antonio, Tex. 78228, pro se. Fred oT. Gold- 


berg, Jr., 
Archer, Jr., 


Robert P. Ruwe, Internal Revenue Service, Washington, D. C. 20224, Glenn L. 
Assistant Attorney General, Michael L. Paup, Gilbert S. Rothenberg, Martha 


Brissette, Department of Justice, Washington, D. C. 20530, for respondent-appellee. 
Before RuBIN, RANDALL, and TATE, Circuit Judges. 


Tate, Circuit Judge: The plaintiff George 
T. Knoblauch, a taxpayer, appeals pro se 
from a decision of the United States Tax 
Court holding that the Commissioner of 
Pe Peesodi ee). ee a 


under the cited rule, to be based upon the 

Commissioner’s reasonable attorney’s fees. 
I. 

In 1982, the Comnisstnes issued a notice 


of deficiency to Knoblauch. The notice in- 
dicated that Knoblauch owed deficiencies 
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not raised on appeal) and that the Fifth 
Amendment protected him from having to 
furnish evidence to refute the deficiency 
determination unless he was first granted 
immunity from prosecution. Also, in re- 
sponse to the Commissioner’s motion for 
summary judgment, the taxpayer filed a 
motion to stay the proceedings in the Tax 
Court pending resolution of a Petition for 
Redress of Grievances he submitted to 
Congress in 1981. The Tax Court denied 
this motion. 


After hearing, the Commissioner’s mo- 
tion for summary judgment was granted. 
Based upon adequate factual showing, the 
Commission found (1) that Knoblauch 
failed to file income tax returns in 1973 and 
1976, (2) that the “returns” he filed in 1972, 
1974, 1975 were not valid and contained no 
information relating to the amount of his 
income or deductions for those years, and 
(3) that he had received taxable income for 
the years in question in. the amounts set 
forth in the Commissioner’s notice of defi- 
ciency. The Tax Court granted the Com- 
missioner’s motion for summary judgment. 
The Tax Court held Knoblauch liable for 
unpaid taxes and _ penalties totalling 
$34,254.70. Knoblauch appeals from this 
order.* 


II. 


Knoblauch contends on appeal that the 
Commissioner’s assessments of tax defi- 
ciencies and additions to tax are improper 
for three principal reasons. We shall con- 
sider each in turn.’ 


A. 


Knoblauch first argues that the Six- 
teenth Amendment was not constitutionally 
adopted and is thus a “nullity.” He main- 
tains that Ohio was not a state when it 
ratified the amendment, that William How- 
ard Taft, being from Ohio, was thus not 
legally president at the time, and that all 
laws enacted during Taft’s administration 
are therefore void. Every court that has 


1 Originally, the plaintiff's wife, Julia Knob- 
lauch, also received a deficiency notice and 
filed a petition for redetermination. The Tax 
Court subsequently consolidated the two cases. 
In a Memorandum Sur Order entered on Feb- 
ruary 6, 1984, Special Judge Marvin Peterson 
recommended to the Tax Court that the plain- 
tiff be ordered to pay deficiencies and addi- 
tions to tax in the amount of $34,254.70 for the 
tax years of 1972 through 1976 and that his 
wife be ordered to pay deficiencies and addi- 
tions to tax in the amount of $13,607.68 for 
the tax years of 1973 through 1976. In the only 
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considered this argument has rejected it, 
see e.g., McKenney v. Blumenthal [79-1 ustc 
7 9346], 43 A. F. T. R. 2d 960, 961 (N. D. 
Ga. 1979); Selders v. Commissioner [78-2 
ustc 9 9602], 41 A. F. T. R. 2d 1088, 1089 
(W. D. Tex. 1978); McMullen v. United 
States [77-1 ustc 9142], 39 A. F. T. R. 2d 
628, 630 (W. D. Tenn. 1977) ; Baker v. Com- 
missioner [CCH Dec. 34,976(M)], 37M. T.C. 
(CCH) 307, 309 (1978), aff'd without pub- 
lished opinion, 639 F. 2d 787 (9th Cir. 1980), 
cert. denied, 451 U. S. 1018, 101 S. Ct. 3008, 
69 L. Ed. 2d 390 (1981) (“We have been 
cited to no authorities which indicate that 
Ohio became a state later than March 1, 
1803, ...”), and Knoblauch has not brought 
to our attention any reason why we should 
rule differently. We note, moreover, that 
the Supreme Court first held the Sixteenth 
Amendment constitutional nearly seventy 
years ago, Brushaber v. Union Pacific Rail- 
road Company [1 ustc J 4], 240 U. S. 1, 36 
S. > Ct. 236, 60 L.Ed. 493 (1916); and 
“recognition of the validity of [that] 
amendment [has] continue[d] in an un- 
broken line.” Parker v. Commissioner [84-1 
ustc 9209], 724 F. 2d 469, 471 (5th Cir. 
1984). For these reasons, Knoblauch’s first 
argument, repeatedly rejected by the courts, 
is totally without merit. 


B. 


Knoblauch next argues that the First and 
Fifth Amendments required the Tax Court 
either to stay its proceedings or to dismiss 
the Commissioner’s motion for summary 
judgment pending Congressional resolution 
of his Petition for Redress of Grievances. 
At the same time, Knoblauch argues that 
the filing of his Petition for Redress and the 
“acceptance” of it by Congress derprived 
the Tax Court of jurisdiction to rule on the 
Commissioner's motion. The Tax Court 
concluded that the filing of the Petition for 
Redress was legally irrelevant to its pro- 
ceedings. We agree. 


Knoblauch cites no authorities that even 
remotely suggest the Tax Court was in 
error, and we have not discovered any on 


order of the Tax Court from which appeal is 
taken, the plaintiff's wife is not mentioned. 
We note, moreover, that only the. plaintiff 
signed the notice of appeal and, since he is 
not an attorney, that notice is effective only for 
him. Theriault v. Stlber, 579 F. 2d 302, 302 
n. 1 (5th Cir. 1978). We therefore treat this 
matter solely as an appeal by the plaintiff, 
George T. Knoblauch. 

2QOn appeal, Knoblauch has abandoned his 
arguments based on the Fifth Amendment and 
the alleged expiration of the statute of 


limitations.. Ene 
q9 109 
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our own. No reason in logic or law, or the 
evidence in this case suggests why the Tax 
Court proceedings should have been stayed 
while the taxpayer exercised his constitu- 
tional right to petition Congress for the 
redress of his alleged grievances. The tax- 
payer’s contention is baseless and frivolous. 


C: 


Knoblauch’s last argument is that he 
was entitled to have an Article III judge, 
rather than an Article I judge, decide his 
case. This argument is as frivolous as 
Knoblauch’s other two arguments. As we 
noted only last year, “[t]he argument that 
the Tax Court violates Article III has been 
repeatedly rejected.” Knighten v. Commis- 
stoner [83-1 ustc J 9383], 705 F. 2d 777, 
778 (5th Cir.) (per curiam), cert. denied, — 
U. S. —, 104 S. Ct. 249, 78 L. Ed. 2d 237 
(1983). 


IG0 


We have been asked by the Commis- 
sioner to impose sanctions under Fed. R. 
App. Pro. 38° against Knoblauch for filing 
this frivolous appeal. Earlier this year, we 
“sound[ed] a cautionary note to those who 
would persistently raise arguments against 
the income tax which have been put to rest 
for years. The full range of sanctions in 
Rule 38 hereafter shall be summoned in 
response to a totally frivolous appeal.” 
Parker, supra, 724 F. 2d at 472. We have 
thus recognized that, in addition to double 
costs, the Commissioner is entitled to dam- 
ages under Fed. R. App. P. Rule 38 when 


-an appeal is baseless, presents no colorable 


claim of error, and raises repeatedly re- 
jected contentions. As we perceive it, in a 
case of this nature, the government’s dam- 
ages can be no more than (a) the loss of 
use of the amount of the deficiencies 
awarded (for which interest already allow- 
able by law affords reasonable compensa- 
tion) and (b) the Commissioner’s reason- 


able attorney’s fees (under which, as in 
private practice fees, attributable normal 
overhead expenses would be subsumed). 
The Commissioner is entitled to recover 
such reasonable attorney’s fees as damages. 


We recognize that in Crain v. Commis- 
sioner [84-2 ustc [9721], 737 F. 2d 1417 
(5th Cir. 1984), and Hallowell v. Commis- 
sioner, 744 F. 2d 406 (5th Cir. 1984), we 
made an ad hoc determination of an 
amount we thought sufficient to make the 
government whole in this regard. On 
reflection, however, we now think that 
when damages (in addition to double costs) 
are allowed on appeal on the basis of its 
frivolity under Fed. R. App. P. 38, these 
damages should be based upon some show- 
ing in the record (or upon remand) as to. 
the amount of such damages. This court’s. 
local rules contain provisions for the award! 
of attorney’s fees when made by this court. 
We find that, in instances such as the 
present (where the damages recoverable 
under Rule 38 are only attorney’s fees), 
the award if made on appeal should be 
determined in accordance with, and with 
the showings required by, our Local Rule 
47.8.1*, as in other civil appeals where at- 
torney’s fees are awardable. If upon timely 
petition for rehearing, he requests this. 


relief and furnishes the supporting docu-. 


mentation (or prays for a reasonable period 
in which to furnish same), we will grant as. 
damages for this frivolous appeal the. 
amount of the Commissioner’s attorney’s: 
fees as found to be reasonable by us. 


1s 


For the reasons given above, we hereby 
affirm the ruling of the Tax Court against 
George T. Knoblauch, award double costs, 
and reserve to the Commissioner his right 
by timely petition to have this court fix his 
reasonable attorney’s fees as damages for 
this frivolous appeal. tap 


AFFIRMED. 


_ 3¥Fed. R. App. P. 38 provides: 
appeals shall determine that an appeal is 
frivolous, it may award just damages and 
single or double costs to the appellee.”’ 

* 4 Local Rule 47.8.1 reads, in pertinent part: 
Petitions or motions for the award of at- 
'S ae tS ap cl te be supported by 


If a court of 


any lawyer to produce the work seen in court. 
Exception may be made only to avoid an un- 
conscionable result. 

The Clerk shall make reasonable efforts to. 
advise counsel of the existence of this rule, 
but whether or not counsel has been advised, 
ignorance of this rule shall not, standing alone, 
be deemed grounds for an exception. If the 
reasonableness of the hours claimed on 
the basis of time records becomes an issue, the 

} make hi 
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[7.9110] Cleo Stephens Denison, Appellant v. Commissioner of Internal Revenue, 
Appellee. 


U. S: Court of Appeals, 8th Circuit, Nos. 84-1594, 84-1660, 12/27/84—(751 F 2d 241.) 
Affirming Tax Court 47 TCM 1695, Dec. 41,170(M), TC Memo. 1984-219, Dec. 41,132(M). 
TC Memo. 1984-185. 

[Code Secs. 61, 446, 6651(a), 6653(a), and 6654; 
Federal Rules of Appellate Procedure 38] 


Appeals to Court of Appeals: Federal Rules of Appellate Procedure: Frivolous 
appeal: Sanctions: Tax protestors: Reconstruction of income: Civil penalties: Rational 
basis.—In consolidated appeals, the court upheld determinations of tax deficiencies and 
additions to tax against a brickmason because he failed to offer evidence that such prior 
determinations and calculations were in error. Instead, the taxpayer presented only legal 
arguments, such as wages were not income, that have been consistently held to be 
frivolous and totally without merit. Furthermore, attorneys’ fees and double costs were 


awarded the government due to the taxpayer’s frivolous appeal. 


Back references: 


| 402A.105, 2767.049, 2767.072, 5524.04, 5533.551, 5542.27 and 5880.36. 


Cleo Stephens Denison, pro se. Glenn L. Archer, Jr., Assistant Attorney General, 
Michael L. Paup, Richard W. Perkins, Thomas A. Gick, Department of Justice, Wash- 


ington, D. C. 20530, for appellee. 


Before ARNOLD, Circuit Judge, HENLEY, Senior Circuit Judge, and Face, Circuit Judge. 


Per CurtAM: These consolidated appeals 
from the Tax Court concern determinations 
of income-tax deficiencies and additions to 
tax by the Internal Revenue Service against 
appellant-taxpayer Cleo S. Denison for the 
calendar years 1977-1980. Following an 
earlier Tax Court trial on Denison’s 1977 
tax liability, this Court reversed and re- 
manded by decision of October 4, 1982, 
“with instructions to permit the government 
to produce evidence of the reasonableness 
of its reconstruction of Denison’s taxable 
income for the tax year 1977, and to deter- 
mine whether the Commissioner’s assess- 
ment should be sustained or appropriately 
modified under the circumstances disclosed 
by the record.” Denison v. Commissioner 
[82-2 ustc § 9616], 689 F. 2d 771, 773 (8th 
Cir. 1982). On remand the Commissioner 
produced evidence supporting the 1977 de- 
ficiency determination, and the Tax Court 
in supplemental findings of fact sustained 
this determination. Meanwhile, Denison 
challenged the tax deficiencies and addi- 
tions asserted by the Commissioner for the 
1978-80 tax years, and the Tax Court up- 
held these determinations also. 


iat 

Taxpayer appeals. He has failed to offer 
evidence that the determinations and calcu- 
lations were in error and presents only legal 
arguments against the imposition of defi- 
ciencies and additions. Taxpayer, a brick- 
mason during the years in question, 
contends that his wages were not income, 
that the Internal Revenue Code is uncon- 
stitutional to the extent it imposes a tax 
on income from services, that Code Section 


1985 Standard Federal Tax Reports - 


61 does not apply to individuals such as 
taxpayer, and finally that the Tax Court 
lacked jurisdiction. These arguments are 
frivolous, and we have many times so held. 
See, e.g., Hayward v. Commissioner [84-2 
ustc J 9941], No. 84-1614 (8th Cir. Oct. 30, 
1984). 


Damages and single or double costs are 
authorized by both 28 U.S. C. § 1912 and 
Fed. R. App. P. 38. See, e.g., Taylor v. 
Sentry Life Ins. Co., 729 F. 2d 652, 656-57 
(9th Cir. 1984); Lively v. Commissioner 
[83-1 ustce J 9338], 705 F. 2d 1017 (8th Cir. 
1983); United States v. Hart, 701 F. 2d 749 
(8th Cir. 1983). We grant the appellees’ 
request that this Court impose attorneys’ 
fees and double costs as a sanction for the 
filing of this frivolous appeal. As was re- 
cently stated by the Seventh Circuit and 
quoted by this Court in Lukovsky v. Herstad 
[84-2 ustc J 9976], No. 84-5108 (8th Cir. 
November 28, 1984) (slip. op. at 2-3), 


The doors of this courthouse are of 
course open to good faith appeals of the 
lower courts. But we can no longer tol- 
erate abuse of the judicial review process 
by irresponsible taxpayers who press 
stale and frivolous arguments, without 
hope of success on the merits, in order 
to delay or harass the collection of public 
revenues or for other nonworthy pur- 
poses. Rule 38 of the Federal Rules of 
Appellate Procedure provides that a 
Court of Appeals may award just dam- 
ages and single or double costs for 
frivolous appeals . . . . This Court has 
recently awarded reasonable attorney’s 
fees and double costs to the government 
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Accordingly, within fifteen (15) days of 
the filing of this opinion, appellees shall 
file with this Court a submission as to fees 
and costs they have incurred. Appellant 
may have fifteen (15) days thereafter within 
which to contest this submission if he 
wishes. 


Affirmed. 


for a frivolous tax appeal. Other circuits, 
recognizing the waste of limited judicial 
and administrative resources that such 
groundless sanctions have occasioned, 
have awarded damages or other extraor- 
dinary costs in cases such as these. 


Kile v. Commissioner [84-2 ustc 9660], 
739 F. 2d 265, 269-70 (7th Cir. 1984) (cita’ 


tions omitted). 


[7.9111] Robert B. Graham, Jr., et ux, Plaintiffs v. Internal Revenue Service, 
Defendant. 


U. S. District Court, West. 
Supp. 864.) 


Dist. Pa., Civil Action No. 83-30, 10/30/84.—(602 F 


[Code Secs. 6404, 6511, and 7422] 


Refunds and credits: Claims for refund: Untimely claims: Filed late: Abatement: 
Effect.—The taxpayers were not entitled to a refund for overpayment of taxes because 
they did not file a claim for refund within three years of paying the taxes. Moreover, the 
taxpayers were not entitled to an extension for filing a refund because they did not file 
an application for an extension in writing. The court rejected the taxpayers’ argument 
that representatives of the IRS had misled them by telling them that they should post- 
pone filing any tax returns until they were able to file all years due at one time. Finally, 
since the taxpayers had not filed claims for refunds, they were not entitled to maintain 
their suit for a refund; therefore, their claim for abatement of interest and penalties based © 
on hardship due to lost records and illness within their family was denied: Back ref- 
erences: {[ 5423.30, 5473.2455, and! 5781.20. 

Robert B. Graham, Jr., Patricia A. Graham, 5836 Shirley Drive, Bethel Park, Pa., 


15102, pro se. Thomas A. Daley, Assistant United States Attorney, Pittsburgh, Pa., 
15219. Melody L. Moss, Department of Justice, Washington, D. C., 20530, for defendant. 


Memorandum Opinion 


Diamonp, District Judge: Presently before 
this court is defendant’s motion for sum- 
mary judgment based upon the plaintiffs’ 
alleged improper filing of claims for re- 
fund and for abatement of interest and 
penalties on the plaintiffs’ federal income 
taxes. For the reasons set forth below, the 
motion will be granted. 


The pro se plaintiffs in this case seek a 
refund for overpayments of their federal 
income taxes for 1972 and 1973. The plain- 
tiffs also request the abatement of interest 
and penalties for taxable years 1974, 1975 
and 1980. 


Claim For Refund. The plaintiffs filed their 
1972, 1973, 1974 and 1975 federal income tax 
returns on September 29, 1980. In 1972 and 
1973, the plaintiffs’ tax payments consisted 

es withheld from plaintiff Robert 
im ay. Plaintiffs | now seek a a neuand 


the law does not provide for refunding or 
crediting tax that was paid more than three 
years before the filing of the claim. 


Pursuant to Zo W209. ©. § 65) l(a), any. 
claim for credit or refund of an overpay- 
ment of any tax must be filed within three 
years from the time the return was filed 
or two years from the time the tax was 
paid, whichever of such expires later. 
Furthermore, 26 U. S. C. §6511(b)(1) 
provides that no claim for credit or refund 
shall be allowed or made after the ex- 
piration of the period of limitation pre- 
scribed in subsection (a) unless a claim 
for credit or refund is filed by the tax- 
payer within such period. Finally, 26 
U. S. C. § 6511(b)(2) limits those claims 
for refunds to those taxes paid within three 
years before the claim is filed. Section 
6511(b)(2) provides in pertinent part: 


If the claim: was filed by the taxpayer 
during the 3-year period prescribed in 
subsection (a), the amount of the credit 
or pemen’ shall mat exceed the emery of 
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The consequence of the above provisions 
is to prohibit any refund of taxes that were 
paid more than three years before the claim 
was filed. McLeod II v. United States, 82-1 
uste 99177 (Ct. Cl. 1982). In the instant 
case, the amount of credit or refund which 
can be made is limited to taxes paid after 
September 29, 1977, because as indicated 
above, the plaintiffs did not file their fed- 
eral income tax returns for 1972 and 1973 
until September 29, 1980. In addition, pur- 
suant to 26 U. S. C. § 6513(b), the taxes 
withheld in 1972 and 1973 are deemed to 
have been paid on April 15, 1973, and 1974, 
respectively. Consequently, because no 
amounts were paid during the limitation 
period, the allowable credit or refund is 
zero. Craiglow v. Umited States, 76-2 ustTc 
1.9779 (Ct. Cl. 1976). 


The plaintiffs, however, claim entitle- 
ment to the refund despite their late filing 
based on an alleged representation by In- 
ternal Revenue Service personnel that they 
should postpone filing any tax returns until 
they were able to file all years due at one 
time. In McLeod II, supra, the court refused 
to extend the time for filing a claim for re- 
fund based on the plaintiffs’ similar claim 
that they had been misled by Internal Rev- 
enue Service representatives’ statements. 
The court enunciated its reasoning: 


The plaintiffs may be contending that 
those statements by Service representa- 
tives constituted an extension of time for 
filing the return. The Treasury regula- 
tion, promulgated pursuant to the code 
provision permitting such extensions, 
I. R. C. § 6081, however, requires that an 
application for extension must be filed 
“sn writing’ with the Internal Revenue 
Service officer with whom the filing is to 
be made and on or before the due date 
of such filing. Treas. Reg. § 1.6081-1(b) (1). 


McLeod II, 82-1 ustc at 49177. 


The plaintiffs in the instant case have not 
satisfied the above-mentioned provisions. 
Therefore, they are precluded from alleg- 
ing that the statements by the Internal 
Revenue Service personnel constituted an 
extension of time for filing a claim. In 
addition, as the court stated in McLeod II, 
“such extensions of time normally are 
granted to a fixed date and do not permit 
the open-ended extension the plaintiff's 
claim would involve.” McLeod II, 82-1 
ustc at § 9177. : 


Claim For Abatement. The plaintiffs also 
seek abatement of interest and penalties 
for taxable years 1974, 1975 and 1980 based 
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on hardship due to lost records and illness 
within the plaintiffs’ family. 


The Internal Revenue Service has moved 
for summary judgment on the ground that 
pursuant to 26 U. S. C. § 6404(b), a tax- 
payer is not permitted to file a claim for an 
abatement with respect to income taxes. 
Furthermore, the Internal Revenue Service 
asserts that the plaintiffs are not entitled to 
maintain this suit even as one for a refund 
under 26 U. S. C. § 7422 as no claims for 
refund have been filed. We agree. 


Title 26 U. S. C. § 6404 provides in 
pertinent: 


§ 6404. Abatements 


(a) General Rule—The Secretary or his 
delegate is authorized to abate the un- 
paid portion of the assessment of any tax 
or any liability in respect thereof, which— 


(1) is excessive in amount, or 


(2) is assessed after expiration of the 
period of limitation properly applicable 
thereto, or 


(3) is erroneously or illegally assessed. 


(b) No claim for abatement of income, 
estate, and gift taxes.— 


No claim for abatement shall be filed by 
a taxpayer in respect of an assessment 
of any tax imposed under subtitle A or B. 


Under the above provision, it is clear to 
the court that the Internal Revenue Service 
cannot be compelled to abate any income 
tax assessments. Therefore, the plaintiffs 
are unable to make a claim for abatement 
of assessments and are thus not entitled to 
an abatement of interest and penalties for 
taxable years 1974, 1975 and 1980. 


Finally, the plaintiffs having paid the 
total amount of tax, penalties and interest 
for taxable years 1974, 1975 and 1980, we 
find that the plaintiffs are also unable to 
maintain this suit, even as one for a re- 
fund, as no claim for refund has been filed 
pursuant to 26 U. S. C. § 7422. 


From the foregoing, it appears that there 
is no genuine issue of material fact and 
that the defendant is entitled to summary 
judgment under Rule 56, Fed. R. Civ. P., as 
a matter of law. 


An appropriate order will follow. 


Order of Court 
AND NOW, this 30th day of October, 
1984, for the reasons stated in the mem- 
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orandum opinion filed this date in the that defendant’s motion for summary judg- 
above-captioned action, IT IS ORDERED ment be, and the same hereby is, granted. 


[] 9112] First City National Bank of El Paso, Plaintiff v. United States of America 
and Mardoqueo M. Alfaro, a/k/a Alfaro M. Mardoqueo, Mardoqueo Alfaro, Alfaro Mardo- 
queo and Mario Molina, Refugio Chavez Moreno, Santiago Monzon Araujo, Anselmo 
Chavez Moreno, Jose Maria Chavez Moreno, Juan Huerta Trejo, Justo Chavez Moreno, 
Rosario Galaviz Gamez, Jaime Galicia Mendez, Nabor Astorga Molina, Crisostemo Galaviz 
Gamez, Rosario Gastelum Payan and Leticia Corona S., Defendants. 


U. S. District Court, West. Dist. Tex., EP-84-CA-231, 11/8/84. 
[Code Secs. 6851 and 7429] 


Termination of taxable year: Jeopardy assessment procedure: Venue: Evidence.—The 
court determined that it had ancillary jurisdiction over the taxpayer’s cross-claim chal- 
lenging the IRS’s jeopardy assessment. Therefore, the government’s motion to dismiss 
because of improper venue was denied. The termination assessment against the taxpayer 
was reasonable because the evidence indicated that the large amounts of currency seized 
by agents from the Drug Enforcement Agency were attributable to his alleged drug 
trafficking and that he had made large deposits and withdrawals of currency from banks 
throughout the United States during the months prior to his arrest. The amount of the 
assessment was reasonable since the taxpayer failed to produce any credible evidence to 
contradict the IRS’s estimate of his income. Back references: {| 5784T.033 and 5784T.059. 


- Victor F. Poulos, 525 First City Nat’l Bk. Bldg., El Paso, Tex., 79901-1369, for plain- 
tiff. Mark M. Greenberg, Assistant United States Attorney, Michael E. Greene, Depart- 
ment of Justice, Dallas, Tex. 75242-0599, Alfred W. Ricciardi, 3300 N. Central Avenue, 
Phoenix, Ariz. 85012, John B. Luscombe, Jr., 1602 El Paso National Bank Bldg., El Paso, 
Tex. 79901 for defendants. 


Memorandum Opinion and Order 


HupspretH, District Judge: On June 25 
and June 28, 1984, the Internal Revenue 
Service, acting pursuant to the authority of 
26 U.S. C. § 6851, terminated the 1984 tax 
year of Mardoqueo M. Alfaro, and assessed 
income taxes totaling $28,341,706.00. In 
the form of a cross-claim in an interpleader 
action, Alfaro seeks to challenge pursuant 
to 26 U. S. C. § 7429 both the reasonable- 
ness of the termination assessment and the 
appropriateness of the amount. 


On June 21, 1984, Special Agent Robert 
Paiz of the Drug Enforcement Administra- 
tion in Santa Ana, California, received in- 
formation from a confidential informant 
that a Latin couple registered under the 
name “Avendano” in Room 241 of the 


Anaheim Travelodge were engaged in some 
type of narcotic transaction. Investigation 
by a Sas Paiz peed that a pederico 


a Latin female with a small child got out of 
the car, opened the door with a key, and 
entered the room. When she came out 
again, agents followed her to Room 221 of 
another Anaheim motel called the Conven- 
tion Center Inn. The agents then estab- 
lished surveillance on the second motel. 
Examination of the records of the Con- 
vention Center Inn revealed that Room 221 
was registered to “Carlos Valdez” of Guada- 
lajara, Mexico; Room 222 was registered 
to Alfaro Mardoqueo of Guadalajara, and 
Room 335 was occupied by “Avendano.” 


As surveillance continued on the Con- 
vention Center Inn, the agents observed 
a male individual emerge from Room 221 
with a brown cardboard box. He placed the 
box in a 1975 Volkswagen and drove away. 
The agents followed the Volkswagen to 
the San Diego Freeway, and observed that 
the driver turned north toward Los An- 
geles. As the agents followed the vehicle 
on the Freeway, they observed that it 
changed lanes frequently and drove “errat- 
ically.” The agents decided to stop this 
ve icle and to question the driver. Upon 

isa hat his name 
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Anaheim at Room 335 of the Convention 
Center Inn. The cardboard box which 
Felix had removed from Room 221 and 
placed in his vehicle contained a sophisti- 
cated money-counting machine. As _ the 
agents drove back toward Anaheim with 
Felix, he informed them that they would 
find a lot of money in the motel room, 


Upon returning the Convention Center 
Inn, the agents found the Latin woman 
previously seen, who gave her name as Ana 
Luisa Avendano, occupying Room 335. She 
admitted to being the occupant of Room 
241 at the Travelodge also, and she con- 
sented to the search of both rooms. In 
Room 335, the agents found another 
money-counting machine and two card- 
board boxes full of money. The search 
was expanded to include Rooms 221 and 
222. In Room 221, which was occupied by 
a male individual giving his name as Jesus 
Guerrero, the agents found more card- 
board boxes full of money. A dog trained 
to detect the odor of narcotic drugs was 
brought to the motel, and he “alerted” to 
the containers of money in both Rooms 
335 and 221. Guerrero stated that the oc- 
cupant of Room 222 (whose name was 
Mardoqueo Alfaro according to registra- 
tion documents) was not present, and that 
he could not give the agents permission 
to take the dog into Room 222. The agents 
obtained a search warrant for Room 222, 
and found therein additional large quanti- 
ties of money, to which the dog again 
alerted. A total of $4,100,000.00 in United 
States currency was found in the three 
motel rooms. In addition, the agents found 
a deposit slip indicating the deposit of 
$626,000.00 in currency in the Bank of 
Coronado of San Ysidro, California on 
June 21, 1984. The money and records 
were seized, as were the two money-count- 
ing machines. The machines were sub- 
mitted to the DEA laboratory, where they 
were “vacuumed” in order to determine 
whether any narcotic drug residue was 
present. Laboratory tests were positive 
for traces of cocaine. 


Both Carlos Felix-Sanchez and Jesus 
Guerrero were arrested on suspicion of 
dealing in drugs. After his arrest, Felix- 
Sanchez indicated that he desired to co- 
operate with the agents. He told them 


1 Controversy arose at the evidentiary hear- 
ing in this case concerning the meaning of the 
Spanish word ‘‘drogas.’’ There was testimony 
that the word means ‘‘debts’’ in Spanish, but 
that it is used as a slang word for narcotics. 
In view of the other evidence already outlined 
in this opinion that the money was related to 
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that he had been employed by individuals 
from Mexico to collect money in California 
for return to Mexico. He also stated that 
he had been in Anaheim at the same motel 
about two weeks before, and that the pur- 
pose of that trip was also to collect money 
for the same people. Felix-Sanchez de- 
clined to identify the people for whom 
these services were being performed, but 
he stated that the money in question came 
from “drogas.” * 


The seizure of currency occurred on a 
Saturday. On Monday or Tuesday, Assistant 
U. S. Attorney Christine Byrd in Los 
Angeles was contacted by a California 
attorney named Charles Garry, who said 
that he represented Felix-Sanchez and 
Guerrero, and that the money seized did 
not belong to them. Garry advised AUSA 
Byrd that the money belonged to Mardoqueo 
Alfaro of Guadalajara, Mexico, and that 
the two individuals arrested were just his 
agents. Garry further informed Byrd that 
the 4.1 million dollars seized in Anaheim 
had been brought into the United States 
from Mexico in a legal manner, and that 
it was all intended for deposit in the Bank 
of Coronado. About this time, the Drug 
Enforcement Administration received in- 
formation from confidential informants that 
Alfaro was involved in a drug trafficking 
ring that dealt in large quantities of 
cocaine, heroin, and marihuana, and that 
the illicit profits of this ring averaged 
$10,000,000 to $20,000,000 a month. 


Utilizing the information outlined above, 
Agents of the Internal Revenue Service set 
out to calculate the federal income taxes 
owed by Alfaro for the calendar year 1984. 
Using the estimate of $10,000,000 a month 
profit for five and three-quarters months 
(from January 1, 1984 to June 21, 1984), 
the revenue agents calculated federal in- 
come taxes due and owing in the amount 
of $28,341,706.00. Pursuant to 26 U. S. C. 
§ 6851, a termination assessment was 
made.” The Internal Revenue Service then 
proceeded to levy on all assets located 
within the United States in which Alfaro 
was believed to have an interest. The 
assets levied upon included approximately 
6.5 million dollars in deposits in the First 
City National Bank of El Paso, Texas. 


cocaine in some way, the Court will find that 
Felix-Sanchez used the word ‘‘drogas’’ to mean 
drugs or narcotics. 4 

2“Termination assessment’? means that the 
taxpayer’s tax year was declared at an end, 
and the income taxes assessed were declared to 
be immediately due and owing. 
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On July 2, 1984, Plaintiff First City Na- 
tional Bank filed an interpleader action in 
the 243rd District Court of .El Paso 
County, Texas, asking that court to deter- 
mine whether the funds on deposit be- 
longed to the United States Government 
or to Mr. Alfaro and his associates. De- 
fendant United States of America removed 
the state court action to this Court pur- 
suant to 28 U. S. C. 1441(a). By way of 
cross-claim, Defendant Alfaro promptly 
challenged the termination assessment. 


A. Venue. Cross-Defendant United States 
of America first contends that Alfaro’s 
cross-claim should be dismissed because of 
improper venue. Title 26, United States 
Code, Section 7429(e) provides that an 
action for judicial review of a jeopardy or 
termination assessment “shall be com- 
menced only in the judicial district described 
in Section 1402(a)(1) or (2) of Title 28, 
United States Code.” The Government 
argues that under Section 1402(a)(1) an 
individual, not a corporation, may sue only 
in the judicial district where he resides, and 
Cross-Plaintiff Alfaro, a “resident” of 
Mexico, resides within no judicial district. 


The short answer to the Government’s 
argument is that Alfaro did not “com- 
mence” this action. The action was “com- 
menced” when the Plaintiff, First City 
National Bank, filed an interpleader suit 
in state court. Defendant United States of 
America then removed the action to federal 


court, and Defendant Alfaro brought a 
cross-claim challenging the termination 
assessment. The doctrine of “ancillary 


venue” therefore applies, and Alfaro’s third- 
party claim should be considered ancillary 
for the purpose of statutory venue restric- 
tions. 6 Wright and Miller, Federal Practice 
and Procedure § 1445 (1971). The Govern- 
ment’s motion to dismiss for lack of proper 
venue should be denied. 


B. Reasonableness of Termination Assess- 
ment. The Government has the burden of 
proving that the making of a termination 
assessment is reasonable under the circum- 
stances. 26 U. S. C. § 7429(g)(1); DeLauri 
uv. United States [80-2 ustc { 9566], 492 F. 
Supp. 442, 445 (W. D. Tex. 1980). That 
burden is not particularly onerous, how- 
dard is somewhat greater 
and capricious” and some- 


which was available to the Internal Reve- 
nue Service at the time it made the assess- 
ment. DeLaurt v. United States, supra; 
Loretto v. United States, supra at 1173. 


Under 26 U. S. C. § 6851(a)(1), a ter- 
mination assessment may be properly made 
if the Internal Revenue Service determines 

“.. . that a taxpayer designs quickly 

to depart from the United States or 

to remove his property therefrom, or to 
conceal himself or his property therein, 

or to do any other act .. . tending to 
prejudice or to render wholly or partially 
ineffectual oe to collect the 
income tax... .” 


The Chee has sustained its burden 
of establishing the reasonableness of the 
termination assessment in this case. 
Although Alfaro vigorously disputes the 
IRS conclusion that the funds levied upon 
were the proceeds of drug transactions, 
that conclusion is supported by the fol- 
lowing evidence: 


1. More than four million dollars in 
United States currency was seized by 
Agents of the Drug Enforcement Ad- 
ministration at a motel in Anaheim, Cali- 
fornia at which Alfaro was registered. 


2. An associate of Alfaro, ones Carlos 
Felix-Sanchez, admitted that the funds 
seized were related to drug transactions. 


3. Confidential informants of the Drug 
Enforcement Administration reported 
that Alfaro belonged to an organization 
involved in large-scale drug trafficking, 
and which realized a profit of at least 
ten million dollars a month. 


4. A trained “drug-sniffing’ dog de- 
tected the scent of drugs on the con- 
tainers of currency found in the motel 
room registered to Alfaro. 

5. The DEA laboratory found traces 
of cocaine on the money-counting ma- 
chines seized at the Anaheim motel. 


Furthermore, investigation by the Internal 
Revenue Service established that Alfaro 
had made large deposits of currency at 
various locations within the United States 
(including the Bank of Coronado of San 
Ysidro, California, the El Paso National 
Bank, the First City National Bank of El 
Paso, and the Tesoro Savings and Loan 
Association of Laredo, Texas) within the 
preceding six months. The use of large 
amounts of currency is a traditional indi- 
cator lia desire to Soe HS source rch 
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two million dollars were withdrawn from 
the El Paso National Bank in E] Paso, 
Texas, converted to currency and disposed 
of in a fashion which is still unknown. 
Several million dollars were withdrawn 
from the Tesoro Savings and Loan in 
Laredo, Texas, and were transmitted to 
Panama by means of a wire transfer. 
Finally, Alfaro is a citizen of Mexico and 
resides in Guadalajara, Mexico, outside the 
boundaries of the United States. For all 
these reasons, the termination assessments 
levied on June 25 and June 28, 1984 were 
reasonable. 


C. Appropriateness of the Amount. Once 
the Government bears its burden of estab- 
lishing the reasonableness of a termination 
assessment, the burden shifts to the tax- 
payer to show that the amount of the 
assessment is inappropriate. 26 U. S. C. 
§ 7429(¢)(2); DeLauri v. United States, 
supra at 446. There is a presumption in 
favor of the Internal Revenue Service that 
the amount assessed is proper. DeLauri v. 
United States, supra at 446; Loretto v. 
United States, supra at 1172 n. 7. The Court 
is not expected to determine the taxpayer’s 
ultimate tax liability in this summary pro- 
ceeding; that issue may and will be liti- 
gated elsewhere. DeLauri v. United States, 
supra. 


Cross-Plaintiff Alfaro has failed to sus- 
tain his burden of showing that the amount 
of the termination assessment is not appro- 
priate. The evidence shows Alfaro to have 
been in control of vast amounts of currency 
being generated from some source. Over 
a span of a few months, more than twelve 
million dollars were deposited in a savings 
and loan in Laredo, Texas, more than six 
million dollars in the First City National 
Bank of El Paso, more than two million. 
dollars in the El Paso National Bank, and 
more than eight hundred thousand dollars 
in the Bank of Coronado of San Ysidro, 
California, not to mention the 4.1 million 
dollars in currency seized on June 22 and 
24 in Anaheim, California. These funds 
add up to more than 25 million dollars. 
Explanations offered by the taxpayer and 
his witnesses as to the sources of these 
funds, to put it conservatively, lack credi- 
bility. In short, the Court finds that the 
amount of the termination assessments, 
although large, is not unreasonable or in- 
appropriate in these unusual circumstances. 


It is therefore ORDERED that the mo- 
tion of Cross-Plaintiff Mardoqueo Alfaro 
for abatement of the termination assess- 
ments and the tax liens filed herein be and 
the same is hereby, DENIED. 


[7.9113] Joseph G. Brennan, et al., Plaintiffs v. United States of America, Defendant. 
U. S. District Court, No. Dist. Ohio, West. Div., No. C 80-713, 10/12/84. 


[Code Sec. 6672] 


Civil penalties: Shareholders.—Shareholders of a restaurant were not liable for pay- 
roll withholding taxes, having given restaurant managers control over restaurant bank 
accounts, cash, employees, and the payment of creditors. The managers were instructed 
by the shareholders to pay taxes first, then wages, then corporate debts. With funds 
available for tax payments, the managers simply failed to make them. Back reference: 


1 5569.013. 


Dennis E. Murray, Murray & Murray, 300 Central Ave., Sandusky, Ohio 44870, 
John G. Mattimoe, Marshall & Melhorn, 4 Seagate, Toledo, Ohio 43604, for plaintiffs. Assistant 
United States Attorney, Toledo, Ohio 43624, for defendant. 


Findings of Fact Conclusions of 
Law Judgment Order 


Watinsk1, District Judge: This cause 
came on for trial to the Court on January 
19, 1984 and concluded January 20, 1984. 
The parties were thereafter granted time 
to submit suggested findings of fact and 
conclusions of law. The cause is now deci- 
sional. 

Background 


1. This is a civil action in which each 
of the plaintiffs, Joseph G. Brennan (Bren- 
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nan), Richard G. Schuster (Schuster), Den- 
nis E. Murray (Murray) and his wife 
Margaret Murray (M. Murray), seek re- 
funds of $16.93 representing the trust fund 
portion of federal income and FICA taxes 
withheld from one employee of Steak 
Foods of Port Clinton, Ohio (Steak Foods), 
for four quarters in 1977, 1978 and 1979. 


2. On June 2, 1980 the Internal Revenue 
Service (IRS) made an assessment against 
each of these plaintiffs, pursuant to Section 
6672 of the Internal Revenue Code of 1954, 
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based on its determination that each of the 
plaintiffs was a responsible person obligated 
to withhold and pay the income and FICA 
taxes withheld from employees of Steak 
Foods. The assessments of June 2, 1980 
are shown in Def. Ex. 1, 2, 3, 4, for each 
quarter in question. 


3. The IRS filed a counterclaim seeking 
from each of the four plaintiffs the assess- 
ment amounts as follows: 


Brennar oss 74.884 ae $ 9,150.66 
Schusteres 3a oo ere $12,704.27 _ 
Nourraly: Shi Aes conte $ 9,499.30 


4, Most of the assessed amounts were 
withheld from personal tax refunds due 
each of the plaintiffs based solely on the 
assessment and without any judicial decision. 


5. The plaintiffs amended their complaint 
to recover the additional amounts, with 
interest. The counterclaim as to Margaret 
Murray was dismissed after discovery. 


Findings of Fact 


1. Steak Foods is an Ohio corporation 
which operated a bar and restaurant at 
124-140 Buckeye Boulevard, Port Clinton, 
Ohio through the relevant quarters. It was 
incorporated in 1973, began operations in 
1974, and ceased doing business March 4, 
1979. The business was managed from the 
beginning to April, 1976 by Tom Lowry 
and until closing by Henry Green III. 
Neither manager is a party to the litigation, 
nor had any ownership or creditor connec- 
tion with Steak Foods. 


2. The stock of Steak Foods was owned 
by the plaintiffs in the following (approxi- 
mate since there were some transfers among 
shareholders) proportions. 


: Invested 

Shareholder Percent Capital 
Brennan ...... 30% $157,972.90 
Murray s: foc ceere 30% $157,450.36 
Schuster 72705 5% $ 29,105.34 
Lehman: %).2...)2 30% $157,958.43 
Richter ss ecse 30% $ 34,414.41 


3. The Steak Food operation became un- 
profitable, returning nothing to the share- 
holders/owners who were obligated to make 
the real estate and chattel mortgage pay- 


: ments, a to ONL me a eee ss 


leased back the equipment and liquor license 
and continued to operate. 


5. The partnership agreement of the same 
date was executed wherein the partners 
acquired interests in proportion to their 
stock interests in Steak Foods. Plaintiff 
Murray was not a partner, but his wife 
acquired a partnership interest equal to their 
joint stock ownership. Also, Steak Foods 


was paid $20,000 and a debt to the share- 
-holders of $20,000 was forgiven, for a total 


of $40,000 in consideration. 


6. A deed covering the land and improve- 
ments was executed, transferring the assets 
to RIA. This deed was filed and recorded 
in Ottawa County, Ohio on March 7, 1978. 
(Def. Ex. 30). Plaintiff Murray, an attorney 
and CPA drew the documents. The Court 
specifically finds that the documents are 
legal and binding, and were executed to 
rescue a failing business and to protect 
the investors. Since the transfer or reor- 
ganization left intact the assets and liabili- 
ties in the same owners proportionately, the 
government in no way was disadvantaged, 
nor were the reorganizations an attempt to 
avoid tax liabilities or conceal assets. The 
reorganization was a fact almost two years 
before the IRS assessment in 1980. 


7. The restaurant operation continued 


under Tom Lowry until April 1978, and then 


Henry Green. The evidence is unequivocal 
that they handled all cash, maintained the 
bank accounts, and paid all creditors. The 
evidence is likewise unequivocal that 
the owner/officers had no authority to collect 
money and pay debts, and in fact no 
owner/officer was authorized to sign cor- 
porate checks. The evidence is likewise 


_ unequivocal, that the managers were in- 
‘structed to, and understood that they were 


to pay taxes first, payroll second, and the 
general corporate debts. The managers had 
sole authority to hire and fire employees, 
order supplies and run the restaurant and 
bar. The front portion of the building was 
a Perkins Pancake House franchise owned 
in part by one of the partner/stockholders. 
The corporation had its own pet 
and accountants. 


8. The Steak House aonthuad to file the 
necessary U. S. and Ohio State forms until 
us 1981, even Aue bie eles to elie 
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10. To reach that conclusion, the Court 
would have to infer that from their share- 
holding or partnership interests, their only 
indicia of ownership, that they assumed all 
the responsibilities of the various sections 
of the Internal Revenue Code related to 
' paying taxes. The Court notes with dismay, 
and specifically emphasizes, that Lehman 
and Richter, with the same indicia of own- 
erhip in both the corporation and partner- 
ship, are not even made parties to the 
lawsuit. 


Conclusions of Law 


1. None of the plaintiffs are persons 
charged with the responsibility for collect- 
ing, truthfully accounting for, and paying 
over federal income and withholding taxes. 


2. The plaintiffs have not violated Section 
6672 of the Internal Revenue Code, 26 
U. S. C. § 6672, and therefore cannot be 
assessed the 100% penalty. 


3. The evidence, by more than a pre- 
ponderance, shows that none of the plain- 
tiffs had the authority or obligation to 
collect and pay over taxes. Neither the 
ownership of stock or holding corporate 
office alone subjects plaintiff’s to liability 
for taxes under § 6672. Berman v. Scanlon 
[67-2 ustc J 9665], 277 F. Supp. 646 (DCNY 
1967). 


4. The obligation of the responsible offi- 
cers arises at the time the income and 
withholding taxes are withheld, not when 
payment is due or returns are required to 
be filed. U. S. v. DeBeradinis [75-2 ustc 
7 9530], 395 F. Supp. 944, aff'd [76-1 ustc 
7 9278] 538 F. 2d 315 (D. C. Conn. 1975). 
The managers had funds on hand to pay 
taxes and failed to. (Def. Ex. 23). 


5. The Court finds that the evidence 
completely negates any legal finding of 
voluntary, conscious, and intentional pay- 
ment to other creditors before the IRS. 
Wall wv. U-S2592F., 2d- 154: (G., A. Pa. 
1979). Bolding v. U. S. [77-2 uste § 9737], 
SO one ae Zan O05) 2 Se Ct. Cla 14 8a 1977), 
Maggy v. U. S. [77-2 ustc J 9686], 560 F. 
2d 1372 (Ca. 9 1977). Mere negligence, 
if any, is no basis for liability. 


Accordingly, the Court enters judgment 
in favor of the plaintiffs and against the 
U. S. as follows: 


Brennan ites sase5- $ 9,150.66 
Schuster Siok Pisses: $12,704.77 
Murray pata aee o> pee $ 9,499.30 


together with interest at eight (8%) per 
cent from the dates of payment or collec- 
tion by withholding from refunds. The 
counterclaims are dismissed. 


LEIS SSOLOR DE RIED: 


[7 9114] Thelma C. Cate v. United States of America. 
U. S. District Court, East. Dist. of Tenn. No. Div., Civ. 3-84-475, 10/15/84. 


[Code Sec. 6901] 


Transferees: Transferred assets: Liability of transferee: Fraud in hindering collec- 
tion: State law.—A wife was not liable as a transferee for her husband’s monthly pay- 
ments on her house and car. Although the husband was the sole wage earner and the 
wife was the sole owner of the assets, under Tennessee law the mere relationship between 
the parties did not raise the presumption of a fraudulent conveyance to defeat the 
government. Accordingly, the wife was entitled to a refund for all amounts paid plus 


interest. Back references: § 5660.1945 and 5660.289. 
Alexander M. Taylor, P. O. Box 442, Knoxville, Tenn. 37901, for plaintiff. Gregory 


Nelson, Betsey E. Burke, for defendant. 


Memorandum 

Hutt, District Judge: This is an action 
under 28 U. S. C. § 7402 for recovery of 
taxes overpaid for calendar years 1977 and 
1980. Trial was held without a jury on 
October 9, 1984. As required by Fed. R. 
Civ. P. 52, below are set forth the findings 
of fact and conclusions of law which con- 
stitute the grounds of this decision. 

Plaintiff's husband, Ray E. Cate, is in- 
debted to the defendant for 1977 and 1980 
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taxes. Plaintiff was assessed taxes and 
interest for the years 1977 and 1980 as a 
“transferee” of her husband, pursuant to 
26 U. S. C. § 6901.. The alleged transfers 
involved monthly payments by Mr. Cate 
for the family home and car. 


In 1965, Mr. and Mrs. Cate purchased 
their residence at 5904 Holston View Lane, 
Knoxville, Tennessee, as tenants by the 
entirety. Both plaintiff and Mr. Cate signed 
the deed of trust and deed of trust note, 


q 9114 


87,048 


U.S. Tax Cases 


Rucker v. Secretary of Treas. 


which requires a monthly payment of $115.58. 
The Cates have lived together in the resi- 
dence since 1965. Mr. Cate has been the 
sole wage earner and payer of the monthly 
bills. In 1974, plaintiff became the sole 
owner of their residence when she pur- 
chased at auction Mr. Cate’s interest in the 
residence in partial satisfaction of Mr. 
Cate’s unpaid taxes. 


Legal title to the sole family car during 
1977 and 1980 was held by Mrs. Cate. Mr. 
Cate made the entire car payments of 
approximately $200 per month. 


Mr. Cate lived in the family residence 
and used the family car for personal and 
business purposes throughout 1977 and 1980. 
The defendant argues that Mr. Cate’s pay- 
ment of the house and car debts were 
fraudulent transfers under 26 U. S. C. 
§ 6901 meant to defeat the creditor defendant. 


A conveyance is fraudulent under 26 
U. S. C. § 6901 if it is fraudulent under 
applicable state law. Commissioner v. Stern 
[58-2 ustc J 9594], 357 U. S. 39, 45 (1958); 
U. S. v. Rodgers, 51 U. S. L. W. 4626 n. 18 
(1983). A. conveyance made with the in- 
tent to delay, hinder or defraud creditors 
is fraudulent and renders the conveyance 


void under Tennessee law. Tenn. Code. 
Ann. § 66-3-101 (1982). The mere relation- 
ship between the parties to a conveyance 
does not raise a presumption of fraud. First 
Natl Bank v. Wilkins, 11 Tenn. App. 9 
(1929). 


The house and car were, during 1977 
and 1980, solely owned by plaintiff, Mrs. 
Cate. This Court finds no fraud in Mr. 
Cate’s monthly payments of $115.58 on a 
house and approximately $200 on-a car 
owned by plaintiff. 


For the foregoing reasons, it is OR- 
DERED that judgment enter in favor of 
the plaintiff. The defendant is directed 
to refund to the plaintiff all of the amount 
paid, $8,870.93, plus interest as set forth in 
26°U. *S2 C8 8'66212 


Order 


For the reasons stated in a memorandum 
opinion this day passed to the Clerk for. 
filing, it is ORDERED that judgment 
enter in favor of plaintiff. It is further 
ORDERED that defendant REFUND to 
plaintiff all of the amount paid, $8,870.93, 
plus interest as set forth in 26 U. S. C. 
§ 6621. 


[9115] Dalleen Rucker, Plaintiff-Appellant, Kathy Warner, Intervenor-Appellant 
v. the Secretary of the Treasury of the United States, and the United States of America, 
Defendants-Appellees. Rosa Ortega, Intervenor. 

U. S. Court of Appeals, 10th Circuit, No. 83-1804, 12/28/84—(751 F2d 351.) Re- 
versing and remanding District Court, 83-1 ustc 79240, 555 F Supp 1051. : 


[Code Secs. 6402 and 7422] 


Refunds and credits: Offset: Past-due child support: Claims for refund: Adequacy.— 
The government exceeded its statutory authority by intercepting and withholding any . 
portion of the earned income credit owed to the taxpayer and her husband who was 
indebted to the state of Colorado for his failure to make required support payments: to 
the children of his prior marriage. Code Sec, 6402(c) and 42 U. S. C. § 664(a) were 
both enacted as part of the Omnibus Budget Reconciliation Act of 1981, P. L. 97-35, and. 
the court’s interpreting the term “overpayment” in Code Sec. 6402(c) so as not to jackie 
the earned income credit resulted in consistency with 42 U. S. C. § 664, which authorizes 
only withholding of federal tax refunds. Moreover, in the absence of evidence that 
Congress intended a substantial cutback on the earned income credit program, which pro- 
vides relief to low income families, thus encouraging work, reducing dependence on federal 
assistance, and stimulating the economy, the court interpreted the intercept legislation 
so as to avoid both conflict between the provisions of the Omnibus Act and a result clearly. 

at odds with the goals of the earned income credit ‘Rrogtane nia arse: the mera tatory’ 
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States Attorney, Jo-Ann Horn, Assistant United States Attorney, Denver, Colo. 80294. 
Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Richard Farber,. 
Department of Justice, Washington, D. C. 20530, for defendants-appellees. 


Before SeTH, BREITENSTEIN, and Seymour, Circuit Judges. 


Seymour, District Judge: Dalleen Rucker 
brought this class action against the Sec- 
retary of the Treasury and the United 
States, challenging the application to her of 
section 464 of the Social Security Act, 42 
U.S. C. § 664 (1982). Kathy Warner sub- 
sequently joined the action as an intervenor. 
Plaintiffs alleged that the Secretary exceeded 
his statutory authority by withholding fed- 
eral income tax refunds and earned income 
credits due them. They sought declaratory 
and injunctive relief. The district court 
dismissed Rucker’s claims as moot and also 
dismissed Warner’s intervenor claim. We 
reverse. 


Ti 
Background 


This case involves the federal-state inter- 
cept program authorized by section 2331 
of the Omnibus Budget Reconciliation Act 
of 1981, Pub. L. No. 97-35, 95 Stat. 860 
(1981) (Omnibus Act). Under this pro- 
gram, federal income tax refunds due a 
taxpayer may be transferred to a state to 
the extent of a taxpayer’s past-due child 
support obligations. Two provisions of the 
Omnibus Act are relevant here. The first 
is an amendment to the Social Security 
Act, 42 U. S. C. § 664 (1982), which pro- 
vides for reimbursing states that have sup- 
ported the taxpayer’s children through the 
Aid to Families with Dependent Children 
program (AFDC).* Section 664(a) author- 
izes the Secretary of the Treasury to with- 
hold “refunds of Federal taxes paid’? which 


142 U. S. C. § 602(a) (26) (1982) requires the 
parent to whom child support payments are 
due to assign the right to such payments to a 
state as a precondition to AFDC eligibility in 
that state. 

242 U. S. C. § 664(a) provides: 

“Upon receiving notice from a State agency 
administering a plan approved under this part 
that a named individual owes past-due support 
which has been assigned to such State pursuant 
to section 602(a) (26) of this title, the Secretary 
of the Treasury shall determine whether any 
amounts, as refunds of Federal taxes paid, are 
payable to such individual (regardless of 
whether such individual filed a tax return as a 
married or unmarried individual). If the Secre- 
tary of the Treasury finds that any such 
amount is payable, he shall withhold from 
such refunds an amount equal to the past-due 
support, and pay such amount to the State 
agency (together with notice of the individual’s 
home address) for distribution in accordance 
with section 657(b) (3) of this title.’’ 
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are due to a parent of children supported 
by AFDC, and to transfer these funds to 
an appropriate state agency to satisfy the 
parent’s child support obligation” The 
second provision is an amendment to sec- 
tion 6402 of the Internal Revenue Code, 
26 U.S. C. § 6402(c) (1982), which imple- 
ments the procedure authorized by section 
664(a) and provides that “[t]he amount of 
any overpayment to be refunded to the 
person making the overpayment” shall be 
reduced by the amount of any past-due 
child support? 


Plaintiff Dalleen Rucker is a married 
woman and a Colorado resident. Her hus- 
band is indebted to the State of Colorado 
for his failure to make required support 
payments to the children of his prior mar- 
riage.* In April 1982, Rucker and her 
husband filed a joint 1981 Federal income 
tax return, expecting to receive $1,124 back 
from the Internal Revenue Service. This 
sum consisted of an income tax refund and 
an earned income credit. In June 1982, the 
IRS notified the Ruckers by letter that this 
sum was being withheld to satisfy Mr. 
Rucker’s child support obligations. In Au- 
gust 1982, Rucker filed an amended tax 
return seeking a refund of that portion 
of the overpayment of income taxes and the 
earned income credit allocable to her. She 
subsequently received a refund of $126, 
which represented the entire amount of her 
excess wage withholdings and a portion 
of the earned income credit.* 


326 U. S. C. § 6402(c) provides: 

“The amount of any overpayment to be re- 
funded to the person making the overpayment 
shall be reduced by the amount of any past-due 
support (as defined in section 464(c) of the 
Social Security Act) owed by that person of 
which the Secretary has been notified by a 
State in accordance with section 464 of the 
Social Security Act. The Secretary shall remit 
the amount by which the overpayment is so 
reduced to the State to which such support has 
been assigned and notify the person making 
the overpayment that so much of the overpay- 
ment as was necessary to satisfy his obligation 
for past-due support has been paid to the State. 
This subsection shall be applied to an over- 
payment prior to its being credited to a per- 
son’s future liability for an internal revenue 
tax.’’ é 

*Mr. Rucker’s former wife assigned her right 
to support payments to the State of Colorado. 
See note 1, supra. 3 

5 The refund to Rucker consisted of $31 in 
excess wage withholdings and $95 of the earned 
income credit. The record does not reflect the 
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Immediately after filing her amended tax 
return, and before receiving the $126 re- 
fund, Rucker brought this action claiming 
that defendants exceed their statutory au- 
thority by intercepting and withholding 
funds owed to a taxpayer who is the non- 
obligated spouse of a child support obligor. 
She also claimed that defendants’ taking 
money due to a married taxpayer to satisfy 
obligations of a spouse, without affording 
the taxpayer notice and an opportunity to 
contest the liability, is a taking of property 
~ without due process in violation of the Fifth 
Amendment. 


The district court dismissed plaintiffs’ 
claims on the grounds of mootness.° Rucker 
v. Secretary of the Treasury [83-1 ustc 
7 9240], 555 F. Supp. 1051, 1053 (D. Colo. 
1983). The court held that Rucker’s Fifth 
Amendment and tax refund claims were 
moot because she had received her allo- 
cable share of the income tax refund. The 
court also ruled that earned income credits 
are subject to the intercept program and 
that Rucker’s earned income credit claim 
was also moot because she had received an 
allocable share of this credit. On appeal, 
Rucker raises only the issue whether earned 
income credits are subject to the intercept 
program and whether they lawfully can be 
withheld under section 664(a). 


IT. 
Mootness 


Defendants assert that there is no case 
or controversy to support federal court 
jurisdiction, as required by article III, sec- 
tion 2 of the United States Constitution, 
because Rucker has received her allocable 
share of the earned income credit. Defend- 
ants claim that it was unnecessary and 
purely advisory for the trial court to con- 
sider whether the earned income credit 
could be withheld under section 664, and 
that no justicable issue is presented to this 
court on appeal. See Golden v. Zwickler, 
394 U. S. 103, 110 (1969); Baker v. Carr, 


369 U. S. 186, 204 (1962); Norvell v. Sangre 
de Cristo Development Co., 519 F. 2d 370, 
375 (10th Cir. 1975); Oklahoma City, Okla- 
homa v. Dulick, 318 F. 2d 830, 831 (10th 
Cir. 1963). 


This argument misconceives the nature 
of Rucker’s claim. As we read Rucker’s 
complaint, she is clearly claiming that de- 
fendants have exceeded their statutory au- 
thority by withholding any of the earned 
income credit due to her and her husband 
as a family unit. The IRS refunded only 
what it determined to be the portion of 
the credit allocable to her alone. The re- 
maining portion of the credit has not been 
refunded to the Ruckers and Mrs. Rucker’s 
claim to the remainder provides the nec- 
essary controversy needed to support fed- 
eral court jurisdiction. In arguing to the 
contrary, defendants assume the very issue 
in this case: whether the earned income 
credit can be allocated among spouses and 
a portion of it withheld under section 664 
to satisfy one spouse’s child support obli- 
gations. Consequently, Rucker’s claim is 
not moot. 

We 


Sovereign Immunity 


Defendants argue that if Rucker’s claim 
is not moot, it is barred by her failure to 
comply with the jurisdictional requirements 
of the Internal Revenue Code, 26 U. S. C. 
§ 7422(a) (1982), which provides that no 
suit may be maintained for the recovery 
of any tax until a claim for refund has 
been duly filed with the IRS. They argue 
that Rucker’s suit, instituted after her re- 
fund claim had been filed but prior to the 
expiration of the six-month period set forth 
in 26 U. S. C. § 6532(a) (1) (1982)," is barred 
by the doctrine of sovereign immunity. 
See, e.g., Dieckmann v. United States [77-1 
ustc 9224], 550 F. 2d 622, 623 (10th Cir. 
1977) ; United States v. Freedman [71-2 ustc 
7 9523], 444 F. 2d 1387, 1388 (9th Cir. 1971), 
cert. denied, 404 U. S. 992 (1971) ; Oldland 


- dollar amount of the earned income credit 
withheld to satisfy Mr. Rucker’s support ob- 
ligation. We assume that some portion of the 
eredit was withheld, inasmuch as the defend- 
ants concede that Rucker received only a ‘‘pro- 
portiona 


e’’ share. Appellees’ Brief at 4; see 
& ee the ARS Le USTC 


Rucker’s claim was dismissed as moot. In light 
of our decision concerning ‘the dismissal of 
Rucker’s claim, we need not reach this issue. 

726 U. S. C. § 6532(a)(1) provides: 

“‘No suit or proceeding under section 7422 (a) 
for the recovery of any internal revenue tax, 
penalty, or other sum, shall be begun before 
the expiration of 6 months from the date of 
filing the claim required maser, such Section, 
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v. Kurtz [82-1 ustc 9284], 528 F. Supp. 
316, 322-23 (D. Colo. 1981). 


A number of courts have addressed this 
very issue in the context of challenges to 
the intercept program. Almost all have 
concluded that claims to withheld tax re- 
funds and earned income credits are not 
barred by sections 7422(a) and 6532 of the 
Internal Revenue Code. See Nelson v. 
Regan |84-1 ustc { 9306], 731 F. 2d 105, 109 
(2d Cir. 1984); Jahn v. Regan [84-1 ustc 
79512], 584 F. Supp. 399, 408 n. 17 (E. D. 
Mich. 1984); Sorenson v. Secretary of the 
Treasury [83-1 ustc 9200], 557 F. Supp. 
729, 732-33 (W. D. Wash. 1983), appeal 
docketed, No. 83-3694 (9th Cir. Mar. 23, 
1983) ; cf. Marcello v. Regan [84-2 usrc 
7 10,009], 574 F. Supp. 586, 594 (D. R. I. 
1983) (26 U. S. C. §7421(a) likewise does 
not bar these challenges) ; Coughlin v. Regan 
[84-1 ustc 7 9405], 584 F. Supp. 697, 705-06 
(D. Maine 1984) (same). But see Vidra v. 
Egger [83-1 ustc J 9158], 575 F. Supp. 1305, 
1307-08 (E. D. Pa. 1982). As these deci- 
sions recognize, the statutory language of 
section 7422(a) and the policies prohibiting 
judicial intervention in tax collection and 
assessment are not applicable to challenges 
to the intercept program. The intercept 
program operates only after tax assessment 
and collection, when the federal government 
ceases to have an interest in the tax re- 
funds. Judicial review at this point will not 
interfere with or thwart the government’s 
ability to collect taxes or its need for steady 
and predictable tax revenues. See, e.g., 
Marcello, 574 F. Supp. at 594. Cf. Bob Jones 
University v. Simon [74-1 ustc J 9438], 416 
U. S. 725, 736 (1974). Accordingly, we 
conclude that plaintiffs’ claims for earned 
income credit benefits are not barred by 
sections 7422(a) and 6532 of the Internal 
Revenue Code. 


IW, 
Earned Income Credit Withholding 


As noted above, 42 U. S. C. § 664(a) 
authorizes the Secretary of the Treasury 
to withhold “refunds of federal taxes paid” 
which are due to an obligated spouse. In 
addition, 26 U. S. C. §6402(c) provides 
that the amount of any “overpayment to 
be refunded to the person making the over- 
payment” shall be reduced by the amount 
of past-due child support. Rucker asserts 
that the earned income credit is neither a 
“refund of federal taxes” nor an “overpay- 
ment’ within the meaning of these two 


statutory provisions, and thus is not subject 
to withholding in the intercept program. 


The earned income credit is a benefit 
available to certain families with dependent 
children and with an earned family income 
of less than $10,000 per year. See 26 U. S. C. 
§ 43 (1982). The maximum credit allowed 
is $500. It is reduced proportionately as 
the adjusted gross family income increases 
above $6000, dropping to zero at $10,000. 
It was designed to provide relief to low 
income families who pay little or no income 
tax, and it was intended to provide an in- 
centive for low income people to work 
rather than to receive federal assistance. 
See S. Rep. No. 94-36, 94th Cong, Ist Sess. 
11 (1975), reprinted in 1975 U. S. Code 
Cong. & Ad. News 54, 63-64. While the 
credit benefits are distributed through the 
tax refund process, a recipient need not 
have owed or paid any taxes to be eligible. 
See Nelson, 731 F. 2d at 109; In re Searles 
[78-2 ustc $9760], 445 F. Supp. 749, 752-53 
(D. Conn. 1978). A refund of federal taxes 
is a repayment of money paid by a tax- 
payer in excess of that taxpayer’s liability. 
Although the earned income credit is given 
effect through the income tax return, the 
credit is not a tax refund because eligibility 
for the credit is not contingent upon pay- 
ment of any federal income tax. Id.; In re 
Hurles, 31 Bankr. 179, 180 (Bankr. S. D. Ohio 
1983). Section 664(a), which authorizes 
interception only of “refunds of federal 
taxes paid,” does not itself authorize inter- 
ception of the earned income credit. 


Defendants argue, however, that while 
section 664(a) may not authorize the with- 
holding of earned income credits, such 
withholding is expressly authorized by sec- 
tion 6402(c) of the Internal Revenue Code 
because the earned income credit is an 
“overpayment” subject to interception. They 
point out that section 6401 of the Internal 
Revenue Code, 26 U. S. C. § 6401, defines 
“overpayment” to include the excess of an 
earned income credit over tax liability, and 
that this excess exists even when there is 
no tax liability.2 Rucker counters that be- 
cause section 6402(c) only authorizes an 
offset against an “overpayment to be re- 
funded to the person making the overpay- 
ment,” the earned income credit is not an 
“overpayment” that can be withheld under 
section 6402(c). 


Courts that have faced this issue have 
reached conflicting results. Compare Nelson, 


526 U. S. C. § 6401 provides in pertinent part: 
(b) If the amount allowable as credits under 


section . . . 43 (relating to earned income 
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credit) exceeds the tax imposed by subtitle A 
. . the amount of such excess shall be con- 
sidered an overpayment.” 
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731 F. 2d at 111-12 (the earned income 
credit is not subject to interception under 
20 U. S. C. § 6402(c)) with Coughlin, 584 
F. Supp. at 706-07 (26 U. S. C. § 6402(c) 
authorizes interception of the earned in- 
come credit), and Sorenson, 557 F. Supp. 
at 733-34 (W. D. Wash. 1983) (same). For 
the reasons set forth below, we believe the 
Second Circuit’s decision in Nelson is the 
better view. 


As the Nelson court notes, the term 
“overpayment,” broadly defined in section 
6401 but limited in section 6402 by the 
- phrase “‘to be refunded to the person mak- 
ing the overpayment,’ is ambiguous with 
regard to the earned income credit. Section 
6401 is a general provision in the chapter 
on Abatements, Credits, and Refunds of 
the Internal Revenue Code, governing the 
tax refund process. See Nelson, 731 F. 2d 
at 111. Section 6402(c) and section 664(a), 
on the other hand, were both enacted as 
part of the Omnibus Act, which established 
the tax intercept program. Jd. Interpreting 
the term “overpayment” in section 6402(c) 
so as not to include the earned income 
credit results in consistency with section 
664(a) which authorizes only withholding 
of federal tax refunds. Moreover, we believe 
that this interpretation furthers the con- 
gressional purpose in enacting the earned 
income credit. Reducing the amount of the 
earned income credit due to a low income 
working family would reduce the family 
members’ incentive to work, and would 
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frustrate the congressional goals of provid- 
ing relief to low income families, encourag- 
ing work, reducing dependence on federal 
assistance, and stimulating the economy. 
See id. at 111-12; cf., In re Searles, 455 F. 
Supp. at 752-53 (discussing the adverse 
effects of including the credit in a bank- 
rupt’s property). 


Defendants claim and the district court 


. agreed, that the tax intercept program’s 


goal of enforcing child support obligations 


- should take priority over the policies under- 


lying the earned income credit. See Rucker, 
555 F. Supp. at 1053. We are not persuaded. 
The intercepted funds are not paid to sup- 
port the obligated taxpayer’s child but to 
reimburse a state for its support of that 
child in the past. The earned income credit, © 
on the other hand, directly benefits the 
dependent children of the low income tax- 
payer. In the absence of evidence that 
Congress intended such a substantial cut- 
back on the earned income credit program, 
we interpret the intercept legislation before 
us so as to avoid both conflict between the 
provisions of the Omnibus Act and a result 
clearly at odds with the goals of the earned 
income credit program. We hold that 26 
U. S. C. § 6402 and 42 U. S. C. § 664 do 
not authorize the withholding of any por- 
tion of the earned income credit due an 
otherwise eligible recipient. 


The judgment is reversed and remanded 
to the district court for further proceedings. 


[9116] Harold T. Paulsen et ux., Petitioners v. Commissioner of Internal Revenue. 
Supreme Court of the United States, No. 83- 832, 1/8/85. Affirming CA-9, 83-2 ustc 


1.9537; 76: Pa 2d 563: 


On Writ of Certiorari to the United States Court of Appeals for the Ninth Circuit. 


[Code Secs. 354 and 368] 


Reorganizations: Savings and loan association: Continuity of interest.—In digressing 
from all federal court and Tax Court precedent, the U. S. Supreme Court has separately 
valued the debt/equity aspects of a reorganization and ruled that an exchange of a stock 
savings and loan association’s guaranty stock for savings accounts and certificates of de- 
posit (CDs) in a mutual savings and loan association (S&L) did not qualify as a tax- 
free reorganization (i.e., a tax-free exchange of stock) following a merger of the stock 
S&L into the mutual S&L. Gain had to be recognized by shareholders of the stock S&L 
on the difference between the value of aie niger PRERS, minal pew peoperly and the 
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Paulsen v. Com. 

were not subordinate to creditor claims. REHNQUIST, J., delivered the opinion of the Court, 
in which BRENNAN, WHITE, MarSHALL, BLACKMUN, and STEVENS, JJ., joined. In dissent, 
Justice O’CoNNor opined that the equity interest of the shareholders in the mutual S&L 
was substantial, and that the value of debt and equity is intertwined, being incapable of 
separate valuation. Burcer, Ch. J., joined. Powe t, J., took no part in the decision. Back 
references: {[ 2509.30 and 2551.11. 


William R. Nicholas, Karen S. Bryan, Latham & Watkins, 555 So. Flower St., Los 
Angeles, Calif. 90071, Duane Tewell, David Tewell, Tewell, Thorpe & Findlay, Inc., 1710 
Pacific Bldg., Seattle, Wash. 98104, for petitioners. Rex E. Lee, Solicitor General, Roger 
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M. Olsen, Albert G. Laurer, Jr., Ernest J. Brown, Kenneth L. Greens, Department of 
Justice, Washington, D. C. 20530, for respondent. 


Syllabus 


Pursuant to a merger plan whereby Com- 
merce Savings and Loan Association, a 
state-chartered stock savings and loan asso- 
ciation, was merged in 1976 into Citizens 
Federal Savings and Loan Association, a 
federally chartered mutual savings and loan 
association, petitioners, husband and wife, 
exchanged their “guaranty stock” in Com- 
merce for passbook savings accounts and 
time certificates of deposit in Citizens repre- 
senting share interests in Citizens. Rely- 
ing on §§ 354(a)(1) and 368(a)(1)(A) of 
the Internal Revenue Code, which provide 
an exception to recognizing a gain on the 
sale or exchange of property for corporate 
reorganizations, petitioners did not report 
on their 1976 income tax return the gain 
they realized on the exchange because they 
considered the merger to be a tax-free re- 
organization. The Commissioner of Internal 
Revenue, however, issued a notice of de- 
ficiency and found petitioners liable for tax 
on the entire gain. Petitioners then sought re- 
determination of the deficiency in the Tax 
Court, which rendered a decision in peti- 
tioners’ favor. The court reasoned that 
the savings accounts and certificates of 
deposit were the only forms of equity in 
Citizens, and held that the requisite con- 
tinuity of interest existed under the rule 
that even though the literal terms of the 
reorganization provisions of the statute are 
satisfied, the statute also requires that the 
taxpayer’s ownership interest in the prior 
organization must continue in a meaningful 
fashion in the reorganized enterprise and 
the retained interest must represent a sub- 
stantial part of the value of the thing trans- 
ferred, Helvering v. Minnesota Tea Co. {36-1 
ustc § 9015], 296 U. S. 878. The Court of 
Appeals reversed, holding that despite cer- 
tain equity characteristics the Citizens sav- 
ings accounts and certificates of deposit 
were indistinguishable from ordinary sav- 
ings accounts and were essentially the 
equivalent of cash. 


Held: Petitioners were not entitled to 
treat the Commerce-Citizens merger as a 
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tax-free reorganization under §§ 354(a)(1) 
and 368(a)(1)(A), and thus are taxable on 
the gain they realized on the exchange in 
question. Pp. 6-11. 


(a) Petitioners’ Citizens passbook accounts 
and certificates of deposit were cash equiva- 
lents. The debt characteristics of Citizens’ 
shares (the passbook accounts and certifi- 
cates of deposit are not subordinated to 
creditors’ claims, the deposits are not con- 
sidered permanent contributions to capital, 
the shareholders have a right to withdraw 
the face amount of their deposits in cash, 
and in practice Citizens pays a fixed, pre- 
announced rate on all accounts) greatly out- 
weigh their equity characteristics (the shares 
are the only ownership instruments in the 
association, the shareholders have the right 
to vote, and they receive dividends rather 
than interest on their accounts and pro 
rata distribution of assets in the event of 
a solvent dissolution). Pp. 6-9. 


(b) Petitioners have failed to satisfy the 
continuity of interest required to qualify 
the merger as a tax-free reorganization. 
The debt value of the Citizens shares was 
the same as the face value; because no one 
would pay more than this for the shares, 
the incremental value attributable to the 
equity features was, practically, zero. Thus, 
this retained equity interest in the reor- 
ganized enterprise was not a “substantial” 
part of the value of the Commerce stock 
that was given up. Pp. 9-10. 


(c) To characterize petitioners’ Citizen 
shares as debt does not conflict with 
Tcherepnin v. Knight, 889 U. S. 332. P. 11. 
[83-2 uste J 9537] 716 F. 2d 563, affirmed. 


REHNQuIsT, J., delivered the opinion of 
the Court, in which BrenNAN, WHITE, Mar- 
SHALL, BLACKMUN, and STEVENS, JJ., joined. 
O’Connor, J., filed a dissenting opinion, in 
which Burcer, C. J., joined. Powett, J., took 
no part in the decision of the case. 


Justice Reunouist delivered the opinion 
of the Court: Commerce Savings and Loan 
Association of Tacoma, Wash., merged into 
Citizens. Federal Savings and Loan Asso- 
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ciation of Seattle in July 1976. Petitioners 
Harold and Marie Paulsen sought to treat 
their exchange of stock in Commerce for an 
interest in Citizens as a tax-free reorgani- 
zation under 26 U. S. C. §§ 354(a)(1) and 
368(a)(1)(A). The Court of Appeals for 
the Ninth Circuit, disagreeing with the 
Court of Claims and other Courts of Ap- 


peals,* reversed a decision of the Tax Court. 


in favor of petitioners. [83-2 ustc { 9537] 
716 F. 2d 563 (1983). We granted certiorari, 
465 U. S. (1984), to resolve these 
conflicting interpretations of an important 
provision of the Internal Revenue Code. 


At the time of the merger, petitioner 
Harold T. Paulsen was president and a 
director of Commerce. He and his wife, 
petitioner Marie B. Paulsen, held as com- 
munity property 17,459 shares of “guaranty 
stock” in Commerce. In exchange for this 
stock petitioners received passbook savings 
accounts and time certificates of deposit 
im) Citizens. “Relying on, 26 Ul SVC. 
§§ 354(a)(1) and 368(a)(1)(A), they did 
not report the gain they realized on their 
1976 federal income tax return because they 
considered the merger to be a tax-free 
reorganization. 


Before it ceased to exist, Commerce was 
a state-chartered savings and loan associa- 
tion incorporated and operated under Wash- 
ington State law. It was authorized to 
issue “guaranty stock,” to offer various 
classes of savings accounts, and to make 
loans. Each stockholder, savings account 
holder, and borrower was a member of the 
association. Each share of stock and every 
$100, or fraction thereof, on deposit in a 
savings account carried with it one vote. 
Each borrower also had one vote. 


The “guaranty stock” had all of the 
characteristics normally associated with 
common stock issued by a corporation. 
Under the bylaws, a certain amount of 
guaranty stock was required to be main- 
tained as the fixed and nonwithdrawable 
capital of Commerce. In accordance with 
Wash. Rev. Code Ann. § 33.48.080 (Supp. 
1981), holders of guaranty stock, but no 
other mem pers, ned a beppemionae. pro- 


merce stock of $56,802; 


had been declared and paid on withdraw-- 
able savings accounts. 


Citizens is a federally chartered mutual 
savings and loan association under the jur- 


isdiction of the Federal Home Loan Bank 


Board. 12 U. S. C. § 1461 et seq. It offers 
savings accounts and makes loans, but has 
no capital stock. Its members are its de-_ 
positors and borrowers. Each savings ac- 
count holder has one vote for each $100, 
or fraction thereof, of the withdrawal value 
of his savings account up to a maximum 
of 400 votes. Each borrower has one vote. 


Citizens is owned by its depositors. 
Twice each year its net earnings and any 
surplus are to be distributed to its savings 
account holders pro rata to the amounts on 
deposit. Its net assets would similarly be 
distributed if liquidation or dissolution should 
occur. It is obligated to pay written with- 
drawal requests within 30 days, and may 
redeem any of its accounts at any time by 
paying the holder the withdrawal value. | 


The merger was effected pursuant to a 
“Plan of Merger,” under which Commerce’s 
stockholders exchanged all their stock for 
passbook savings accounts and certificates 
of deposit in Citizens. The plan was de- 
signed to conform to the requirements of 
Wash. Rey. Code § 33.40.010 (1983), which 
provides for mergers between business en- 
tities, and to qualify as a tax-free reorgan- 
ization under the terms of §§ 354(a)(1) and 
368(a)(1)(A). Under the plan, Commerce 
stockholders received for each share a $12 
deposit in a Citizens passbook savings ac- 
count, subject only to the restriction that 
such deposits could not be withdrawn for 
one year. They also had the alternative of 
receiving time certificates of deposit in 
Citizens with maturities ranging from 1 
to 10 years at the same $12-per-share ex- 
change rate. The plan further provided 
that former Commerce stockholders could | 
borrow against their deposits resulting from 
the exchange at 1.5% above the passbook 
rate as opposed to a 2% differential for 
other depositors. Following the exchange, 
the merged entity continued to operate un- 
der the Citizens name. 


Petitioners had a cost basis in their Com- 
in the exchange 


they received eal * accounts and certifi- 
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“on the sale or exchange of property the 
entire amount of the gain or loss A 
_ shall be recognized.” Accordingly, peti- 
tioners were required to declare as income 
on their 1976 return the $152,706 profit 
unless one of the exceptions incorporated 
by reference in § 1002 applied. 


Included among the exceptions to § 1002 
were the corporate reorganization provi- 
sions set out in §§ 354 to 368. As already 
noted, petitioners have attempted to rely 
on § 354(a)(1), which provides: 


“No gain or loss shall be recognized if 
stock or securities in a corporation a party 
to a reorganization are, in pursuance of 
the plan of reorganization, exchanged 
solely for stock or securities in such cor- 
poration or in another corporation a party 
to the reorganization.” 


Section 368(a)(1)(A) defines a “reorganiza- 
tion” to include “a statutory merger or con- 
solidation,” and §§ 7701(a)(3), 7701(a)(7), 
and 7701(a)(8) further define the terms 
“corporation” to include “associations,” 
“stock” to include “shares in an associa- 
tion,” and “shareholder” to include a “mem- 
ber in an association.” There is no dispute 
that at the time of the merger Commerce 
and Citizens qualified as associations, peti- 
tioners qualified as shareholders, Com- 
merce’s guaranty stock and _ Citizens’ 
passbook accounts and certificates of de- 
posit qualified as stock, and the merger 
qualified as a statutory merger within these 
provisions of the Code. Accordingly, under 
the literal terms of the Code the transac- 
tion would qualify as a tax-free “reorgani- 
zation” exchange rather than a sale or 
exchange on which gain must be recognized 
and taxes paid. 


Satisfying the literal terms of the reor- 
ganization provisions, however, is not sufh- 
cient to qualify for nonrecognition of gain 
or loss. The purpose of these provisions is 
““*o free from the imposition of an income 
tax purely “paper profits or losses’? wherein 
there is no realization of gain or loss in the 
business sense but merely the recasting of 
the same interests in a different form.” 
Southwest Natural Gas Co. v. Commissioner 
[51-1 usrc J 9340], 189 F. 2d 332, 334 (CAS), 
cert. denied, 342 U. S. 860 (1951) (quoting 
Commissioner v. Gilmore’s Estate [42-2 ustc 
{ 9648], 130 F. 2d 791, 794 (CA3 1942)). 
See Treas. Reg. § 1.368-1(b), 26. CFR 
§ 1.368-1(b) (1984). In order to exclude 
sales structured to satisfy the literal terms 
of the reorganization provisions but not 
their purpose, this Court has construed the 
statute to also require that the taxpayer’s 
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ownership interest in the prior organization 
must continue in a meaningful fashion in the 
reorganized enterprise. Pinellas Ice & Cold 
Storage Co. v. Commissioner [3 ustc J 1023], 
287 U. S. 462, 468-470 (1932). In that case 
we held that “the seller must acquire an 
interest in the affairs of the purchasing 
company more definite than that incident to 
ownership of its short-term purchase-money 
notes.” Jd., at 470. We soon added the 
requirement that “this interest must be 
definite and material; it must represent a sub- 
stantial part of the value of the thing trans- 
ferred.” Helvering v. Minnesota Tea Co. 
[36-1 ustc J 9015], 296 U. S. 378, 385 (1935). 
Compare LeTulle v. Scoffield [40-1 ustc 
7 9150], 308 U. S. 415, 420-421 (1940) (no 
retained property interest where transferor 
received transferee’s bonds), with John A. 
Nelson Co. v. Helvering [36-1 ustc § 9019], 
296 U. S. 374, 377 (1935) (continuity of in- 
terest satished where nonvoting preferred 
stock received). Known as the “continuity- 
of-interest’”’ doctrine, this requirement has 
been codified in Treas. Reg. §§ 1.368-1(b), 
1.368-2(a). 


The present case turns on whether peti- 
tioners’ exchange of their guaranty stock in 
Commerce for their passbook savings ac- 
counts and certificates of deposit in Citizens 
satisfies this continuity-of-interest require- 
ment. More generally, we must decide 
whether a merger of a stock savings and 
loan association into a mutual savings and 
loan association qualifies as a tax-free reor- 
ganization. Following his ruling in Rev. Rul. 
69-6, 1969-1 Cum. Bull. 104, which itself 
apparently was at odds with his earlier 
policy expressed in Rev. Rul. 54-624, 1954-2 
Cum. Bull. 16, the Commissioner rejected 
petitioners’ treatment of the Commerce- 
Citizens merger as a tax-free reorganization 
under §§ 354(a)(1) and 368(a)(1)(A) and 
issued a statutory notice of deficiency find- 
ing petitioners liable for tax on their entire- 
$152,706 gain. 


Petitioners sought redetermination of the 
deficiency in the Tax Court, which found 
that the Commissioner’s position had been 
uniformly rejected by the courts. Following 
Capital Savings and Loan Assn. v. United 
States [79-2 uste § 9648], 221 Ct. Cl. 557, 
607 F. 2d 970 (1979); West Side Federal Sav- 
ings and Loan Assn. v. United States [74-1 
ustc §. 9315], 494 F. 2d 404 (CA6 1974); 
Everett v. Umted States [71-2 ustc { 9629], 
448 F. 2d 357 (CA10 1971), the Tax Court 
reasoned that the savings accounts and 
certificates of deposit were the only forms 
of equity in Citizens, and it held that the 
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requisite continuity of interest existed. 
[CCH Dec. 38,825] 78 T. C. 291 (1982). 


The Commissioner appealed to the Court 
of Appeals for the Ninth Circuit, which de- 
clined to follow the cases cited by the Tax 
Court and reversed. [83-2 uste § 9537] 716 
F. 2d 563 (1983). It reasoned that “despite 
certain formal equity characteristics” the 
passbook savings accounts and time certifi- 
cates of deposit “are in reality indistinguish- 
able from ordinary savings accounts and are 
essentially the equivalent of cash.” J/d., at 
569. For the reasons that follow we affirm 
the decision of the Court of Appeals. 


Citizens is organized pursuant to Charter 
K (Rev.), 12 CFR § 544.1(b) (as of July 1, 
1976), which provides for raising capital “by 
accepting payments on savings accounts 
representing share interests in the associa- 
tion.” These shares are the association’s 
only means of raising capital. Here they 
are divided into passbook accounts and cer- 
tificates of deposit. In reality, these shares 
are hybrid instruments having both equity 
and debt characteristics. They combine in 
one instrument the separate characteristics 
of the guaranty stock and the savings ac- 
counts of stock associations like Commerce. 


The Citizens shares have several equity 
characteristics. The most important is the 
fact that they are the only ownership in- 
strument of the association. Each share 
carries in addition to its deposit value a part 
ownership interest in the bricks and mortar, 
the goodwill, and all the other assets of 
Citizens. Another equity characteristic is 
the right to vote on matters for which the 
association’s management must obtain share- 
holder approval. The shareholders also re- 
ceive dividends rather than interest on their 
accounts; the dividends are paid out of net 
earnings, and the shareholders have no legal 
right to have a dividend declared or to have 
a fixed return on their investment. The 


shareholders further have a right to a pro. 


tata distribution of any remaining assets 
after a solvent dissolution. 


These equity characteristics, however, 
are not as substantial as they appear on 
the surface. Unlike a stock association 
where the ownership of the assets is con- 
fed in the stockholders, the ownership 


deposited in excess of $40,000 do not confer 
any additional votes. The vote is also diluted 
each time a loan is made, as each borrower 
is entitled to one vote. In addition the Com- 
missioner asserts, and petitioners do not 
contest, that in practice, when depositors open 
their accounts, they usually sign proxies giv- 
ing management their votes. 


The fact that dividends rather than in- 
terest are paid is by no means controlling. 
Petitioners have not disputed the Com- 
missioner’s assertion that in practice Citizens 
pays a fixed, preannounced rate on all ac- 
counts. As the Court of Appeals observed, 
Citizens would not be able to compete 
with stock savings and loan associations and 
commercial banks if it did not follow this 
practice. Potential depositors are motivated 
only by the rate of return on their accounts 
and the security of their deposits. In this 
latter respect, the Citizens accounts are 
insured by the Federal Savings and Loan 
Insurance Corporation (FSLIC), up to 
$40,000 in 1976 and now up to $100,000. 
IZ, WatS C28 1728\(a) selves Code™ treats 
these dividends just like interest on bank 
accounts rather than like dividends on stock 
in a corporation. The dividends are de- 
ductible to Citizens, 26 U. S. C. § 591, 
and they do not qualify for dividend ex- 
clusion by the Citizens shareholders under 
§ 116. 


The right to participate in the net 
proceeds of a solvent liquidation is also not 
a significant part of the value of the shares. 
Referring to the possibility of a solvent 
liquidation of a mutual savings association, 
this Court observed: “It stretches the 
imagination very far to attribute any real 
value to such a remote contingency, and 
when coupled with the fact that it represents 
nothing which the depositor can readily 
transfer, any theoretical value reduces almost 
to the vanishing point.” Society for Savings 
v. Bowers, 349 U. S. 143, 150 (1955). 


In contrast, there are substantial debt 
characteristics to the Citizens shares that 
predominate. Petitioners’ passbook accounts 
and certificates of deposit are not sub- 
ordinated to the claims of creditors, and 
their deposits are not considered permanent 
contributions to capital. Shareholders have 
a right on 30 days’ notice to withdraw their 
deposits, which right Citizens is obligated 
to respect. While petitioners were unable 
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In this case petitioners were immediately 
able to borrow against their deposits at 
a more favorable rate than Citizens’ de- 
positors generally. As noted above, peti- 
tioners were also in effect guaranteed a 
fixed, preannounced rate of return on their 
deposits competitive with stock savings and 
loan associations and commercial banks. 


In our view, the debt characteristics of 
Citizens’ shares greatly outweigh the 
equity characteristics. The face value of 
petitioners’ passbook accounts and certificates 
of deposit was $210,000. Petitioners have 
stipulated that they had a right to withdraw 
the face amount of the deposits in cash, on 
demand after one year or at stated intervals 
thereafter. Their investment was virtually 
risk free and the dividends received were 
equivalent to prevailing interest rates for 
savings accounts in other types of savings 
institutions. The debt value of the shares 
was the same as the face value, $210,000; 
because no one weuld pay more than this 
for the shares, the incremental value at- 
tributable to the equity features was, 
practically, zero. Accordingly, we hold that 
petitioners’ passbook accounts and certificates 
of deposit were cash equivalents. 


Petitioners have failed to satisfy the 
continuity-of-interest requirement to qualify 
for a tax-free reorganization. In exchange 
for their guaranty stock in Commerce, they 
received essentially cash with an insub- 
stantial equity interest. Under Minnesota 
Tea Co., their equity interest in Citizens 
would have to be “a substantial part of 
the value of the thing transferred.” 296 
U. S., at 385. Assuming an arms’-length 
transaction in which what petitioners gave 
up and what they received were of equivalent 
worth, their Commerce stock was worth 
$210,000 in withdrawable deposits and an 
unquantifiably small incremental equity 
interest. This retained equity interest in 
the reorganized enterprise, therefore, is 
not a “substantial” part of the value of 
the Commerce stock which was given up. 
We agree with the Commissioner that the 
equity interests attached to the Citizens 
shares are too insubstantial at satisfy 
Minnesota Tea Co. The Citizens shares 
are not significantly different from the notes 
that this Court found to be the mere 
“equivalent of cash” in Pinellas & Cold 
Storage Ice Co., 287 U. S., at 468-469. 
The ownership interest of the Citizens 
shareholders is closer to that of the secured 
bondholders in LeTulle v. Scoffield, 308 
U. S., at 420-421, than to that of the preferred 
stockholders in John A. Nelson Co. v. Helver- 
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ing, 296 U. S., at 377. The latter case in- 
volved a classic ownership instrument— 
preferred stock carrying voting rights only 
in the event of a dividend default—which 
we held to represent “a definite and sub- 
stantial interest in the affairs of the purchas- 
ing corporation.” Ibid. 


Petitioners argue that the decision below 
erroneously turned on the relative change 
in the nature and extent of the equity in- 
terest, contrary to the holding in Minnesota 
Tea Co. that the “the relationship of the 
taxpayer to the assets conveyed [could] 
substantially chang[e],” and only a “material 
part of the value of the transferred assets” 
need be retained as an equity interest. 296 
U. S., at 386. In that case, taxpayers received 
voting trust certificates representing 
$540,000 of common stock and $425,000 cash; 
56% of the value of the assets given up was 
retained as an equity interest in the trans- 
feree. In John A. Nelson Co., supra, the 
taxpayer received consideration consisting 
of 38% preferred stock and 62% cash. 
Here, in contrast, the retained equity in- 
terest had almost no value. It did not 
amount to a “material part” of the value 
of the Commerce stock formerly. held by 
petitioners. See Southwest Natural Gas Co. 
v. Commissioner, 189 F. 2d, at 335 (insufficient 
continuity of interest where stock received 
represented less than 1% of the considera- 
tion). 


Petitioners’ real complaint seems to be 
our willingness to consider the equity and 
debt aspects of their shares separately. 
Clearly, if these interests were represented 
by separate pieces of paper—savings ac- 
counts on the one hand and equity instru- 
ments of some kind on the other—the value 
of the latter would be so small that we 
would not find a continuity of proprietary 
In order not “to exalt artifice 
above reality and to deprive the statutory 
provision in question of all serious purpose,” 
Gregory v. Helvering [35-1 ustc J 9043], 
293 U.S. 465, 469-470 (1935), it is necessary 
in the present case to consider the debt 
and equity aspects of a single instrument 
separately. See Rev. Rul. 69-265, 1969-1 
Cum. Bull. 109, 109-110, which treats the 
conversion rights incorporated in converti- 
ble preferred stock as “property other than 
voting stock” for purposes of § 368(a)(1)(C). 


Petitioners also complain that the result 
reached by the court below is inconsistent 
with the Commissioner’s position that a 
merger of one mutual savings and loan 
institution into another mutual association 
or into a stock association would still 
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qualify as a tax-free reorganization. See 
Rev. Rul. 69-3, 1969-1 Cum. Bull. 103. If 
the continuity-of-interest test turns on the 
nature of the thing received, and not on 
the relative change in proprietary interest, 
argue petitioners, the interest received in 
the merger of two mutual associations is 
no different from the interest received in 
the instant case. 


As already indicated, shares in a mutual 
association have a predominant cash- 
equivalent component and an insubstantial 
equity component. When two mutual 
associations merge, the shares received are 
essentially identical to the shares given up. 
As long as the cash value of the shares on 
each side of the exchange is the same, the 
equity interest represented by the shares 
received—though small—is equivalent to 


the equity interest represented by the shares 


given up. Therefore, to the extent that a 
mutual association share reflects an equity 
interest, the continuity-of-interest require- 
ment, as defined in Minnesota Tea Co., is 
satisfied in an exchange of this kind. The 
fact that identical cash deposits are also 
exchanged does not affect the equity aspect 
of the exchange. In the case of a merger 
of a mutual association into a stock associ- 
ation, the continuity-of-interest require- 
ment is even more clearly satisfied because 
the equity position of the exchanging 
shareholders is not only equivalent before 
and after the exchange, but it is enhanced. 


Finally, petitioners argue that the char- 
acterization of their mutual association 
shares as debt conflicts with this Court’s 
decision in Tcherepnin v. Knight, 389 U. S. 
332 (1967), holding that a withdrawable 
mutual association share indistinguishable 
from Citizens’ shares was a “security” within 
the meaning of § 3(a)(10) of the Securities 
and Exchange Act of 1934. Cf. Marine Bank 
v. Weaver, 455 U. S. 551, 557 (1982) (dis- 
tinguishing Tcherepnin because the with- 
drawable capital shares there did not pay 
a fixed rate of return and “were much 
more like ordinary shares of stock and ‘the 
ordinary concept of a security’... than a 
certificate of deposit” [in a bank]); Wis- 
consin Bankers Assn. v. Robertson, 111 U. S. 
App. D. C. 85, 294 F. 2d._714, 717 (Burcrr, 
J., concurring), cert. denied, 368 U. S. 938 

The purpose of the Securities Acts 
from. the purpose of the Tax 
aL herepnin was on the 
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enterprise with profits to come solely from 
the efforts of others.” Unlike the instant 
case, there is no requirement that the 
investors have a substantial proprietary 
interest in the enterprise. Moreover, in 
Howey as in this case, we disregarded the 
formal terms of the instruments in question 
and looked to their economic substance. 
Any remaining tension between the instant 
decision and Tcherepnin and Weaver can be 
explained by the fact that this Court has 


‘in cases such as Tcherepnin liberally con- 


strued the definition of “security” in the 


_ Securities Acts, while such liberality is not 


warranted in construing the scope of the 
reorganization provisions. 


The judgment of the Court of Appeals is 
A firmed. 


Justice Powe. took no part in the deci- 
sion of the case. 


Dissenting Opinion 


JusticE O’Connor, with whom THe CHirr 
JUSTICE joins, dissenting: Today the Court 
holds that the merger of a stock savings 
and loan association into a mutual savings 
and loan association does not qualify as a tax- 
deferred reorganization under § 368(a) (1) (A) 
of the Internal Revenue Code. Although 
the merger meets all the statutory require- 
ments, and although all courts that con- 
sidered similar transactions before this case 
found they qualified as tax-deferred reorga- 
nizations, see ante, at 1, the Court neverthe- 
less concludes that such a merger fails to 
qualify under a refined interpretation of 
the judicially imposed “continuity-of-interest” 
doctrine. This holding introduces an un- 
fortunate and unnecessary element of 
uncertainty into an area of our income tax 
laws where clear and consistent precedent 
is particularly helpful to both taxpayers and 
tax collectors. Because I find the Court’s 
holding unwise as a matter of policy and 
unwarranted as a matter of law, I respect- 
fully dissent. 


The Court concedes that the merger of 
Commerce Savings and Loan Association 
of Tacoma, Wash. (Commerce), into Citizens 
Federal Savings and Loan Association of 
Seattle (Citizens) met the literal terms of 
the Internal Revenue Code to qualify the 
merger for treatment as a _ tax-deferred 
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theless, the Court refuses to accord the 
merger the benefits of § 368(a)(1)(A) be- 
cause of the ‘“continuity-of-interest” re- 
quirement as currently codified in Treasury 
Regulations §§ 1.368-1(b) and _ 1.368-2(a), 
26 CFR §§ 1.368-1(b) and 1.368-2(a) (1984). 

Ante, at 5. The Treasury Regulations, codi- 
' fying the requirements of this Court’s 
decisions in Gregory v. Helvering [35-1 ustc 
7 9043], 293 U. S. 465 (1935), and Pinellas 
Ice & Cold Storage Co. v. Commissioner [3 
ustc § 1023], 287 U. S. 462 (1931), provide 
tax-deferred status for the acquiring corpo- 
ration when it continues the business of the 
acquired corporation or utilizes a substan- 
tial part of its assets. Treas. Reg. §§ 1.368- 
1(b) and (d)(2), 26 CFR §§ 1.368-1(b) and 
(d)(2) (1984). Similarly, the shareholders 
of the acquired corporation need not im- 
mediately recognize any gain from the 
transaction as long as they retain a contin- 
uing proprietary interest in the surviving 
corporation. [bid. 


Here, all concede that Citizens continued 
the business of Commerce after the merger. 
The sole issue is whether the Commerce 
stockholders retained a continuing proprie- 
tary interest when they received mutual 
share accounts in Citizens in exchange for 
their Commerce guaranty stock. The 
Court concludes that they did not. 


The continuity-of-proprietary-interest doc- 
trine ‘was born of a judicial effort to confine 
the reorganization provisions to their proper 
function.” B. Bittker & J. Eustice, Federal 
Income Taxation of Corporations and 
Shareholders 14.11 (4th ed. 1979). The 
cases establish that the owners of an acquired 
corporation must immediately recognize 
any gain from a merger unless they receive 
an equity interest in the surviving business 
that represents a substantial part of the 
value of the property transferred. Pinellas 
Ice & Cold Storage Co. v. Commissioner, 
supra, the first relevant authority of this 
Court, established that receipt of short-term 
promissory notes were mot securities for pur- 
poses of a reorganization. The Court stated 
that “the seller must acquire an interest in the 
affairs of the purchasing company more 
definite than that incident to ownership of 
its short-term purchase-money notes” to 
qualify as a reorganization. I/d., at 470. 
Three Terms later, in Helvering v. Minnesota 
Tea Co. [36-1 ustc $9015], 296 U. S. 378 
(1935), the Court upheld as a reorganization 
the transfer of the corporate assets in ex- 
change for voting trust certificates repre- 
senting common stock plus almost an equal 
amount of cash. The Court there said: 
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“[The] interest must be definite and ma- 
terial; it must represent a substantial part 
of the value of the thing transferred. . . 


“The transaction here was no sale, but 
partook of the nature of a reorganization 
in that the seller acquired a definite and 
substantial interest in the purchaser. 
“True it is that the relationship of the 
taxpayer to the assets conveyed was sub- 
stantially changed, but this is not inhibited 
by the statute. Also, a large part of the 
consideration was cash. This, we think, 
is permissible so long as the taxpayer re- 
ceived an interest in the affairs of the 
transferee which represented a material 
part of the value of the transferred as- 
sets.” Id., at 385-386. 


Shareholders maintained a sufficient con- 
tinuity of proprietary interest when corpo- 
rate assets were exchanged for 38 percent 
nonvoting and redeemable preferred stock 
and 62 percent cash. John A. Nelson Co. v. 
Helvering [36-1 ustc J 9019], 296 U. S. 374 
(1935). But consideration consisting wholly 
of the transferee’s bonds was held to make 
the bondholders merely creditors rather 
than proprietary owners of the business. 
LeTulle v. Scofield [40-1 ustc $9150], 308 
U. S. 415 (1940). 


Against this background, the Court con- 
cludes that the equity interest represented 
in the share accounts of a mutual savings 
and loan is so insubstantial that shareholders 
who receive such accounts do not retain a 
sufficient proprietary interest in the enter- 
prise. The basis of the Court’s holding is a 
characterization of the mutual share ac- 
counts as “hybrid instruments” having both 
equity and debt characteristics, ante, at 6. 
The Court finds that the debt characteristics 
outweigh the equity characteristics, ante, at 
8, and concludes that the equity interest 
received does not represent “a substantial 
part of the value of the thing transferred.” 
Helvering v. Minnesota Tea Co., supra, at 385. - 


I agree that a mutual share account is a 
hybrid security, and that it has substantial 
debt characteristics. The opportunity to 
withdraw from the account after one year 
cloaks the account holder with some of the 
attributes of a creditor, and the account 
with some of the attributes of debt. I never- 
theless believe that the equity interest rep- 
resented in a mutual share account is 
substantial, and thus satisfies the continuity- 
of-proprietary-interest requirement. 


The taxpayers in this case received mutual 
share accounts and certificates of deposit 
from Citizens which gave them the same 
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proprietary features of equity ownership 
which they previously had as stockholders 
in Commerce, plus the right after a stated 
interval to withdraw their cash deposits. As 
the Court recognizes, the guaranty stock- 
holders of Commerce were the equitable 
owners of the corporation and had a pro- 
portionate proprietary interest in the cor- 
poration’s assets and net earnings. Ante, at 
2. When they exchanged their shares for 
deposits in Citizens, they became the equi- 
table owners of the mutual association. As 
equitable owners, the mutual share account 
holders retained all the relevant rights of 
corporate stockholders: the right to vote, 
the right to share in net assets on liquida- 
tion, and the right to share in the earnings 
and profits of the enterprise. Indeed, the 
proprietary interest obtained by petitioners 
here is more weighty than that obtained by 
the nonvoting, preferred shareholders in 
John Nelson Co. v. Helvering, supra: The 
petitioners possess not only the primary 
voting interest in the continuing enterprise, 
but also the only interests in existence with 
proprietary and equity rights in the mutual 
association. To the extent there is any 
equity at all in a mutual association, it is 
represented by the share accounts obtained 
by the petitioners. 


To find that the equity of a mutual asso- 
ciation is insubstantial, the Court today 
looks to each equitable power or attribute 
of mutual share account ownership to de- 
termine its value and the extent to which it 
is actually exercised. The Court values the 
debt characteristics separately from the 
equity characteristics of the same instru- 
ment to determine whether the equity inter- 
est is a substantial part of the value of the 
property transferred. The only support for 
the Court’s action of separately valuing the 
debt and equity aspects of a single instru- 
ment is Revenue Ruling 69-265, 1969-1 Cum. 
Bull. 109. Apparently no court has ever 
relied on such a distinction with respect to 
a single instrument. See B. Bittker & J. 


Eustice, Federal Income Taxation of Corpo- 
rations and Shareholders { 4.02, p. 4-7 (4th 
ed. 1979) (“in litigated cases, classification 
has been treated as an all-or-nothing ques- 
tion, so that instruments have not been 
fi agmented into part equity and part debt”). 

es this Gourtis <ieeiee in Minnesota 
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whereas a merger of a stock savings and 
loan into a mutual association does not. 
When a more heavily capitalized mutual 
association is acquired by a thinly capital- 
ized mutual association, the equity compo- 
nent of the value of share accounts will be | 
reduced. Under the majority’s separate 
valuation approach, at some point that value 
should be reduced so substantially as to 
defeat claims that a continuing proprietary 
interest is maintained. The Court avoids 
this result by noting that “the equity inter- 
est represented by the shares received— 
though small—is equivalent to the equity 
interest represented by the shares given up.” 
Ante, at 10. But the same was true when 
Commerce merged into Citizens. The equity 
interest represented by the share accounts 
in Citizens is the sole and complete equity 
interest in that association, and it was ob- 
tained in exchange for shares in Commerce 
that represented the equivalent sole equity 
interest in the stock savings and loan asso- 
ciation. 


The Court’s denigration of each of the 
equity attributes of a mutual share account 
is also troubling. The Court notes that the 
ownership interests in Citizens are “spread 
over all Ses the depositors” and that the right 
to vote “i . diluted each time a loan is 
made, as pees borrower is entitled to one 
vote.” Ante, at 7. But such characteristics 
are by no means confined to mutual share 
accounts, Dilution of voting power of share- 
holder equity in all corporations may and — 
frequently does occur with each new stock 
issue or new class of stock. Yet the threat 
of dilution has never divested stock of its 
status as a substantial equity interest. Nor 
should the fact that mutual accounts are 
often voted by proxy affect the result: 
proxy voting, after all, is a common practice 
among holders of common stock in large 
corporations as well. Such factors should 
have no part in the determination of 
whether the continuing-proprietary-interest 
test is met. Indeed, this Court has found 
ownership of nonvoting preferred stock to 
provide a sufficient proprietary interest. 
John A. Nelson Co. v. Helvering, 296 U. S., 
at 377. 


The Court also finds that the right to 
share in the profits of the association, 
through dividends and ownership of a share 
of the assets and undistributed profits of 
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holders are analogous to interest paid to 
bank depositors because the dividends are 
paid at a fixed, pre-announced rate and are 
treated as interest for some other tax pur- 
poses. Ante, at 7. These dividends, however, 
cannot be properly equated with interest on 
bank deposits because shareholders have 
no enforceable legal right to compel the 
payment of dividends. That the amount of 
the dividend is preannounced at a suggested 
rate is not significantly different from  pre- 
announced dividends paid by many large 
corporations, particularly on _ preferred 
stock. Although the majority notes cor- 
rectly that dividends on share accounts are 
treated like interest on bank accounts for 
purposes of deductibility by the association 
as business expenses for income tax pur- 
poses, I. R. C. §591, the reason for this 
treatment is unrelated to the classification 
of mutual shares as equity. Prior to 1951, 
mutual associations were exempt from in- 
come tax. 26 U. S. C. § 101) (1946 ed.). The 
Revenue Act of 1951, 65 Stat. 452, removed 
the exemption and provided for the deduc- 
tion of dividends from the taxable income 
of the association to prevent the accumula- 
tion of tax exempt income in the associa- 
tions. Note, Reorganization Treatment of 
Acquisitions of Stock Savings and Loan 
Institutions by Mutual Savings and Loan 
Associations, 52 Ford. L. Rev. 1282 (1984). 
Tax treatment of the dividends to the asso- 
ciation is simply irrelevant to the classifi- 
cation of the instrument received by the 
shareholder for purposes of determining his 
proprietary interest. 


Finally, the majority concludes that the 
right to participate in the proceeds of a 
solvent liquidation is “not a significant part 
of the value of the shares” because the 
possibility of a liquidation is remote. Ante, 
at 7. The task at hand is to classify the 
nature of the mutual share account; the 
market value of the share account on 
liquidation is a separate question. The re- 
moteness of the contingency of liquidation 
cannot reasonably be dispositive of the 
equity character of the right of the share- 
holders. The likelihood of liquidation will 
vary with the particular association and the 
prevailing economic climate, but the character 
and nature of the right will not change. 
To the extent that a mutual association 
has assets in excess of its liabilities, the 
share account holders have a right to a 
proportionate share of those assets in the 
event of liquidation. 


Having unpersuasively attempted to argue 
away the equity characteristics of the 


1985 Standard Federal Tax Reports 


PA 


mutual share accounts, the Court then finds 
that the debt characteristics outweigh the 
equity characteristics, concluding that the 
equity value is “practically zero.” Ante, at 
8. The Court’s reasoning suggests that, no 
matter how much capital a mutual associa- 
tion posesses, the equity value of its shares 
is insubstantial because no one would pay 
more for the shares than their face value. 
This result is preordained by the Court’s 
unsupported determination that the value 
of the “nonequity” features is equal to the 
face value of the account. By definition, 
nothing can be left to allocate to the equity 
features. A more realistic analysis would 
acknowledge that the equity aspects of a 
hybrid instrument are intertwined with the 
debt aspects and cannot be valued in isolation. 

The result reached by the Court today 
is inconsistent with the tax-deferred treat- 
ment accorded mergers between two mutual 
associations or between a stock association 
and a mutual association when the stock as- 
sociation is the survivor. Compare Rev. 
Rul. 69-6, 1969-1 Cum. Bull. 104 (merger 
of a stock association into a mutual as- 
sociation is a sale of assets), with Rev. 
Rul. 69-3, 1969-1 Cum. Bull. 103 (merger 
of two mutual associations qualifies as a tax 
free reorganization), and Rev. Rul. 69-646, 
1969-2 Cum. Bull. 54 (merger of mutual 
association into stock association qualifies 
as a tax free reorganization). And because 
a transaction that is a sale rather than a 
tax-deferred exchange at the shareholder 
level cannot qualify as a tax-deferred re- 
organization at the corporate level, see 
I. R. C. §§ 361 and 381, the result of the 
Court’s holding is to discourage an entire 
class of legitimate business transactions 
without regard to the desirability of such 
mergers from an economic standpoint. This 
result is directly contrary to the intent of 
Congress. “Congress... adopted the policy 
of exempting from tax the gain from ex- 
changes made in connection with a reor- 
ganization, in order that ordinary business 
transactions [would] not be prevented on 
account of the provisions of the tax law.” 
S. Rep. No. 398, 68th Cong., Ist Sess., 
14 (1924). 

The Court’s opinion also has ramifica- 
tions beyond mutual associations. This 
case presents the first opportunity for the 
Court to consider the use of hybrid instru- 
ments in reorganizations. Previously, the 
Court has held that the receipt of stock, 
whether common, voting, or nonvoting pre- 
ferred, satisfies the continuity-of-interest 
test. If the Court is to now examine the 
actual exercise of the proprietary rights 
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conferred by ownership of a particular . 


security, it will inevitably reach conflicting 
results in similar cases. Predicting the 
tax consequences of reorganizations under- 
taken for a valid business purpose will be- 
come increasingly difficult. I would adhere 
to precedent and to a clear test and hold 
that a hybrid instrument which has the 
principal characteristics of equity ownership 


should be treated as equity for purposes of 
the continuity-of-proprietary-interest re- 


quirement. If the value of that instrument 


considered as a whole represents a sub-— 
stantial part of the value of the property 
transferred, in my view the continuity-of- 
interest requirement is satisfied and the 
transaction should qualify as a tax-deferred 
reorganization. I, therefore, dissent. 


[7.9117] Tiffany Fine Arts, Inc., et al. v. United States et al. 


Supreme Court of the United States, No. 83-1007, 1/9/85—(105 SCt. 725.) Affirming 
CA-2, 83-2 ustc J 9596. 


On writ of certiorari to the United States Court of Appeals for the Second Circuit. 
[Code Secs. 7602 and 7609] 

Summons: Dual purpose summons: Enforcement: John, Doe summons procedures: 
—The IRS did not need to comply with the John Doe summons procedures of Code Sec. 
7609(£) when it served summonses on a taxpayer under Code Sec. 7602 with the dual 
purpose of investigating both the tax liability of the summoned taxpayer and the tax 
liabilities of unnamed parties, as long as all the information, sought was relevant to a 
legitimate investigation of the summoned taxpayer. In this case, the summonses sought 
financial statements from the taxpayer, a holding company for various subsidiaries that 
promote tax shelters, and a list of the names of persons who had licenses from the tax- 
payer to distribute a certain medical device. When a dual purpose summons is served 
on a taxpayer that is itself under IRS investigation, that taxpayer’s self-interest provides 
a sufficient protection against the evils that Congress sought to remedy when it enacted 
Code Sec. 7609(f). However, the IRS cannot obtain from the taxpayer information that 
is relevant only to the investigation of unnamed taxpayers unless the John Doe summons 
procedures are followed. Back references: ff 5924.551, 5924.570, and 5930D.65. 


Michael D. Savage, Gersten, Savage & Kaplowitz, 150 E. 58th Street, New York, N. Y. 
10155, for plaintiffs. Glenn L. Archer, Jr., Assistant Attorney General, Lawrence G. 
Wallace, Deputy Solicitor General, Rex E. Lee, Solicitor General, Charles A. Rothfeld, 
Assistant to Solicitor General Charles E. Brookhart, William A. Whitledge, Department 


of Fees Washington, D. C. 20530, for defendants. 


Syllabus 


Petitioners are a holding company and its 
tax-shelter-promoting subsidiaries. The In- 
ternal Revenue Service (IRS) issued sum- 
monses to petitioners pursuant to § 7602(a) 
of the Internal Revenue Code, which empowers 


the IRS to serve summons on any person, 


without prior judicial approval, if the in- 
formation sought is necessary to ascertain 
that person’s tax liability. The summonses 
requested petitioners’ financial statements 
for certain fiscal years, as well as the names 
of persons who had licenses from petitioners 
to distribute a certain medical device. When 
petitioners refused to comply with the sum- 
monses, the Government brought an en- 
forcement action in Federal District Court. 
Petitioners opposed enforcement on the 
hat the iE neqoes for a picemces: 
tha S 


which requires the IRS to obtain prior 
judicial approval to serve a summons seek- 
ing information on the tax liability of un- 
named taxpayers. The District Court found 
that the IRS had made a sufficient showing 
of its interest in auditing petitioners’ re- 
turns and enforced the summonses. The 
Court of Appeals affirmed, holding that 
§ 7609(£) applies only when the IRS issues 
a summons to an identifiable party with 
whom it has no interest in order to in- 
vestigate the unnamed third panties: tax 
liabilities. 


Held: Where, pursuant to § 7602(a), the 
IRS serves a summons on a known tax- 
payer with the dual purpose of investigating 
both that taxpayer’s tax liability and un- 
named parties’ tax liabilities, it need not 
comply with § 7609(£), as long as all the 
information sought is relevant toa legiti- 
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straint on the IRS’s exercise of its summons 
power in the “John Doe” context. Here, on 

the record, the licensees’ names “may be 
relevant” to the legitimate investigation of 

petitioners, and thus the summonses were 

properly enforced. Pp. 4-14. [83-2 ustc 
7 9596] 718 F. 2d 7, affirmed. 


MarsHatt, J., delivered the opinion for a 
unanimous Court. 


Justice MarsHatt delivered the opinion 
of the Court. 


The question presented in this case is 
whether the Internal Revenue Service (IRS) 
must comply with the “John Doe” summons 
procedures of §7609(f) of the Internal 
Revenue Code of 1954, 26 U.S. C. § 7609(f), 
when it serves a summons on a named tax- 
payer for the dual purpose of investigating 
both the tax liability of that taxpayer and 
the tax liabilities of other, unnamed parties. 


if 


_ Petitioner Tiffany Fine Arts, Inc., is a 
holding company for various subsidiaries 
that promote tax shelters.1 On October 6, 
1981, Revenue Agent Joel Lewis issued 
four summonses to Tiffany, pursuant to 26 
U.S. C. § 7602(a). This provision empow- 
ers the IRS to serve a summons on any 
person, without prior judicial approval, if 
the information sought is necessary to ascer- 
tain that person’s tax liability.2 The sum- 
monses requested Tiffany’s financial statements 
for the fiscal years ending October 31, 
1979, and October 31, 1980, as well as a 
list of the names, addresses, social security 
numbers, and employer identification num- 
bers of persons who had acquired from Tif- 
fany licenses to distribute a medical device 


known as the “Pedi-Pulsor.”* Tiffany re- 
fused to comply with the summonses, and 
the Government then brought an enforce- 
ment action in the United States District 
Court for the Southern District of New 
York, pursuant to 26 U. S. C. 8§ 7402(b) 
and 7604(a). 


Tiffany opposed enforcement, principally 
on the ground that the IRS’s request for 
the names of the licensees indicated clearly 
that the IRS’s “primary purpose” was to 
audit the Pedi-Pulsor licensees, not Tiffany 
itself. Tiffany offered to produce records 
in which the names of the licensees were 
redacted. It took the position that, if the 
IRS were truly interested in only Tiffany’s 
liability, the redacted records would be suff- 
cient for an adequate investigation. 


According to Tiffany, if the IRS wanted 
to go further and obtain the names of all 
the licensees, it could not proceed solely 
under § 7602, but would have to comply 
also with the requirements of § 7609(f), 
which applies to John Doe summonses.* 
Under § 7609(f), the IRS cannot serve a 
summons seeking information on the tax 
liabilities of unnamed taxpayers without 
obtaining prior judicial approval at an er 
parte proceeding. 

The IRS rejected Tiffany’s offer of re- 
dacted documents. In an affidavit filed in 
support of the Government’s enforcement 
petition, Revenue Agent Lewis asserted : 

“T am conducting an investigation, one 
purpose of which is to ascertain the cor- 
rectness of the consolidated income tax 
returns filed by [Tiffany] for the fiscal 


years ending October 31, 1979, and Oc- 
tober 31, 1980. One aspect of my in- 


1 The other petitioners are subsidiaries of 
Tiffany Fine Arts, Inc. Throughout this opin- 
ion, we refer to petitioners collectively as 
“Tiffany. 2 

2 This section provides: 

“For the purpose of ascertaining the correct- 
ness of any return, making a return where 
none has been made, determining the liability 
of any person for any internal revenue tax or 
the liability at law or in equity of any trans- 
feree or fiduciary of any person in respect to 
any internal revenue tax, or collecting any such 
liability, the Secretary or his delegate is 
authorized— 

“(1) To examine any books, papers, records, 
or other data which may be relevant or ma- 
terial to such inquiry; 

“‘(2) To summon the person liable for tax or 
required to perform the act, or any officer or 
employee of such person, or any person having 
Possession, custody, or care of books of account 
containing entries relating to the business of 
the person liable for tax or required to perform 
the act, or any other person the Secretary [or 
his delegate] may deem proper, to appear be- 
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fore the Secretary [or his delegate] at a time 
and place named in the summons and to pro- 
duce such books, papers, records, or other data, 
and to give such testimony, under oath, as may 
be relevant or material to such inquiry; and 

(3) To take such testimony of the person 
concerned, under oath, as may be relevant or 
material to such inquiry.’’ 

2 According to Tiffany’s president, ‘‘the 
Pedi-Pulsor, is designed to permit bed ridden 
patients to prevent deep vein thrombosis 
through leg movement assisted by the Pedi- 
Pulsor.”’ Affidavit in Opposition to Order to 
Show Cause, App. 16-17. 

Two of the summonses also requested pro- 
duction of the list of clients who acquired litho- 
graphs from Tiffany. After ascertaining that 
Tiffany did not in fact market lithographs, the 
IRS dropped its request for this information. 

4A ‘John Doe’ summons is, in essence, a 
direction to a third party to surrender informa- 
tion concerning taxpayers whose identity is 
currently unknown to the IRS.”” In re Tax 
Liabilities of John Does [82-1 ustc Somes 671 
F. 2d 977, 978 (CA6 1982). 
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vestigation into the correctness of Tiffany’s 


consolidated corporate income tax returns | 


concerns possible undereporting of in- 
come received and questionable business 
deductions claimed by Tiffany and _ its 
subsidiaries.” App. 14. 


In a supplemental affidavit, Agent Lewis 
conceded that “[i]t is certainly possible 
that once the individual [Pedi-Pulsor] li- 
censees are identified further inquiry will 
be made into whether they correctly re- 
ported their income tax liabilities.” App. 24. 
He reasserted, however, that one purpose of 
his investigation was to audit Tiffany; in 
particular, he sought to ascertain whether 
Tiffany had failed to report recourse and 
nonrecourse notes provided to Tiffany by 
the Pedi-Pulsor licensees. According to 
Lewis, the investigation of Tiffany could 
-not be performed properly with redacted 
documents. 


The District Court found that the IRS 
had made a sufficient showing of its interest 
in auditing Tiffany’s returns and enforced 
the summonses. The United States Court 
of Appeals for the Second Circuit affirmed. 
718 F. 2d 7 (1983). It held that the John 


Doe provisions of § 7609(f) apply only 


when “the IRS issue[s] a summons to an 
identifiable party in whom it ha[s] no in- 
terest in order to investigate the potential 
tax liabilities of unnamed third parties.” 
Id., at 13. Given the District Court’s find- 
ing that one purpose of the summonses was 
to investigate Tiffany, §7609(f) was not 
relevant here “even assuming that the sum- 
monses . . . were issued to Tiffany partly 
for the purpose of investigating Tiffany’s 
customers.” Jd., at 13-14, 


_ The Federal Courts of Appeals are di- 
vided on the scope of § 7609(f). The Eighth 
and Eleventh Circuits, like the Second Cir- 
cuit in this case, have held that the IRS 
need not comply with § 7609(f) when it 
seeks information on unnamed third parties 
as long as one purpose of the summons is 
to carry out a legitimate investigation of 
the named summoned party. See United 
States v. Barter Systems, Inc. [82-2 ustc 
1 9698), 694 F. 2d 163 (CA8 1982); United 
States v. Gottlieb [83-2 ustc 9547], 712 F. 
( (CAI 1983). In contrast, the 

Beg OD Oet Posi- 


(1983). We granted certiorari to resolve 
this conflict. 466 U. S. — (1984). We affirm. 


U 


Congress enacted § 7609 in response to 
two decisions in which we gave a broad 
construction to the IRS’s general summons 
power under § 7602(a). It is therefore use- 


_ ful to review those cases before embarking 


on an analysis of the statutory provision. 


In Donaldson v. United States [71-1 ustc 
§ 9173], 400 U. S. 517 (1971), the IRS is- 
sued to an employer a § 7602 summons 
seeking records prepared by the employer 
that would be relevant to an investigation 
of the tax liability of one ‘of its employees. 
The employee obtained a preliminary in- 
junction restraining his employer from 
complying with the summons, The Govern- 
ment then moved for enforcement. In re- 
sponse, the employer stated that it would 
have complied with the summons “ ‘were 
it not for’ the preliminary injunction.” Jd., 
at 521. The employee, however, filed mo- 
tions to intervene in the proceedings, under 
Federal Rule of Civil Procedure 24(a)(2), 
in order to oppose enforcement. He stated 
that he had an interest in the outcome of 
the enforcement action and that this inter- 
est would not be adequately represented by 
his employer. We held that the employee’s 
interest was not legally protectible and af- 
firmed the denial of the employee’s motions 
for intervention. 


Four years later, we decided Untted States 
v. Bisceglia [75-1 ustc J 9247], 420 U. S. 141 _ 
(1975). In Bisceglia, the IRS issued to a 
bank a § 7602 summons for the purpose of 
identifying an unnamed individual who had 
deposited a large amount of money in se- 
verely deteriorated bills. The bills appeared 
to have been stored for a long period of 
time under abnormal conditions, and the 
IRS suspected that they had been hidden 
to avoid taxes. Although we recognized 
the danger that the IRS might use its 
§ 7602 summons power to “conduct ‘fishing 
expeditions’ into the private affairs of bank 
depositors,” id., at 150-151, we concluded 
that, on the facts of the case, the IRS had 
not abused its power. Thus, we held that 
the summons was efOréeables 


Section 7609, the e provision at issue in this 
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employer in Donaldson and the bank in 
Biscegha, is not the taxpayer under investi- 
gation. S. Rep. No. 94-938, p. 368 (1976); 
H. R. Rep. 94-658, p. 306 (1975). In fact, 
Donaldson and Bisceglia were the only two 
cases cited in the texts of the Reports. 


Referring to Donaldson, the House Report 
‘noted that, under the then-existing law, 
“there is no legal requirement that the tax- 
payer (or other party) to whose business 
or transactions the summoned records re- 
late be informed that a third-party sum- 
mons has been served.” H. R. Rep. No. 
94-658, at 306-307; see also S. Rep. No. 
94-938, at 368. Referring to Bisceglia, both 
Reports stated: 


“In certain cases, where the [IRS] has 
reason to believe that certain transac- 
tions have occurred which may affect the 
tax liability of some taxpayer, but is un- 
able for some reason to determine the 
specific taxpayer who may be involved, 
the [IRS] may serve a so-called “John 
Doe” summons, which means that books 
and records relating to certain transac- 
tions are requested, although the name 
of the taxpayer is not specified.” S. Rep. 
No. 94-938, at 368; H. R. Rep. No. 94-658, 
at 306. 


Both Reports asserted that the standards 
enunciated in Donaldson: and Biscegha might 
“unreasonably infringe on the civil rights of 
taxpayers, including the right to privacy.” 
S. Rep. No. 94-938, at 368; H. R. Rep. No. 
94-658, at 307. Section 7609 stems from 
this concern. To deal with the problem of 
a third-party summons in a case in which 
the IRS knows the identity of the taxpayer 
being investigated, Congress enacted §§ 7609 
(a) and (b); these subsections require that 
the IRS give notice of the summons to that 
taxpayer, and give the taxpayer the right 
“to intervene in any proceeding with respect 
to the enforcement of such summons.” In 
this provision, Congress overturned the 
result reached in Donaldson. 


In the case of a John Doe summons, 
where the IRS does not know the identity 
of the taxpayer under investigation, advance 
notice to that taxpayer is, of course, not 
possible. As a substitute for the procedures 
of §§ 7609(a) and (b), Congress enacted 
§ 7609(£), which provides: 


_“Any summons... which does not iden- 
tify the person with respect to whose lia- 
bility the summons is issued may be served 
only after a court proceeding in which 
the Secretary establishes that— 


“(1) the summons relates to the in- 
vestigation of a particular person or 
ascertainable group or class of persons, 


“(2) there is a reasonable basis for 
believing that such person or group or 
class of persons may fail or may have . 
failed to comply with any provision of 
any internal revenue law, and 


“(3) the information sought to be 
obtained from the examination of the 
records (and the identity of the person 
or persons with respect to whose liability 
the summons is issued) is not readily 
available from other sources” (emphasis 
added). 


See also § 7609(h) (2) (providing that these 
determinations be made ex parte, solely on 
the basis of the IRS’s petition and sup- 
porting affidavits). Section § 7609(f) was 
a response to concerns that our decision in 
Bisceglhia did not provide sufficient restraints, 
in the John Doe context, on the IRS’s 
exercise of its summons power. See In re 
Tax Liabihties of John Does [82-1 vustc 
79221], 671 F. 2d 977, 979 (CA6 1982). 
With this background in mind, we turn to 
consider the application of the provision to 
the facts of this case. 


III 


The legal issue here is starkly posed. The 
District Court found as a matter of fact 
—and the Court of Appeals affirmed—that 
the IRS was pursuing a legitimate investi- 
gation of Tiffany’s tax liability. At the 
same time, the Court of Appeals assumed, 
and the Government does not dispute, that 
the IRS also intended to investigate the tax 
liabilities of the unnamed Pedi-Pulsor li- 
censees. The question before us, then, is 
whether the IRS. must comply with § 7609(f) 
in the case of such dual purposes summonses. 


This Court has recognized that there is 
“a formidable line of precedent construing 
congressional intent to uphold the claimed’ 
enforcement authority of the [IRS] if 
[this] authority is necessary for the effec- 
tive enforcement of the revenue laws and 
is not undercut by contrary legislative pur- 


5 Tiffany devotes considerable energy to argu- 
ing that ‘‘the summonses were issued principally 
with respect to the tax liabilities of Tiffany’s 
clients.’’ Brief for Petitioners 11. Under our 
holding in this case, it is irrelevant whether 
this was the IRA’s primary or secondary pur- 
pose; all that matters is that the IRS was 
pursuing a legitimate investigation of Tiffany. 
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In any event, ‘‘this Court has frequently noted 
its reluctance to disturb findings of fact con- 
curred in by two lower courts.’’ Rogers Vv. 
Lodge, 458 U. S. 613, 623 (1982). See Blaw v. 
Lehman, 368 U. S. 403, 408-409 (1962). On the 
record before us, we see no reason to upset the 
finding below. 
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poses.” Umted States v. Euge [80-1 ustc 
{ 9222], 444 U. S. 707, 715-716 (1980). Just 
last Term, we reemphasized that “restric- 
tions upon the IRS’s summons power 
should be avoided ‘absent unambiguous 
directions from Congress.’” United States 
v. Arthur Young & Co. [841 ustc J 9305], 
465 U. S. — — (1984) (quoting United 
States v. Biscegha, 420 U. S., at 150). Thus 
we examine whether the statute and legis- 
lative history indicate that Congress ex- 
pressly considered the problem presented 
here, and attempt to discern the congres- 
sional purposes in enacting § 7609(f). 


A 


We find that the language of the statute 
is of little direct help in determining how 
to treat dual purpose summonses. By their 
terms, the John Doe provisions of § 7609(f) 
apply to a summons “which does not iden- 
tify the person with respect to whose lia- 
bility the summons is issued.” Tiffany 
argues that the term “person” in the statute 
must be read as “person” or “persons.” 
Tr. of Oral Arg. 6. It then contends that, 
because the Pedi-Pulsor licensees are per- 
sons not identified in the summonses, 
§ 7609(f) literally applies. See United States 
v. Thompson, 701 F. 2d at 1178-1179. 


The Government’s construction is dia- 
metrically at odds with Tiffany’s: 


“Section 7609(f) by its terms applies 
only if a summons ‘does not identify the 
person with respect to whose liability [it] 
is issued.’ That simply is not the case 
here. The summonses enforced by the 
district court explicitly were issued ‘[i]n 
the matter of the tax liability of Tiffany 
Fine Arts Inc. & Subsidiaries.” Brief 
for United States 13. 


See United States v. Barter Systems, Inc., 694 
Be 2irat 168! 


The task that the parties ask us to engage 


in is to determine whether the statutory 


6 Amici First Western Government Securities 
and Samuels, Kramer & Co. argue that the 
Reports refer to a case in which the summoned 
party was itself under investigation. The sum- 
mons referred to in the example cited by amici 
was issued ‘‘to obtain the names of corporate 
sh reholders involved in a taxable reorganiza- 

had sbeen characterized by the cor- 


reference to “the person” should be read 
as “every person” or whether it should be 
read as “at least one person.” We are re- 
luctant, on the basis of the statutory lan- 
guage alone, to reach even a tentative 
conclusion about the scope of § 7609(f). 
Neither construction strikes us as clearly 
compelling. 


Turning our attention to the legislative 
history, we note that the facts of this case 


are different from those of Donaldson and 


Bisceglia in one important respect: The 
summonses here were served on a party 
that was itself under IRS investigation. 
Congress did not address this situation in 
1976 when it enacted the John Doe pro- 
visions. The Reports contain no mention 
of a summons issued for the dual purpose 
of investigating both the tax liability of 
the summoned party and the tax liabilities 
of unnamed parties. They focus exclusively 
on summonses issued to parties not them- 
selves under investigation.© We conclude 
that Congress did not expressly consider 
the problem of dual purpose summonses. 


B 


We, therefore, turn to consider whether 
dual purpose summonses give rise to the 
same concerns that prompted Congress to 
enact § 7609(f). The Reports discuss only 
one specific congressional worry: that the 
party receiving a summons would not have 
a sufficient interest in protecting the privacy 
of the records if that party was not itself 
a target of the summons. S. Rep. No. 
94-938, at 368-369; H. R. Rep. No. 94-658, 
at 307. Such a taxpayer might have little 
incentive to oppose enforcement virgorous- 
ly. Then, with no real adversary, the IRS 
could use its summons power to engage in 
“fishing expeditions” that might unnecessarily 
trample upon taxpayer privacy. S. Rep. 
No. 94-938, at 373; H. R. Rep. No. 94-658, 
at 311. Congress détermined that when the 


corporate tax liability. Amici do not tell us 
to which actual case the Reports referred. The 
Government, in contrast, states that the exam- 
ple in question could have referred to only one 
reported case: United States v. Armour [74-1 
ustc { 9479], 376 F. Supp. 318 (CT 1974). In 
that case, the IRS issued summonses to bank 
officials in order to learn the names of share- 
holders for whom the bank held shares. _— 
givens the scarcity of facts provided with aks 
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IRS uses its summons power not to con- 
duct a legitimate investigation of an ascer- 
tainable target, but instead to look around 
for targets to investigate, the privacy rights 
of taxpayers are infringed unjustifiably. See 
S. Rep. No. 94-938, at 368; H. R. Rep. No. 
94-658, at 307. 


In response to this concern, §§ 7609(a) 
‘and (b) gave the real parties in interest— 
those actually being investigated—the right 
to intervene in the enforcement proceed- 
‘ings. Similarly, the John Doe requirements 
“of § 7609(£) were adopted as a substitute 
for the procedures of §§ 7609(a) and (b). In 
effect, in the John Doe context, the court 
takes the place of the affected taxpayer 
under §§ 7609(a) and (b) and exerts a re- 
straining influence on the IRS. However, 
*§ 7609(f) provides no opportunity for the 
‘unnamed taxpayers to assert any “personal 
‘defenses,’ such as attorney-client or Fifth 
Amendment privileges that might be as- 
serted under §§ 7609(a) and (b). See H. R. 
Rep. No. 94-658, at 309; see also S. Rep. 
No. 94-938, at 370. What § 7609(£) does is 
to provide some guarantee that the infor- 
mation that the IRS seeks through a sum- 
mons is relevant to a legitimate investigation, 
albeit that of an unknown taxpayer. 


When, as in this case, the summoned 
party is itself under investigation, the in- 
terests at stake are very different. First, 
by definition, the IRS is not engaged in a 
“fishing expedition” when it seeks informa- 
tion relevant to a legitimate investigation 
of a particular taxpayer. In such cases, 
any incidental effect on the privacy rights 
of unnamed taxpayers is justified by the 
IRS’s interest in enforcing the tax laws. 
More importantly, the summoned party will 
have a direct incentive to oppose enforce- 
ment. In such circumstances, the vigilance 
and self-interest of the summoned party— 
complemented by its right to resist enforce- 
ment—will provide some assurance that the 
IRS will not strike out arbitrarily or seek 
irrelevant materials. See, e.g., United States 
vy. Powell [64-2 ustc § 9858], 379 U. S. 48, 
57-58 (1964) (“[The IRS] must show that 
the investigation will be conducted pursuant 
‘to a legitimate purpose, that the inquiry 
may be relevant to the purpose, that the 
information sought is not already within the 
[IRS’s] possession, and that the adminis- 
trative steps required by the Code have 
been followed”). Here, for example, Tif- 
fany argued vigorously—albeit unsuccess- 
fully—against enforcement of the summonses. 


This is not to say, of course, that as long 
as the summoned party is under investiga- 
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tion, the IRS will be guaranteed an ad- 
versary. It is possible that the summoned 
party, even if it is itself being investigated, 
will not oppose enforcement, and that as a 
result the IRS might obtain some informa- 
tion that is relevant only to the liabilities 
of unnamed taxpayers. We recognize that 
the privacy rights of the unnamed taxpayers 
might then be unnecessarily trampled upon. 
Congress, however, did not seek to ensure 
that the IRS have an adversary in all sum- 
mons proceedings. All that it did was re- 
quire that a party with a real interest in the 
investigation—or the district court in the 
John Doe context—have standing to chal- 
lenge the IRS’s exercise of its summons 
authority. It is not up to us, in construing 
the scope of this authority, to identify a 
problem that did not trouble Congress, or 
to attempt to correct it. We therefore con- 
clude that, where the summoned party is 
itself being investigated, that party’s self- 


-interest provides sufficient protection against 


the evils that Congress sought to remedy 
when it enacted § 7609(f). 


We reject Tiffany’s argument that, under 
the decision below, the IRS can circum- 
vent the requirements of § 7609(f) merely 
by stating that the summoned party is un- 
der investigation. We do not find that 
argument persuasive for two reasons. First, 
in such a case, the summoned party would 
still have a sufficient interest in opposing 
enforcement, as it would have no way of 
ascertaining that the IRS was not in fact 
seeking to investigate it. This party would 
be an interested adversary, and the concerns 
to which § 7609(f) was addressed would 
thus be significantly attenuated. More im- 
portantly, if the district court finds in the 
enforcement proceeding that the IRS does 
not in fact intend to investigate the sum- 
moned party, or that some of the records 
requested are not relevant to a legitimate 
investigation of the summoned party, the 
IRS could not obtain all the information it 
sought unless it complied with § 7609(f). 


Our conclusion that the congressional 
concerns are adequately met without resort 
to § 7609(£) when the summoned party is 
itself under investigation should not be read 
to imply that the IRS can obtain from that 
party, without complying with § 7609(f), 
information that is relevant only to the 
investigation of unnamed taxpayers. In 
order to obtain such information, the IRS 
would have to satisfy the requirements of 
§ 7609(f). Therefore, when the IRS does 
not comply with § 7609(f), the focus must 
be on whether the information sought is 
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relevant to the investigation of the sum- 


moned party. Thus, we discuss next whether 
the names of the Pedi-Pulsor licensees were 
relevant to an investigation of Tiffany’s tax 
liability. 

G: 


During the enforcement proceedings, Tif- 
fany argued that it was possible to perform 
an investigation of its tax liability without 
resort to the names of all the Pedi-Pulsor 
licensees. We have never held, however, 
that the IRS must conduct its investigations 
in the least intrusive way possible. Instead, 
the standard is one of relevance. See United 
States v. Powell, supra, at 57. The Govern- 
ment argues persuasively that contact with 
the licensees might be necessary to verify 
that the transactions reported by Tiffany 
actually occurred. In fact, Tiffany itself ac- 
knowledged the relevance of the requested 
information, as it offered the IRS the names 
of certain licensees: “They might want to 
check a number of them at random, and 
this we are willing to do because we under- 
stand that they are entitled to review 
[Tiffany’s] books.’’ App. 35. Tiffany re- 
fused, however, to provide all of the names, 
as it did not think that in the course of its 
investigation of Tiffany, the IRS would 
want to audit “50 out of 50 or 150 out of 
150 participants.” Ibid. 


On the record before us, we agree with 
the Government that the names of the li- 
censees “may be relevant” to the legitimate 
investigation of Tiffany. United States v. 
Powell, supra, at 57. The decision of how 
many, and which, licensees to contact is 
one for the IRS—not Tiffany—to make. 
Having already found that Congress pro- 
vided no “unambiguous direction” on the 
question whether the IRS needs to comply 
with § 7609(f) in the case of dual purpose 
summonses, and that the IRS’s failure to 


‘comply with these requirements when serv- 


ing such summonses does not undermine 
the goals that Congress sought to promote 
through § 7609(f), we conclude that the 
summonses here were progeny enforced." 


IV 


We hold that where, pursuant to § 7602, 
the IRS serves a summons on a known tax- 
payer with the dual purpose of investigating 
both the tax liability of that taxpayer and 
the tax liabilities of unnamed parties, it 
need not comply with the requirements for 
John Doe summonses set out in § 7609(f), 
as long as all the information sought is 
relevant to a legitimate investigation of the 
summoned taxpayer. The judgment of the 
Court of Appeals is therefore affirmed. 

It is so ordered. 


[7.9118] Snyder Howell, Plaintiff v. United States of America, Defendant. 
U. S. District Court, So, Dist. Ill., Civil No. 83-4085, 11/16/84. : 


F [Code Sec. 414] 
Retirement plans: Employee benefit plans: Definition and special rules: Designation 


of contributions: Picked-up contributions—A state court judge who participated in a qual- 
ified state retirement system was not entitled to recover taxes paid on contributions made 
prior to a legislative amendment which specified that such contributions were intended to 
be picked up by the state government. Although the judge argued that the amendatory 
act made no substantive change other than adding the magic words “pick up,” a district 
court. concluded that it was clear that the change was designed to effectuate a pickup 
where none previously existed. The court went on to note that the mere fact that the 
judge’s paycheck remained the same even after the amendment did not compel a different 
result. The court reasoned that, without some indication by the employer that the con- 
3 tributions were intended to be picked up by the state, a state employee was not entitled 
i _ to utilize the legal fiction that these contributions were in fact picked up. Accordingly, the . 
sot 4 court RY denied tne, judge's refund claim. Ege’ EeiETENcS: 11 2669Z.60. 
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Thomas J. Wolf, Jr., 206 Harrisburg Nat. Bk. Bldg., Harrisburg, Ill. Bruce Stewart, 
Nelson and Stewart, 19 East Poplar Street, Harrisburg, Ill. 62946, for plaintiff. Bruce 
Reppert, Assistant United States Attorney, M. Ellen Carpenter, Department of Justice, 


Washington, D. C. 20530, for defendant. 


Memorandum and Order 


ForEMAN, Chief Judge: Before the Court 
are cross motions for summary judgment. 
The parties agree, and the Court so holds, 
that no issue of material fact exists. The 
Court finds that summary judgment should 
be granted in favor of the defendant, the 
United States, and accordingly makes the 
following findings of fact and conclusions 
of law. 


Findings of Fact 


1. The plaintiff, Snyder Howell, at all 
times relevant to this proceeding, was em- 
ployed by the State of Illinois as a Circuit 
Court Judge of Williamson County, Illinois. 


2. As a. judge, the plaintiff was a par- 
ticipant in the Judge’s Retirement System 
of Illinois (“System”) during all times rele- 
vant to this proceeding. 


3. The System is a qualified retirement 
plan under Section 401(a) of the Internal 
Revenue Code of 1954. 


4. During 1978, 1979, and 1980, the years 
at issue in this case, the State of Illinois 
deducted eleven percent (11%) of the plain- 
tiff’s wages and turned said amounts over 
to the System as required by law. 


5. The Comptroller of Illinois issued 
Internal Revenue Service Forms W-2 to the 
plaintiff for 1978, 1979, and 1980, in which 
the taxable income shown thereon was not 
reduced by the amounts described in par- 
agraph 4 above, which were deducted from 
his wages and paid into the System. 


6. The plaintiff reported the wages shown 
on the W-2’s as being his taxable income 
for 1978, 1979, and 1980 on his U. S. In- 
dividual Income Tax Returns (Form 1040). 


7. The plaintiff timely filed his Forms 
1040 for 1978, 1979, and 1980 with the In- 
ternal Revenue Service. 


8. The following amendment to the II- 
linois Pension Code was made effective 
January 1, 1981: 


Each employer may pick up the em- 
ployee contributions required by Sec- 
tions 18-123, 18-125, 18-125.1, 18-133 and 
18-134 for all compensation earned after 
December 31, 1981. If an employer de- 
cides not to pick up the contributions, the 
amount that would have been picked up 
under this Amendatory Act of 1980 shall 
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continue to be deducted from compensa- 
tion. If contributions are picked up they 
shall be treated as employer contributions 
in determining tax treatment under the 
United States Internal Revenue Code; 
however, the employer shall continue to 
withhold Federal and State income taxes 
based upon these contributions until the 
Internal Revenue Service or the Federal 
Courts rule that pursuant to Section 414 
(h) of the United States Internal Revenue 
Code, these contributions shall not be in- 
cluded as gross income of the employee 
until such time as they are distributed 
or made available. The employer shall 
pay these employee contributions from 
the same source of funds which is used 
in paying earnings to the employee. The 
employer may pick up these contributions 
by reduction in the cash salary increase 
or by a combination of a reduction in 
salary and offset against a future salary 
increase. If employee contributions are 
picked up, they shall be treated for all 
purposes of this Article 18 in the same 
manner and to the extent as employee 
contributions made prior to the date 
picked up. JIl. Rev. Stat., ch. 108%, para. 
18-133.1 (1981). 


9. On April 13, 1982, plaintiff timely filed 
an amended U. S. Individual Tax Return 
(Form 1040X) with the Internal Revenue 
Service for 1978 in which he sought a re- 
fund of $2,184.00 in taxes which he had paid, 
wherein he alleged he overstated his gross 
income for the taxable year 1978 in the 
amount of $4,675.00, which was the amount 
of his contribution to the System in 1978. 


10. By letter dated January 20, 1983, the 
Internal Revenue Service notified the plain- 
tiff that his claim for refund described in 
paragraph 9 above had been disallowed. 


11. On April 13, 1982, the plaintiff timely 
filed an amended U. S. Individual Tax Re- 
turn (Form 1040X) with the Internal Rev- 
enue Service for 1979 in which he sought a 
refund of $2,888.00 of taxes which he had 
paid, wherein he alleged he overstated his 
gross income for the taxable year 1979 in 
the amount of $5,555.00, which was the 
amount of his contribution to the System 


in 1979, 


12. By letter dated June 23, 1982, the 
Internal Revenue Service notified the plain- — 
tiff that his claim for refund described in 
paragraph 11 above had been disallowed. 
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13. On April 13, 1982, the plaintiff filed 
an amended U. S. Individual Tax Return 
(Form 1040X) with the Internal Revenue 
Service for 1980 in which he sought a re- 
fund of $3,055.00 of taxes which he had 
paid, wherein he alleged he overstated his 
gross income for the taxable year 1980 in 
the amount of $5,555.00, which was the 
amount of his contribution to the System 
in 1980. 


14. From January 1, 1982, to date, the 
State of Illinois has reduced the plaintiff’s 
cash salary by eleven percent (11%) for 
contributions to the System. 


15. That the plaintiff filed this action 
claiming a tax refund for the years 1978, 
1979, and 1980. 


Conclusions of Law 


1. The Court has jurisdiction over this 
action pursuant to 28 U. S. C. § 1346(a) (1). 


2. For the reasons stated below, the 
Court finds that during the years of 1978, 
1979, and 1980, the eleven percent amount 
deducted from the plaintiff's wages and 
contributed to the pension system was not 
“picked up” by the State of Illinois as pro- 
vided by 26 U. S. C. §414(h)(2) (hereafter 
§ 414) which states: 


. in the case of any plan established by 
the government of any State or political 
subdivision thereof, or by any agency or 
instrumentality of any of the foregoing, 
where the contributions of the employing 
units are designated as employee con- 
tributions but where any employing unit 
picks up the contributions, the contribu- 
tions so picked up shall be treated as 
employer contributions. 


3. The legislative histories of § 414 and 
of Jil. Rev. Stat., ch. 10814, § 133.1 (here- 
after the Amendatory Act) indicate that 
the eleven percent contributions deducted 
from plaintiff's wages were employee con- 
tributions not picked up by the State of 
Illinois. 


4. In discussing § 414, H. R. Rep. No. 
93-807, 93d Cong., 2d Session 145 (1974), 
reprinted i in [1974] U. S. Code Cong. & Ad. 
News, 4670, 4810, stated: 


However, some State and local govern- 
designate certain amounts as 
ee eo even though 


asin employee — contributions 


does not withhold this amount from the 
employee’s salary. In this situation, the 
portion of the contribution which is “picked 
p” by the government is in substance 
an employer contribution for purposes of 
federal tax law, not withstanding the fact 
that for certain purposes of State law the 
contribution may be designated as an 
employee contribution. Accordingly, the 
bill provides in the case of a government 
pick up plan, that the portion of contri- 
bution which is paid by the government 
_with no withholding from the employee’s 
salary will be treated as an employer’s 
contribution under tax law. 
Id. (emphasis supplied). Prior to the Amend- 
atory Act, Illinois had no statute authoriz- 
ing a pick up of employee contributions. 
The system as it existed prior to the Amend- 
atory Act was not the type envisioned by the 
drafters of § 414 of the Federal Tax Code. 


5. The Illinois General Assembly decided 
that it would be advantageous to its 
employees, tax-wise, if the employee contribu-— 
tions withheld from salary could be con- 
sidered as picked up under § 414. Indeed, 
the wording of the Amendatory Act states 
that its effectiveness is contingent on a 
favorable ruling under § 414 by the I. R. S. 
or federal courts. Plaintiff’s main argument 
is that the amendatory act made no sub- 
stantive or procedural change in the system, 
aside from using the magic words “pick up” 
to pacify the I. R. S. Plaintiff argues that 
in substance the system is the same as it 
was prior to the amending act and states 
the Amendatory Act was of no legal effect. 
However, it is clear that the Amendatory 
Act was designed to effectuate a pick up 
where none previously existed. The fact 
that the paycheck received may be the same 
as before the amendment does not compel a 
different result. See Discussion of Senators 
Bernnig and Bruce, 8lst General Assembly, 
85th Legislative day at 20-25. Under the 
Amendment, the salary may be the same 


for purposes of computing the eleven per- 


cent amount of employee contribution 
required, yet the eleven percent may be 
deducted or withheld from the actual cash 
salary received by the employee for income 
tax purposes. That is the purpose behind 
§ 414(h) (2), 7. e. the employer may pick up 
the employee contributions so that they are 
treated as employer contributions for fed- 
eral income tax purposes; however, the 
amounts picked up will retain their character 
in order to 
uirement that an 
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for federal law, and another for state law. 
Whether or not this dual character will be 
attributed to the contributions depends 
upon an indication by the employer that it 
is picking up these employee contributions. 
Prior to the Amendatory Act, the legal 
_ fiction recognized in § 414(h) (2) could not be 
utilized by Illinois Judges because there 
was no indication that the eleven percent 
contribution was to be picked up by the 
state. 


5. The result reached by the Court today 
is buttressed by Revenue Rulings 81-35 and 
81-36 which set forth a two part test for 
pick ups. The second part of the test is 
satisfied under the Illinois Pension Code 
prior to the Amendatory Act and is not at 
issue here. The first part of the test, how- 
ever, was the major reason for the amend- 


employee. Plaintiff argues that such a 
designation is unnecessary. Yet, the Court 
believes that unless lines are drawn in this 
area, it would be impossible to decide in- 
tended effect of the amount deducted from 
the employee’s paycheck. Although a 
revenue ruling does not command the same 
deference as a treasury regulation, it should 
be given some weight. See Umited States v. 
Northcumberland Ins. Co., Ltd., 521 F. Supp. 
70, 77 (D. N. J. 1981). In the present case, 
the requirement that a government em- 
ployer specify when it picks up an em- 
ployee contribution seems to be not only 
practical, but also necessary. 


Accordingly, plaintiff's motion for sum- 
mary judgment (document 9) is hereby 
DENIED. Defendant’s motion for sum- 
mary judgment (document 13) is hereby 


ment: the employer must specify that the 
contributions, although designated as em- 
ployee contributions, are being paid by the 
employer in lieu of contribution by the 


GRANTED denying the plaintiff the tax 
refund as prayed for in the complaint. 


IT IS SO ORDERED. 


[1.9119] United States of America, Plaintiff-Appellant v. Stephen Winterburn, aka 
Steven H. Winterburn; Linda Winterburn; Robert O. Middleton; and Carol A. Middleton, 
Defendants, and Roger Allard and Adele Allard, Defendants-Appellees. 


U. S. Court of Appeals, 9th Circuit, No. 83-3875, 12/17/84. Reversing the unreported 
decision of the district court. 


[Code Secs. 6323(a) and 7425] 


Lien for taxes: Validity: Conflicts of law: Discharge of certificate of release or 
nonattachment: Extinguishment.—The district court erred by characterizing the sellers’ 
state action as a confirmation of the sellers’ rights under a real estate sales contract rather 
than an action to quiet title under Washington law, because the contract sellers did not 
declare a forfeiture upon the contract buyer’s delinquency, which would have extinguished 
the tax liens, but instead they elected to have a Washington court restore them to posses- 
sion and terminate the contract buyer’s right of redemption and his equitable interest 
in the property. Moreover, because the contract sellers failed to name the U. S. as a 
party to their quiet title action, the tax liens placed on the property to permit recovery 
of taxes from the recalcitrant contract buyer, was unaffected by the Washington court’s 
judgment. In addition, the government fulfilled its requirement to file a notice of its lien 
in the office of the proper county within which the property was located, and although 
under Washington law actual notice of a lien must be given to the contract seller, notice 
of a federal tax lien need not be filed in accordance with the laws of the state where the 
property is located, except those pertaining to the place of filing. Back references: 
{| 5362.0495 and 5784H.26. 


John A. Dudeck, Department of Justice, Washington, D. C. 20530, for plaintiff-appel- 
lant. Robert B. Leslie, Quigley, Hatch, Loveridge & Leslie, 2920 Seattle First National 
Bank Building, Seattle, Wash. 98154, for defendants-appellees. 

Before WricHT, SNEED, and ALArcon, Circuit Judges. 

Linda Winterburn in real property located 
in Whatcom County, Washington. 


We must determine whether the judg- 
ment of a Washington state court terminat- 
ing the Winterburns’ rights under a real 
estate sales contract was rendered in a quiet 
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Opinion 
ALARCON, Circuit Judge: The government 
appeals from the order of the district court 
denying the motion of the United States for 
summary judgment to foreclose federal tax 
liens against the interest of Stephen and 
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title action. Because we conclude that this 
proceeding was a quiet title action under 
Washington law, the district court’s order 
dismissing the action must be reversed be- 
cause the United States was not joined in 
the Washington state proceedings. 


I 


PERTINENT FACTS. The facts under- 
lying the United States’ claim against the 
defendants are not in dispute. On February 
24, 1975, Robert and Carol Middleton en- 
tered into a real estate sales contract for 
the sale of real estate in Whatcom County, 
Washington, to Stephen Winterburn for a 
total price of $12,000. The contract pro- 
vided for the payment of $125 plus interest 
in consecutive monthly installments. Win- 
terburn was entitled to possession of the 
property so long as he fulfilled the terms of 
the contract. Upon full payment of the 
purchase price, Winterburn would receive 
a statutory warranty deed. If Winterburn 
failed to make any payment, the sellers 
could “elect to declare the purchaser’s 
rights terminated.” In the event of a 
declaration of forfeiture, all payments and 
improvements made upon the property would 
be forfeited. 


Winterburn failed to pay the installments 
for May, June and July 1975. On July 15, 
1975, the Middletons sent Winterburn notice 
of their intention to declare a forfeiture. A 
notice of forfeiture was sent on August 21, 
1975. Winterburn remained in possession. 
On August 27, 1975, a $500 payment was 
made to the bank collection account. There- 
after, the Winterburns made each monthly 
payment through February, 1976. No pay- 
ments were made until June, 1976. A 
second notice of intention to declare a for- 
feiture was mailed to the Winterburns on 
May 20, 1976. On June 24, 1976, a payment 
of $500 was credited to the bank collection 
account. The Winterburns made the pay- 
ments due from July through October, 1976. 
No payments were made from November to 
May, 1977. A third notice of intention to 
declare a forfeiture was mailed on May 11, 
1977. On June 15, 1977, the Winterburns 
made a payment of $875. No further pay- 
ments were made by the Winterburns. 


Meanwhile, on September 16, 1975. the 
Internal Revenue Service filed a notice of 
tax lien against Stephen Winterburn in the 
amount of $10,637.49 in the proper office in 
Whatcom County, Washington. On March 
19, 1976, the Internal Revenue Service filed 
a second tax lien in the amount of $3,123.35 
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in the appropriate office in the county where 
the property was located. The liens covered 
any property or right to ownership by 
Stephen Winterburn in the property which 
is the subject of the land sales contract. 
Winterburn failed to pay any of the federal 
taxes. 


On January 24, 1978, the sellers, Robert 
O. and Carol A. Middleton, filed an action 
designated simply as a “Complaint” against 
Stephen Winterburn in the Superior Court 
of Whatcom County, Washington. The 
Middletons, after alleging that no payment 
had been made since June 15, 1977, prayed 
for (1) an adjudication terminating all of 
Winterburn’s rights under the contract, (2) 
forfeiture of the payments previously made 
as liquidated damages, and (3) an order 
giving the Middletons the right to reenter 
and take possession of the property. The 
United States was not joined as a party nor 
served with notice of the action. A default 
judgment was entered against Stphen Win- 
terburn on May 17, 1978, granting the relief 
requested by the Middletons. On Septem- 
ber 15, 1978, the Middletons sold the prop- 
erty to Roger and Adele Allard for $27,500. 


On July 16, 1981, the United States 
brought this action against the Winter- 
burns, the Middletons, and the Allards to 


reduce to judgment the Winterburns’ out- 


standing tax liabilities and to foreclose the 
tax liens against the real property in ques- 
tion in this matter. 


A default was entered against the Winter- 
burns and the Middletons. The United 
States moved for summary judgment. The 
Allards moved to dismiss the action con- 
tending that “the forfeiture was accomplished 
by Notice; the subsequent possessory action 
(quiet title) was not the forfeiture event but 
an action to recover possession.” 


On April 13, 1983, the district court 
granted the government’s motion for a sum- 
mary judgment against Winterburn. The 
government’s motion for summary judg- 
ment to foreclose the tax liens was denied. 
The Allards’ motion to dismiss the com- 
plaint was granted. 


Jae 


DISCUSSION. The government argues 
that the district court erred by characteriz- 
ing the Middletons’ state action as a con- 
firmation of the sellers’ rights under the real 
estate sales contract rather than as an action 
to quiet title. We agree. . 
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We begin our analysis by discussing the 
pertinent federal statutes.’ 


To permit recovery of taxes from a re- 
calcitrant taxpayer, Congress has provided 
that: 


If any person liable to pay any tax neg- 
lects or refuses to pay the same after 
demand, the amount . . . shall be a lien 
in favor of the United States upon all 
property and rights to property, whether 
real or personal, belonging to such person. 


26 U. S. C. § 6321. 


In order to prevent the extinguishment 
of its tax liens by a transfer or forfeiture of 
interest of a taxpayer in real property, 
Congress enacted section 7425 of title 26 
of the United States Code, 26 U. S. C. 
§ 7425. Section 7425(a) provides that a fed- 
eral tax lien is not affected by a civil action 
described in subsection (a) of section 2410 
of title 28 of the United States Code if the 
United States was not joined as a party 
provided that “notice of such lien has been 
filed in the place provided by law for such 
filing at the time such action or suit is 
commenced.” 26 U. S. C. § 7425(a) (1). 


In section 2410(a) of title 28 of the United 
States Code, 28 U. S. C. § 2410(a), Congress 
has authorized the naming of the United 
States as a party to an action to quiet title 
upon real property on which the United 
States claims a lien. 


No issue has been raised concerning the 
existence of the tax liens prior to the time 
the Middletons filed their action in the 
Superior Court of Whatcom County, or that 
notice of the government’s lien was filed in 
the proper place in accord with applicable 
Washington law. 


The Allards contend that the government 
failed to file the liens pursuant to the re- 
quirements of the state of Washington. 
We disagree. The government was required 
to file a notice of its liens in the place for 
filing such notice under state laws. 26 
U.S. C. § 6323. That requirement was ful- 
filled. The Allards contend, nevertheless, 
that under Washington law actual notice of 
a lien must be given to the contract seller. 
The state of Washington does not require 
that actual notice of a federal tax lien be 
given to the seller. Washington law ex- 
pressly provides that notices of federal tax 
liens may be filed in the office of the county 


1 The issues presented in this matter require 
an interpretation of federal statutes and the 
law of the State of Washington concerning 
actions to quiet title or to foreclose a lien. 
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auditor of any county within which the 
property is located. Wash. Rev. Code 
§ 60.68.010 (1983). Here, notice of the tax 
lien was filed in the office of the Whatcom 
County Auditor. Accordingly, the require- 
ments of section 6323(a) were met. Notice 
of a federal tax lien need not be filed in ac- 
cordance with the laws of the state where 
the property is located, except those per- 
taining to the place of filing. See United 
States v. Union Central Life Insurance Co. 
[62-1 ustc J 9103], 368 U. S. 291, 296 (1961) 
(notice is sufficient if given in the form 
used by the government without regard to 
the general requirements for recording 
under the laws cf a particular state or 
territory). : 


The government having filed proper 
notices of tax liens, our task is to determine 
whether the action filed by the Middletons 
was a quiet title action. If so, the tax liens 
were not extinguished by the state court’s 
judgment because the government was not 
named as a party to that action. In de- 
ciding the nature of the Middletons’ state 
court action, we must look to Washington 
law. See United States v. Bosnan, 363 U. S. 
237, 241 (1960) (state law should be adopted 
as federal law governing divestiture of tax 
liens); see also Runkel v. United States [76-1 
ustc 9152], 527 F. 2d 914, 916 (9th Cir. 
1975) (rights in property to which tax liens 
may attach are created under state law). 


Under Washington law, where the buyer 
fails to make a payment as required by the 
land sales contract the vendor has a choice 
of remedies. Where time has been made the 
essence of the contract, he may terminate 
the contract or declare a forfeiture without 
resort to judicial proceedings for confirma- 
tion. Dill v. Zielke, 26 Wash. 2d 246, 252, 
173 P. 2d 977, 979-80 (1946); Sofie v. Kane, 
32 Wash. App. 889, 893, 650 P. 2d 1124, 1127 
(1982). Where the vendor has granted 
indulgences by permitting payments after 
they were due without protest, strict per- 
formance is waived and a forfeiture cannot 
be declared without notice of the intention 
to do so and a reasonable time for the 
vendee to perform. Ryker v. Stidham, 17 
Wash. App. 83, 87, 561 P. 2d 1103, 1105 
(1977). If the vendor declares a forfeiture, 
there is no requirement that he seek judicial 
confirmation of the forfeiture. Sofie v. Kane, 
32 Wash. App. at 893-94, 650 P. 2d at 1127. 
“Uipon a valid declaration of forfeiture, the 


Such questions are reviewable de novo. United 


States v. McConmey, 728 F. 2d 1195 (9th Cir. — 
1984), appeal docketed, No. 83-1884 (May 17, 
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vendee must relinquish possession of the 
property.” Sofie v. Kane, 32 Wash. App. at 
893, 650 P. 2d at 1127 citing Suess v. Heale, 


68 Wash. 2d 962, 966, 416 P. 2d 458, 461 


(1966). In the event that the vendee does 
not relinquish possession, “the vendor can 
bring a suit to quiet title and regain pos- 
session.” Jd. A lawsuit to quiet title may 
also be necessary after a declaration of 
forfeiture “to obtain marketable title.” 
Sofie v. Kane, 32 Wash. App. at 893, 650 P. 
2d at 1127. 


In the instant matter, the Middletons did 
not declare a forfeiture. Instead, the Mid- 
dletons alleged in their complaint that the 
filing of the action was necessary to regain 
possession and to terminate Winterburn’s 
rights under the real estate sales contract 
because: 


[T]he defendant has heretofore been 
delinquent on payments and on three 
different occasions Notice of Intention to 
Terminate the Contract have been sent to 
him and that it would be unreasonable 
and burdensome to require the plaintiffs 
to continue to send notices of forfeiture 
thereby incurring legal expense. 

Thus, rather than declare a forfeiture, 
the Middletons elected to have the court 
restore them to possession and terminate 
Winterburn’s right of redemption and his 
equitable interest in the property. Eckley 
v. Bonded Adjustment Co., 30 Wash. 2d 96, 
106, 190 P. 2d 718, 722-23 (1948). Under 
Washington law, a vendee has a real prop- 
erty interest in the land which is subject 
to a federal tax lien. Runkel v. United States, 
527 F. 2d at 916. Under Washington law 
“a declaration of forfeiture under an execu- 
tory real estate sales contract is effective to 
extinguish liens upon the buyer’s interest in 
the contract unless the seller had actual 
notice of the liens.” Runkel v. United States, 


527 F. 2d at 917. The Middletons had no 
notice of the government’s tax liens on 
Winterburn’s equitable interest in the prop- 
erty. Thus, had the Middletons elected to 
declare a forfeiture, the tax liens would 
have been extinguished. Instead, the Mid- 
dletons sought the assistance of the court in 
regaining possession and in terminating the 
Winterburns’ equitable interest in the land. 
Under Washington law, the relief they 
sought is referred to as a quiet title action, 
Sofie v. Kane, 32 Wash. App. at 893, 650 P. 
2d at 1127. As noted above, the Allards, in 
their motion to dismiss this action referred 
to the Middletons’ law suit as a possessory/ 
quiet title action. 


The Allards argue in their brief before 
this court, however, that a judicial proceed- 
ing to enforce a contractual right to regain 
possession is “a possessory action.” The 
Allards would apparently limit a quiet title 
action to a proceeding in which the plaintiff 
seeks a decree confirming his title. No 
citation is given for this proposition. This 
narrow interpretation of the term “quiet 
title action” is inconsistent with the Wash- 
ington law discussed above. The argument 
also ignores the fact that the action brought 
by the Middletons also sought a termination 
of Winterburn’s rights under the real 
estate contract. 


Because the Middletons failed to name 
the United States as a party to their quiet 
title action under section 7425(a), the tax 
lien was unaffected by the Washington 


court’s judgment. The district court erred 


as a matter of law in concluding that the 
Middleton’s action was not a quiet title 
action. 


The judgment dismissing this action is 
REVERSED. 


[9120] Transamerica Corporation for itself and for all members of the Affiliated 


Group v. The United States. 


U. S. Claims Court, Nos. 90-79T & 91-79T, 12/18/84.—(7 ClsCt 119.) 


[Code Secs. 421(b) and 162] 


Business deductions: Trade or business expenses: Subsidiary: Stock options: Statu- 
tory stock options: Parent corporation.—Code Section 421(b) did not authorize a parent 
corporation to take a deduction from income for the shares of its stock, transferred to 
an employee of a wholly owned subsidiary corporation pursuant to the exercise of a 
stock option, that were disposed of short of the required holding period. Such section 
merely shifted the deduction of the employer corporation, which must be otherwise 
allowed by Code Sec. 162, from the year of exercise of the option to the year of dis- 
position of the stock. Further, the court rejected the taxpayer’s contention that Treasury 
Regulation § 1.421-8 gpa the availability of the deduction to the parent corpora- 
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tion. The court found that the regulation adopted a neutral stance as to the taxpayer 
entitled to the deduction and that such determination must be made pursuant to Code 
Section 162. Furthermore, the court held that the options were compensation for services 
performed and to be performed by the employees directly for the subsidiary and only in- 
directly or derivatively for the benefit of the parent corporation and that they therefore 
failed to satisfy the requirements of Code Section 162. Back references: {[ 1330.193 and 


- 2863.21. 


Cameron W. Wolfe, Jr., W. Reece Bader, George G. Wolf, Orrick, Herrington & 
Sutcliffe, 600 Montgomery Street, San Francisco, Calif. 94111, for plaintiff. Glenn L. 
Archer, Jr., Assistant Attorney General, Gilbert W. Rubloff, Theodore D. Peyser, De- 
partment of Justice, Washington, D. C. 20530, for defendant. 


Opinion on Stock Option Issue 
Question Presented 


Mitre, Judge: Section 421(a) of the 
Internal Revenue Code of 1954 (I. R. C.) 
provides generally that if a share of stock is 
transferred to an employee pursuant to his 
exercise of a stock option meeting the re- 
quirements of § 422(a) (relating to quali- 
fied stock options) or § 424(a) (relating to 
restricted stock options) no income shall 
result to the individual at the time of 
transfer of the stock to him, and no de- 
duction under § 162 (relating to trade or 
business expenses) is allowable to the em- 
ployer corporation, or its parent or its 
subsidiary, at any time. Section 421(b) 
provides, however, that if there is a failure 
by the individual to meet the pertinent 
stock holding period requirement of 
§ 422(a)(1) (3 years) or §424(a)(1) (2 
years )— 


then any increase in the income of such 
individual or deduction from the income 
of his employer corporation for the tax- 
fable year in which such exercise oc- 
curred attributable to such disposition, 
shall be treated as an increase in income 
or a deduction from income in the tax- 
able year of such individual or of such 
employer corporation in which such dis- 
position occurred. 


The question presented is whether or 
not §421(b) authorizes a parent corpora- 


tion to take a deduction from income for’ 


the shares of its stock, transferred to an 
employee of a wholly owned subsidiary 
corporation pursuant to the exercise of a 
stock option, which are disposed of short 
of the required! holding period. 


Findings 

Pursuant to stock option plans, begin- 
ning in 1961, Transamerica Corporation 
(“Transamerica”) awarded to its em- 
ployees and to employées of its sub- 
sidiary corporations duly authorized 
options to, acquire shares of Transamer- 
ica common stock. Such options met all of 
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the requirements of either Section 422 or 
424 of the Internal Revenue Code. 


From time to time, Transamerica sold 
shares of its common stock to its em- 
ployees and to employees of its sub- 
sidiaries on the exercise of such stock 
options. However, during 1967-70 certain 
of these employees made disqualifying 
dispositions of some of the shares so 
acquired, i.e., prior to the expiration of 
the required holding periods. 


Some of such disqualifying dispositions 
were made by employees of Occidental 
Life Insurance Company (“Occidental”), a 
wholly owned subsidiary of Transamerica, 
who had acquired the stock pursuant to 
the exercise of options granted to them 
from 1963 through 1966. As a life insurance 
company, Occidental was prohibited by 
I. R. C. §1504(b) from joining Trans- 
america in the filing of a consolidated 
income tax return. In its return, Trans- 
america, but not Occidental, claimed de- 
ductions for such disqualifying dispositions 
by Occidental employees, as follows: 


Year Amount 
LOGTE SAY koe: $ 29,897 
D9GSiawe Sd swcksee 259,074 
IGG) eect ee a 129,631 
+1970 sey. te Sstl ate 14,947 


In a statutory notice of deficiency, the 
Commissioner disallowed the deductions 
claimed by Transamerica for disqualifying 
dispositions by employees of Occidental 
for the reason that Section 421(b) of the 
Code does not authorize a deduction in 
respect of a disqualifying disposition which 
does not give rise to a deduction by 
Transamerica for compensation under Sec- 
tion 162 (limiting such deductions to ordi- 
nary and necessary expenses in carrying 
on the taxpayer’s own business). Alterna- 
tively, the Commissioner invoked Section 
482 of the Code to reallocate the Section 
421(b) deductions in respect of such dis- 
qualifying dispositions to Occidental. 


During the years 1963 through 1966, 
Transamerica embarked on a substantial 
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program of reorganization whereby many 
activities previously dispersed through its 
subsidiaries were centralized in Trans- 
america. As a result of this reorganization, 
Transamerica changed its role from a 
passive holding company to an active 
functioning management company, and 
Transamerica substantially diversified the 
nature of the businesses conducted by its 
subsidiaries. During those years, Trans- 
america also embarked upon a program of 
significant expansion, accomplished 
through the acquisition of various sub- 
sidiaries, through the formation of new 
subsidiaries and through the expansion of 
previously owned subsidiaries. 


In the early 1960’s, Occidental was the 
major profitable Transamerica subsidiary. 
Occidental paid the salaries, other cash 
compensation and fringe benefits of Occi- 
dental employees; but Occidental never 
granted options for its stock to its em- 
ployees and never purchased Transamerica 
shares for grant to its employees. 


The purposes of the Transamerica stock 
option plans were to provide an incentive 
to employees of Transamerica and its sub- 
sidiaries to perform more efficient and 
profitable activities, which would redound 
to the advantage of the entire group of 
corporations, and thereby to benefit the 
shareholders of Transamerica; to increase 
incentive and encourage stock ownership 
on the part of key employees of Trans- 
america and its subsidiaries; 
such employees with or to increase such 
employees’ proprietary interests in Trans- 
america; and to encourage such employees 
to remain in the employ of Transamerica or 
its subsidiaries. 


The decisions whether or not to grant 
options, to whom such options were to, be 
granted, and the number of options to be 
granted to an individual employee were 
made by Transamerica’s Board of Direc- 
tors on the basis of recommendations by 
Transamerica’s Stock Option Committee 
(the “committee”’), a committee of the 
Board composed of independent (outside) 
directors. 


The allocation of options among the 
various subsidiaries was made in the fol- 
( manner: 


First, there was a judg- 
which took : 


tive 


to. provide 


ter-subsidiary referrals of business. Thus, 
for example, Occidental, being in a posi- 
tion to materially affect Transamerica’s 
earnings, corporate image, stock price and 
inter-family relationships, received more 
options than other subsidiaries. Second, 
there was weighed the parent company’s 
investment in each individual subsidiary, 
as well as the subsidiary’s past and ex- 
pected profitability. Third, after the allo- 
cation among the subsidiaries was made, 
Transamerica’s management (Messrs. Horace 
Brower, Chairman of the Board of Trans- 
america and president and chief execu- 
officer of Occidental, and John 
Beckett, president of Transamerica from 
1960 to 1965 and chief executive officer 
thereafter) wrote down the number of 
options which they felt should be granted 
the chief officers of the key subsidiaries. 
The management of each subsidiary was 
then given the opportunity to propose how 
the remainder of the options allocated to 
their company should be distributed among 
the other employees. The subsidiary’s man- 
agement would thoroughly discuss their 
recommendations with Beckett, who, in turn, 
would confer with Brower. Lastly, once these 
discussions were concluded and agreement 
was reached on any differences, Trans- 
america’s management recommended the 
allocations to the committee. 


In reviewing the recommendations for 
grants of options made by the subsidiaries’ 
management, Brower and Beckett basically 
confined their analysis to the key people. They 
attempted to evaluate these employees on 
the basis of their potential to make con- 
tributions to the Transamerica group, con- 
sisting of both the parent company and its 
subsidiaries. 


Since Messrs. Brower and Beckett were 
only able to assess senior executives, they 
relied primarily on the judgment of the heads 
of the various subsidiaries who had inti- 


‘mate knowledge of each individual’s case. 


The committee recommended employees 
to be recipients of stock options as a long- 
term incentive for future performance 
rather than as a reward for past services. 
Accordingly, most of the grants were made 
to younger employees and only a few em- 
ployees 60 years of age or older received 
options. Toa stibstantial rari rh oe com- 
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grant of the option should not cause the 
employee to take on excessive debt to 
finance the purchase. The committee’s 
philosophy further contemplated that the 
grant of an option would inspire the em- 
ployee to become a “team player” and cause 
‘him to adopt a “shareholder” outlook, 
thereby increasing his interest in the profit- 
ability of the whole corporate family rather 
than in just the subsidiary which employed 
him. It was also felt that the grant of an 
option would instill in the optionee a feel- 
ing of being part of the entire Trans- 
america team and diminish the prospect of 
his leaving the family of companies. 


None of Occidental employees who made 
disqualifying dispositions in the years 
1967-70 was an employee of Transamerica; 
each was employed by Occidental on a 
full-time basis. In a few instances some of 
such Occidental employees were assigned 
incidental work that related directly to 
Transamerica’s affairs, or because of their 
particular field of expertise were called 
upon to advise the officers of Transamerica 
in such matters as investments, corporate 
acquisitions and speech writing; but the 
evidence does not indicate how much time 
any of these people devoted to these ac- 
tivities, nor does it indicate that there was 
any relationship between such services and 
the stock options. Various of Occidental’s 
employees also worked, sporadically, on 
projects or other matters related to the 
business of Transamerica’s other subsidiaries. 
Generally, the benefit that Transamerica 
derived from these services was derivative, 
through its ownership of the subsidiaries’ 
stock. Occidental paid the entire salaries 
of such employees, including those who oc- 
casionally rendered services to other com- 
panies within the corporate family, because 
their primary and predominant function 
was to perform and work for Occidental 
on a full-time basis. 


Discussion 

Plaintiff maintains that I. R. C. § 421(b) 
authorizes a deduction to a parent corpora- 
tion when an employee of a subsidiary who, 
after having purchased stock of the parent 
pursuant to an option received from the 
parent, sells the stock short of the holding pe- 
riod required by §§ 422(a) (1) or 424(a) (1). 
However, neither the provisions of § 421(b) 
nor the statements of Congressional intent 
in its legislative history supports plaintifi’s 
argument. 
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Section 421(b) provides: 


(b) Effect of disqualifying disposition.— 
If the transfer of a share of stock to an 
individual pursuant to his exercise of an 
option would otherwise meet the require- 
ments of section 422(a), 423(a), or 424(a) 
except that there is a failure to meet any 
of the holding period requirements of sec- 
tion 422(a) (1), 423(a) (1), or 424(a) (1), 
then any increase in the income of such 
individual or deduction from the income 
of his employer corporation for the tax- 
able year in which such exercise occurred 
attributable to such disposition, shall be 
treated as an increase in income or a 
deduction from income in the taxable 
year of such individual or of such em- 
ployer corporation in which such disposi- 
tion occurred. 


First, it may be noted that nothing in 
the language of subsection 421(b) deals with 
any deduction by any taxpayer other than 
an employer corporation. It does not men- 
tion or even assume the allowability of a 
deduction to the parent of the employer 
corporation. Second, it does not provide 
a deduction to any corporation. It merely 
states that if there is any increase in in- 
come of the individual or deduction from 
the income of an employer corporation at- 
tributable to the premature disposition of 
the stock by the individual, then such in- 
crease in income or deduction shall be 
treated as an increase or deduction in the 
year of disposition. In other words, it pre- 


“scribes the taxable year for the increase or 


deduction if it is otherwise allowable, and 
is not the source of the increase or deduc- 
tion treatment, which must be found in the 
general income and deduction sections. See 


hs Goass Ole andes lOc. 


The legislative history of the statutory 
provisions on employee stock options is 
fully consistent with and supports this con- 
struction of § 421(b). 


The definitive decision under the law in 
effect prior to the enactment of § 421 was 
Commissioner v. Smith [45-1 ustc 9187], 
324 U. S. 177, reh’g demed, [45-1 ustc { 9253] 
324 U. S. 695 (1945). The holding in Smith 
was that, when an employer gave to its em- 
ployee as compensation for services an op- 
tion to purchase shares of stock at a price 
not less than the then value of the stock 
and the option had no readily ascertainable 
value at that time, the 1939 Code predeces- 
sor of I. R. C. §61(a), including in gross 
income “compensation for * * * services,” 
was broad enough to include in taxable in- 
come in each year in which the employee 
acquired stock through the exercise of the 


q@ 9120 


87,078 


U.S. Tax Cases 


Transamerica Corp. v. U.S. 


option the amount of the difference between 
the option price and the then market value 
of the stock. Correlating income and de- 
ductions, the 1939 Code predecessor of 
§ 162, allowing an employer a deduction for 
“compensation for personal services” in 
carrying on a trade or business, was held 
to allow the employer a deduction for the 
difference between the market value of the 
stock and the option price at the time of 
exercise or transfer of the option by the 
employee. See Union Chemical & Materials 
Corp. v. United States [61-2 ustc 9734], 
155 Ct. Cl. 540, 296 F. 2d 221' (1961). 


The provisions of I. R. C. § 421(a) first 
appeared in 130A of the Internal Revenue 
Code of 1939, as added by the Revenue Act 
of 1950, c. 994, Title II, §218(a), 64 Stat. 
942. This section provided that if a share 
of stock is transferred to an individual pur- 
suant to his exercise of a restricted stock 
option, and no disposition of such stock 
is made by him within two years from the 
date of the granting of the option nor within 
6 months after the transfer of such share 
to him, no income shall result at the time of 
the transfer of such share to the individual 
upon his exercise of the option and no de- 
duction under 1939 Code §23(a) (the 
predecessor to I. R. C. §162(a)) shall be 
allowable at any time to the employer cor- 
poration of such individual or its parent or 
subsidiary corporation. However, while 


§ 130A was substantially equivalent to the. 


pertinent provisions of the current § 421(a), 
it contained no provision similar to § 421 
(b) relating to the consequences of a dis- 
qualifying disposition of the stock by the 
individual prior to the expiration of the 
prescribed minimum holding period. In- 
stead Congress indicated its intent and un- 
derstanding that the pre-existing law with 
respect to the income and deductions ap- 
plicable to the exercise of stock options 
would control. The Senate Finance Com- 
mittee report stated (S. Rep. No. 2375, 81st 
Cong., 2d Sess. 98, reprinted in 1950-2 C. B. 
483, 553): 

In the application of subsection (a) st 
section 130A if, within the period pre- 
scribed, the employee disposes of stock 
acquired under the option, the rules of the 

subsection respecting income of the em- 


Anconk 155 Ct. Ch 540, 296 F. 2d 221 


Section 421(b) was added to the em- 
ployee stock option provisions in 1954 as 
§ 421(£) of the new Internal Revenue Code. 
The legislative committees reaffirmed the 
Congressional intent that where the em- 
ployee disposed of his stock acquired 
pursuant to a restricted option prior 
to the expiration of the prescribed hold- 
ing period, the special treatment applicable 
to restricted stock options should be lost 
and the general provisions of law on income 
and deductions should control. However, 
since the application of the general prin- 
ciples required burdensome retroactive re- 
adjustment of the tax returns for the year 
in which the option was exercised, the pur- 
pose of the new subsection (now § 421 (b)) 
was to change the year of income increase 
or deduction to the current year of dis- 
position of the stock. The Senate Finance 
Committee report explained the matter as 
follows (S. Rep. No. 1622, 83d Cong., 2d 
Sess. 297, reprinted in 1954 U. S. Code Cong. 
& Ad. News 4621, 4936): 


The final change is found in subsec- | 
tion (f) and is intended to facilitate the 
administration of this section by making 
any necessary corrections in the year 
in which a premature disposition of 
stock acquired under a restricted stock 
option is made. Presently, when stock 
acquired under a restricted stock option 
is disposed of prior to 2 years from the 
date the option was granted or 6 months 
from the date the stock was acquired, the 
special treatment applicable to restricted 
stock options is lost. In these cases it 
has been necessary to open returns of 
the prior year of exercise in order to tax 
the employee and to allow the employer 
a deduction whenever permitted by law. 
This section is intended to make these 
adjustments more current.* 


As already noted, apart from § 421(a), the 
general provisions of the I. R. C. with 
respect to income and deductions for the 
transfer of stock to employees pursuant to 
the exercise of stock options, require that 
they be treated as any other employee com- 
pensation. Commissioner v. Lo Bue [56-2 
ustc f 9607], 351 U. S. 243 (1956); Commis- 
sioner v. Smith [45-1 ustc J 9187], 324 U.S. 
177, reh’g dented, [45-1 ustc 9253] 324 
U. S. 695 (1945); and Union Chemical & 
Materials Corp. v. United States [61-2 ustc 
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other employees of a corporation for serv- 
ices rendered by them to the corporation. 
Deputy v. DuPont [40-1 ustc 79161], 308 
U. S. 488 (1940); Young & Rubicam, Inc. v. 
United States [69-1 ustc J 9404], 187 Ct. Cl. 
635, 410 F. 2d 1233 (1969); Berner v. Umted 
States [60-2 ustc 997171, 151 Ct. Cl. 128, 
282 Fd. 2d 720 (1960). In DuPont, plaintiff, 
the owner of 16 percent of the stock of a 
large publicly owned corporation, sold 
shares of his own stock at book value to 
certain of its key executives to increase the 
efficiency of its management and to con- 
serve and enhance the value of his own 
stock. The court held that the cost to 
plaintiff of such a program was not deduct- 
ible by him as a business expense, because 
compensating the corporation’s employees 
was a corporate business expense and the 
law does “not permit any such blending of 
the corporation’s business with the busi- 
ness of its stockholders.” DuPont, 308 U. S. 
at 494. In Young & Rubicam, the court held 
that a parent corporation was not entitled 
to business expense deductions for salaries, 
bonuses, profit sharing and other sums paid 
to employees of its subsidiary corporations 
for services rendered primarily to the sub- 
sidiaries, as “[t]he general and indirect 
benefit which obviously inures to a parent 
corporation when one of its subsidiaries 
successfully performs its functions does not 
satisfy the requirements of section 162.” 
Young & Rubicam, 187 Ct. Cl. at 644, 410 
F. 2d at 1238. And in Berner, plaintiff, who 
owned 73 percent of the stock of a corpora- 
tion, was denied deduction as a business 
expense of the difference between market 
price and the option price at which he sold 
stock to key corporate executives and em- 
ployees of the company as an incentive for 
them to remain with the company and 
enhance the value of the plaintiff’s stock. 


In Anderson v. Commissioner [CCH Dec. 
34,164], 67 T. C. 522, 548-49, 551, aff'd per 
curiam on the basis of the opinion below, 
[78-2 ustc J 9708] 583 F. 2d 953 (7th Cir. 
1978), the Tax Court analyzed the proper 
treatment of a parent corporation’s transfer 
of its own stock to the employees of a 
subsidiary corporation, pursuant to options 
granted to such employees, as follows: 

[Wlere it not for section 421'(a)(2) the 
employer corporation would be entitled 
to a deduction for the “spread” between 
the option price and the fair market 
value of the stock at the time the option 
is exercised, even though the stock is 
stock of the employer corporation’s 
parent. This result is reached by the fol- 
lowing analogy of what is deemed to 
happen. 
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(a) The parent is deemed to have 
transferred to the subsidiary-employer an 
amount of cash equal to the spread be- 
tween the option price and fair market 
value of the stock at the date of exercise. 
This cash represents a contribution of 
capital by the parent and permits an in- 
crease in the basis in the subsidiary’s 
stock. 


(b) The subsidiary is deemed to pur- 
chase the parent’s stock needed to dis- 
tribute to the employees with the cash 
received from the parent plus its own 
funds in an amount equal to the option 
price. As a result of the transaction the 
parent has realized no income, [I. R.C.] 
sec. 1032, and the subsidiary has a basis 
in the parent’s stock equal to its fair 
market value (the purchase price). 


(c) The subsidiary is deemed to trans- 
fer the parent stock to its employees in 
return for services plus the option price. 
x oe xk 
The exercise [of the options by em- 
ployees of the subsidiaries] with respect 
to the parent’s stock triggers a capital 
transaction so far as the parent is con- 
cerned. The parent has incurred no true 
economic expense; it has simply invested 
additional funds in the form of its stock 
in the business of wholly owned sub- 
sidiary. 

Although Anderson dealt with qualified 
stock options, which, because of the pro- 
visions of § 421(a), were not deductible by 
the employer corporation in arriving at 
taxable income, the courts nevertheless had 
to determine which corporation was en- 
titled to reduce its earnings and profits for 
purposes of determining the amount avail- 
able as a source of taxable dividend distri- 
butions. Thus, the question at issue was 
sufficiently analogous to the one herein to 
be persuasive. In any event, this court 
believes the analysis to be correct. A parent 
corporation’s payment of its subsidiary’s 
business expense, whether in cash, in kind 
or in stock, is not an expense of the parent’s 
business, but a contribution to the capital 
of or additional investment in the subsidiary 
and an expense of the subsidiary. Southern 
American Gold & Platinum Co. v. Commis- 
sioner [CCH Dec. 15,856], 8 T. C. 1297, 
1302, aff'd per curiam, 168 F. 2d 71 (2d Cir. 
1948); Koppers United Co. v. Commissioner 
[CCH Dec. 13,206(M)], 2 T. C. M. (CCH) 
103, 107 (1943), aff'd per curiam [44-1 ustc 
7 9289], 141 F. 2d 1023 (3rd Cir., 1944); 
Esmond Mills v. Commissioner [43-1 ustc 
J 9237], 132 F. 2d 753, 756-57 (1st Cir. 1943). 


Plaintiff makes three arguments in sup- 
port of the deduction. First, it argues that 
because § 421(a) provides that where there 
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is a ier bie of stock to an individual pur- 
suant ‘to the exercise of a qualified or re- 
stricted stock option “no deduction under 
section 162 (relating to trade or business 
expenses) shall be allowable at any time to 
the employer corporation, a parent or sub- 
sidiary corporation of such corporation”, 
in the event the individual receives the 
stock of the parent corporation of his em- 
ployer and then makes a disqualifying dis- 
position of such stock, a deduction is 
allowable to the parent corporation. The 
principal difficulty with such argument is 
that nowhere in the statute is there any 
provision allowing a deduction to other 
than the employer corporation. Subsection 
421(b), which transfers the deduction from 
the year of exercise of the option to the 
year of disposition of the stock, allows the 
transferred deduction only to the employer 
corporation. Had Congress intended to al- 
low the deduction to a parent or subsidiary 
it could readily have said so. The refer- 
ence in § 421(a) to a parent or subsidiary 
was meant to give recognition to the fact 
that the employer’s stock may not be avail- 
able or useful for a stock option, such as 
when the stock is wholly owned by the par- 
ent or is not marketable. Therefore, it al- 
lows the employee to receive instead the 
stock of his employer’s parent or subsidiary 
without having to include its value in his 
income and correspondingly bars any de- 
duction by any corporation for it. As the 
Senate Committee stated at the time of the 
original enactment in 1950 (S. Rep. 2375, 
81st Cong. 2d Sess. 60, reprinted in 1950-2 
C. B. at 527): 


The benefits of this provision extend to 
cases where the employee of a parent 
corporation receives an option to pur- 
chase stock in a subsidiary and where 
the employee of a subsidiary receives an 
option to acquire stock in a parent cor- 
poration. 


No reason is given in the 1950 committee 
reports nor in the 1954 committee reports 
(when the predecessor of §421(b) was 
added) why Congress would have wanted 
to allow a deduction to the parent rather 
than to the employer corporation when the 

employee made a diyposition of the stock he 


(b) Effect of disqualifying disposition. 
(1) The disposition of a share of stock, 
acquired by the exercise of a statutory 
option before the expiration of the appli- 
cable holding period as determined un- 
der section 422(a)(1), 423(a)(1), or 
424(a)(1), makes section 421 inapplicable 
to the transfer of such share. The in- 
come attributable to such transfer shall 
be treated by the individual as income 
received in the taxable year in which 
such disposition occurs. Similarly, a de- 
duction under section 162 attributable to the 
transfer of the share of stock pursuant to 
the exercise of the option shall be allowable 
for the taxable year in which such disposi- 
tion occurs to the employer corporation, its 
parent or subsidiary corporation * * *, 
[Emphasis added.] 


Plaintiff argues that the emphasized por- 
tion of this section of the regulations con- 
cedes the availability of the deduction to 
the parent corporation in the event of a 
disqualifying stock disposition. 

However, in the light of the facts that 
nowhere in § 421) is there any provision 
allowing a parent corporation a deduction 
for a stock option paid as compensation to 
an employee of its subsidiary, that the tax 
law generally does not allow a deduction 
to a parent or controlling stockholder for 
compensation paid to the employee of a 
subsidiary for services rendered to the 
subsidiary, and that the legislative history 
of § 421 reveals no intent nor reason to 
allow such a deduction, it would take more — 
than an ambiguity in the regulation to be 
persuasive to the contrary. 


I do not find Treas. Regs. §1 A21-8(b) (1) 
to be unambiguously in favor of plaintiff’s 
construction. In context the regulation is a 
construction of I. R. C. §421(b). As al- 
ready pointed out, where there has been a 
disqualifying disposition of stock acquired 
pursuant to an option, §421(b) merely 
shifts the year of a deduction, which would 
otherwise be allowable therefor under § 162, 
from the year of the exercise of the option 
to the year of the disposition of the stock. 
Hence there is no occasion for the regula- 
tion under this section to designate the tax- 
payer which is entitled to the deduction. 
Furthermore, the regulation reaffirms that 
the deduction attributable to the disqualify- 
ing disposition of the stock ‘must ee allow- 
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corporation, the parent, or subsidiary is en- 
titled to it, the deduction is allowable only 
for the taxable year of the stock disposition 
and not the year of exercise of the option. 


Finally, plaintiff contends that the de- 
duction by Transamerica may be justified 
because the stock options were granted to 
the Occidental employees in the light of 
their value to Transamerica, giving them 
a stake in the company, and as an incentive 
for the continued performance of future 
services for Transamerica. 


However, the record does not support the 
notion that the stock options or any meas- 
urable portions of them were issued to the 
employees of Occidental for separable serv- 
ices performed or to be performed for 
Transamerica other than as employees of 
Occidental. They worked full-time for 
Occidental and their entire salaries were 
paid by Occidental. Indeed, plaintiff con- 
cedes that only some of the recipients of 
the stock options performed any services 
directly for Transamerica at all. The fact 
that the employees also benefitted Trans- 
america derivatively as the sole owner of 
Occidental does not made Transamerica’s 
costs of the exercise of the stock options its 
own expenses rather than contributions in 
aid of Occidental’s compensation expenses. 
In Young & Rubicam v. United States, the 
court stated (187 Ct. Cl. at 644, 410 F. 2d at 
1238): 

[P]laintiff must prove that the specific 

services performed by each of the [sub- 

sidiaries’] employees involved were for its 
direct and proximate benefit. The gen- 
eral and indirect benefit which obviously 
inures to a parent corporation when one 
of its subsidiaries successfully performs 
its functions does not satisfy the require- 

ments of section 162. 

Nor is it significant that the stock options 
were granted to give the employees a stake 
in the company or in contemplation of the 


employees future services rather than for 
what they had done in the past. When as- 
sets are transferred by an employer to an 
employee to secure better services in the 
future, it still represents a payment of 
compensation by the employer to the em- 
ployee, and it makes no difference that the 
compensation is paid in stock rather than 
in money. Commissioner v. Lo Bue, 351 
U. S. at 247; Union Chemical & Materials 
Corp. v. United States, 155 Ct. Cl. at 546, 
296 F. 2d at 224. Since there was no evi- 
dence that Occidental was not to continue 
to be the full-time employer of the em- 
ployees granted the Transamerica stock 
options, no evidence of the extent to which 
it could be reasonably forecast that they 
would perform other services directly for 
Transamerica and not for Occidental, and 
no evidence of any correlation between any 
such other services and the values of the 
stock options, it must be concluded that the 
options were still compensation for serv- 
ices performed and to be performed by the 
employees directly for Occidental and only 
indirectly or derivatively for the benefit of 
Transamerica. 


Plaintiff's real complaint appears to be 
that, during the years at issue, Internal 
Revenue Code §802(b) did not permit 
Occidental to deduct the compensation at 
issue in determining life insurance com- 
pany taxable income. But if this is so, it 
must be deemed a trade-off for other bene- 
fits allowed life insurance companies in 
computing their taxable income, and plain- 
tiff’s complaint should more properly be 
addressed to Congress rather than to the 
court. 


Conclusion 


For the foregoing reasons when all of 
the issues in this case have been decided, 
this claim will be dismissed. 


[7.9121] Henry G. Pugsley, Petitioner-Appellant v. Commissioner of Internal Reve- 
nue, Respondent-Appellee. Joseph T. Rezzonico, Petitioner-Appellant v. Commissioner of 


Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 11th Circuit, Nos. 84-8316, 84-8318, Non-Argument Calendar, 
1/2/85.—(749 F2d 691.) Affirming unreported Tax Court decision. 


[Code Secs. 6213 and 7502] 


Deficiencies: Notice: Mailed to last known address: Timeliness.—The court of 
appeals held that even if a notice of deficiency was not sent to the taxpayer’s last known 
address, he was not prejudiced because he received actual notice of the deficiency with 
ample time remaining to file a petition for redetermination. Also, two taxpayers’ petitions 
for redetermination of their tax deficiencies were not timely filed because they were 
delivered to and sent by private delivery services to the Tax Court after the 90th day 
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from the day the notices of deficiency were sent. Code Sec. 7502 provides that if any 
document that must be filed within a prescribed period is after that period “delivered 
by United States mail” to the office where it is to be filed, then the date of the United 
States postmark stamped on the cover in which the document is mailed “shall be deemed 
to be the date of delivery”; however, the court of appeals noted that Code Sec. 7502 clearly 
applies to postmarks made by the United States Postal Service and not to private post- 


marks made by delivery services. Therefore, the Tax Court properly dismissed the tax- 


payers’ cases for lack of jurisdiction. Back references: {] 5322.5218 and 5889.40. 


Scott McLarty, 191 E. Broad St., Athens, Ga. 30601, for petitioner-appellant. Glenn — 
L. Archer, Jr., Assistant United States Attorney, Michael Paup, Gilbert S. Rothenberg, 
Nancy Morgan, Department of Justice, Washington, D. C. 20530, Fred T. Goldberg, Chief 
Counsel, Robert R. Miscavich, Internal Revenue Service, Washington, D. C. 20224, for 
respondent-appellee. 

Before TyorLat, Hirt and ANpDerson, Circuit Judges. 


Per CurtAM: These two appeals arise notice of deficiency by mail if he determines 
from the tax court’s dismissal of the a deficiency in income tax. This notice 
taxpayers’ petitions for redetermination of “shall be sufficient” if mailed to the tax- 
income tax deficiencies. We affirm the dis- payer at his “last known address.” I. R. C. 
missals for lack of jurisdiction because the §6212(b)(1). Under section 6213(a), the 
petitions were filed after the expiration of taxpayer may file a petition for redetermi- 
the 90-day period permitted for filing such nation of the deficiency within 90 days after 
petitions. the notice of deficiency is mailed; and timely 

The facts in each case are undisputed. filing of such 2 petition is a jurisdictional 
On October 4, 1983, the Commissioner of Brctenusie fo ba suit in the tax court. 
Internal Revenue sent to appellant Pugsley esac Cee [58-1 eye 79129], 250 
a statutory notice of deficiency in income 2 0, 175 (Sth Cir. 1957). 


tax. This notice was addressed to Pugsley 
at a Tampa, Florida address, and was im- A. Last Known Address 
mediately forwarded to Pugsley at his cur- Pugsley contends that the notice of defi- 


rent address in St. Mary, Georgia, where ciency was not sent to his last known ad- 
he received the notice in ordinary course. dress, which caused a delay in his receipt 
On January 3, 1984. Pugsley’s attorney of such notice, and that the 90-day period 
delivered to a private delivery service, Fed- should thus be extended to allow him a full 
eral Express, a petition for redetermination 90 days from his actual receipt of the notice 
of the tax deficiency. This petition was in which to file his petition. We do not 
hand-delivered by Federal Express to the determine whether the notice was sent to 
tax court on the next day, January 4th. Pugsley’s “last known address,” ?* since even 
On October 11, 1983, the Commissioner if it was not, Pugsley was not prejudiced 
sent to appellant Rezzonico a similar notice because he “received actual notice of the 
of deficiency. On January 9, 1984, Rez- deficiency with ample time remaining to file 
zonico’s petition for redetermination of the a petition.” Mulvania v. Commissioner [CCH 
tax deficiency was given to Delta Dash, an- Dec. 40,285], 81 T. C. 65, 69 (1983). Thus, 
other private delivery service; and Delta the notice was effective from the date of 
Dash hand-delivered the petition to the tax mailing. Id.; see also Frieling v. Commis- 
court on January 10th. Both appellants’ sioner [CCH Dec. 40,284], 81 T. C. 42, 57 
petitions were dismissed by the tax court (1983) (notice effective if received without 
for lack of jurisdiction because the petitions prejudicial delay by taxpayer); Looper v. 
ae oor wee filed nee 90 days from oe Commissioner [CCH Dec. 36,723], 73 T. C. 
Meee eee eee ty) Were mDOL SC +600.609en a(19R0) mn suepestinethatewnere 
to them. veda ais 
the Commissioner sends a notice to the 
Discussion wrong address which the Post Office imme- 
tio 6212 (3) of the Internal eas Ms diately forwards to the taxpayer, the court 
Con to might Cosgiads that the 3 notice is ie valid). 
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(Be Timely Mailing as Timely Filing 


Section 7502 of the Internal Revenue Code 
provides that timely mailing of a document 
through the United States mails may be 
equivalent to timely filing of the document. 
Section 7502(a) provides that if any docu- 
ment which must be filed within a prescribed 
period is after that period “delivered by 
United States mail’ to the officer where it 
is to be filed, then the date of the United 
States postmark stamped on the cover in 
which the document is mailed “shall be 
deemed to be the date of delivery.” Section 
7502(b) states that “[t]his section shall ap- 
ply in the case of postmarks not made by 
the United States Postal Service only if 
and to the extent provided by regulations 
prescribed by the Secretary.” Appellants 
in these cases contend that their petitions 
were timely filed under section 7502 because 
they were delivered to private delivery 
services on the last day permitted for filing.” 


The language of section 7502 is “clear, 
explicit, and strictly limited.” Drake v. 
Commissioner [77-2 ustc J 9483], 554 F. 2d 
736, 738 (5th Cir. 1977). It is apparent from 


to Congress and not to the courts. 


the numerous references to “United States 
mail” in the statute and regulations* that 
section 7502 is intended to apply only to 
mail delivered by the United States Postal 
Service and not also to items delivered by 
a private delivery service. See Blank v. Com- 
massioner [CCH Dec. 37,720], 76 T. C. 400 
(1981). Appellants argue that it is inequi- 
table to deny them the protections of section 
7502, since private delivery services are 
usually quicker than the U. S. Postal Serv- 
ice in delivering documents; and since the 
dated receipts given by the private delivery 
services insure a minimal possibility of 
backdating documents to avoid a filing dead- 
line. They also argue that making section 
7502 inapplicable to private delivery services 
unfairly restricts competition in the delivery 
of documents. While these contentions may 
have some merit, they should be addressed 
It is 
clear that section 7502 does not apply when 
delivery of petitions is made by a private de- 
livery service rather than the U. S. Postal 
Service; * and thus the tax court’s dismissals 
of these cases for lack of jurisdiction are 
AFFIRMED. 


[7.9122] Sharon D. Welch, et al., Plaintiffs, Appellants v. United States of Amer- 


ica, Defendant, Appellee. 


U. S. Court of Appeals, Ist Circuit, No. 84-1131, 1/4/85—(750 F2d 1101.) Affirm- 


ing DC, 84-1 uste { 9205. 


[Code Secs. 6702 and 6703] 


Penalties, civil: Frivolous returns: Tax protestors.—The imposition of penalties for 
filing frivolous income tax returns was proper where individuals filed returns claiming 
war tax credits that were clearly unallowable. The taxpayers’ returns clearly fell within 
the scope of Code Sec. 6702. Code Sec. 6702 did not violate their First Amendment 
rights, the application of Code Sec. 6702 did not violate the Freedom of Information 
Act and the statute was not unconstitutionally vague. Back references: {5595G.40 and 
5596A.20. 


David L. Kelston, Nancy Gertner, Silverglate, Gertner, Baker, Fine, John Rein- 
stein, Civil Liberties Union, 88 Broad St., Boston, Mass., for plaintiffs-appellants. Wil- 
liam F. Weld, United States Attorney, Glenn L. Archer, Jr., Assistant Attorney General, 


2In Pugsley’s situation, the 90th day from Treas. Reg. § 301-7502-1(d)(1). It is obvious 


the mailing of the notice of deficiency fell on a 
federal holiday, so that his last day for filing 
(January 3rd) was actually the 91st day from 
the mailing of the notice. 

3 Treasury Regulation § 301.7502-1(a) provides 
that section 7502 ‘‘is applicable . . . only if the 
document is mailed in accordance with para- 
graph (c) of this section and is delivered in 
accordance with paragraph (d) of this section.’’ 
Paragraph (c) provides that the document must 
be ‘‘deposited with the domestic mail service of 
the U. S. Post Office.’’ Treas. Reg. § 301.7502-1 
(c) (1) (ii). Paragraph (d) states that ‘‘section 


7502 is not applicable unless the document is 


delivered by U. S. mail to the agency, officer, 
or office with which it is required to be filed.’’ 
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from the format of the regulations that these 
requirements are fully applicable in the § 7502 
(b) situation of ‘‘postmarks not made by the 
U. S. Postal Service.’”” Thus, § 7502(b) must 
refer to postmarks made by private postage 
meters on documents which thereafter are 
transported through the U. S. mail, and not 
to marks or notations made by private delivery 
services. See Blank v. Commissioner [CCH Dec. 
37,720], 76 T. C. 400, 405 (1981). 

4 We note that taxpayers have not completely 
lost their day in court, in that they can still 
pay the deficiency, file a claim for a refund, and 
file a suit for a refund if that claim is denied. 
See Drake v. Commissioner, 554 F. 2d at 739. 
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Michael L. Paup, Elaine F. Ferris, Gary R. Allen, Department of Justice, Washington, 


D. C. 20530, for defendant-appellee. 


Before CAMPBELL, Chief Judge, BOwNES, Circuit Judge, and Prrez-GIMENEz,* District 


Judge. 


PEREZ-GIMENEZ, District Judge. This is an 
appeal from an order of the United States 
District Court for the District of Massachu- 
setts, dismissing with prejudice plaintiffs’ 
tax refund suit because the complaint 
failed to state a claim upon which relief 
could be granted. The appeal presents 
questions about the constitutionality of a 
new tax statute, 26 U. S. C. §6702,* and 
about the legality of the procedures em- 
ployed by the IRS in assessing and im- 
posing the penalty provided therein. For 
the reasons stated herein, we affirm the 
order of the district court. 


Te 


The relevant facts may be summarized 
as follows. Plaintiff taxpayers (Sharon S. 
Welch, Larry Goldsmith and Christopher 
J. Lenney) each filed a 1982 federal income 
tax return (Form 1040) on which the amount 
of his or her reported, total tax liability 
was reduced by a credit claimed on line 
48,7 which represented an estimate of the 
proportion of taxes to be expended by the 
United States Government for military 
purposes. Taxpayer Welch claimed a “war 
tax credit” in the amount of $1250 on line 
48 of her return and attached a letter to the 
return stating that because of her opposi- 
tion to war and her religious faith she 
could not help finance the production and 
deployment of nuclear and conventional 


* Of the District of Puerto Rico, sitting by 
designation. 

1 Section 6702 provides: 

(a) Civil penalty.—If— 

(1) any individual files what purports to be 
a return of the tax imposed by subtitle A but 
which— 

(A) does not contain information on which 
the substantial correctness of the self assess- 
ment may be judged, or 

(B) contains information that on its face 
indicates that the self-assessment is substan- 
tially incorrect; and 

(2) the conduct referred to in paragraph (1) 
is due to— 

(A) a position which is frivolous, or 

desire (which appears on the purported 
Oo GeINy. or Sore the administration 


weapons. Welch thus claimed the war tax 
credit of $1250, “a figure that represents 
the 52% of our taxes that goes to the mil- 
itary,’ stating that she would donate her 
refund to a non-profit charitable organiza- 
tion. Taxpayer Goldsmith claimed’a credit 


~ of $251.32 on line 48 of his return for al- 


leged “government war crimes.” Attached 
to Goldsmith’s return was a letter stating 
that “[a]s an act of protest against U. S. 
Militarism, I am deducting the 61 percent 
‘war tax’ from my 1982 federal income 
tax,” and requesting that the balance of his 
income tax be put to peaceful uses. Tax- 
payer Lenney claimed a “war tax credit” 
of $490.50 on line 48 of his return, stating 
that the same was “[n]Jot a legitimate ex- 
pense, but a refusal to pay for a suicidal 
arms race which threatens all earthly life. 
Reduces tax by 50%.” Lenney also at- 
tached a letter to his return explaining that 
the credit claimed on line 48 represented 
his opposition to the expenditure of tax 
dollars on nuclear weapons. Since in each 
case the return reported withholding in 
an amount that exceeded the total tax 
liability reported on line 59 of Form 1040, 
each of the taxpayers claimed a refund on 
line 69 of his or her return. Welch claimed 
a refund in the amount of $1795.12, Gold- 
smith claimed a refund in the amount of 
$360.06, and Lenney claimed a refund in 
the amount of $493.46. 


Instructions booklet for a description of the 
eredits which could be claimed thereunder. 
Those credits were (a) the alcohol fuel credit 
for straight alcohol at retail or used as fuel 
in a trade or business (Internal Revenue Code, 
Section 44E); (b) the credit for producing fuel 
from a nonconventional source (IRC, Section 
44D); and (c) the credit for research and 
experimental expenditures paid or incurred in 
carrying on a trade or business (IRC, Section 
44F). 

3 Each taxpayer would have been, in any 
event, entitled to a refund because the amount 
of employer withholding exceeded the total tax 
liability in each case as computed through line 
40 of their returns. 
due at $2,040.00 and stated her taxes withheld 
as $2,945.12. She thus would have been en- 
titled to a refund of $905.12. Goldsmith com- 
puted his eg due at Fis and stated his 


Welch computed her taxes 
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In August 1983, the Internal Revenue 
Service (“IRS”) assessed a $500 penalty 
against each of the taxpayers pursuant to 
Section 6702 of the Internal Revenue Code 
of l954 (SUR GA). 26;.U,.S. C. § 6702, for 
filing “frivolous” income tax returns. Each 
of the taxpayers thereafter paid 15 percent 
of the penalty ($75) and filed a request 
for a refund of this money and abatement 
of the remainder of the penalty with the 
IRS pursuant to 26 U. S. C. § 6703(c)(1).4 
When the IRS denied the taxpayers’ 
claims, they brought this suit for refund 
in the district court pursuant to 26 U. S. C. 
§ 6703(c)(2) to challenge the imposition of 
the $500 civil penalty assessed against them 
by the IRS.° Taxpayers claimed in the 
complaint that Section 6702 does not ap- 
ply to the returns that they filed and that 
the penalty was assessed and collected in 
violation of the Administrative Procedure 
Act, 5 U.S, C. §§ 552 and 706(1)\()) “in 
that it is based on agency guidelines that 
have not been published in the Federal 
Register.” In the alternative, if the statute 
had been properly applied to them, tax- 
payers urged that Section 6702 violates 
their First Amendment rights of freedom 
of expression, freedom of religion, freedom 
to petition the government for redress of 
grievances, and freedom of conscience; and 
that Section 6702 violates their Fifth 
Amendment right to due process, because 
the statute is unconstitutionally vague and 
arbitrary, and to equal protection of the 
laws, because it subjects: them to a penalty 
not imposed on other similarly situated in- 
dividuals. 


The Government moved the district 
court to dismiss the complaint with preju- 


dice on the ground that the complaint 
failed to state a claim upon which relief 
could be granted. F. R. Civ. P. 12(b)(6).§ 
The district court granted the Govern- 
ment’s motion to dismiss sustaining the 
constitutionality of the penalty provision 
and holding that the statutory conditions 
for imposition of the penalty were satis- 
fied. Specifically, the district court held 
(1) that Section 6702 applies to the returns 
filed by the taxpayers herein; (2) that the 
statute did not penalize them for the ex- 
pression of political, moral or religious 
beliefs, but for filing legally incorrect re- 
turns which showed reduced taxes due be- 


' cause of the taxpayers’ claims for unallow- 


able credits; (3) that the statute is neither 
vague nor overbroad; (4) that the assess- 
ment of a Section 6702 penalty does not 
implicate any due process or equal protec- 
tion rights; and (5) that the assessment 
of the penalty against the taxpayers herein 
was not based on secret agency guide- 
lines. The district court thus concluded 
that the assessment of the penalty against 
the taxpayers was based on a statute 
enacted by Congress which is rationally 
related to a legitimate governmental in- 
terest, namely, to deter the filing of legally 
incorrect tax returns, and dismissed tax- 
payers’ suit. This appeal followed. 


LT. 


On appeal, the taxpayers claim that the 
district court erred in dismissing three of 
their claims, to wit: (1) that Section 6702 
violates their First Amendment rights to 
freedom of speech, free exercise of religion 
and the right to petition the government 
for the redress of grievances; (2) that the 


4Section 6703(c)(1) provides, in pertinent 
part: 

(c) Extension of Period of Collection Where 
Person Pays 15 Percent of Penalty.— 

(1) In general.—If, within 30 days after the 
day on which notice and demand of any pen- 
alty under section 6700, 6701, or 6702 is made 
against any person, such person pays an amount 
which is not less than 15 percent of the amount 
of such penalty and files a claim for refund of 
the amount so paid, no levy or proceeding in 
court for the collection of the remainder of 
such penalty shall be made, begun, or prose- 
cuted until the final resolution of a proceeding 
begun as provided in paragraph (2).... 

5 Section 6703(c)(2) provides: 

(2) Person must bring suit in district court 
to determine his liability for penalty.—If, 
within 30 days after the day on which his 
claim for refund of any partial payment of any 
penalty under section 6700, 6701, or 6702 is 
denied (or, if earlier, within 30 days after the 
expiration of 6 months after the day on which 
he filed the claim for refund), the person fails 
to begin a proceeding in the appropriate United 
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States district court for the determination of 
his liability for such penalty, paragraph (1) 
shall cease to apply with respect to such pen- 
alty, effective on the day following the close 
of the applicable 30-day period referred to in 
this paragraph. 

6 Concurrently with the complaint, plaintiffs 
filed copies of their 1982 income tax returns 
and other materials, and both the defendant 
in its motion to dismiss and the district court 
in its memorandum opinion made reference to 
said materials. It has been held that materials 
filed concurrently with the complaint are suffi- 
cient to convert the motion to dismiss into one 
for summary judgment. General Guaranty In- 
surance Co. Vv. Parkerson, 369 F. 2d 821 (5th 
Cir. 1966). See also, 5 Wright & Miller, Fed- 
eral Practice and Procedure: Civil § 1366 note 
62 and cases cited therein. 

Thus, the government’s motion to dismiss for 
failure to state a claim was effectively con- 
verted into a motion for summary judgment 
because matters outside the pleadings were 
presented to and accepted by the district court. 
See Fed. R. Civ. P. 12(b). { 
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application of the statute to their returns 
violates the Freedom of Information Act; 
and (3) that the statute is unconstitution- 
ally vague. Before we address taxpayers’ 
contentions, we believe that we should ad- 
dress the question whether Section 6702 
was properly applied to taxpayers’ returns. 
Although taxpayers did not include this as 
one of the questions presented for review, 
we agree with the Government that the 
taxpayers appear, at various points in their 
brief, to have renewed their contention be- 
low that their returns do not fall within 
the scope of Section 6702. 


A. Applicability of Section 6702 


Section 6702 of the Internal Revenue Code 
of 1954, applicable with respect to returns 
filed after September 3, 1982, was enacted 
as part of the Tax Equity and Fiscal 
Responsibility Act of 1982 (“TEFRA”), 
Pub. L. No. 97-248, 96 Stat. 324, in order 
to improve compliance with the federal tax 
laws. See, S. Rep. No. 494, 97th Cong., 2d 
Sess. 74, 277, reprinted in 1982 U. S. Code 
Cong. & Ad. News 781, 1023-25. The pro- 
vision was enacted in response to the “rapid 
growth in deliberate defiance of the tax 
laws by tax protestors.” As the Senate 
Finance Committee explained: 


[t]he committee is concerned with the 
rapid growth in deliberate defiance of the 
tax laws by tax protestors. The Internal 
Revenue Service had 13,600 illegal protest 
returns under examination as of June 30, 
1981. Many of these protestors are in- 
duced to file protest returns through the 
criminal conduct of others. These ad- 
visors frequently emphasize the lack of 
any penalty when sufficient tax has been 
withheld from wages and encourgae 
others to play the “audit lottery.” The 
committee believes that an immediately 
assessable penalty on the filing of pro- 
test returns will help deter the filing of 
such returns, and will demonstrate the 
determination of the Congress to main- 
tain the integrity of the income tax 
system. 


S. Rep. No. 494, supra, at 277, reprinted in 
1982 U. S. Code Cong. & Ad. News at 
1023-24. The congressional draftsmen of 
Section 6702 noted that, under existing 
law, a taxpayer who files a protest return 
was potentially subject to other civil pen- 
alties, such as the penalty for failure to 
file under IRC Section 6651(a), the 5 per- 
cent negligence penalty under IRC Section 
6653(a) and the penalty for fraud under 
IRC Section 6653(b). However, the drafts- 
men concluded that limitations in the 
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amounts of such penalties, as well as the 
delays in their imposition, had rendered 
those penalties ineffective as deterrents to 
the filing of tax protest returns. 


Thus, to protect the “integrity of the 
income tax system” Congress added Section 
6702 to the Internal Revenue Code, which 
provides for the immediate assessment of a 
civil penalty of $500 against taxpayers fil- 
ing tax protest documents. The Section 
6702 penalty can be imposed upon any 
taxpayer who (1) files a purported return 
that fails to contain information from which 
the correctness of the reported tax liability 


can be determined or that clearly indicates 


that the tax liability shown is substantially 
incorrect, Section 6702(a)(1), and (2) does 
so in furtherance of a frivolous position or 
a prima facie intent to delay or impede the 
administration of the federal income tax 
laws. Section 6702(a)(2). According to the 
Senate Finance Committee Report, the pen- 
alty is intended to attack a great variety 
of tax protest activities. Specifically, the 
Committee emphasized in its report that 


the penalty could be imposed against any 
individual filing a “return” showing an 
incorrect tax due, or a reduced tax due, 
because of the individual's claim of a 
clearly unallowable deduction, such as a 

. . “war tax” deduction under which the 
taxpayer reduces his taxable imcome or 
shows a reduced tax due by that indwidual’s 
estimate of the amount of his taxes going 
to the Defense Department's budget, etc. 


S. Rep. No. 494, supra, at 278, reprinted in, 
1982 U. S. Code Cong. & Ad. News at 1024. 


Turning to the case at bar, we cannot 
escape the conclusion that, in light of the 
above cited legislative history and the plain 
language of the statute, there can be no 
doubt that the 1982 returns filed by the 
plaintiff taxpayers fall clearly within the 
scope of Section 6702, t.e., that the tax- 
payers’ “actions are precisely those that 
Congress intended the statute to reach.” 
Franklet v. Umted States [84-1 ustc J 9151], 
578 F. Supp. 1552, 1554-55 (N. D. Cal. 
1984) (a Section 6702 “war tax” case). Ac- 
cord, Drefchinski v. Regan [84-2 ustc { 9924], 
589 F. Supp. 1516 (W. D. La. 1984); Harper 
v. United States [84-2 ustrc $9920], 587 F. 


Supp. 1056 (E. D. Pa. 1984). But see, Jen- 


ney v. United States, 581 F. Supp. 1309 
(C. D. Cal. 1984) (district court held that 
the taxpayers’ self-assessment was not in- 
correct where the tax liability was reduced 
by a “conscience deduction’”—similar to the 
“war tax” credits claimed by taxpayers 
herein—because the taxpayers had attached 
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a letter to their return which stated what 
the correct amount of tax would have been 
had they not claimed the deduction). To 
begin with, each of the taxpayers reduced 
the amount of his or her total tax liability 
reported on their returns by claiming a 
“war tax” credit in the amount of 52 per- 
cent, 61 percent or 51 percent of his or her 
total tax liability. By claiming said “war 
tax” credits, taxpayers represented that 
they owed less than their actual tax liability 
and that they were entitled to a refund 
considerably larger than that owed them. 
We believe that Judge Schwarzer’s words 
in Franklet, 578 F. Supp., at 1555, to the 
effect that “[w]hatever other meaning may 
be attributed to the term ‘self-assessment,’ 
it clearly includes a taxpayer’s representa- 
tions on the return as to the tax due or 
refund claimed,” are plainly applicable to 
the returns at issue in this case. Each of 
the returns filed by the taxpayers herein 
was incorrect in its statement of allowable 
credits, the total tax liability and the amount 
to be refunded. Therefore, since taxpayers’ 
returns showed a “reduced tax due be- 
cause of the [taxpayers’] claim of a clearly 
unallowable deduction,”* they plainly con- 
tain information that on its face indicates 
that the self-assessments are substantially 
incorrect,” and satisfy Section 6702(a) (1) (B). 


Furthermore, taxpayers’ 1982 income tax 
returns also satisfy the second criteria for 
imposition of the Section 6702 penalty. The 
incorrectness of taxpayers’ returns results 
here from their adoption of positions which 
are “frivolous” within the meaning of the 
statute, i.¢., that their total tax liability 
could be reduced by their estimate of the 
amount of their taxes that would be used 
for military purposes. It is a well estab- 
lished principle of tax law that deductions 
and credits are a matter of legislative grace, 
and unless Congress provides for a deduc- 
tion or a credit in the law, it is not allow- 


™ Although taxpayers admit in their brief that 
the Senate Finance Committee Report is clear 
in expressing the intent to penalize ‘‘protest 
returns’ containing unallowable deductions, 
they seem to suggest that a distinction should 
be drawn between unallowable deductions and 
unallowable credits. Appellants’ brief, at 42 
and note. However, the same report makes it 
clear that deductions and credits are to be 
given identical treatment under Section 6702. 
In singling out ‘‘war tax’’ claims as an example 
of the kind of frivolous position that would 
warrant imposition of the Section 6702 penalty, 
the Committee expressly indicated that it would 
apply to a return that claims a ‘‘ ‘war tax’ 
deduction under which the taxpayer réduces his 
taxable income or shows a reduced tax due by 
that individual’s estimate of the amount of his 
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able. New Colonial Ice Co. v. Helvering [4 
ustc 1292], 292 U. S. 435, 440 (1934). 
There is no provision in the Internal Reve- 
nue Code that provides a credit or deduc- 
tion based on a taxpayer’s disagreement 
with the uses to which tax payments. will 
be put. So, basically, since taxpayers can 
point to no provision in the Code that pro- 
vides for a “war tax’ credit, they are 
not entitled to such a credit.* 


Moreover, a long and unbroken line of 
cases has established that such “war tax” 
claims are impermissible and can be dis- 
allowed. See, e..g., Lull v. Commissioner 
[79-2 ustc J 9475], 602 F. 2d 1166 (4th Cir. 
1979), cert. denied, 444 U. S. 1014 (1980); 
Graves v. Commissioner [78-2 ustc { 9590], 
579 F. 2d 392, 393-94 (6th Cir. 1978), cert. 
denied, 440 U. S. 946 (1979); First v. Com- 
missioner [77-1 ustc 9104], 547 F. 2d 45, 
46 (7th Cir. 1976) (per curiam) ; Antenrieth 
v. Cullen, 418 F. 2d 586, 588-89 (9th Cir. 
1969), cert. demed, 397 U. S. 1036 (1970). 
In a recent opinion, the United States Su- 
preme Court laid to rest whatever possible 
remaining basis there might have been for 
claiming that tax liability could be reduced 
because of a sincerely held, conscientious 
objection to the uses to which taxes are put. 
See, United States v. Lee [82-1 ustc J 9205], 
455 U. S. 252 (1982). In the: Lee case, a 
member of the Old Order Amish sought to 
avoid the payment of social security taxes 
on the basis of his religiously based oppo- 
sition to the social security system. In that 
case, as in the one at bar, there was no 
question raised as to the sincerity of the 
taxpayer’s religious convictions. However, 
the court held that “religious belief in con- 
flict with the payment of taxes affords no 
basis for resisting the tax,” 455 U. S. at 
260, in view of the important public interest 
in maintaining a sound tax system. In 
reaching its conclusion, the court expressed 
some thoughts which we deem particularly 


taxes going to the Defense Department budget. 

..”’ §S. Rep. No. 494, supra, at 278, reprinted 
in 1982 U. S. Code Cong. & Ad. News at 1024 
(emphasis added). Accordingly, the ‘“‘self- 
assessment’’ is incorrect within the meaning of 
Section 6702 regardless of whether the taxpayer 
has claimed a ‘‘war tax’’ deduction or a ‘‘war 
tax’’ credit. See, e.9., Franklet v. United 
States, supra, in which several of the plaintiff 
taxpayers had claimed ‘‘war tax’’ deductions 
whereas others claimed ‘‘war tax’’ credits, and 
the district court sustained the imposition of 
the Section 6702 penalty against all of them. 

8 We also note here that taxpayers claimed 
their ‘‘war tax’’ credits on line 48 of their 
returns, a line which called for entirely differ- 
ent credits. See note 1, supra. 
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applicable to the instant case. The court B. First Amendment Claims 
stated, albeit in dicta, that: Taxpayers argue that Section 6702 


.. It would be difficult to accommodate 
the comprehensive social security system 
with myriad exemptions flowing from a 
wide variety of religious beliefs. ... There 
is no principled way .. . to distinguish 
between general taxes and those imposed 
under the Social Security Act. If, for 
example, a religious adherent believes 
war is a sin, and if a certain percentage 
of the federal budget can be identified as 
devoted to war-related activities, such 
individuals would have a similarly valid 
claim to be exempt from paying that 
percentage of the income tax. The tax 
system could not function if denominations 
were allowed to challenge the tax system 
because tax payments were spent in a man- 
ner that violates their religious belief. 


Id., (emphasis added) (citing Lull v. Com- 
missioner, supra; Autenrieth v. Cullen, supra). 
The Supreme Court thus made it clear that 
a taxpayer cannot avoid payment of income 
taxes based on his conscientious opposition 
to war or defense spending. 


Finally, any lingering doubt as to whether 
Congress intended the Section 6702 penalty 
to apply to claims like the taxpayers’ bid 
for “war tax” credits, is dispelled by the 
legislative history quoted above. See, su- 
pra, p. 8. As previously noted, such “war 
tax” claims were specifically identified by 
the Senate Finance Committee as examples 
of the type of frivolous objection to the tax 
laws that would warrant the imposition of 
the penalty. S. Rep. No. 494, supra, at 278, 
reprinted in 1982 U. S. Code Cong. & Ad. 
News at 1024. 


Thus, it is clear that by claiming such a 
patently improper credit, and thereby re- 
ducing their total tax liability, each of the 
taxpayers plainly filed a return containing 
“information that on its face indicates that 
the self-assessment is substantially incor- 
rect,” Section 6702(a)(1)(B), and did so in 
furtherance of “a position which is frivo- 
lous”, Section 6702(b)(2)(A). Taxpayers’ 
returns fall squarely within the scope of 
Section 6702. Accord Drefchinski v. Regan, 
supra; Harper v. United States, supra; Frank- 
let v. United States, supra. We will review 
mow taxpayers’ challenges to the imposition 
of the penalty based on the First Amend- 
ment, the Freedom of Information Act and 
the doctrine of vagueness. 


® First Amendment challenges to Section 6702 
have been consistently rejected by the courts. 
See, ¢.9., Franklet v. United States, 578 F. 
Supp. at 1556-57; Drefchinski v. Regan, 589. 
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abridges their First Amendment freedoms 
of speech and religion and their right to 
petition the government for a redress of 
grievances.” In essence, taxpayers allege 
that the Section 6702 penalty was imposed 
against them solely for having incorporated 
into their 1982 income tax returns a written 
protest against the government’s military 
expenditures, 7. e., for using their tax forms 
to express to the government their dis- 
senting opinions on war and nuclear weapons. 
Thus, they maintain that the Section 6702 


penalty imposes a burden on _ political 
speech and the beliefs _underlying that 
speech. 


We agree with the district court that 
taxpayers were not penalized for expressing 
their political, moral or religious beliefs 
on their returns, or for attaching letters to 
their returns stating their opposition to 
military spending. Instead, as we explained 
above, the Section 6702 penalty was assessed 
against them simply because they filed re- 
turns containing substantially incorrect self- 
assessments based on clearly unallowable 
credits for “war taxes”. Accord Drefchinski 
v. Regan, 589 F. Supp. at 1526. In other 
words, the penalty was imposed because 
taxpayers’ conduct failed to comply with 
the requirement of the federal tax laws 
that they properly report their tax 
liability in accordance with the applicable 
provisions of the Internal Revenue Code. 


As the Government correctly stated in 
its brief, noncompliance with the federal 
tax laws is conduct that is afforded no 
protection under the First Amendment. 
See, United States v. Malinowski [73-1 ustc 
79199], 472 F. 2d 850, 857-58 (3d Cir.), 
cert. dened, 411 U. S. 970 (1973). Accord 
Franklet v. United States, 518 F. Supp. at 
1557 (“Plaintiffs attempt to transform a 
sincere belief in the moral rectitude of their 
vision of what the polity should be into 
absolution of flouting the laws of the polity 
that exists is not shielded by the First 
Amendment”). In Malinowski, the taxpayer 
claimed exemptions to which he was not 
entitled in order to protest military spend- 
ing in connection with the Vietnam War. 
Malinowski was charged with the criminal 
offense of willfully supplying false or 
information to his employer, 
despite the fact that he had notified his 
F. Supp. at 1524-27; Harper v. United States, 
587 F. Supp. at 1058; Bearden v. Commissioner 


[84-1 usre J 9264], 575 F. Supp. 1459 (D. Utah 
1983) 5 7 
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employer of the political basis for the 
claimed exemptions. The taxpayer argued 
as a defense that his conduct constituted 
symbolic speech that could not be criminally 
penalized because it was protected by the 
First Amendment. The Court of Appeals 
for the Third Circuit rejected said defense 
stating: 
To urge that violating a federal law 
which has a direct or indirect bearing 
on the object of the protest is conduct 
protected by the First Amendment is 
to endorse a concept having no precedent 
in any form of organized society where 
standards of societal conduct are 
promulgated by some authority. : 
Thus posited, appellant’s First Amend- 
ment argument is but a suggestion that a 
member of society can be absolved of the 
responsibility for obeying a given law... 
if he can prove a sincere, abiding, and 
good faith objection to the direct or in- 
direct object of that law. Such a position 
represents a feeble effort to emasculate 
basic principles of civil disobedience, 
and, simply stated, is invalid. Here, the 
actor wants the best of both worlds; to 
disobey, yet be absolved of punishment 
for disobedience. 


Malinowski, 72 F. 2d at 857. 


Moreover, even if taxpayers’ ‘attempts 
to reduce their taxes were treated as expres- 
sive activity protected by the First 
Amendment, it is clear that the necessities 
of maintaining a sound revenue system 
raise a compelling governmental interest 
adequate to override this fundamental 
right. See United States v. Lee, 455 U. S. 
at 259-60; Umited States v. Malinowski, 472 
F. 2d at 857-58; Autenrieth v. Cullen, 418 
F. 2d at 588-89; Franklet v. United States, 
578 F. Supp. at 1556; Drefchinski v. Regan, 
589 F. Supp. at 1526; Harper v. United States, 
587 F. Supp. at 1058. In situations like the 
one at bar, where “speech” and “non- 
speech” elements are combined in the same 
course of conduct, the Supreme Court of 
the United States has held that “a suf- 
ficiently important governmental interest 
in regulating the non-speech element can 
justify incidental limitations on First 
Amendment freedoms.” United States v. 
O’Brien, 391 U. S. 367, 376 (1968). Under 
O’Brien, a statute is sufficiently justified if 
(1) it is within the constitutional power of 
the Government; (2) it furthers an im- 
portant or substantial governmental inter- 
est; (3) the governmental interest is 
unrelated to the suppression of free ex- 
pression; and (4) the incidental restriction 
on alleged First Amendment freedoms is 
no greater than is essential to the furtherance 
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of that interest. 391 U. S. at 377. We find 
that Section 6702 meets all of these require- 
ments, and consequently, that taxpayers can 
be constitutionally penalized under it. 


First, there is no doubt that Section 
6702 falls squarely within the Government’s 
power to lay and collect taxes on income 
under the Sixteenth Amendment. Second, 
the interests served by Section 6702 are 
important and substantial. The statute’s 
legislative history, quoted extensively 
above, demonstrates that Congress was con- 
cerned with the substantial and growing 
interference with the effective functioning 
of the revenue system created by frivolous 
tax returns such as the ones at bar. See, 
S. Rep., supra, at 277, reprinted in 1982. 
U. S. Code Cong. & Ad. News at 1023-24. 
There can be no doubt that “the broad 
public interest in maintaining a sound tax 
system is of ...a high order.” United States 
v. Lee, 455 U. S. at 260. This interest 
in preserving the integrity of the income 
tax system is similar to the interest in a 
smoothly functioning system for raising 
armies, which the Supreme Court found to 
be compelling in O’Brien. 391 U. S. at 
377-81. Third, while the legislative history 
of Section 6702 reveals that Congress was 
concerned with the increasing number of 
“tax protest” returns being filed, the under- 
lying concern was that increased filing of 
frivolous returns would jeopardize the tax 
collection system and is thus unrelated to 
suppression of free speech. Cf. O’Brien, 391 
U. S. at 385-86. Finally, Section 6702 is 
narrowly drawn to further the govern- 
mental interest without unnecessary in- 
trusion on freedom of expression. The 
penalty applies only to the particular non- 
communicative aspect of taxpayers’ conduct 
that threatens the integrity of the income 
tax system, t.e., the filing of “protest tax” 
returns containing improper and unallow- 
able credits. Cf. O’Brien, 391 U. S. at 
381-82. Moreover, “Section 6702 provides 
a modest and closely focused deterrent 
against precisely the behavior Congress 
legitimately sought to deter and does not 
inhibit resort to other more direct and 
effective avenues of expression.” Franklet 
v. Umited States, 578 F. Supp. at 1557. 
Taxpayers, for example, remain free to 
express their objections to the collection 
of taxes for military spending by attaching 
a letter of protest to their returns, as they 
did in this case. Section 6702, therefore, 
does not deprive the taxpayers of their 
right to free speech guaranteed by the First 
Amendment. 
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Taxpayers’ contention that the Section 
6702 penalty impermissibly burdens their 
First Amendment right to the free exercise 
of religion also fails. As discussed above, 
the Supreme Court has held that the neces- 
sities of revenue collection under statutes 
of general applicability raise governmental 
interests sufficiently compelling to out- 
weigh the free exercise rights of those who 
find the tax objectionable on bona fide 
religious grounds. United States v. Lee, 
455 U. S. at 260 (“[b]Jecause the broad 
public interest in maintaining a sound tax 
system is of such a high order, religious 
beliefs in conflict with the payment of 
taxes affords no basis for resisting the 
tax”). Thus, taxpayers’ religious beliefs 
cannot excuse them from their responsibility 
to represent their tax liability in accordance 
with positions having legal merit. Section 
6702 does not violate taxpayers’ right to 
freedom of religion guaranteed by the First 
Amendment. 


Finally, taxpayers’ claim that Section 
6702 violates the right to petition the gov- 
ernment for redress of grievances guaranteed 
to them by the First Amendment is also 
meritless. Regarding this claim, we believe 
that it is sufficient to point out that penaliz- 
ing an individual who seeks to claim frivo- 
lous tax deductions in no way hinders that 
individual from complaining to any govern- 
ment official about the way those taxes are 
spent. See, e.g., Cupp v. Commissioner [CCH 
Dec. 33,459], 65 T. C. 68, 83-84 (1975), 
aff'd 559 F. 2d 1207 (3d Cir. 1977). Section 
6702 does not preclude taxpayers from ex- 
pressing their views to the IRS or other 
agencies of the Executive Branch, to the 
Legislative Branch or to the Judicial Branch. 
We now turn to taxpayers’ claims based on 
the Freedom of Information Act (FOIA). 


C. Freedom of Information Act Claim 


Taxpayers next argue that the IRS im- 
permissibly relied on unpublished or other- 
wise publicly unavailable interpretative 
guidelines in assessing the Section 6702 
penalty against them, in violation of the 


272Qn one hand, the Act requires in Section 
552(a)(1)(D) publication in the Federal Register 
of ‘‘substantive rules of general applicability 
as authorized by law, and statements of general 
policy or interpretations of general applicability 
formulated and adopted by the agency.’ On 
the other hand, in Section 552(a)(2) avail- 
ability for public inspection, not publication, 
is required for ‘‘those statements of policy and 
interpretations which have been adopted by the 
agency and are not published in the Federal 
Register,’’ § 552(a)(2)(B), and for ‘‘adminis- 
trative staff manuals and instructions to staff 
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Freedom of Information provisions of the 
Administrative Procedure Act (“APA”), 
specifically 5 U. S. C. §552(a)(1)(D) and 
§ 552(a)(2).° Taxpayers allege that if the 
IRS had disclosed the purported interpreta- 
tive guidelines for Section 6702, they would 


have been on notice as to what the law 


required and could have chosen to conform 
their tax returns thereto. Consequently, 
taxpayers urge that the alleged violation 
of the publication and/or public availability 
requirements of the FOIA renders Section 
6702 inapplicable as to them and requires 
rescission of the penalty imposed against 
them. 


Taxpayers’ FOIA claim has no merit in 
this case. Here, as in Franklet v. United 
States, the “assessment of the [Section 
6702] penalty on [taxpayers] is no more 
than the direct application of the plain 
terms of the statute supported by unambig- 
uous legislative history.” 578 F. Supp. at 
1558. As we demonstrated above, the as- 
sessment was made against the taxpayers 
simply because they filed 1982 tax returns 
which fit squarely within Section 6702. We 
agree with Judge Schwarzer that no admin- 
istrative guidelines were necessary prior to 
assessment of the penalty. Jd. The IRS 
was simply following the words of the 
statute, with the additional guidance of 
the Senate Report, when it assessed the 
penalty against taxpayers herein, All in- 
formation relied on by the IRS was avail- 
able to taxpayers well before they filed their 
returns, and thus they should have known 
that their actions would subject them to the 
statutory penalty. Hence, even if the IRS 
relied on interpretations of the statute that 
should have been published or made pub- 
licly available, this fact will not cure the 
defect in taxpayers’ filing, 7. e., the substan- 
tially incorrect self-assessments based on 
the frivolous position that they are entitled 
to “war tax” credits. 


As pointed out in Franklet, even assuming 
that relevant IRS interpretative guidelines 
for Section 6702 existed, it is by no means 
certain that the FOIA or the APA would 


that affect a member of the public.’’ § 552(a) 
(2)(C). The Act further provides that a per- 
son may not be adversely affected by a matter 
required to be published and not so published, 
unless that person has actual notice of the 
terms thereof, § 552(a)(1), and that a state- 
ment of policy, interpretation, staff manual or 
instruction that affects a member of the public 
may not be relied on, used, or cited as prece- 
dent by an agency unless it has been made 
available or published, or the person has actual 
notice of the terms thereof. § 552(a) (2). 
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require their publication, much less that 
nonpublication would nullify the penalty. 
578 F. Supp. at 1558; Drefchinski v. Regan, 
589 F. Supp. at 1522. This Court has pre- 
viously recognized that the failure to publish 
in the Federal Register does not automati- 
cally invalidate an administrative regulation. 
or guideline. Donovan v. Wollaston Alloys, 
Inc., 695 F. 2d 1, 9 (1st Cir. 1982); Pitts v. 
United States, 599 F. 2d 1103, 1107-08 (1st 
Cir. 1979). The Ninth Circuit has held that 
publication of an administrative interpreta- 
tive guideline is not required when “(1) 
only a clarification or explanation of existing 
laws or regulations is expressed; and (2) no 
significant impact upon any segment of the 
public results.” Powderly v, Schweiker, 704 
F, 2d 1092, 1098 (9th Cir. 1983); Anderson 
v. Butz, 550 F. 2d 459, 462-63 (9th Cir. 1977). 
Judge Schwarzer aptly observed that “any 
interpretation of § 6702 applicable to plain- 
tiffs would only reiterate Congress’s plainly 
expressed intent that ‘war tax’ reductions 
be considered ‘frivolous.’”  Franklet  v. 
Umited States, 578 F. Supp. at 1558. Thus, 
any interpretative guidelines which could 
have been relied on by the IRS would at 
best merely serve to clarify Section 6702 
and would occasion absolutely no change in 
taxpayers’ substantive rights under Section 
6702. Similarly, we see no basis upon which 
it can be said that taxpayers were “adversely 
affected” by any unpublished or otherwise 
publicly unavailable IRS interpretative 
guidelines for Section 6702. See Donovan v. 
Wollaston Alloys, Inc., 695 F. 2d at 9-10. 


It seems doubtful that Section 552(a)(2), 
which requires that certain. materials be 
made available for public inspection and 
copying, would apply to any IRS interpre- 
tative guidelines created for Section 6702. 
Even if Section 552(a)(2) were applicable, 
however, we do not believe that the un- 
availability of interpretative guidelines that 
say no more than the statute will be applied 
by its own terms should foreclose the IRS 
from enforcing the statutory penalty. Given 
the clarity with which the statute and its 
published legislative history speak, any 
interpretative guidelines dealing with “war 
tax” claimants could not be said to directly 
“affect[ ] a member of the public’ nor 
could it be said to have been “relied on, 
used, or cited as precedent.” Section 


552(a) (2). 


The purpose of the publication require- 
ment of Section 552(a)(1) and the avail- 
ability requirement of Section 552(a)(2) is 
public guidance and notice, see Pitts, 599 
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F. 2d at 1108. In our view, the statute and 
its accompanying legislative history gave 
the taxpayers clear notice and guidance 
regarding the consequences of claiming a 
“war tax” credit. The taxpayers cannot 
now avoid responsibility for their actions 
by claiming technical noncompliance with 
a statute when that alleged noncompliance 
could not prejudice them in any way. We 
thus conclude that failure to publish or 
make available any interpretative guide- 
lines which may have been utilized by the 
IRS. would not be a defense to imposition 
of the penalty provided under Section 6702. 


D. Vagueness 


Taxpayers’ final contention that Section 
6702 is unconstitutionally void for vagueness 
is also lacking in merit. Initially, we believe 
that taxpayers lack the required standing 
to raise the claim of unconstitutional vague- 
ness. The United States Supreme Court 
has emphasized that a litigant seeking to 
challenge a statute for vagueness must 
demonstrate that the statute is vague as 
applied to his own conduct, regardless of 
its potentially vague application to others. 
See Hoffman Estates v. Flipside, Hoffman 
Estates, Inc., 455 U. S. 489, 495 (1982); 
Parker v. Levy, 417 U. S. 733, 756 (1974); 
Civil Service Commission v. Letter Carriers, 
413 U. S. 548, 579 (1973); Broadrick vw. 
Oklahoma, 413 U. S. 601, 610 (1973). Thus, 
it is clear that “[a] plaintiff who engages in 
some conduct that is clearly proscribed 
cannot complain of the vagueness of the 
law as applied to the conduct of others.” 
Hoffman Estates, 455 U. S. at 495. See also 
Broadrick, 413 U. S. at 608 (“even if the 
outermost boundaries of [the statute are] 
imprecise, any such uncertainty has little 
relevance here, where [taxpayers’] conduct 
falls squarely within the ‘hard core’ of the 
statute’s proscriptions”). Inasmuch as 
taxpayers’ actions fall squarely within Sec- 
tion 6702’s proscriptions, see Part A, supra, 
they lack standing to challenge the statute 
on vagueness grounds. 


But even assuming, arguendo, that tax- 
payers herein do have standing to raise the 
vagueness objections, we conclude that 
Section 6702 satisfies the requirements of 
due process. All due process requires is 
that a statutory prohibition be “‘. . . set 
out in terms that the ordinary person exer- 
cising ordinary common sense can sufficiently 
understand and comply with, without sac- 
rifice to the public interest.’” Arnett v. 
Kennedy, 416 U. S. 134, 159 (1974) (quoting 
Civil Service Commission v. Letter Carriers, 
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supra, 413 U. S. at 579). Taxpayers com- 
plain here that Section 6702 leaves com- 
pletely undefined the terms “frivolous,” 
“self-assessment,” and “substantially incor- 
rect.” We believe that said terms are 
commonly-understood terms in the context 
of the federal income tax laws so that a 
person exercising ordinary common sense 
could know what conduct is prohibited. 


With respect to the term “frivolous,” we 
agree with the Franklet Court to the effect 
that its interpretation and application will in 
most cases be beyond dispute. 578 F. Supp. 
at 1557. As a matter of common sense, a 
deduction (or reduction) is based on a 
position that is “frivolous” for purposes of 
Section 6702 if, as Congress defines the 
term, it is “clearly unallowable,” see S. 
Rep., supra, at 278, reprinted in 1982 U. S. 
Code Cong. & Ad. News at 1024, or as the 
dictionary defines it, “ha[s] no basis in law 
or fact.” Webster's Third New International 
Dictionary 913 (unabridged ed. 1971). Here, 
as in Drefchinski v. Regan, the plaintiffs 
point to other dictionary definitions of the 
term “frivolous,” but we agree that “these 
variant meanings would not prevent a per- 
son of ordinary common sense from dis- 
cerning the contours of the prohibition.” 
589 F. Supp. at 1527. The term “frivolous” 
does not render Section 6702 unconstitu- 
tionally vague. 


Similarly, the term “self-assessment” also 
has a simple meaning in the conduct of 


income tax laws which is apparent to ordi- 
nary common sense. Read in the context of 
Section 6702, it is clear that the term 
“refers simply to the taxpayer’s representa- 
tions to the government on his or her return 
regarding taxes due.” Franklet v. United 
States [84-1 ustc J 9151], 578 F. Supp. 1557. 
We believe that the term is sufficiently clear 
that a person of ordinary intelligence could 
understand its meaning and avoid the stat- 


utory penalty. The term “self-assessment” 


does not render Section 6702 unconstitu- 
tionally vague. 


Finally, the term “substantially incorrect” 
does not render Section 6702 unconstitu- 
tionally vague in the context of a case such 
as the one at bar in which plaintiff taxpayers 
claimed from the government refunds which 
were much larger than the ones they were 
entitled to. See, supra, note 3 and accom- 
panying text. In sum, taxpayers’ challenge 
to Section 6702 on the ground of unconsti- 
tutional vagueness must fail, “[T]he general 
class of offenses to which the statute is 
directed is plainly within its terms, [and it] 
will not be struck down as vague, even 
though marginal cases could be put where 
doubts might arise.” United States v. Harris, 
347 U. S. 612, 618 (1954). 


For the foregoing reasons we affirm the 
district court’s dismissal of taxpayers’ com- 
plaint. 


A firmed. 


[] 9123] Rice’s Toyota World, Inc. (Formerly Rice Auto Sales, Inc.), Appellant 
v. Commissioner of Internal Revenue, Appellee. 


U. S. Court of Appeals, 4th Circuit, No. 84-1246, 1/7/85.—(752 F2d 89.) Affirm- 
ing, reversing, and remanding Tax Court, Dec. 40,410, 81 TC 184. 


[Code Sec. 167] 


Depreciation: Qualified investment: Sale and leaseback: Computer: Economic 
benefit—_The Tax Court properly denied a corporate taxpayer a depreciation deduction 
reflecting inclusion of the amounts of recourse and nonrecourse notes in basis and 
interest deductions based on the nonrecourse loans. The corporation’s used’ computer 
equipment purchase and lease arrangement, whereby it paid more than the fair market 
value of the used computer with such notes, was a sham transaction that lacked a 
business purpose other than tax considerations and had no economic substance because 
there was no realistic hope for profit. However, the court of appeals reversed the Tax 
Court’s disallowance of interest deductions that reflected interest on the recourse note 
because such note represented genuine debt upon which the taxpayer was entitled to deduct 
the interest expense. Back reference: {| 1715.235. 


William L. Tankersley, III, J. Reed Johnston, Jr., Tuggle, Duggins, Meschan & 
Elrod, for appellant. Glenn L. Archer, Jr., Assistant Attorney General, Bruce R. 
Ellisen, Michael L. Paup, Department of Justice, Washington, D. C. 20530, for appellee. 

Before Hatt, Puituiprs, and Sprouse, Circuit Judges. 


{1 9123 


7 a> i> am 


Court Decisions—Cited 85-1 USTC 


8. 7 ia 0 9. 3 


Rice’s Toyota World, Inc. v. Com. 


Pumuires, Circuit Judge: Rice’s Toyota 
World (Rice) appeals the Tax Court’s 
decision upholding the Commissioner’s dis- 
allowance of interest and depreciation de- 
ductions that Rice took on income tax 
returns filed for 1976, 1977 and 1978 on the 
basis that underlying sale and leaseback 
transactions were, for tax purposes, a sham. 
We affirm disallowance of the depreciation 
deductions and a portion of the interest de- 
ductions; but we reverse disallowance of a 
portion of the interest deductions. 


I 


In form the transactions in issue involved 
the sale and leaseback of a used computer 
and financing of the purchase by secured 
recourse and nonrecourse notes payable to 
the seller. The principal officer of Rice, a 
company primarily engaged in the sale of 
automobiles, learned about computer pur- 
chase-and-leaseback transactions through a 
friend who had already entered into a simi- 
lar transaction through Finalco, a corpora- 
tion primarily engaged in leasing capital 
equipment. Rice’s accountant contacted 
Finalco to request information, and Finalco 
mailed Rice literature describing potential 
transactions. Finalco’s literature noted that 
the transactions generate large tax losses 
in early years because the purchaser could 
claim depreciation deductions calculated 
under accelerated depreciation provisions as 
well as interest expense deductions. The 
transactions produce income in later years 
as depreciation deductions decrease. 


After meeting with a Finalco representa- 
tive, Rice purchased a used computer from 
Finalco in 1976 for a total purchase price 
of $1,455,227, giving Finalco a recourse note 
in the amount of $250,000 payable over 
three years,’ and two nonrecourse notes in 
the amount of $1,205,227 payable over eight 
years, Finalco had recently purchased the 
used computer for $1,297,643. 


Rice leased the computer back to Finalco 
for a period of eight years, beginning in 
1976. Under the lease, rental payments ex- 
ceeded Rice’s obligations on the nonrecourse 
debt by $10,000 annually. Finalco’s obliga- 
tions to pay rent were made contingent on 
its receiving adequate revenues in subleas- 
ing the computer. At the time of Rice’s 
purchase and leaseback of the computer, 
Finalco had arranged a five year sublease 
of the computer. Finalco was entitled to 


1The note was payable in four principal in- 
stallments of $62,500, with interest on unpaid 
balances, the first due in 1976, the year of pur- 
chase. The tax court treated Rice’s first pay- 
ment of $62,500, actually made contemporane- 
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30 percent of proceeds generated if it ar- 
ranged re-lease or sale of the computer 
after expiration of the five year sublease. 


Rice paid off the $250,000 recourse note 
in three years along with $30,000 in interest 
on the deferred installments. On its in- 
come tax returns for 1976, 1977, and 1978, 
it claimed accelerated depreciation deduc- 
tions based upon its ownership of the 
computer, and interest deductions for its 
payments on the notes. 


The tax court upheld the Commission- 
er’s disallowance of all the depreciation 
deductions and the interest expense deduc- 
tions based on both the recourse and non- 
recourse notes because the court found that 
the sale and leaseback was a sham trans- 
action that the Commissioner is entitled to 
ignore for tax purposes. Rice's Toyota 
World, Inc. v. Commissioner [Dec. 40,410], 
81 T. C. 184 (1983). The tax court found 
as fact that Rice was not motivated by any 
business purpose other than achieving tax 
benefits in entering this transaction, and 
that the transaction had no economic sub- 
stance because no reasonable possibility of 
profit existed. Jd. at 200-10. The court 
accordingly held as a matter of law that 
the transaction should be treated for tax 
purposes as if Rice paid Finalco a fee, in 
the form of the cash payment of $62,500 
made on the recourse note in the year of 
purchase,” in exchange for tax benefits. Id. 
at 207 and 210. 


This appeal followed. 


I 


The tax court read Frank Lyon Co. v. 
United States [78-1 ustc J 9370], 435 U. S. 
561 (1978), to mandate a two-pronged in- 
quiry to determine whether a transaction is, 
for tax purposes, a sham. To treat a trans- 
action as a sham, the court must find that 
the taxpayer was motivated by no business 
purposes other than obtaining tax benefits 
in entering the transaction, and that the 
transaction has no economic substance be- 
cause no reasonable possibility of a profit 
exists. Rice’s Toyota, 81 T. C. at 209; see 
also Hilton v. Commissioner [Dec. 36,962], 
74 T. C. 305, 349-50 (1980), aff'd per curiam 
[82-1 ustc J 9263] 671 F. 2d 316 (9th Cir. 
1982). We agree that such a test properly 
gives effect to the mandate of the Court 
in Frank Lyon that a transaction cannot be 


ously with execution of the back-dated note, as 
a “‘cash down payment.’”’ See Rice’s Toyota 
World, Inc. v. Commissioner [Dec. 40,410], 81 
T. C. 184, 207 and 210. 

1See supra, n. 1. 
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treated as a sham unless the transaction is 
shaped solely by tax avoidance considera- 
tions. See 435 U. S. at 583-84. 


Whether under this test a particular 
transaction is a sham is an issue of fact, 
and our review of the tax court’s subsidiary 
and ultimate findings on this factual issue 
is therefore under the clearly erroneous 
standard. Boyter v. Commissioner [82-1 ustc 
7 9117], 668 F. 2d 1382, 1388 (4th Cir. 1981). 
Applying that standard, we affirm the tax 
court’s findings on the sham issues. 


A 


The business purpose inquiry simply con- 
cerns the motives of the taxpayer in enter- 
ing the transaction. The record in this 
case contains ample evidence to support the 
tax court’s finding that Rice’s sole motiva- 
tion for purchasing and leasing back the 
computer under the financing arrangement 
used was to achieve the large tax deduc- 
tions that the transaction provided in the 
early years of the lease.* 


First, the record supports the court’s 
subsidiary finding that Rice did not seri- 
ously evaluate whether the computer would 
have sufficient residual value at the end of 
the eight year lease to Finalco to enable 
Rice to earn a profit on its purchase and 
seller-financed leaseback. Under the pur- 
chase and lease agreements with Finalco, 
Rice was obligated to pay (and did pay) 
$280,000 to Finalco in the form of principal 
and interest on the recourse note. Finalco’s 
rental payments provided Rice with a 

_ return on the investment of $10,000 an- 
nually after payment of Rice’s principal 
and interest obligations under the non- 
recourse notes. At the time of the lease, 
Rice could therefore be certain of receiving 
a $50,000 return since Finalco had subleased 
the computer for five years, but Rice could 
recover the additional $230,000 of its invest- 
ment only if it could re-lease the computer 
after five years or realize a substantial 
amount by its sale. Profit on the trans- 


action therefore depended upon re-lease or 
sale because Finalco had no obligation to 
pay rent under its lease unless it received 
adequate revenues in subleasing the com- 
puter. 


_Moreover, the sale and 0 Sean: 


agreement gave Finalco a “marketing fee” 
of 30 percent of re-lease or sale proceeds 
if Finalco arranged the subsequent deal, 
thereby increasing further the amount Rice 
had to receive on re-leasing or selling the 
computer to earn a profit. 


Residual value of the computer (either 
in selling or releasing) should therefore 
have been the crucial point of inquiry for 
a person with a business purpose of making 
a profit on this transaction. However, 
Rice’s principal officer knew virtually 
nothing about computers, and relied almost 
exclusively on the representations of a 
Finalco salesperson regarding expected re- 
sidual value. Despite the Finalco repre- 
sentative’s frank concession that he was 
not an expert in predicting residual values, 
Rice did not pursue the representative’s 
offer to provide an expert appraisal of 
likely residual value. Rice’s accountant ad- 
vised that the transaction appeared to be 
profitable, but the record does not reveal 
that the accountant’s opinion reflects any- 
thing more than the fact that the transac- 
tion, if successful, would generate large 
tax deductions. Although Rice had in its 
possession a report containing a chart that 
showed a possibility that the computer 
would have sufficient residual value to earn 
Rice a profit, the report warned of great 
risk in predicting residual values, and also 
showed a large possibility of losses on the 
transaction.* 


The record contains additional support 
for drawing the ultimate inference that 
Rice was not motivated by potential profit. 
First off, Finalco’s literature emphasized 
the large tax deductions the transaction 
would produce, not the potential for profit. 
To the contrary, the literature warned of 
great difficulty 1 ~ predicting residual values. 


More cereal is the evidence that Rice 
paid an inflated purchase price for the com- 
puter: $1,455,227 for a used computer that 
Finalco had recently purchased, in an 
already declining market, for only $1,297,643. 
Considering that Finalco had a right to 
30 percent of re-leasing or sale proceeds 
after five years, Rice can more accurately 
be said to have purchased for this amount 
However, the transaction would produce 


income for Rice in later years, and there- 
Rice saw fe transaction eee se 
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only 70 percent of a computer, then worth 
less than $1,000,000. Because Rice paid so 
obviously inflated a purchase price for the 
computer and financed the purchase 
mainly with nonrecourse debt, it was prop- 
erly inferable by the tax court that Rice 
intended to abandon the transaction down 
the road by walking away from the nonre- 
course note balance before the transaction 
ran its stated course. See Estate of Franklin 
v. Commissioner [76-2 ustc § 9773], 544 F. 
2d 1045, 1048-49 (9th Cir. 1976); Rice’s 
Toyota, 81 T. C. at 209. The inference is 
amply supportable that this intended course 
of conduct explains Rice’s apparent lack 
of concern with residual value or profitabil- 
ity of the transaction apart from tax benefits. 


Rice points to several items of evidence 
supporting a contrary inference in respect 
of profit motivation. A report prepared for 
trial by an expert witness demonstrated 
that if Rice remained in the transaction 
until completion without walking away 
from the nonrecourse debt, Rice’s tax 
benefit from early-stage deferral of taxes 
would amount to less than a normal rate 
of return on its investment. Rice contends 
that since it knew that the benefit from tax 
deferral would not amount to a normal re- 
turn, it must have intended to profit from 
the transaction apart from tax benefits. 
While that factual inference was possible, 
it surely was not compelled on the record 
before the tax court. For, as will appear, 
Rice’s knowledge of the tax consequences 
of a wholly consummated transaction is at 
least equally compatible with the inference 
drawn by the tax court: that Rice did not 
intend that it would be fully consummated 
with attendant full tax consequences. 


Rice’s main reliance on the report is 
upon its warning that its tax benefits would 
ultimately be limited because of realization 
of taxable “phantom income” in later years 
of the overall transaction. Specifically, the 
report indicated that although Rice would 
receive artificially large depreciation de- 
ductions in early years due to accelerated 
depreciation provisions, it would receive 
artificially low deductions in later years as 
basis was used up, thereby resulting in 
“phantom income.” In addition, as the bal- 
ance on the nonrecourse notes was paid 
down, interest expense deductions would 
be reduced, thereby further increasing in- 
come. If Rice fully recognized the phantom 


5 Note 37 to Crane v. Commissioner [47-1 ustc 
7 9217], 331 U. S. 1, 14 n. 37 (1947), affection- 
ately known to tax practitioners as the most 
famous footnote in tax history, suggests that 
gain cannot be realized on the disposition of 
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income generated by the transaction, his 
tax benefit would be limited to a deferral 
of tax payments. 


However, as the tax court properly 
found, Rice most likely intended to aban- 
don the transaction before it earned and 
paid any taxes on the phantom income, 
assuming it would have been so realized. 
Rice’s Toyota, 81 T. C. at 208; see also 
Estate of Franklin, 544 F. 2d at 1048 (when 
the taxpayer owes only nonrecourse debt 
and payments on the principal yield no 
equity due to an inflated purchase price, 
the taxpayer can abandon the transaction 
and “lose no more than a mere chance to 
acquire an equity in the future”). With 
the heavy early-stage tax deductions taken 
and the prospect of achieving equity in the 
computer slim due to the inflated purchase 
price paid by Rice, Rice would have every 
incentive to attempt to avoid reporting 
phantom income. Countering this, Rice 
points out that it might not be able to 
avoid paying taxes on phantom income 
generated by the transaction even by aban- 
doning or making a gift of the computer 
because under recent case law, termination 
might trigger tax recapture provisions. See 
Tufts v. Commissioner [83-1 ustc § 9328], 
— U. S. —, 103 S. Ct. 1826, 1836 (1983). 
However, when Rice entered this trans- 
action in 1976, the law was unclear re- 
garding recapture in situations where loan 
balances exceed basis of property.’ In fact, 
many experts were then suggesting that 
taxpayers could legally avoid reporting 
phantom income by various devices. See, 
e.g., Ginsburg, The Leaky Tax Shelter, 53 
Taxes 719 (1975). Bittker noted in 1978 
that many tax shelter investors simply 
“forget” to report their gain upon aban- 
donment. Bittker, Tax Shelters, Nonre- 
course Debt, and the Crane Case, 33 Tax. L. 
Rev. 277, 277 (1978). 


Hence, though the expert report certainly 
lends support to Rice’s contention about 
its “profit motivation,” it as certainly does 
not compel its acceptance in the face of 
at least equally strong support for the con- 
trary inference drawn by the tax court. 


Finally, Rice contends that the tax 
court’s motivational finding against it is 
unsupportable because the real cause of un- 
profitability of this transaction was the 
introduction of revolutionary new products 


property subject to a nonrecourse mortgage 
greater than basis unless the taxpayer receives 
cash or other property. Bittker, Tax Shelters, 
Nonrecourse Debt, and the Crane Case, 33 Tax 
L. Rev. 277, 277 (41978). J 

q 9123 


87,096 


U.S. Tax Cases 


Rice’s Toyota World, Inc. v. Comm. 


by IBM after the computer’s purchase, a 
development unforseeable by Rice. Al- 
though the IBM developments certainly 
had a disastrous impact on the used com- 
puter market, Rice had reports in its pos- 
session warning it of great instability 
in the used computer market. By the time 
Rice purchased the computer, its value 
had already declined to approximately 50 
percent of the value of comparable new 
computers, and the machine was clearly 
lagging behind newer technology. 

All in all, Rice’s failure seriously to 
evaluate the likely residual value of the 
computer, its willingness to pay an inflated 
purchase price, and its use of nonrecourse 
debt that would facilitate abandonment of 
the transaction provide ample support for 
the tax court’s finding that Rice did not 
have profit motivation apart from tax 
benefits. We cannot declare that finding 
clearly erroneous. 

B 


The second prong of the sham inquiry, 
the economic substance inquiry, requires 
an objective determination of whether a 
reasonable possibility of profit from the 
transaction existed apart from tax benefits. 
Rice’s Toyota, 81 T. C. at 203; see also 
Bridges v. Commissioner [64-1 ustc J 9103], 
325 F. 2d 180, 184 (4th Cir. 1963). As 
noted, the transaction carried no hope of 
earning Rice a profit unless the computer 
had residual value sufficient to recoup the 
$280,000 in principal and interest that Rice 
paid Finalco on the recourse note less the 
‘$10,000 net annual return to Rice under the 
lease agreement. Even assuming that 
Finalco paid Rice $10,000 annually for the 
full eight year term, which is by no means 
assured, and ignoring the time value of 
Rice’s money invested, Rice would have 
to realize $200,000 in residual value to 
earn a profit. If Finalco re-leased or sold 
the computer for Rice, the more likely 
development in view of Rice’s lack of com- 
puter marketing experience, Rice would 
receive only 70 percent of the proceeds and 
would profit only if residual value ex- 
ceeded approximately $286,000. 


‘The record contains estimates of residual 
value made by several experts that range 


more credible and to have used more reliable 
forecasting techniques. Fice’s Toyota, 81! 
T. C. at 205. The ttax court’s finding that 
residual value was not sufficient to earn 
Rice a profit is amply supported by the 
record and is not clearly erroneous.° This 
finding, in conjunction with the tax court 
finding that Rice would not find it impru- 
dent to walk away from the transaction, 
abandoning the property subject to the sale 
and leaseback, supports the ultimate infer- 
ence drawn by the tax court that the trans- 
action lacked economic substance. See 
Hilton v. Commissioner [Dec. 36,962], 74 
T. C. 305, 360-61 (1980), aff'd per curiam, 
[82-1 ustc ] 9263] 671 F. 2d 316 (9th Cir. 
1982). 


Hence, we affirm as not clearly erroneous 
the tax court’s finding that Rice’s transac- 
tion is a sham because Rice subjectively 
lacked a business purpose and the transac- 
tion objectively lacked economic substance. 


C. 


We turn next to the consequences of the 
finding of a sham. Where a transaction is 
properly determined to be a sham, the 
Commissioner is entitled to ignore the 
labels applied by the parties and tax 
the transaction according to its substance. See 
Gregory v. Helvering [35-1 ustc { 9043], 293 
U.S. 465, 469-70 (1935). We find no error 
in the tax court’s determination that after 
stripping away the labels, Rice did not pur- 
chase or lease a computer, but rather, paid 
a fee to Finalco in exchange for tax benefits. 
See Rice’s Toyota, 81 T. C. at 207 and 210. 


Since Rice’s nonrecourse debt was simi- 
larly without economic substance, it cannot 
be relied upon to support the claimed interest 
deductions. See Knetsch v. United States 
[60-2 ustc $9785], 364 U. S. 361 (1960); 
cf. Odend@hal v. Commissioner [84-2 ustc 
1 9963], No. 83-2210, slip op. at 11 (4th Cir. 
Nov. 20, 1984) (taxpayer may not deduct 
interest expense on portion of nonrecourse 


debt that he lacks incentive to pay off). 


Rice was therefore not entitled to deprecia- 
tion deductions based upon inclusion of 
the amounts representing the nonrecourse 
notes in its basis on the computer because 
Rice had not truly made an investment in 
the computer. See Odend’hal, a OBS at 
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Estate of Franklin, 544 F. 2d at 1049. More- 
over, the amount of the recourse note was 
also not properly includable in basis to 
support depreciation deductions because, 
as the tax court properly held, the note did 
not represent an investment in property. 
Cf. Odend’hal, slip op. at 10 (taxpayer not 
allowed to include loan in basis since loan 
did not represent a “real investment” in 
property); Estate of Franklin, 544 F. 2d at 
1049 (depreciation is predicated upon an 
investment in property). 


Therefore, we affirm the tax court in its 
disallowance as a matter of law of depre- 
ciation deductions reflecting inclusion of 
the amounts of the recourse and the non- 
recourse notes in basis and in its disallow- 
ance of interest deductions based on the 
nonrecourse loans. 

Til 

We disagree with the tax court, however, 
in its disallowance, as a matter of law, of 
interest deductions reflecting interest on the 
recourse note. The tax court denied those 
interest deductions because they were de- 
termined not to be based upon a genuine 
indebtedness. Rice’s Toyota World, Inc. v. 
Commissioner [Dec. 40,410], No. 16079-80, 
Memorandum Sur Order (T. C. Dec. 20, 
1983); see also Rice’s Toyota, 81 T. C. at 
196 n.7, 207 and 210. The tax court relied 
upon Grodt & McKay Realty, Inc. v. Com- 
misstoner [Dec. 38,472], 77 T. C. 1221, 1243 
(1981), to support the contention that after 
finding a sham, the court may disregard 
the entire transaction, including a cash in- 
vestment. Rice Toyota, 81 T. C. at 196 n. 7. 


Grodt does support the determination that 
depreciation deductions could not be based 
upon the amounts of debt represented by 
either the recourse or nonrecourse notes, 
because the purchase of the depreciated 
property was for tax purposes a sham—a 
nonpurchase. Similarly, it supports the de- 
termination that the nonrecourse note did 
not represent “genuine debt,’ because of 
its nonrecourse nature in conjunction with 
the inflated purchase price in the sham pur- 
chase transaction. See also Hilton, 74 T. C. 
at 364. 


But it does not follow that the sham 
nature of the underlying purchase trans- 
action also supports the tax court’s conclu- 
sion that the recourse note debt was not 
genuine. Grodt itself recognized that a 
sham transaction may contain elements 
whose form reflects economic substance and 
whose normal tax consequences may not 
therefore be disregarded. Grodt, 77 T. C. 
at 1243. Here the tax court, observing that 
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principle, properly recognized the economic 
substance of Rice’s purchase of something 
of economic value from Finalco, treating 
the “cash payment” on the recourse note as 
a “fee” for purchase of expected tax benefits. 
Rice’s Toyota [Dec. 40,410], No. 16079-80; 
Memorandum Sur Order; Rice’s Toyota, 81 
Cy at 207 &.210,. But? the “cash pay- 
ment” was merely the first installment due 
on the back-dated note. The other install- 
ments were equally genuine obligations not- 
withstanding they were deferred, and the 
interest due upon their payment was equally 
an obligation of economic substance. Rice 
could no more walk away without liability 
from the deferred principal and interest 
obligation than it could walk away from 
the obligation to pay the first installment. 


For this reason, Rice’s recourse note is 
fundamentally different from) the nonre- 
course notes held not to constitute genuine 
debt in cases such as Hilton, 74 T. C. at 
364. Moreover, Knetsch, 364 U. S. at 362-65, 
does not suggest that the debt represented 
by the note was not genuine because Rice 
did not borrow his own money to create 
interest expense as, in effect, did the tax- 
payer in Knetsch. See also Goldstein v. Com- 
missioner [66-2 ustc J 9561], 364 F. 2d 734 
(2d Cir. 1966); Bridges, 325 F. 2d at 184. 


Under Frank Lyon, the court may not 
ignore transactions that have economic 
substance even if the motive for the trans- 
action is to avoid taxes. See 435 U. S. at 
583-84. Moreover, IRC § 163 does not limit 
deductibility of installment interest expense 
depending upon the item purchased by the 
taxpayer. Therefore, although Rice did not 
for tax purposes purchase property with the 
recourse note and may not base deprecia- 
tion deductions upon it, the note neverthe- 
less represents genuine debt upon which 
Rice is entitled to deduct interest expense. 


IV 


In summary, we affirm the tax court’s 
factual finding of a sham transaction, its 
disallowance as a matter of law of deprecia- 
tion deductions based upon inclusion of 
the nonrecourse and recourse note amounts 
in basis, and its disallowance as a matter 
of law of interest expense deductions arising 
out of the nonrecourse debt. We reverse 
its disallowance as a matter of law of de- 
ductions arising out of the recourse debt, 
and remand to the tax court for recalcula- 
tion of Rice’s deficiency and entry of an 
appropriate order. 

Affirmed in Part; 
Remanded. 


Reversed in Part; and 
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and rev’g Tax Court, 42 TCM 373, Dec. 38,056, TC Memo.. 1981-361. 


[Code Secs. 451, 1001, 1012, and 1231] 


Income: Taxable year of inclusion; Income from sales: When is a real estate trans- 
action closed.—In reversing the Tax Court, the Court of Appeals held that a deed, 
coupled with a supplemental agreement which granted the buyer the right to exchange 
the property conveyed for six months, was sufficient to transfer title and the benefits and 
burdens of ownership of the property from the corporate taxpayer to the buyer. Therefore, 
the Court of Appeals held that the sale of land was completed at the May 22, 1968, closing. 
The court found that the buyer became unconditionally obligated to pay the full purchase 
price upon the conveyance of the deed at the May 22, 1968, closing and the right to 
exchange the property did not relieve the buyer of that obligation. Furthermore, the 
Court of Appeals affirmed the Tax Court’s finding that the property in question was 
held primarily for sale to customers in the ordinary course of the taxpayer’s trade or 
business, with the result that the gain upon its sale was treated as ordinary income rather 
than capital gain. The court looked to the continuity and frequency of sales in which the 
taxpayer was engaged as well as the substantial improvements made to the subject prop- 


erty. Back references: {| 2831.063, 4470.444, 4516.895, and 4729.634. 


Bradley J. Davis, P. O. Box 829, Orlando, Fla. 32802, for petitioner-appellant. Glenn 
L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Kenneth L. Greene, Richard 
Farber, Department of Justice, Washington, D. C. 20530, for respondent-appellee. 


Before Fay and VANCE, Circuit Judges, and MAcMaAnOoN,* District Judge. 


MacManon, District Judge: Major Realty 
Corporation and its subsidiaries (“Major”) 
appeal from a judgment of the United 
States Tax Court, Leo H. Irwin, Judge, 
entered on February 24, 1983, determining 
a deficiency of $1,198,970 on Major’s re- 
ported income tax for fiscal year ended 
May 31, 1972. Affirmed in part and reversed 
in part. 

Facts 


Major was incorporated in 1959 for the 
purpose of acquiring, developing, holding, 
and selling real estate. In 1967, anticipating 
the impact of Disney World, it devised 
a master plan for the development of a 
2,500-acre tract which it owned near Orlando, 
Florida, known as Major Center. The plan 
called for Major to retain the property 
for development, lease the property, or, if 
sales were necessary, to become a joint 


venturer in the development of property 
sold. 


As its initial step, on March 31, 1968, 
Major agreed to sell 175 acres located with- 
in Major Center, for $20,000 per acre, to 
Edward ee DeBartolo Gomporston: ('De- 

lo’ 


secure commercial leases by June 1, 1969. 
In the event of default, Major could rescind 
the contract, have the property reconveyed, 
and have all monies refunded and all notes 
and mortgages cancelled. DeBartolo as- 
signed its rights under the contract to 
Florida Mall Corporation (“Florida Mall’), 
its wholly-owned subsidiary, on April 16, 
1968. 


On May 22, 1968, Major executed and 
delivered a warranty deed describing the 
175 acres conveyed to Florida Mall. The 
deed was recorded in the public records of 
Orange County, Florida. The next day, 
May 23, 1968, the parties executed a sup- 
plemental agreement (“Supplement”) grant- 
ing Florida Mall a right for six months to 
exchange the 175 acres conveyed for any 
other 175 acres located within Major Center 
if dissatisfied with the tract described in 
the deed. Subsequently, on December 13, 
1968, Florida Mall decided to keep the 
original 175 acres, and a formal agreement 
finalizing the transfer of the original deed 
was recorded on March 25, 1969. Florida 
Mall, however, failed to start construction 
or to secure a lease from a major retailer, 
and on January 19, 1970 Major exercised 
its right to rescind. The 175-acre plot was 
re onveyed to Major, ee Adaor recorded 
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Due to its financial condition, Major was 
unable to hold and devolop Major Center 
and, therefore, made a limited partnership 
agreement with Gulf Oil Real Estate Devel- 
opment Company tunder which the entire 
Major Center property, including the reac- 
quired 175 acres, would be acquired by the 
newly-formed partnership (Major Center 
Limited). The partnership agreement and 
a deed transferring all the Major Center 
property were executed on April 24, 1972. 


Tax Proceedings Below 


In its income tax return for fiscal year 
1972, Major reported a gain on the sale of 
Major Center and based its gain on the 
reacquisition price of the included 175 acres 
rather than on its original cost. The Com- 
missioner of Internal Revenue determined 
that the 1968 sale to Florida Mall was not 
a sale but an executory contract or an op- 
tion, that the tax basis of the 175 acres was 
the original cost not the reacquisition price, 
and, consequently, that the gain on the sale 
of Major Center was understated. He fur- 
ther determined that the profit on the sale 
should have been reported as ordinary in- 
come because Major Center was held pri- 
marily for sale in the ordinary course of 
business. 


Major appealed to the Tax Court which 
rejected the Commissioner’s contention that 
the Florida Mall deed was in substance an 
executory contract or an option. The court 
concluded that the transaction constituted 
a sale, but that the parties never “intended” 
to close the sale by the transfer of the 
May 22, 1968 deed because the deed, when 
read with the Supplement, established an 
“unwillingness” on the part of Florida 
Mall to commit to an exact 175-acre loca- 
tion, and the only reasons for the transfer 
were (1) Major’s tax benefits in exhausting 
expiring net operating loss carryovers, and 
(2) Major’s ability to issue additional notes 
pursuant to a Note Purchase Agreement. 
The court, therefore, held that the sale 
was not complete for income tax purposes 
until fiscal year ended May 31, 1969, when 
the parties entered into an agreement finalizing 
the transfer of the acreage described in the 
original deed. The court further held that 
Major Center was not held for investment 


1 Whether the transaction here is a completed 
sale for tax purposes must be measured by a 
federal standard rather than on the character- 
ization of the contract under state law. Cf. 
Lyeth v. Hoey [38-2 ustc { 9602], 305 U. S. 188, 
194, 59 S. Ct. 155, 158, 83 L. Ed. 119 (1938). 
Nonetheless, the legal rights created (as op- 
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but for sale in the ordinary course of 
business, and that the gain on the sale was 
therefore taxable as ordinary income. 


Florida Mall Sale 


On appeal, Major contends that the Tax 
Court erred in holding that the Florida 
Mall transaction was not a completed sale 
until fiscal year 1969, arguing, in essence, 
that the sale was complete on the delivery 
of the deed in May 1968 because title and 
the benefits and burdens of ownership were 
thereby transferred from Major to Florida 
Mall. The Commissioner contends that 
Florida Mall merely acquired bare legal 
title at the May 22, 1968 closing, and, con- 
sequently, the benefits and burdens of owner- 
ship did not pass to Florida Mall until the 
precise land sold was identified and -the 
formal agreement finalizing the transfer 
was recorded on March 25, 1969. 


The question as to when a sale is com- 
plete for purposes of federal income tax is 
essentially one of fact to be resolved by a 
practical consideration of all surrounding 
facts and circumstances. Clodfelter v. Com- 
missioner [70-1 ustc J 9413], 426 F. 2d 1391 
(9th Cir. 1970). The courts, however, have 
consistently held that the transfer of 
ownership is completed upon the passage 
of title or passages of the benefits and 
burdens of ownership, whichever occurs 
first. Dettmers v. Commissioner [70-2 ustc 
J 9534], 430 F. 2d 1019 (6th Cir. 1970). The 
time of passage of title and the legal rights 
thereby created are determined by state 
law. Fletcher v. United States [71-1 ustc 
7 9155], 436 F. 2d 413 (7th Cir. 1971)? Title 
to real property under Florida law is trans- 
ferred upon delivery by the grantor of a 
valid deed to the grantee. Headley v. Pelham, 
366 So. 2d 60 (Fla. Dist. Ct. App. 1978). 
The clearest manner of delivery is by 
manual transfer of a prepared deed with 
accompanying words or circumstances showing 
appropriate intent, the very method used to 
deliver the May 22, 1968 warranty deed in 
the: instant case. Fred T. Ley & Co. v. 
Wheat, 64 F. 2d 257 (5th Cir. 1933). 


Title here, therefore, was transferred to 
Florida Mall upon delivery of the deed at 
the May 22, 1968 closing. The question for 
us is thus reduced to whether the Supple- 


posed to how those legal rights are to be in- 
terpreted) and the disposition of the property 
which was made under the contract and deed 
must be determined under state law. Fletcher 
v. United States [71-1 ustc J 9155], 486 F. 2d 
413 (7th Cir. 1971); Commissioner v. Stuart 
[62-1 ustrc { 9381], 300 F. 2d 872 (3d Cir. 1962). 
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ment’s granting of a right to exchange the 
property drained Florida Mall’s title of the 
usual benefits and burdens of ownership. 
We hold that it did not. 


The deed and the Supplement were executed 
as part of the same transaction. They must 
therefore be construed together. Howell v. 
Fiore, 210 So. 2d 253 (Fla. Dist. Ct. App. 
1968). 


There can, however, be no question that 
Florida Mall became unconditionally obli- 
gated to pay the full purchase price upon 
the conveyance of the deed at the May 22, 
1968 closing.” The right to exchange the 
property did not relieve that obligation. 
The Supreme Court has used this date of 
unconditional liability as a benchmark for 
determining when a transaction is closed 
for tax purposes. Lucas v. North Texas 
Lumber Co. [2 ustc J 484], 281 U. S. 11, 50 
S. Ct. 184, 74 L. Ed. 668 (1929). See also 
Commussioner v. North Jersey Title Ins. Co. 
[35-2 ustrc 9564], 79 F. 2d 492 (3d Cir. 
1935). Furthermore, financing arrange- 
ments were negotiated at arm’s length. As 
purchaser, Major paid the property taxes 
for the years 1968, 1969 and 1970, acquired 
title insurance, and engaged in the continu- 
ous activity of preparing the site for con- 
struction. These all had economic substance. 


In view of these economic realities, the 
Tax Court’s questionable finding that the 
parties did not “intend” to close is “imma- 
terial to the characterization of the trans- 
action for tax purposes.’ Frank Lyon Co. v. 
United States, 536 F. 2d 746, 751 (8th Cir. 
1976), rev'd on other grounds, 435 U. S. 561, 
98 S. Ct. 1291, 55 L. Ed. 2d 550 (1978).* 


Finally, the right of exchange is not in- 
consistent with an intent to close a sale. 
It is analogous to an agreement requiring 
a seller to repurchase property, at pur- 


2 Florida Mall’s obligation to pay the purchase 
price was subject only to its failure to perform 
the conditions subsequent, pursuant to para- 
graph 3B of the March 31, 1968 contract. The 
Tax Court properly found that paragraph 3B 
created an enforceable condition subsequent 


under Florida law. See Peterson v. Peterson, 


431 So. 2d 672 (Fla. Dist. Ct. App. 1983). Con- 
ditions subsequent do not effect a delay in the 
Bee of closing since they are by their nature 
to the completion of the sale. (Con- 
oi tial ‘0. v. Commissioner 
75 (1961). Further- 
the contract was 


chaser’s request,* which does not prevent 
the closing of a transaction for tax pur- 
poses. See, e.g., Metropolitan Commercial 
Corp. v. Commissioner [Dec. 26,085(M)], 22 
T. C. M. (CCH) 533 (1963). Actually, the 
right of exchange in the instant case is 
more compelling evidence of a valid trans- 
fer than a right of repurchase because the 
purchaser here continues to bear the risk 
of depreciation in neighboring property 
values and to be obligated for the full pur- 


_ chase price. 


We conclude that the deed, even coupled 
with the right to exchange, was sufficient 
to transfer title and the benefits and bur- 
dens of ownership to Florida Mall. See 
Wiggms v. Commissioner of Internal Reve- 
nue [Dec. 36,199], 72 T. C. 701 (1979) (sale 
was complete even though purchasers re- 
tained the option to exchange lots described 
in the contract to the deed). We, there- 
fore, reverse the Tax Court’s finding and 
hold that the sale was complete at the May 
22, 1968 closing and that, in accordance 
with the parties’ stipulation,® the correct 
amount of the deficiency is $437,272. 


Sale of Major Center 


In April 1972, Major sold its entire interest 
in the Major Center property. Major ar- 
gues that the Tax Court erred in denying 
it capital gain treatment from the bulk sale 
of Major Center because its primary pur- 
pose of retaining the property was as an 
investment. The Commissioner, however, 
argues that the court was correct in deter- 
mining that the sale occurred in the ordi- 
nary course of Major’s business and thus 
was properly taxed as income. 


The question for us is whether the prop- 
erty was held “primarily for sale to custo- 
mers in the ordinary course of taxpayer's 
trade or business,” within the meaning of 


month period following execution of the Sup- 
plement. By the very terms of that agreement, 
Florida Mall’s right of exchange terminated on 
November 23, 1968. Therefore, the March 25, 
1969 agreement could only have served the pur- 
pose expressed therein, i. e., to provide a metes 
and bounds description which was previously — 
unavailable. The recording of the March 25, 
1969 agreement simply did not have any other 
legal effect. 

4For example, under Florida law, Florida 
Mall would have to execute a deed conveying 
the property to Major, the consideration for the 
COnyeySnce, ng the UA aaBce desired ses Flor- 
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Section 1221(1)* or Section 1231(b)(1)," 
with the result that gain upon its sale is to 
be treated as ordinary income rather than 
capital gain. “Primarily,” for these pur- 
poses, means “of first importance” or “prin- 
cipally.” Malat v. Riddell [66-1 ustc { 9317], 
383"°U.'S? 569, 86 S. Ct 1030/16 L. Ed’ 2d 
102 (1966). The question is purely factual, 
to be determined on a case-by-case ap- 
proach. The courts have given considera- 
tion to several factors to aid in deciding 
this question: 


“(1) the nature and purpose of the acqui- 
sition of the property and the duration of 
the ownership; (2) the extent and nature 
of the taxpayer’s efforts to sell the prop- 
erty; (3) the number, extent, continuity 
and substantiality of the sales; (4) the 
extent of subdividing, developing, and 
advertising to increase sales; (5) the use 
of a business office for the sale of the 
property; (6) the character and degree 
of supervision or control exercised by the 
taxpayer over any representative selling 
the property; and (7) the time and effort 
the taxpayer habitually devoted to the 
sales.” 


United States v. Winthrop [69-2 ustc J 9686], 
417 F. 2d 905, 910 (5th Cir. 1969). See 
Biedenharn Realty Co. v. United States [76-1 
ustc J 9194], 526 F. 2d 409 (5th Cir.) (en 
banc), cert. denied, 429 U. S. 819, 97 S. Ct. 
64, 50 L. Ed. 2d 79 (1976). 


The most important factor is the fre- 
quency and substantiality of the taxpayer’s 
sales. This factor is highly probative in the 
real estate context because the presence of 
frequent sales ordinarily belies the conten- 
tion that the property is being held “for 
investment” rather than “for sale.” Suburban 
Realty Co. v. United States [80-1 ustc 
(9350; O15 ho 20-1 71,, 178" (oth Cir.)>. cert. 
demed, 449 U. S. 920, 101 S. Ct. 318, 66 


6 All section references are to the Internal 
Revenue Code of 1954, as amended, unless other- 
wise indicated. Section 1221(1) provides: 

“For purposes of this subtitle, the term ‘cap- 
ital asset’ means property held by the taxpayer 
(whether or not connected with his trade or 
business), but does not include— 

(1) stock in trade of the taxpayer or other 
property of a kind which would properly be 
included in the inventory of the taxpayer if on 
hand at the close of the taxable year, or prop- 
erty held by the taxpayer primarily for sale to 
customers in the ordinary course of his trade 
or business. .. .”’ 

7 Section 1231(b) (1) provides: 

‘‘(b) Definition of property used in the trade 
or business.—For purposes of this section— 

1) General rule.—The term ‘property used 
in the trade or business’ means property used 


in the trade or business, of a character which 


is subject to the allowance for depreciation 


_ provided in section 167, held for more than 1 — 
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L. Ed. 2d 147 (1980). Although this factor 
is not dispositive of the tax question, ordi- 
nary income tax rates usually apply when 
dispositions of subdivided property over a 
period of time are continuous and substan- 
tial rather than isolated and few. Houston 
Endowment, Inc. v. Umted States [79-2 ustc 
1 9690], 606 F. 2d 77, 81 (5th Cir. 1979). 


Major was incorporated for the stated 
purpose of acquiring, developing, holding, 
and selling real estate. Major’s primary 
source of income, from its inception until 
the sale of Major Center, was from the sale 
of its land. Prior to its 1968 fiscal year, all of 
Major’s land was classified as property 
“held for sale.” In 1968, it divided its land 
into two categories, “held for sale” and 
“held for development.” The only property 
placed in the latter category was Major 
Center. Major argues that from that point 
on Major Center was not held for sale in 
the ordinary course of its business. It 
contends that the sales made from Major 
Center were to enable it to develop the 
remainder of the property for its own use. 


The frequent and continuous sales which 
taxpayer engaged in and the substantial 
improvements made to the property be- 
lie Major’s argument. Despite Major 
Center’s categorization, all of Major’s sales 
during its 1971 and 1972 fiscal years were 
parcels from Major Center. Thus, prior to 
the sale of Major Center to the limited 
partnership, Major had sold approximately 
16% of the total value of the property (not 
including the 175 acres sold to DeBartolo). 
The Tax Court correctly found that this 
was not an insignificant amount. 


Although we place greatest emphasis on 
the frequency and substantiality of sales 


year, and real property used in the trade or 
business, held for more than 1 year, which is 
not— 

(A) property of a kind which would properly 
be includible in the inventory of the taxpayer 
if on hand at the close of the taxable year, 

(B) property held by the taxpayer primarily 
for sale to customers in the ordinary course 
of his trade or business. 

(C) a copyright, a literary, musical, or artis- 
tic composition, a letter or memorandum, or 
similar property, held by a taxpayer described 
in paragraph (3) of section 1221, or 

(D) a publication of the United States Gov- 
ernment (including the Congressional Record) 
which is received from the United States Gov- 
ernment, or any agency thereof, other than by 
purchase at the price at which it is offered for 
sale to the public, and which is held by a tax- 
payer Seocienas - ae rea ey of section 
Aeeee yi 
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over an extended time period, our decision 
is aided by the presence of Major’s im- 
provements and other development activi- 
ties aimed at increasing sales of Major 
Center. Biedenharn Realty Co. v. United 
States, supra, 526 F. 2d at 417. Major spent 
over $1,500,000 in development costs for 
platting subdivisions covering 415 acres and 
for other improvements, including streets, 
utilities, and drainage structures. These 
substantial improvements further support 
the conclusion that Major sold Major Cen- 
ter in the ordinary course of business. See 
Houston Endowment, Inc. v. United States, 
supra, 606 F. 2d at 82. 


Ideally, Major desired to develop the 
property itself or to become a joint venturer 
in the development of any property it sold. 
Nonetheless, where it would be more bene- 
ficial to sell, rather than to develop the 
property, Major was not hesitant to do so. 
It always maintained that it was in the 
business of buying and selling real estate. 
In fact, the 2,500-acre tract, given Major’s 
resources, was much too large for Major 
to develop itself; therefore, it would have 
had to sell some of the land in order to 
continue developing other sections of the 
property. Even if Major’s original intent 


were to maintain the property for invest- 
ment, the facts indicate that there was a 
thoroughgoing change of purpose from 
investment to sales which precludes this 
court from allowing capital gain treatment. 
See Biedenharn Realty Co. v. United States, 
supra, 526 F. 2d at 423. 


Major’s final argument is that the Major 
Center sale was not “ordinary” in the 
course of its business. Its sole contention 
is that the sale of a large tract of land in 
one transaction cannot be ordinary. As has 
been demonstrated, the sale of real estate by 
Major was the usual business practice and 
was certainly not a departure from normal 
events. See, e.g., United States v. Winthrop, 
supra, 417 F. 2d at 912. Major was not 
liquidating its business; it used the funds 
from the sale to the limited partnership to 
invest further in property and development. 


Our consideration of the relevant factors 
thus leads us to conclude that the Tax 
Court did not err in holding that the sale 
of Major Center was a sale in the ordinary 
course of Major’s business and the profit 
realized was properly taxed as ordinary 
income. 


The judgment of the Tax Court is AF- 
FIRMED in part and REVERSED in part. 


[7.9125] Richard V. Martenson, Appellant v. Commissioner of Internal Revenue, 


Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 84-1894, 11/21/84.—(748 F2d 489.) Dis- 


missing appeal from unreported Tax Court decision. 


[Tax Court Rule 70] 


Tax Court Rules: Discovery: Prerequisite conferences.—Even though the govern- 
ment failed to comply with the informal consultation requirement in discovery, a federal 
court of appeals lacked jurisdiction to review a prejudgment motion for costs and fees 
since the case was still pending in the Tax Court. The interlocutory order was non- 
appealable until the Tax Court reached a final disposition of the case. ‘Back reference: 
{| 5821N.25. 


Before HEANrEY, Bricut and Ross, Circuit Judges. 


[CCH Dec. 32,479], 61 T. C. 691 (1974). 

Martenson sought and obtained a protective. 
order, and then moved for attorneys’ fees 
and expenses. The court summarily denied 
the motion and a motion for reconsidera- 
1 followed. 


PER CurraM: Richard V. Martenson filed 
suit in Tax Court for a redetermination 
of tax for 1979 and 1980. The government 
t age arin eer 


————— 
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case is still pending in the Tax Court, this 
Court lacks jurisdiction. Martenson argues 
that this Court has jurisdiction under the 
collateral order doctrine of Cohen v. Bene- 
ficial Industrial Loan Corp., 337 U. S. 541 
(1949), and more specifically White v. New 
Hampshire Dept. of Employment Security, 
455 U. S. 445 (1982); and Obin v. District 
No. 9, 651 F. 2d 574 (8th Cir. 1981). 


Martenson’s reliance on White and Obin 
is misplaced, however, because both in- 


volved the appealability of post-judgment 
orders determining attorneys’ fees. The de- 
nial of a prejudgment motion for costs and 
fees is a non-appealable interlocutory order. 
See e.g., Coleman v. Sherwood Medical In- 
dustries, No. 84-1867, slip op. at 3-4 (8th 
Cir. October 15, 1984). 


Accordingly, this appeal is dismissed for 
lack of jurisdiction. See 8th Cir. R. 12. 


[9126] Thompson Engineering Co., Inc., Petitioner-Appellant v. Commissioner of 


Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 83-1786, 1/4/85.—(751 F2d 191.) Reversing 


Tax Court, 80 TC 672, Dec. 40,024. 


[Code Secs. 533 and 537] 


Accumulated earnings tax: Reasonableness: Bonding requirements.—The Sixth Cir- 
cuit Court of Appeals, in reversing the Tax Court, ruled that an accumulated earnings 
tax against the taxpayer was unwarranted, the taxpayer having reasonably retained 
earnings to satisfy net assets requirements for obtaining bonding in the construction 
industry. The Tax Court and taxpayer had agreed on the amount of the taxpayer’s 
bonding needs, but the court had applied a factor of 4.5 against the taxpayer’s net 
assets to derive bonding limits while the taxpayer had used a factor of 4. Giving “great 
weight” to the taxpayer’s judgment on how to structure its finances, the appellate court 
ruled that a factor of 4 was appropriate and that the Tax Court substituted its opinion 
on how to run the taxpayer’s business for the taxpayer’s own. The taxpayer had been 
seeking preferred bonding rates without personal indemnity during a depressed time in 
the industry and had hoped to maintain its reputation for having a solid financial base. 
Back references: {| 3309.0265 and 3321.035. 


Charles R. Hembree, Philip E. Wilson, Kincaid, Wilson, Schaeffer, Hembree, Kin- 
caid Towers, Lexington, Ky. 40507, for petitioner-appellant. Glenn L. Archer, Jr., 
Assistant Attorney General, Steven Frahm, Department of Justice, Washington, D. C. 
20530, Joel Gerber, Internal Revenue Service, Washington, D. C. 20224, for respondent- 
appellee. 


Before KENNEDY and Krupansky, Circuit Judges; and DeMascio, District Judge.* 


Per CurIAM: Taxpayer, Thompson En- 
gineering Co., Inc. (Thompson Engineer- 
ing), appealed from a judgment of the :tax 
court concluding that taxpayer permitted 
its earnings and profits to accumulate be- 
yond the reasonable needs of its business 
with a purpose to avoid income with re- 
spect to its shareholder and imposing lia- 
bility upon the taxpayer for accumulated 
earnings pursuant to § 531 of the Internal 
Revenue Code of 1954 (IRC). 


Taxpayer was incorporated in 1959 and, 
since that time, has been a construction 
subcontractor primarily engaged in gen- 
eral plumbing, heating, air conditioning, 
and related sheet metal work. In the mid- 


1960's, Billy R. Thompson (Thompson) 
became its sole shareholder. All of tax- 
payer’s officers and directors were members 
of Thompson’s family during the years at 
issue. As president, Thompson was re- 
sponsible for taxpayer’s operations, including 
its financial and dividend policies. 


The vast majority of taxpayer's projects 
were performed for government agencies 
and involved the construction of schools, 
hospitals, office buildings, utility plants and 
federally funded housing, for which tax- 
payer served as a mechanical subcontractor. 
Taxpayer's contracts were awarded to gen- 
eral contractors pursuant to a procedure 


* Hon. Robert E. DeMascio, United States 


District Judge, Eastern District of Michigan, 
sitting by designation. . 7 
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the soliciting government agency which in- 
corporated price quotations of subcontractors 
such as the taxpayer. The general con- 
tractor was not required to accept the 
lowest bidding subcontractor. In selecting 
a subcontractor, the general contractor con- 
sidered the amount of the subcontractors’ 
bid, the subcontractors’ financial capability, 
physical capacity to perform, available per- 
sonnel, existing workload, and experience 
in performing the type of work involved. 
Once a general contractor was awarded a 
contract, subcontracts were awarded to the 
selected subcontractors. Taxpayer subcon- 
tracted only a small amount of the work 
it was awarded. 


General contractors engaged in public 
works projects were required to post a 
performance and bid bond. The general 
contractor had the option, in turn, to re- 
quire the subcontractor to provide a per- 
formance and payment bond. If the sub- 
contractor was unable to provide a bond, 
the general contractor, with the govern- 
ment’s permission, could substitute the next 
acceptable contractor. General contractors 
generally avoid subcontractors who are not 
bondable. 


Russell E. Davis (Davis), taxpayer’s in- 
surance underwriter testified that insurance 
companies generally derive the bondable 
limits of a subcontractor at a figure com- 
puted at 4 to 5 times its net worth or 6% 
to 7 times its working capital, as applied 
to the aggregated value of the subcon- 
tractor’s outstanding contracts. For exam- 
ple, on an aggregated value of $1 million 
worth of work in progress, the working 
capital requirement would be $150,000 or 
$200,000 to $250,000 on net worth. 


Davis testified that, notwithstanding the 
application of the foregoing criteria, the 
maximum bonding level of any given con- 
tractor was basically a subjective deter- 
mination. He stated that other factors 
considered were “the individual, his pay 
record, his operating capital, his net worth, 
his reputation, [and] his past experience 
on jobs,” and that “there is a great deal 
of subjective evaluation within those guide- 
lines.” Davis also explained that bonding 
companies require contractors and sub- 
contractors to have exceptional financial 
strength before they issue bonds without 
conditions of personal indemnity. 


From its incorporation through at least 
1974, taxpayer’s volume of business steadily 
increased, as did its reputation which was 


q@ 9126 


excellent. Taxpayer consistently operated 
at a profit. Beginning in 1972, however, 
and accelerating during 1973 and 1974, the 
construction industry in taxpayer’s geo- 
graphical area experienced dramatic price 
escalations and material shortages. Tax- 
payer’s contracts with general contractors 
did not incorporate escalator clauses pro- 
tecting it against such price increases. Dur- 
ing the years at issue, taxpayer suffered 
losses on four or five of its contracts, and 
many of its competitors went bankrupt. 
Cash flow difficulties caused many subcon- 
tractors to reduce profit margins to remain 
competitive. Taxpayer sought to avoid the 
increased competition by bidding only on 
bigger projects. : 


The decision to bid on bigger jobs in- 
creased taxpayer’s bonding needs. In 1972, 
taxpayer transferred its bonding business 
to Progressive Insurance Company (Pro- 
gressive), of which Davis was the president 
and majority shareholder. Taxpayer sought 
to have Progressive write bonds at pre- 
ferred rates and without personal. indem- 
nity. Initially, Davis placed taxpayer’s bonds 
with the United States Fidelity and Guar- 
anty Company, but was not able to do so 
as preferred rates or without personal in- 
demnity clauses. During 1972, Davis began 
placing taxpayer’s bonds with the American 
States Insurance Agency (States). Although 
it charged standard rates, it’s subsidiary, 
American Economy Insurance Company 
(Economy) authorized preferred rates. 


In July 1972, States authorized Progressive 
to write bonds for the taxpayer without home 
office referral. This authority applied to 
contracts of not more than $250,000, and 
only upon the condition that taxpayer’s 
total contracts in progress at the time of 
application did not exceed $2,500,000.. Sub- 
sequently, Progressive was authorized to 
write bonds for taxpayer with Economy at 
preferred rates and without personal in- 
demnity. This was due to Progressive’s ex- 
perience with taxpayer, taxpayer’s increased 
net worth and working capital, and tax- 
payer’s greater work experience. In Feb- 
ruary, 1972, Progressive was authorized by 
Economy to write bonds for taxpayer 
without home office referral on contracts 
up to $750,000 so long as the total number 
of contracts in progress did not exceed 
$3,000,000. Thompson testified that it was 
his understanding that taxpayer could be 
bonded based on a ratio of five or six times 
working capital and “about” four times net 
worth. ‘ 
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When submitting bids, taxpayer was re- 
quired to disclose if it had ever been re- 
fused a performance bond. To avoid such 
embarrassment, Thompson, on _ occasion, 
conferred with Davis before submitting 
bids. If Davis questioned the bidding on a 
particular job, or if a project would exceed 
Davis’ underwriting authority, Thompson 
would forego the project. As a result, tax- 
payer was never denied a bond and Davis 
made no requests to the home office for 
approval of amounts in excess of his under- 
writing authority. 

In 1972 and 1973, taxpayer was typically 
awarded about 20 percent of the contracts 
upon which it submitted bids. Taxpayer’s 
balance sheets reflected that its net assets 
for 1972 and 1973 were $759,830 and $896,457, 
respectively. Taxpayer had accumulated 
earnings and profits and retained current 
earnings and profits for the years 1971 
through 1973 as follows: 


Retained 
Accumulated Current 1 
Earnings Earnings 

Fiscal Year and Profits and Profits 
TOTES ore ees $5355;60 Fae) Seen eres 
OTD eet oan eae 727,507 $191,979 
I97Sr pert «eee 864,583 137,257 


Taxpayer never paid a dividend from the 
date of its incorporation through fiscal 
year 1973, but it made a number of loans 
to its sole shareholder, Thompson, the out- 
standing balance of which reached $164,200 
by late 1973.2 The loans were reflected as 
“notes receivable-offiicers” on taxpayer’s 
balance sheet and were evidenced by de- 
mand notes. All but two of the notes 
specified the interest rate payable at six 
percent. Thompson used all but $55,000 
of the amounts loaned to him to purchase 
his house, a farm, and a residental lot. The 
remainder of the proceeds was used by 
Thompson to launch a new business venture. 

Davis informed Thompson that the loans 
the company advanced to him would 
be taken into account in determining tax- 
payer’s net worth but would reduce the 
amount of taxpayer’s working capital for 
bonding purposes. Davis also advised 
Thompson that it would become necessary 
at some time in the future to subordinate 
to the bonding company the notes evidenc- 
ing Thompson’s personal liability to tax- 
payer so that the notes would not be subject 
to taxpayer’s general creditors. Thompson 
testified that his loans were merely short- 
term investments, replacing taxpayer’s prior 


unsuccessful venture into the stock market. 
Thompson had been assured by his bank 
that he could: obtain a personal loan on 
short notice if it became necessary to im- 
mediately repay his loans to taxpayer. 


In September 1974, taxpayer elected. to 
be taxed as a small business corporation 
under Subchapter S, IRC § 1371 et seg. On 
November 15, 1974, taxpayer declared a 
dividend to Thompson of $112,986.63. On 
the same date, Thompson repaid his loans 
from taxpayer through July 6, 1972, in the 
total amount of $112,700. 


Thompson’s compensation as taxpayer’s 
president was $69,665 in fiscal year 1972 
and $73,268 in fiscal year 1973. He and his 
wife reported taxable income on their joint 
federal income tax returns for 1972 and 
1973 of $53,485.50 and $50,571.34. Their 
marginal rates of federal taxation in those 
years were 53 and 50 percent, respectively. 


The Commissioner of Internal Revenue 
(the Commissioner) determined taxpayer 
had accumulated its income in excess of its 
reasonable needs and determined deficien- 
cies in taxpayer’s federal corporate income 
tax under IRC §531 for the fiscal years 
ending August 31, 1972 and August 31, 1973, 
in respective amounts of $18,744.83 and 
$26,996.75. Taxpayer filed a petition in 
the United States Tax Court challenging 
the Commissioner’s determination of the 
deficiencies alleging that the Commissioner 
erroneously concluded that it accumulated 
its earnings and profits in excess of its 
reasonable business needs with a purpose 
to avoid income taxes with respect to its 
shareholder. The tax court ruled substan- 
tially in favor of the Commissioner in 
Findings of Fact and Opinion reported at 
[CCH Dec. 40,024] 80 T. C. 672 (1973). 
The tax court found that taxpayer required 
a bonding capacity of $3 million in 1972 
and of 3.5 million in 1973. To accommodate 
that bonding capacity, the tax court deter- 
mined that taxpayer needed net assets of 
$675,000 and $785,000 in 1972 and 1973, 
respectively. Because taxpayer had net 
assets of $754,611 and $878,519 in 1972 and 
1973, the tax court concluded that taxpayer 
had accumulated earnings and profits in 
excess of its reasonable needs as follows: 


1972 1973 
Availabilities ...... $754,611 $878,519 
Needs 9201. 047. fines 675,000 785,000 
TUX CESS) Is, sates) eats $ 79,611 $ 93,519 


1 The parties stipulated that these amounts 
are equal to ‘‘ ‘taxable income adjusted in the 
manner provided in section 535(b)’.’’ 
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2 Taxpayer made four additional loans to 
Thompson totalling $69,200 between October 31, 
1973, and September 24, 1974. ; 
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On August 11, 1983, the tax court filed a 
decision in accord with its Findings of 
Fact and Opinion, and assessed deficiencies 
of $18,744.83 and $25,717.73 for 1972 and 
1973, respectively. 


The appeal concerned taxpayer’s liability 
for the accumulated earning tax imposed 
by IRC §531 et seg. Section 531 imposes 
the accumulated earnings tax on the “ac- 
cumulated taxable income” of a corporation. 
Section 535 defines accumulated income to 
equal taxable income, with certain adjust- 
ments not relevant for purposes of this 
appeal, less dividends paid and that portion 
of the earnings and profits for the taxable 
year that are retained for the reasonable 
needs of the business. The tax is imposed 
only where the corporation is “formed or 
availed of for the purpose of avoiding the 
income tax with respect to its shareholders.” 


IRC § 532(a). 


When the taxpayer is able to prove that 
it accumulated all or any part of its earnings 
to meet its reasonable business needs, this 
amount is allowable as a credit against its 
accumulated earnings tax. IRC §535(c). 
Upon receipt of the Commissioner’s proposed 
notice of deficiency, the taxpayer is per- 
mitted to submit a statement of the reasons 
upon which it relies to justify the accumula- 
tions for its reasonable business needs. IRC 
§ 534(b). When a §534(c) statement is 
filed by the taxpayer in proper form to 
satisfy the. requirements of the statute, the 
burden of proving that earnings and profits 
were accumulated beyond the reasonable 
needs of the business shifts to the Com- 
missioner. IRC § 534(a). 

Taxpayer submitted a timely § 534(c) 
statement and filed a motion with the tax 
court seeking to shift the burden of proof 
to the Commissioner to show that all or 
any part of taxpayer’s earnings and profits 
were permitted to accumulate beyond the 
reasonable needs of taxpayer’s business. 
After a hearing on the motion, the tax 
court found in favor of the Commissioner. 

Taxpayer's statement set forth the amount 
of “uncompleted work in process”, and 
cl gf aoted thas UEBEEG are no set 


cial strength, reputation, credit rating, gen- 
eral experience, organizational setup and 
availability of required equipment.” The 


statement failed to indicate either the amount 


of bonding capacity taxpayer sought to 
achieve or the amount of assets required to 
attain a desired bonding capacity. Because 
taxpayer’s statement, with respect to bond- 
ing capacity and other needs, lacked the 
requisite specificity and definiteness en- 
visaged by the statute, the tax court did 
not err in concluding that the burden of 
proof remained on the taxpayer to establish 
that earnings and profits accumulated were 
not beyond the reasonable needs of the 
business. 


Taxpayer's primary argument on appeal 
is that the tax court committed reversible 
error in the manner in which it applied the 
net assets test to its bonding requirements. 
The tax court determined that taxpayer re- 
quired $3 million in bonding capacity in 
1972 and $3.5 million in 1973. It further 
determined that to support such a bonding 
capacity, taxpayer required net assets of 
$675,000 and $785,000 in 1972 and 1973, 
respectively. The tax court, however, did 
not indicate the methodology by which it 
reached its determination. 


The tax court apparently computed its 
result by multiplying the required bonding 
level by .225 which is the average of the 
reciprocals for factors of 4 and 5 (.25 and 
.20). Using this reciprocal, the necessary 
net assets would be $675,000 (3,000,000 x 
.225) for 1972, as found by the tax court, 
and $787,500 (3,500,000 x .225) for 1973, 
which the tax court apparently rounded off 
to $785,000. When the figures derived by 
the tax court are divided by the net assets 
which the tax court determined to be 
necessary for each of the years in issue, the 
net assets ratios are aproximately 4.44 
($3,000,000 + $675,000) for 1972 and 4.46 
($3,500,000 + $785,000) for 1973° 

Taxpayer argued that the tax court erred 
by not applying a factor of 4 to determine 
the amount of taxpayer’s necessary net assets, 
which would have established that taxpayer 
needed net assets of $750,000 (3,000,000 + 
4) and $875,000 ($3,500,00 + 4) to meet 
bonding capacities of $3 and $3.5 million 
in oe and 1973, pag rapa 
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1972 1973 

max Factor Tax Factor 

Court of 4 Court of 4 
Availabilities .............. $754,611 $754,611 $878,519 $878,519 
PN COS aa ects Sa haga A cut Eas 675,000 750,000 785,000 875,000 
wOxcess We AOS TIS $ 79,611 $ 4,611 $ 93,519 $ 3,519 


The table reflects that the application of a 
factor of 4 results in a minimal excess in 
net assets over needs for bonding capacity. 
The crux of the issue, therefore, is whether 
the tax court erred in determining an amount 
of necessary assets that would be appropriate 
either for the average of the reciprocals 
for the factors of 4 and 5 or for factors 
of 4.44 and 4.46 in 1972 and 1973, respectively, 
rather than for a factor of 4. 


Recalling that Davis testified that bond- 
ing companies generally consider a sub- 
contractor qualified for bonding in an 
amount between 4 and 5 times net worth, 
taxpayer argued that the tax court’s de- 
termination should have been based on the 
lower factor of 4 because taxpayer was 
seeking bonding at preferred rates, without 
personal indemnity during a depressed 
period in the construction industry and 
becatise it was Thompson’s understanding 
that taxpayer would be able to obtain bonds 
for a workload of “about” 4 times net 
worth. Taxpayer did not otherwise intro- 
duce evidence supporting its contention that 
bonding capacity was limited to 4 times its 
net assets. The Commissioner argued that, 
although net worth rtles of thumb are 
considered in determining bonding capacity, 
the level of bonding permitted is a sub- 
jective determination based not only upon 
net worth and working capital, but also 
upon criteria such as the contractor’s repu- 
tation, its payment record and experience. 
Since taxpayer had an excellent reputation, 
a history of steady and sustained growth 
and conservative operating philosophy, the 
Commissioner asserted, the amount of net 
assets it needed for bonding capacity should 
have been much less than that derived by 
applying a factor of 4 and that a more 
realistic factor would be closer to 5. Tax- 
payer counters that tax court’s decision, in 
effect, mandates that even though the net 
assets test is generally applied within the 
range of 4 to 5 times net assets, it was 
unreasonable for Thompson to operate tax- 
payer when the amount of net assets cor- 
responding to a factor lower than 4.44 or 
4.46 in 1972 and 1973, respectively. 


An accumulation of earnings and profits 
is in excess of the reasonable needs of a 
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business if “it exceeds the amount that a 
prudent business man would consider ap- 
propriate” for present and future business 
needs. Treas. Reg. § 1.537-1(a) (1960). To 
justify an accumulation for future business 
needs, there must be an indication that the 
corporation had “specific, definite and feasible 
plans for the use of such accumulation.” 
Treas. Reg. § 1.537-1(b) (1960). 


The determination of reasonable needs of 
its business is, in the first place, a task for 
the officers and directors of a corporation. 
Bride v. Comm’r [55-2 ustc J 9547], 224 F. 
2d 39, 42 (8th Cir. 1955), cert. denied, 350 
USERS RD 1G! SO URL OA Aa alk 
The business judgment of Thompson as to 
taxpayer’s business requirements for its 
proper and safe conduct is entitled to 
“sreat weight”. Hardin's Bakeries Inc. v. 
Martin [67-1 ustc § 9253], 293 F. Supp., 
1129, 1131 (S. D’ Miss. 1967). IR'C § 531 
does not empower the tax court to sub- 
stitute its judgment for the corporation’s 
officers concerning whether corporate divi- 
dends should be declared. See Bride uv. 
Comm’r, 224 F. 2d at 42 (construing former 
IRC § 102(a), the predecessor to IRC § 531 
which contained similar language). It 
appears, however, that the tax court did, 
in fact, substitute its judgment for that of 
Thompson by concluding that taxpayer re- 
quired net assets corresponding to a factor 
which was approximately the average of 
factors of 4 to 5 rather than at the lower 
end of that range. 


The tax court’s finding that taxpayer 
accumulated earnings and profits beyond 
the reasonable needs of the business is a 
question of fact, which may be set aside 
by this court only if it is clearly erroneous. 
Helvering v. National Grocery Co. [38-2 usTCc 
J 9312], 304 U. S. 282, 58 S. Ct. 932, 82 L. 
Ed. 1346, reh’g. denied, 305 U. S. 669, 59 S. 
Ct. 56, 83 L. Ed. 434 (1938); GPD, Inc. v. 
Comm’r [75-1 ustc J 9142], 508 F. 2d 1076, 
1089 (6th Cir. 1974); Kirlin Corp. v. Comm'r 
[66-2 ustc J 9479], 361 F. 2d 818, 819 (6th 
Cir. 1966); see Fed. R. Civ. Pro. 52(a). A 
finding is “clearly erroneous” when “although 
there is evidence to support it, the review- 
ing court on the entire evidence is left with’ 
the definite and firm conviction that a 
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Pd 
7 


capacity which the tax court itself con- 
cluded was appropriate, this court is of the 
opinion that the tax court committed error. 


mistake has been committed.” United States 
v. United States Gypsum Co., 333 U. S. 364, 
395, 68" SP GE 525995425992 ds 746: 
reh’g denied, 333 U. S. 869, 68 S. Ct. 788, 
92 L. Ed. 1147 (1948). Since taxpayer 
proved that it retained its net assets within 
the range appropriate for the bonding 


The decision of the tax court holding 
taxpayer liable for the accumulated earn- 
ings tax under IRC § 531 is reversed. 


[9127] Estate of Thomas L. Kaplin, deceased, Maury I. Kaplin, Executor, and 
Gertrude F. Kaplin, surviving spouse, Petitioners-Appellants v. Commissioner of Internal 
Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 82-1842, 11/26/84.—(748 F2d 1109.) Re- 


versing and remanding Tax Court, 44 TCM 660, Dec. 39,325(M), TC Memo 1982-440. 


[Code Sec. 1001] ‘ 


Computation of gain or loss: Property valuation: Determination of fair market value. 
—The Court of Appeals reversed and remanded a Tax Court decision because of two 
major errors in the court’s determination of the fair market value of land and improve- 
ments belonging to an estate in Toledo, Ohio. The Tax Court failed to take into account 
the sale of the properties by the city to a developer for $175,000 approximately two years 


after the donation of the property and failed to take into account the tax-assessed value 


of the property of $864,300. Back reference: {| 4460.484. 
Gerald P. Moran, Gressley, Kaplin and Parker, 410 Gardner Building, Toledo, Ohio 


48604, John G. Mattimoe, 
petitioners-appellants. 


1400 National Bank Building, Toledo, 
Glenn L. Archer, Assistant Attorney General, Michael L. Paup, 


Ohio 43604, for 


David English Carmack, John P. Griffin, Department of Justice, Washington, D. C. 20530, 
Kenneth W. Gideon, Internal Revenue Service, Washington, D. C. 20224, for respondent- 


appellee. 


Before Merritr and Martin, Circuit Judges; and Weick, Senior Circuit Judge. 


Martin, Jr., Circuit Judge: The petitioners 
appeal a decision of the Tax Court uphold- 
ing a deficiency in their taxes of $379,255 in 
1975 and $3,115 in 1976. The Tax Court’s 
decision is reported as Estate of Kaplin v. 
Commissioner [CCH Dec. 39,235(M)], Tax 
Ct. Mem. Dec. (P-H) { 82,440 (1982). The 
petitioners assert in this appeal that: (1) 
the Tax Court’s findings are clearly erro- 
neous; (2) the Tax Court applied the 
wrong legal standard in valuing certain 
property; and (3) the Tax Court should 
have reopened the record to allow the 
introduction of evidence of the subsequent 
sale of the property. 


The alleged tax deficiency in this case is 
the result of a charitable deduction taken 
by the petitioners when they donated the 
Plaza Properties to the. City of Toledo in 
de The | Plaza p RBETSS: consisted of 


of the properties was only $22,000 and dis- 
allowed all deductions in excess of that 
amount. 


On a petition for redetermination, the 
Tax Court upheld the deficiencies as deter- 
mined by the Commissioner. The Tax 
Court relied solely on two sources in 
making its determination. First, the court 


found the government expert's valuation 
report to be very persuasive and adopted — 


his “findings exactly. Second, the court 
found highly relevant an information state- 
ment prepared by the petitioners for for- 
mer stockholders in the Plaza Properties 
which stated that major renovation was 
required to make the properties profitable. 
The Tax Court found flaws in all the other 
evidence presented to it and aetuned to 
consider it. 

In reviewing the Tak Gvirtis factual 
findings as to fair market value, we may 
only set them aside if they are clearly 


erroneous. Miami Valley Broadcasting Corp. 
252] 


i 
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mere rubber stamp.” Jd. Because we be- 
lieve that the Tax Court’s findings are 
clearly erroneous as to fair market value, 
we now reverse. 


We find at least two major errors in the 
Tax Court’s determination. First, it was 


clear error for the Tax Court not to take 


into account the sale of the properties by 
the City of Toledo to Klingbeil Manage- 
ment Company, a developer, approximately 
two years after the donation of the prop- 
erty. In this sale of the property, Kling- 
beil. gave the city: (1) $25,000 in cash; (2) 
a commitment to fully renovate the prop- 
erties at a cost of $1.9 million; (3) a letter 
of credit for $150,000 guaranteeing the 
conditions of the contract; and (4) a con- 
tract provision prohibiting Klingbeil from 
selling the property without the city’s ap- 
proval. 


In determining the fair market value of 
property, little evidence could be more 
probative than the direct sale of the prop- 
erty in question. In fact, fair market value 
is defined as “‘the price at which the prop- 
erty would change hands between a willing 
buyer and willing seller, neither being 
under any compulsion to buy or sell and 
both having reasonable knowledge of rele- 
vant facts.” Treas. Reg. § 1.170A-1(c) (2). 
Thus, this sale of the property in question 
for consideration of at least $175,000 is 
highly relevant and should have been con- 
sidered by the Tax Court. 


There are two possible reasons that the 
Tax Court did not consider this sale. First, 
because the sale occurred over two years 
after the donation, the Tax Court may have 
felt that the property had changed. The 
record demonstrates, however, that the 
City of Toledo did not improve the prop- 
erty during this period but only watched 
over it. If anything, the property would 
have decreased in value during this period 
because little attention was given to it. 
Second, the Tax Court may not have con- 
sidered the sale because of evidence in the 
record that the City of Toledo did not 
intend to sell the property for fair market 
value but only tried to recoup its holding 
costs. This evidence, however, would sug- 
gest that the fair market value is actually 
greater than the sales price and is not a 
justification to ignore the sale. It was 
therefore clearly erroneous for the Tax 
Court not to consider this sale. 


The Tax Court’s second major error was 
not to consider the tax-assessed value of 
the property of $864,300. This tax-assessed 
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value was determined only three months 
after the donation of the property, and 
under Ohio law, tax assessed value, as the 
Tax Court recognized, is intended to repre- 
sent fair market value. The Commissioner 
has even used tax-assessed value as evidence 
of fair market value. Estate of Frieders v. 
Commissioner [82-2 ustc {[ 13,489], 687 F. 
2d 224, 227 (7th Cir. 1982), cert. denied, 103 
S. Ct. 1251 (1983). Evidence of tax- 
assessed value is therefore relevant to the 
determination of fair market value in this 
case and should not have been ignored. 


The Tax Court refused to consider the 
evidence of tax-assessed value because that 
value was allegedly based on the cost re- 
placement method of determining value. 
The Tax Court found that in this case, 
which involved aged and deteriorated build- 
ings, the cost replacement method was an 
unreliable test for value. Although in cer- 
tain instances the cost replacement method 
may not be the best method of ascertaining 
fair market value, see Ujvari v. United 
States [63-1 ustc 9213], 212 F. Supp. 222 
(S. D. N. Y. 1963), it is a traditionally 
accepted valuation method and should not 
be totally ignored by the Tax Court with- 
out strong justification. In this case, where 
the possible rental income from the build- 
ing was hotly contested, the Tax Court 
should have considered cost replacement 
value. 


Due to these two errors, we hold the 
Tax Court’s finding as to value to be 
clearly erroneous, and we remand the case 
to the Tax Court for reconsideration. Be- 
cause the petitioners raise other claims that 
will have bearing on the Tax Court’s re- 
consideration, we must also evaluate those 
claims. 


First, the petitioners claim that the Tax 
Court applied the wrong legal standard in 
deciding the case. Petitioners assert that 
instead of applying the requisite fair market 
value standard, the Tax Court sanctioned 
the petitioner’s for not settling the case by 
adopting the lowest valuation presented 
by the government. Petitioners argue that 
the Tax Court stated that it would adopt 
such a sanction in Buffalo Tool & Die Man- 
ufacturing Co. v. Commissioner [CCH Dec. 
36,977], 74 T. C. 441 (1980), and that in 
this case, the Tax Court, without citing 
Buffalo Tool, was applying that decision. 

Although one can certainly debate whether 
Buffalo Tool stands for the proposition that 
the petitioners claim, it is clear that the 
Tax Court cannot sanction a taxpayer for 
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seeking a judicial determination of her case. 
Such a holding would directly contradict 
fair market value standards and our con- 
ceptions of justice. There is no evidence, 
however, in this case that the Tax Court 
applied the Buffalo Tool sanction. The Tax 
Court did not cite the Buffalo Tool case, and 
in a lengthy opinion explained how it 
reached its result. Although this result 
was erroneous, it was not a sanction on the 
petitioners. 


Finally, the petitioners assert that the 
Tax Court should have reopened the record 
to admit evidence of a sale of the proper- 


ties by Klingbeil five and one-half years 


after the donation of the property. We do 
not feel that it was an abuse of discretion 
not to reopen the record. The sale of the 
property occurred a long time after the 
donation, and the property had undergone 
substantial changes, including the invest- 


ment of over $400,000. Whether the Tax 
Court wishes to consider this evidence on 


reconsideration is in its sound discretion. 


The opinion of the Tax Court is thus 
reversed, and the case is remanded to that 
court for further consideration consistent 
with this opinion. 


for the years 1970, 1971, and 1972 the ques- 
tion at issue is whether certain expenditures 


——$—$—$——————— 


[9128] The Cleveland Electric Illuminating Company v. The United States. . 
U.S. Claims Court, No. 331-81T, 1/9/85.—(7 ClsCt 220.) 


[Code Secs. 162(a) and.263] 


Business deductions: Trade or business expenses: Employer’s expenses: Training 
employees: Nondeductibles: Capital expenditures: Good will and business expansion: 
Advertising: Nuclear reactor electric plant: Capital expenditures v. ordinary and necessary 
business expenses.—An electric company was not entitled to deduct as an ordinary and 
necessary business expense the cost of training employees to work in a newly constructed 
nuclear power plant since such expenditures were considered by the Claims Court to be 
capital in nature. Further, advertising costs incurred by the electric company to allay 
public fear of nuclear power were also characterized by the court as capital expenditures 
and nondeductible as a business expense. However, the court did permit the electric 
company to deduct employee training costs relating to a newly constructed conventional 
fossil fuel generating plant, which was fifth in a series of already existing plants. The 
court differentiated between the training costs attributable to the nuclear power plant 
and those costs attributable to the conventional electrical generating plant. The court 
pointed out that the nuclear plant was part of a joint enterprise and the capital expendi- 
tures incurred in this new venture were all part of the turnkey purchase price as start-up 
costs incurred in the acquisition of a new business. The direct training costs attributable 
to the coal-fired plant were not substantial start-up costs because this plant was merely 
an expansion of the taxpayer’s existing facilities for which they utilized existing personnel. 
Back references: {| 1330.156, 1330.257, 1392.0339, 2219.229 and 2219.3258. 


Eric M. Oakley, W. H. Lutz, T. G. Perris, F. L. Fisher, M. G. Meissner oat Squire, 
Sanders & Dempsey, 1800 Huntington Building, Cleveland, Ohio 44115, for plaintiff. 
Glenn L. Archer, Jr., Assistant Attorney General, Stella A. Gieseler ond Theodore D. 
Peyser, Department of Justice, Washington, D. C. 20530, for defendant. 


Opinion on Employee Training and 
Advertising Expense Issues 


Miter, Judge: Question Presented. In this — 
suit for refund of federal income taxes paid 


issue are the cost of training Huay Rees to 
operate the two generating plants, the cost 
of training employees to replace personnel 
transferred to the new facilities, and the 
cost of an advertising campaign undertaken 
in connection with the AOS Son plant. 

de: ent to putting into operation two new ‘Ord nary ‘ie KoASES and Capital i 
oe pigeon Generally tapes | 


Court Decisions—Cited 85-1 USTC: 


87,111 


Cleveland Electric Illuminating Co. v. U.S. 


term ‘ordinary’ in § 162(a) is to clarify the 
distinction * * * between those expenses 
that are currently deductible and those that 
are in the nature of capital expenditures, 
which, if deductible at all, must be amor- 
tized over the useful life of the asset.” 
Commissioner v. Lincoln Savings & Loan Assn. 
[71-1 ustc ff] 9476], 403 U. S. 345, 353 (1971), 
citing Commissioner v. Tellier [66-1 vustc 
1 9319], 383 U. S. 687, 689-90 (1966). And 
this dichotomy is reinforced by I. R. C. 
§ 263(a) (and see also §§ 161 and 261), which 
bars deductions for capital expenditures. 


Plaintiff contends that since expenditures 
for training of employees and advertising 
are generally ordinary expenses in its busi- 
ness, there is no good reason why they 
should not be so treated here; whereas 
defendant insists that the expenditures were 
not ordinary but capital, because they were 
actually part of the cost of acquisition of 
the new generating plants, they were in- 
curred before the plants became operational, 
they were designed to provide benefits in 
later years rather than in the taxable years, 
and they were incurred pursuant to obli- 
gations under agreements with other elec- 
tric utility companies. 


In support of its argument plaintiff claims 
that statements in the opinion in Commis- 
sioner v. Lincoln Savings & Loan Assn [71-1 
ustc § 9476], 403 U. S. 345 (1971), repudiate 
earlier decisions of other courts and put a 
new perspective upon the standards of what 
is an ordinary expense. In that case the 
Court held that certain additional premiums 
paid in 1963 by a state-chartered savings 
and loan association to the Federal Savings 
and Loan Insurance Corporation (FSLIC) 
under the compulsion of § 404(d) of the 
National Housing Act, 12 U.S. C. § 1727(d), 
were not deductible by the savings associa- 
tion, for income tax purposes, as ordinary 
and necessary business expenses under 
§ 162(a). The Court’s reasons were that: 
(A) The premiums were part of a secondary 
reserve to be used only if all other assets 
of FSLIC were insufficient to cover its 
losses; (B) The insured institution had a 
distinct and recognized property interest in 
the secondary reserve, including the right 
to transfer, to obtain a refund, to use it to 
pay its basic premium, to have it accounted 
for separately, and to receive a share of 
FSLIC’s earning thereon; (C) All con- 
cerned treated the insured institution’s 
share of the secondary reserve as an asset 
on their financial statements and books of 
account; and (D) Congress in its treat- 
ment of FSLIC reserves had treated the 
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secondary reserve as a permanent asset or 
capital rather than as an expense. 


The notion that Lincoln Savings & Loan 
Assn made new law and repudiated old 
law as to what is an ordinary expense un- 
der §162 is hardly consistent with the 
Court’s reiteration of the underlined por- 
tions of the well-known statement of Mr. 
Justice Cardozo in Welch v. Helvering [3 
ustc J 1164], 290 U. S. 111, 115-16 (1933), 
on the same question (Lincoln Savings & 
Loan Ass’n, 403 U.S. at 353): 


[T]he decisive distinctions are those of 
degree and not of kind. One struggles in 
vain for any verbal formula that will sup- 
ply a ready touchstone. The standard set 
up by the statute is not a rule of law; tt ts 
rather a way of life. Life in all tts fullness 
must supply the answer to the riddle. [Un- 
derlining supplied.] 

Plaintiff relies first upon the following 
sentence in Lincoln Savings & Loan Ass’n for 
the alleged change (Id.): 


[T]he presence of an ensuing benefit 
that may have some future aspect is not 
controlling; many expenses concededly 
deductible have prospective effect beyond 
the taxable year. 


But if this was a change, the Supreme 
Court seems to have been unaware of it. 
In the same opinion the Court emphasized 
that an important difference between the 
primary FSLIC insurance premium and 
the additional insurance premium was that 


(Id. at 357): 


The former * * * is only annual in 
phase and operation. It provides insur- 
ance for the year. When the year passes, 
the insurance ceases. The latter, how- 
ever, provides a fund available for losses 
not only in the current year, but in the 
future. 


And one year later, when the same Court 
decided in United States v. Mississippt Chem- 
ical Co. [72-1 ustc 9276], 405 U. S. 298 
(1972), that the required purchase of shares 
of a class C stock of a federal bank for 
cooperatives, in a fixed proportion to the 
interest paid to the bank, on loans by a 
farmers cooperative association, was not 
deductible as additional interest paid but 
was the purchase of a capital asset, the 
court reasoned (Jd. at 310): 


Since the security is of value in more 
than one taxable year, it is a capital asset 
within the meaning of § 1221 of the Code, 
and its cost is nondeductible. Cf. Com- 
musstoner v. Lincoln Savings & Loan Assn. 
[71-1 ustc J 9476], 403 U. S. 345 (1971); 
Old Colony R. Co. v. United States [3 ustc 
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{ 880], <284uU.S:'552<(1932) 9261s. Fa R: 
§ 1.461-1. 


The Court’s reference in Mississippi Chem- 
ical to 26 C. F. R. §1.461-1 undoubtedly 
refers to subsection (a)(1) of that regula- 
tion which provides as a part of the general 
rule for the year of a deduction: 


If an expenditure results in the creation 
of an asset having a useful life which ex- 
tends substantially beyond the close of the 
taxable year, such an expenditure may not 
be deductible or may be deductible only 
in part, for the taxable year in which 
made. * * * See section 263 and the 
regulations thereunder for rules relating 
to capital expenditures.* 

As the quoted excerpts indicate, although 
the cost of replacing a broken window is a 
deductible expense in the year of replace- 
ment, despite the benefits therefrom in 
ensuing years, the fact that a substantial 
expenditure is likely to give long-lived 
benefit, or is connected with the acquisition 
of an asset having an extended life, is al- 
ways an important, if not dominant, factor 
in the direction of tangible or intangible 
capital asset treatment. This is because it 
enables matching of the revenues and the 
cost of producing them over the extended 

life of the asset. As Welch v. Helvering, 290 
U. S. at 114, noted, it is a matter of degree, 
not of kind. 


In the recent decision in Ellis Banking 
Corp. v. Commissioner [82-2 ustc J 9630], 
688 F. 2d 1376 (11th Cir. 1982), reh’g denied, 
698 F. 2d 1238, cert. denied, 103 S. Ct. 3537 
(1983), the Eleventh Circuit succinctly 
pointed out that capital treatment of ex- 
penditures connected with the acquisition 
of an asset having an extended life is an 
important facet of matching revenues and 
expenditures in determining net income. 
The holding there was that expenditures 
incurred in the investigation of the finan- 
cial condition of a corporation, in prepara- 
tion for the proposed acquisition of its 
stock, were required to be capitalized. In 
arriving at that holding, the court stated in 
part (/d. at 1379-80) : 


The function of these rules is to achieve 
an accurate measure of net income for 
by matching outlays with the 


ttributable to them and recog- 
d ‘bl 
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of the cost of acquisition of the asset, 
and the asset will contribute to revenues 
over an extended period. Consequently, 
the outlays are properly matched with 
revenues that are recognized later and, 
to obtain an accurate measure of net 
income, the taxpayer should deduct the 
outlays over the period when the reve- 
-nues are produced. 


These principles, we conclude, require 
capitalization of most of the expenditures 
in this case. Ellis expected to realize 

benefits over the course of its ownership 
of the Parkway stock, and the investiga- 
tion expenditures, which were directly 
‘related to an examination of this specific 
“property, were part of the cost to Ellis of 
owning the stock. Those expenditures 
should be deducted only when the related 
benefits are realized. * * * [Footnote 
omitted.] 


Plaintiff further contends that in Lincoln 
Savings & Loan ‘Ass'n the Supreme Court 
promulgated a new rule for a capital ex- 
penditure, requiring that the payment at 
issue create or enhance “a separate and 
distinct additional asset.’”” This new rule is 
purportedly found in the following excerpt 
(Lincoln Savings & Loan Ass'n, 403 U. S. at 
354): 


What is important and HRs aee 
feel, is that the § 404(d) payment serves 
to create or enhance for Lincoln what is 
essentially a separate and distinct addi- 
tional asset and that, as an inevitable 
consequence, the payment is capital in 
nature and not an expense, let alone an 
ordinary expense, deductible under 
§ 162(a) in the absence of other factors 
not established here. * * * 


Again plaintiff misreads that opinion. All 
the quoted excerpt states is that in the 
particular case what was decisive was that 
Lincoln’s payment of the additional premi- 
ums had acquired for it a separate and. 
distinct. additional asset, a share in the 
FSLIC secondary reserve, and hence the 
payment had to be capital in nature and 
not an expense. It does not state, as plain- 
tiff urges, that if the separate and distinct 
asset test is not met the payment is a 
necessary and ordinary expense. 


If plaintiff’s construction of Lincoln ee 
ings & Loan Assn were correct, the Court 
would be deemed to have overruled without 
any discussion a host of Supreme Court 
and other decisions which held that par- 
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“separate and distinct assets.” See United 
States v. Hilton Hotels Corp. [70-1 ustc 
1 9349], 397 U. S. 580 (1970) (cost of ap- 
praisal litigation subsequent to merger, to 
value shares of dissenting stockholders 
ancillary to payment therefor); Woodward 
v. Commissioner [70-1 ustc J 9348], 397 U. S. 


-572 (1970) (cost of appraisal litigation to 


value shares of minority stockholders ob- 
jecting to extension of corporate charter 
ancillary to redemption of the shares); 
Arrowsmith v. Commissioner [52-2 ustc 
79527], 344 U. S. 6 (1952) (payment by 
stockholder of liquidated corporation of 
judgment against corporation); Interstate 
Transit Lines v. Commissioner [43-1 ustc 
{ 9486], 319 U. S. 590 (1943) (payment by 
corporate parent of operating deficit of 
wholly owned subsidiary pursuant to con- 
tract); Spreckels v. Commissioner [42-1 ustc 
7 9345], 315 U. S. 626 (1942) and Helvering 
uv. Union Pacific Co. [35-1 ustc J 9011], 293 
U. S. 282 (1934) (commissions paid out on 
the sale of securities); Deputy v. Dupont 
[40-1 ustc 79161], 308 U. S. 488 (1940) 
(stockholder’s incentive payments to cor- 
porate officers to obtain improved corpo- 
rate performance); Welch v. Helvering [3 
ustc J 1164], 290 U. S. 111 (1933) (pay- 
ments made by officer of bankrupt corpora- 
tion to corporation’s creditors to strengthen 
his own credit reputation); and see also 
Blitzer v. United States [82-2 ustc { 9465], 
231 Ct. Cl. 236, 268, 684 F. 2d 874, 894 
(1982) and cases cited therein (prepaid 
interest, rent, insurance premiums, fees and 
compensation for future services). 


We consider now the particular expendi- 
tures at issue. 


Davis-Besse Training Expenses 


Statement. On December 26, 1968, plain- 
tiff and the Toledo Edison Company (Toledo) 
entered into an agreement for the con- 
struction of a nuclear power plant known 
as the Davis-Besse plant. The agreement 
provided that the unit should be owned by 
the two companies as tenants in common, 
with Toledo owning an undivided 52.5 per- 
cent interest and CEI owning an undivided 
47.5 percent interest. CCEI appointed To- 
ledo as its agent, and the latter agreed, 
both as agent for CEI and as principal on 
its own behalf, to design and install the 
unit, to negotiate, execute, administer and 
enforce contracts providing for the pur- 
chase of land, materials, equipment and 
services for the engineering, design and 
construction of the unit and to use its best 
efforts to have the unit in commercial oper- 
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ation by December 1, 1974. Toledo alone 
was to execute contracts for $500,000 or 
less and to approve all invoices (irrespec- 
tive of amount) and pay them out of a 
special bank account contributed to by 
both companies. 


Although all costs contemplated by the 
construction agreement were to be shared 
by the company in proportion to its respec- 
tive ownership interest, Toledo alone was 
to provide the competent and experienced 
engineering and construction staff to super- 
intend the work of the architect engineer 
and the constructors engaged in the design 
and construction of the unit. Such engi- 
neering and construction staff and all other 
employees of Toledo performing services 
in connection with the design and con- 
struction of the unit were to be considered 
for all purposes employees of Toledo alone, 
and they were to receive their instructions 
and orders only from appropriate officials 
of Toledo. Likewise, the consulting engi- 
neers, suppliers and contractors were to 
receive their instructions and orders from 
the engineering and construction staff or 
other appropriate officials of Toledo alone. 


Included in the costs of construction 
expressly set forth in the construction con- 
tract were “Special Training for Specific 
Unit (particularly applicable to Nuclear 
Plants).” 


The construction agreement further pro- 
vided that Toledo was not to be liable to 
CEI for any loss, cost, damage or expense 
incurred by CEI as the result of any action 
or failure to act by Toledo in connection 
with the agreement or construction of the 
unit, and that Toledo was to arrange for 
appropriate insurance to cover risk of dam- 
age to or loss of the work in progress, such 
insurance costs however to be shared in the 
same proportions as other costs. 


The agreement further provided that 
nothing contained therein should ever be 
construed to create an association, joint 
venture, trust or partnership of the two 


‘companies. 


Substantially contemporaneously with 
the execution of the construction agree- 
ment, Toledo and CEI entered into an 
operating agreement for Davis-Besse unit 
No. 1. This agreement provided that unit 
No. 1 was to be operated by Toledo, which 
was to produce capacity and energy equal 
to the sums of that reserved and scheduled 
by Toledo and CEI. Toledo was to pro- 
vide the engineering supervisory operating 
maintenance and other staff personnel to 


q 9128 


87,114 


U.S. Tax Cases 


Cleveland Electric Illuminating Co. v. U.S. 


operate and maintain unit No. 1, and such 
staff were to be considered employees of 
Toledo exclusively and to receive their in- 
structions and orders only from appropri- 
ate officials of Toledo. Toledo was also to 
negotiate, and execute and enforce con- 
tracts, including purchase orders for the 
Operation and maintenance of unit No. 1 
either in its own name, or in its own behalf 
and as agent for CEI, with all costs and 
expenses to be shared by both owners pur- 
suant to a schedule attached to the agree- 
ment. Neither owner was to be liable to 
the other for any loss, cost, damage or 
expense incurred by the other as a result of 
any action or failure to act by the other. 
Liability to third-persons arising out of 
the ownership, operation, use or mainte- 
nance of any property which was the sub- 
ject of the agreement was to be shared. 
Insurance covering risk of damage and 
liability was to be arranged for and main- 
tained by Toledo, but the cost thereof was 
to be jointly shared. As in the construction 
agreement, the parties agreed that nothing 
in the operating agreement was ever to be 
construed to create an association, joint 
venture, trust or partnership. 


Personnel working at nuclear power 
plants require substantial training. The na- 
ture and the amount of this training was 
subject to significant regulation by the 
Atomic Energy Commission (AEC). In 
particular, operating personnel were re- 
quired to be licensed by the AEC. These 
personnel fall into two categories: reactor 
operators (RO’s) and senior reactor opera- 
tors (SRO’s). The RO license is a tech- 
nician level license for which the applicant 
must pass a written examination and an 
operating test for the particular reactor at 
which he will be working. The SRO license 
applicant must pass a written examination 
and an operating test and must further 
demonstrate an ability to direct licensed 
RO’s in a competent manner. In order to 
commence operations at the nuclear plant, 
these employees had to obtain their licenses 
prior to the time fuel was loaded into the 
reactor. 


‘ 


the spring OL 1971, Toledo began ral 


AEC licenses to operate the Davis-Besse 
facility. Some of this training was con- 
ducted by outside contractors who manu- 
factured or installed the equipment. In 
addition, the employees were sent to ob- 
serve the operations at other nuclear gen- 
erating plants. 


__ As provided in the construction contract, 
the direct training costs associated with 
the Davis-Besse plant were shared in ac- 


“cordance with each utility’s percentage of 


ownership in the facility, Plaintiff paid 
Toledo $49,769 for 1971 and $313,919 for 
1972, or a total of $363,688. In its financial 
accounting for the years at issue plaintiff 
capitalized such direct training costs. 


Many of the employees of the Davis- 
Besse facility were recruited from the 
ranks of employees then working in- 
Toledo’s fossil fuel plants. As a result, it 
was necessary for Toledo to train other 
new or existing employees to fill those 
‘vacancies created in its fossil fuel plants. 
This type of training will be referred to as 
displacement training. 


During the years at issue, plaintiff was a 
member of the Central Area Power Co- 
ordination Group (“CAPCO”), which was 
a power pool comprised of plaintiff and 
four other electric utilities, including 
Toledo. The members of CAPCO agreed 
to share such displacement training costs 
by reimbursing the constructing utility at 
the rate of $1 per kilowatt of installed gen- 
erating capacity. The amount of $1 per 
kilowatt was designed to defray the cost 
to the operator of a CAPCO generating 
facility of the large initial cost of displace- 
ment training associated with the initial 
staffing of the new facility. It does not in- 
clude any component of normal training by 
the operator in connection with replace- 
ment of personnel assigned to the jointly 
owned facility after oS commencement os 
operations. 


For the years 1970-72, plaintiff reimbursed 
Toledo $430,350 for Toledo’s | cost for 
Toledo’s training of replacement. employees ; 
as a result of the transfers to the training 
of its Davis- Besse facility, at the $1 per 
kilowatt rate agreed. upon. These sums 
were expensed. by CEI in its financial rec- 
Ones) and statements. iHarrevshi anc! I. R. i 
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ployees and to reimburse it for the dis- 
placement training of additional employees 
should be capitalized rather than expensed. 


A. The construction and operating agree- 
ments are explicit that plaintiff was not to 
be deemed a partner or joint venturer with 
-Toledo in the Davis-Besse nuclear opera- 
tion. The necessary inference is that plain- 
tiff was a purchaser from Toledo of an 
undivided interest in the facility and of the 
right to receive a share of the electrical energy 
produced by Toledo therein. In any event, 
however the transaction or relationship is 
characterized, it is clear that plaintiff made the 
various preoperating payments to Toledo 
not merely for a share of the concrete, steel 
and uranium that went into the nuclear 
electric generating plant but for a share 
in a ready-to-operate facility, duly licensed 
and with a staff of trained employees. This 
is reflected in the construction agreement 
itself, which provided that plaintiff’s obli- 
gation to Toledo was not only to reimburse 
it for a share of latter’s costs of the 
physical construction and supervision of con- 
struction but also for its “Costs of obtain- 
ing the AEC licenses” and for the “Special 
Training for Specific Unit (particularly ap- 
plicable to Nuclear Plants). In the ac- 
quisition of a share in a going business, 
the costs attributable to both the intangible 
and tangible assets are capital expendi- 
tures. Central Texas Sav. & Loan Ass’n v. 
United States [84-1 ustc J 9471], 731 F. 2d 
1181 (Sth Cir. 1984), Jack Daniel Distillery 
v. United States [67-2 ustc J 9499], 180 Ct. 
Cl. 308, 379 F. 2d 569 (1967); Parmelee 
Transportation Co. v. United States [65-2 ustc 
7 9683], 173 Ct. Cl. 139, 351 F. 2d 619 
(1965); Chase Candy Co. v. United States 
[54-2 ustc 9703], 130 Ct. Cl. 102, 126 
F. Supp. 521 (1954). 


B. A separate line of authority holds that 
substantial start-up costs associated with 
opening a new or newly acquired business 
are not ordinary business expenses but capi- 
tal expenditures. See Bennett Paper Corp. v. 
Commissioner [83-1 ustc { 9208], 699 F. 2d 
450 (8th Cir. 1983); Madison Gas & Electric 
Co. v. United States [80-2 ustc J 9754], 633 
F. 2d 512, 517 (7th Cir. 1980); Richmond 
Television Corp. v. United States [65-1 ustc 
7 9395], 345 F. 2d 901, 907 (4th Cir.), 
vacated on other grounds [65-2 ustc { 9724], 
382 U. S. 68 (1965), overruled on other 
issues, N. C. N. B. Corp. v. United States 
[82-2 ustc f 9469], 684 F. 2d 285, 289 (4th 
Cir. 1982); Todd v. Commissioner [Dec. 
38,120], 77 T. C. 246, 249 (1981), aff'd, [82-2 
ustc J 9501] 682 F. 2d 207 (9th Cir. 1982); 
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Goodwin v. Commissioner [CCH Dec. 37,502], 
75 T. C. 424, 433 (1980), aff’d, 691 F. 2d 
490 (3d Cir. 1982). 


Although the rationale of these decisions 
is not fully articulated, they appear to ac- 
cept or assume the underlying theory that 
where a business requires substantial start- 
up expenditures before it can begin opera- 
tions, which are not directly for the purchase 
of tangible assets and which will not 
ordinarily be recovered out of revenues for 
the same year, the capital investment is in 
the business as a whole rather than merely 
in the tangibles, and it includes the start-up 
costs. 


I. R. C. § 195, added by § 102(c) of the 
Miscellaneous Revenue Act of 1980, Pub. L. 
96-605, currently allows a taxpayer an elec- 
tion to treat start-up expenditures in creat- 
ing an active trade or business as deferred 
expenses to be amortized over 60 months 
or more. In explaining the purpose of the 
enactment the reports of both the House 
and Senate Committee stated the following 
with respect to preexisting law (H. R. Rep. 
No. 1278, 96th Cong., 2d Sess. 3, 10-11, 
reprinted in 1980-2 C. B. 709, 711-12; S. Rep. 
No. 1036, 96th Cong., 2d Sess. 10, 11-12, 
reprinted in 1980 U. S. Code Cong. & Ad. 
News 7293, 7300, 7301-02): 


Under present law, costs incurred prior 
to the commencement of a business nor- 
mally are nondeductible because they are 
not incurred in carrying on a trade or 
business. These startup or preopening 
costs must be capitalized and often can- 
not be depreciated or amortized because 
no ascertainable useful life can be estab- 
lished for these costs. However, the capi- 
talized costs may be recovered for purposes 
of measuring gain or loss upon the dis- 
position or cessation of the business. 


* Ok ook 


Eligible expenses also include startup 
costs which are incurred subsequent to a 
decision to establish a particular business 
and prior to the time when the business 
begins. For example, startup costs in- 
clude advertising, salaries and wages paid 
to employees who are being trained and 
their instructors, travel and other ex- 
penses incurred in lining up prospective 
distributors, suppliers or customers, and 
salaries or fees paid or incurred for execu- 
tives, consultants, and for similar profess 
sional services. 


* Oe * 


The determination of whether there is 
an expansion of an existing trade or 
business or a creation or acquisition of a 
new trade or business is to be based on 
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the facts and circumstances of each case 
as under present law. 


While the views of a later Congress are 
not controlling as to the meaning and 
application of preexisting law, they are en- 
titled to consideration as a secondary au- 
thoritative expression of expert opinion as 
to such law. Abell v. United States, 207 Ct. 
Cl. 207, 229-31, 518 F. 2d 1369, 1381-82 
(1975), cert. denied, 429 U. S. 817 (1976); 
A. P. Green Export Corp. v. United States 
[61-1 ustc J 9103], 151 Ct. Cl. 628, 634, 284 
F. 2d 383, 387 (1960); Bobsee Corp. v. 
United States [69-1 ustc { 9375], 411 F. 2d 
231, 237 n. 18 (5th Cir. 1969). 


Even if the construction and agreement 
herein were not considered as the purchase 
of a new undivided interest in a business, 
the training expenses may appropriately be 
seen as start-up costs incurred by CEI 
jointly with Toledo to operate a new busi- 
ness. Prior to Davis-Besse, plaintiff was 
only producing electricity in conventional 
fossil fuel plants. Nuclear generation of 
electricity differs substantially from the 
production of electricity in convention fossil 
fuel plants. First, employees at a nuclear 
reactor must be trained to a higher degree 
than those operating a fossil fuel plant due 
to the dangers to public safety from radia- 
tion exposure. Second, the means by which 
heat is produced in a nuclear plant to gener- 
ate steam for the generators differs from 
the process in a conventional plan. Finally, 
support systems are required at a nuclear 
reactor which are not necessary at a fossil 
fuel plant. As such, the training expenses 
incurred in connection with Davis-Besse 
should be capitalized as a one-time expendi- 
ture necessary to begin a new business. 


C. The initial training cost could be ex- 
pected to have value in the production of 
income over an extended period of years. 
Their training would obviously add value 
to the services of the employees throughout 
their employment. The trained employees 
could be expected to assist in the training 
of new employees, and thus to the extent 
there was a turnover, the original trained 
corps could reduce the cost of training of 
the new. Also, it was reasonable to expect 
that the CED CES. ph ihe original group 
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techniques and skills of television broad- 
casting. This was in all regards the ac- 
quisition of a capital asset whose value 
to the taxpayer would continue for many 
years, even though from time to time 
individual staff members could be ex- 
pected to leave its employ. The $25,000 
therefore could not be taken as a current 
expense. 
D. Another factor which supports the 
same result is that under AEC regulations, 
a utility was required to have personnel 


‘licensed to operate a nuclear facility before 


it could load nuclear fuel into the reactor. 
Hence, the training costs associated with 
Davis-Besse may be seen as part of the 
cost of obtaining an operating license for 
the nuclear facility. The right to do busi- 
ness confers upon the licensee an intangi- 
ble property interest, and the costs of 
obtaining the license should be capitalized. . 
The benefits of obtaining the license will 
continue to accrue beyond the taxable year 
in which the expenses are incurred. Central 
Texas Sav. & Loan Assn v. United States, 
731 F. 2d at 1183; Ellis Banking Corp. v. 
Commissioner [82-2 ustc f 9630], 688 F. 2d 
1376 (11th Cir. 1982); Nachman v. Commis- 
stoner [51-2 ustc 1 9483], 191 F. 2d 934 (5th 
Cir. 1951). 


E. The capitalization of the direct train- 
ing expenses is further supported by the 
evidence that plaintiff capitalized such ex- 
penditures in its own financial records and 
books; that its expert accountant witness 
approved of such treatment; that the Ohio 
Public Utilities Commission allowed elec- 
tric utility companies to capitalize such 
training costs and include them in their rate 
base; and that Federal Power Commission 
and Federal Energy Regulatory Commis- 
sion Uniform System of Accounts in effect 
since 1973 provide that pre-service direct 
training costs for nonconventional (nuclear) 
plans may be capitalized. See 18 C. F. R. 
Part 101 (Electric Plant Instructions) § 3(19) 
(1974 and 1984). While evidence of such 
general practice is not binding on the 
Commissioner if it does not clearly reflect 
income, it is of probative value in determin- 
ing whether or not it clearly reflects in- 
come. Cincinnati, N. O. & Tex. Pac. Ry. 
[70-1 USTC 7 9344], 191 Ct. Cl. 572, 583-84, 
424 F. 2d 563, 570 (1970); see also Heaven 
D v. United States [73-1 ustc 

Cl. 423, Ate 476 Fo2d 1327, 
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Toledo hired entirely new personnel rather 
than used its experienced conventional elec- 
tric utility employees to operate Davis- 
Besse, it is reasonable to believe that its 
direct training costs would have been larger 
than the amounts it incurred. Presumably 
it used its existing employees as its base 

for further training because, taking into 
account the additional cost of training 
substitutes for those displaced, it was still 
more economical than starting from scratch. 
Thus, the sum of both trainings must be 
deemed the cost of training of personnel 
to operate the nuclear plant. In any event, 
as far as plaintiff was concerned, the charge 
it was required to pay to Toledo to reim- 
burse the latter for total training costs, 
represented part of plaintiff's cost for ob- 
taining its capital interest in the Davis- 
Besse facility, and there is no valid reason 
for any different treatment. 


Advertising Costs in Connection with 
Davts-Besse 


Statement. During the years at issue plain- 
tiff spent about $1.6 million per year in 
advertising. Of this sum the following re- 
lated to the Davis-Besse nuclear power 
project. 


Nuclear 

Year Advertising 
LOTOSIO TI 2 S.. .28 $ 42,847 
AST arriii. fh. F5- sae 81,011 
TOTO a ase ek wean teh S 23,841 
Total Syset se canes $147,699 


The Commissioner of Internal Revenue 
disallowed deduction of these sums as 
ordinary and necessary expenses on the 
‘ground that they were capital expenditures. 


The purpose of the expenditures was 
stipulated to be as follows: Because there 
were relatively few nuclear power plants in 
operation in the United States and the 
public was generally believed to harbor 
fears and apprehensions regarding the 
safety of nuclear power plants, Toledo 
Edison and plaintiff, jointly and individ- 
ually, began a public relations and educa- 
tion program to acquaint the general public 
with the facts and merits of nuclear power. 
This program: involved essentially the dis- 
semination of factual information on nuclear 
power through newspaper, radio and tele- 
vision advertising (including the sponsor- 
ship of radio and television programs, the 
distribution of printed brochures and the 
use of graphic displays). { 


Of the nuclear advertising expenses in 
issue, a total of $25,993 was paid by plain- 
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tiff to Toledo as a reimbursement for plain- 
tiff’s share of expenditures made by Toledo, 
as required by paragraph 12 of the Davis- 
Besse construction agreement and the ap- 
pendix thereto, which included among 
reimbursable costs expenditures for public 
relations. The remaining $121,706 repre- 
sents plaintiff's own in-house expenditures 
and payments to outside parties. 


The application for issuance of a con- 
struction permit for the Davis-Besse 
project was under active consideration by 
the Atomic Energy Commission (“AEC”) 
during most of 1969 and all of 1970. Be- 
ginning in December 1970 the AEC held 
public hearings on the application. The 
hearings were designed to permit the public 
to question the safety and other aspects of 
the nuclear plant. In February 1971, the 
hearings were concluded after a total of 16 
days of testimony and an extended period 
to allow intervenors the opportunity to 
gather witnesses and to complete and per- 
fect their presentations. In March 1971 the 
AEC’s Reactor Licensing Division issued 
the permit for the construction of Davis- 
Besse. 


The AEC regulations for the years at 
issue provided that a construction permit 
for a nuclear generating facility could not 
be issued without a public hearing. How- 
ever, once the construction permit was 
issued, upon completion of the construction 
in compliance with the terms and conditions 
of the permit and subject to any necessary 
testing of the facility for health or safety 
purposes, the AEC would, in the absence 
of good cause shown to the contrary, issue 
a license to the applicant for the operation 
of the facility. See 10 C. F. R. §§ 50.56, 
50.58 (1970). 


In this case, although the construction 
permit was issued in March 1971, the pro- 
ject was not completed and the operating 
license was not issued until 1977, more than 
6 years later. 


During the years at issue, there was op- 
position to the construction of the Davis- 
Besse facility. In October 1970, the Sierra 
Club and a group called Citizens for Clean 
Air and Water filed a suit in the United 
States District Court in Cleveland to block 
construction of Davis-Besse. The suit 
asked the court to declare illegal certain 
1968 land transfers for the plant site and 
claimed. that the plant would cause serious 
and irreparable damage to the ecology of a 
marsh area, rendering it unfit for migratory 
bird habitation. Although the suit was dis- 
missed by the court in April 1971, 2 weeks 
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later the Sierra Club filed an amended 
complaint questioning the legality of a 1967 
exchange of land with the Department of 
Interior for use in building the nuclear 
plant. Also, in April 1971 the Cleveland 
Coalition for Clean Air and Water and a 
group from Bowling Green State Univer- 
sity filed an appeal with the AEC’s Appeal 
Board against the Reactor Licensing Di- 
vision’s findings and subsequent granting 
of the construction permit. In May 1971 
the Ohio Water Pollution Conrtol Board 
announced that it would conduct hearings 
that summer on the certification of Davis- 
Besse; and, on the following day, the Cleve- 
land Coalition filed petitions in the district 
court, introducing a motion for the suspen- 
sion of the construction permit and a re- 
view of the AEC’s failure to consider 
nonradiological environmental issues and 
safety of atomic fuel transportation. 


The record does not contain evidence as 
to the time and manner of disposition of all 
of the objections to the construction and 
operation of the nuclear facility. However, 
although the Davis-Besse nuclear power 
station was originally scheduled to go into 
commercial operation in December 1974, it 
did not receive an operating license nor 
begin commercial operations until sometime 
in 1977. 


Discussion. Plaintiff contends that the 
advertising expenditures are ordinary and 
necessary business expenses because their 
purpose was to educate the public about 
the nature and safety of its operations and 
to generate goodwill among its customers. 
The government argues that plaintiff’s costs 
for advertising in connection with the nu- 
clear project were capital expenditures 
solely on the ground that they were in- 
curred as part of a plan to reduce public 
opposition to the licensing and construction 
of a nuclear facility and therefore it should 
be deemed a part of its cost for the con- 
struction permit and operating license, 
which are capital assets. 


Expenditures for institutional or “good- 
will” advertising, which keep the taxpayer’s 
name before the public are generally de- 
ductible as ordinary and necessary business 
expenses provided the expenditures are re- 
d to [patronage the pay my, rea- 


Commissioner [CCH Dec. 21,376], 25 T. C. 
463, 467 (1955). However, if the advertis- 
ing serves the predominant purposes of 
contributing to the acquisition of a capital 
asset, tangible or intangible, which has 
value over an extended period beyond the 
taxable year, the cost of such advertising 
is not deductible for the taxable year but 
must be amortized over its expected life 
period or added to the cost of the asset 
to which it contributes value. This is a 
question of fact which must be resolved 
from all of the evidence and in the light 
of the burden of proof. FE. H. Sheldon & 
Co. v. Commissioner [54-2 ustc J 9526], 214 
F. 2d 655, 659 (6th Cir. 1954); Rust-VOleum 
Corp. v. United States [68-1 ustc { 9168], 


280 F. Supp. 796, 799 (N. D. Ill. 1967); 
see also Rev. Rul. 68-561, 1968-2 C. B. 
Iiefegel OD) : 

Thus, if the advertising expenses were 


part of the costs of obtaining the construc- 
tion permit and operating license, then they 
should be capitalized, just as the training 
costs associated with Davis-Besse should 
be capitalized. As in all refund suits, the 
burden of proof with respect to this issue 
is on plaintiff. Lewis v. Reynolds [3 ustc 
7 856], 284 U. S. 281 (1932); Dysart v. 
Umited States [65-1 ustc J 9188], 169 Ct. Cl. 
276, 340 F. 2d 624 (1965). 


Plaintiff argues that expenditures to in- 
form the public that it is concerned about 
the safety of its operations is a legitimate 
part of goodwill advertising and has current 
value to the company. It is therefore de- 
ductible even though it also has future 
benefits. It also contends that the govern- 
ment has no direct proof that plaintiff’s 
purpose in the advertising was designed to 
eliminate public opposition to the project 
in the hearings before the AEC, nor that, 
even if the public opposition was mollified, 
that plaintiff believed that it would influence 
the AEC decision. Further, plaintiff con- 
tends, the fact that some of the expenditures 
took place in 1972, after the issuance of the 
construction permit, indicates that at least 
those expenditures were not correlated with 
the issuance of the construction permit. 


However, the defendant’s position is the 
more persuasive. First, the problem of 
allaying the public’s fears and apprehen- 
sions was not a current one relating to 
conditions which existed i in an a was 
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other litigation, there was little or no need 
to spend $147,000 from 1970 to 1972 to in- 
form the public that its fears and appre- 
hensions about the operation of a nuclear 
plant from 4 to 7 years later were exag- 
gerated or unfounded. 


Second, the record shows that there was 
in fact opposition to the issuance of the 
permit and license and that even after the 
issuance of a construction permit, efforts 
were made both before the AEC and the 
district court to have it set aside. Whether 
or not public opinion would have an effect 
upon the decisions of the AEC and the 
courts, it was reasonable to believe that 
the very filing of the oppositions, appeals 
and lawsuits would cause delays in the ap- 
provals of the project which would add to 
their cost. It is common knowledge that 
many of the huge overruns in nuclear 
projects generally throughout the United 
States have resulted from delays caused by 
the filings of objections and lawsuits by 
citizen groups. See generally R. Stobaugh 
& D. Yergin, Energy Future, p. 125 (Ran- 
dom House 1979). Thus, it is a fair in- 
ference that the advertising and information 
expenditures designed to allay the fears 
and apprehensions of the public generally 
while the nuclear project was under con- 
sideration by the regulatory authority and 
the court had as an important purpose the 
mitigation of roadblocks and delays in the 
issuance of the construction permit and 
operating license. 


Third, the construction agreement be- 
tween plaintiff and Toledo itself indicates 
that the construction costs to be shared 
included the payments to a public relations 
group. The stipulation also indicates, as 
noted previously, that at least $25,993 was 
paid to Toledo as reimbursement for ex- 
penditures for nuclear advertising expense 
pursuant to the construction agreement. 


Fourth, plaintiff has failed to introduce 
any evidence that the payments for adver- 
tising expense were not correlated with 
the various administrative proceedings lead- 
ing to the issuance of the construction 
permit. The $42,847 in expenditures for 
1970 were during the period when the 
matter was before the AEC and prior to 
the hearing. Nor has plaintiff offered any 
evidence to show that the $81,011 spent in 
1971 was not spent in the early part of the 


2Even if the advertising expenditures were 
necessary to restore CEI’s current goodwill im- 
paired by the fears and apprehensions caused 
by the very applications for the permit and 
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year prior to the grant of the construction 
permit in March 1971. 


Finally, although it appears to be con- 
tended that once the construction permit 
was issued it was likely that the operating 
license would follow and there was no need 
for further expenditures as a cost of ob- 
taining the license, the facts are that there 
were legal proceedings pending after March 
1971 to set aside the construction permit 
and that the completion of construction and 
the issuance of the operating license were 
delayed at least 3 years beyond the date 
originally contemplated by plaintiff. Plain- 
tiff has not shown that objections by 
members of the public were unrelated to 
such delays.’ 


For the foregoing reasons, it is concluded 
that the advertising expenditures through 
1970 through 1972 which had to do with 
the nuclear project were not ordinary ex- 
penses within the contemplation of I. R. C. 
§ 162(a) and hence not deductible during 
the years at issue. They were capital ex- 
penditures, which if deductible at all, must 
be amortized over the life of the Davis- 
Besse nuclear power station. 


Eastlake Umt No. 5—Training Expenses 


Statement. On April 22, 1970, plaintiff 
entered into an agreement with Duquesne 
Light Company (“Duquesne”) to construct 
Eastlake Unit No. 5, a coal fired electric 
generating unit. Under this agreement, 
CEI and Duquesne were to share the costs 
of and were to own respectively 68.8 per- 
cent and 31.2 percent undivided interests as 
tenants-in-common in all of the property 
and facilities of Eastlake No. 5. Each was 
to be entitled to receive a proportionate 
share of all electricity produced at the 
facility. Plaintiff was to be responsible for 
supervision of both the day-to-day con- 
struction and the day-to-day operation of 
the facility once it was completed. This 
unit is located on property previously 
owned in its entirety by CEI, adjacent to 
CEI’s Eastlake units Nos. 1-4 coal-fired 
plants which have been generating elec- 
tricity since 1953. 


Construction of Eastlake No. 5 began 
during 1968-69, and was completed in 1972. 
In late 1971, about one year before East- 
lake No. 5 was to begin operations, CEI 
began to train employees to operate the 
new facility. The employees selected for 


license for the nuclear facility, they would be 
ancillary costs of these intangible assets. See 
Hilton Hotels, 397 U. S. at 583 and Central 
Texas Savings & Loan Ass’n, 731 F. 2d at 1183. 
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training were those already working for 
CEI at Eastlake Nos. 1-4. They were given 
both classroom training and on the job ob- 
servation and instructions. 


The training of employees is necessary at 
every electric generating facility because 
the potential for injury to personnel and 
equipment if such equipment is not operated 
in the proper manner is significant and be- 
cause the skills required in the operation of 
an electric generating facility are not readily 
available in the marketplace. Thus, plain- 
tiff has found it necessary to provide on- 
the-job training for virtually every new 
person employed at all of its electric gen- 
erating facilities. 


In addition to the training of new per- 
sonnel, substantial training of existing per- 
sonnel occurs at an electric generating plant 
on an on-going basis. A major segment of 
this training is necessitated by movement 
of employees between job classifications. 
In general, a person performing one par- 
ticular job cannot perform a different job 
at an electric generating facility without 
first receiving training for the new job. 
Continuing training is also necessary for 
personnel who do not change job classifica- 
tions, in the form of refresher courses re- 
lating to new techniques or procedures. 
Generally, when a vacancy occurs, other 
than at the entry level position of plant 
helper, the position is filled by an employee 
from the job classification immediately be- 
low the classification wherein the vacancy 
has occurred. 


The operation of Eastlake No. 5 required 
that certain employees receive training be- 
yond that necessary for the operation of 
Eastlake Nos. 1-4. The Eastlake No. 5 
facility was approximately as large as the 
original Eastlake Nos. 1-4 combined; and, 
in addition, the new facility contained de- 
vices not found in the other Eastlake plants, 
such as a pressurized furnace and computers 
in the control room. As a result, a plant 
control room operator at Eastlake No. 5 
would be a higher grade level than a plant 
control room operator at Eastlake Nos. 
1-4. While Eastlake No. 5 was under con- 
struction, these employees were given 
| o that they could become thor- 


service 
wen ets [Ss * 


perso é 


and 
available v when the first four were built but 


similar training to the employees who were 
to become roving operators at Eastlake No. 5. 
Because of its use of existing personnel, 
plaintiff's total share of the cost of such 
additional training for Eastlake No. 5 was 
only $15,545. Plaintiff capitalized these di- 
rect training costs on its books and records 
and for regulatory purposes but then 
claimed them to be deductible ordinary and 
necessary expenses for tax purposes. How- 
ever, the Commissioner disallowed them. 


Discussion. Defendant does not argue 
that plaintiff is bound by the manner in 
which it kept its books for the direct train- 
ing expenses. Therefore we examine the 
proper treatment ab initio. , 


It is concluded that on balance plaintiff’s 
direct training costs for operation of East- 
lake No. 5 constitute ordinary and neces- 
sary expenses, for the following reasons: 


A. The cost of training employees to op- 
erate new equipment in an existing business 
are generally deductible as ordinary and 
necessary expenses. Rankin v. Commissioner 
[CEE Deck S581] 0 177 B.il ART 3011929) 5 
Knoxville Iron Co. v. Commissioner [CCH 
Deer 23;504(0M) T 18" Ps Mai CHC, Ft ) 
251 (1959). 


B. Eastlake No. 5 was constructed and 
operated by plaintiff itself. Thus, unlike 
the situation with respect to Davis-Besse, 
the share of the training costs plaintiff 
bore without reimbursement from Duquesne 
may not be deemed an element of a turnkey 
purchase price for a ready to operate gen- 
erating facility, including the trained em- 
ployees. Unless the training costs may be 
capitalized under some other rationale, the 
capital asset which plaintiff built was only 
the plant itself. f 


C. The direct training expenses were 
not substantial start-up costs of a new or 
newly acquired business. The $15,545 total 
was not a substantial amount. Cf. Blitzer 
v. Umited States [82-2 ustc 9465], 231 Ct. 
Cl. 236, 243, 684 F. 2d 874, 880 (1982). Nor 
was Eastlake No. 5 a new or newly acquired 
business. It was an additional conven-— 
tional electrical energy generating unit, ad- 
jacent to four others, on land previously 
owned by plaintiff, larger than the others 
incorporating modern features not 
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ployees to operate the additions are to be 
treated as ordinary expenses of the busi- 
ness rather than as start-up costs of a 
newly acquired business. First National 
Bank of South Carolina v. United States 
[77-2 ustc J 9526], 558 F. 2d 721 (4th Cir. 
1977); Colorado Springs National Bank v. 
Umted States [74-2 ustc | 9809], 505 F. 2d 
1185 (10th Cir. 1974); and cf. Briarcliff 
Candy Corp. v. Commissioner [73-1 ustc 
q 9288], 475 F. 2d 775 (2d Cir. 1973). 


D. The fact that plaintiff could use the 
existing employees operating Eastlake Nos. 
1-4 to operate Eastlake No. 5, with only 
relatively small amount of additional train- 
ing expense, indicates that the additional 
training required by the new unit was not 
substantially different than that required 
for new employees generally. Since the lat- 
ter is deductible, it may not reasonably be 
concluded that the $15,045 in additional 
training expense bought plaintiff a new or 
additional intangible asset. 


E. Unlike Davis-Besse, Eastlake No. 5 
did not require a new and different license 
with a prerequisite of a corps of certified 
personnel. Thus, the training costs of the 
Eastlake No. 5 personnel may not be 
deemed a part of the cost of the intangible 
asset represented by a license. 


F. While there was obviously some bene- 
fit for future years which could be expected 
to be derived from the Eastlake No. 5 
training, the record does not reflect that 
immediate benefit was lacking and it is im- 
practical to make any division of the ex- 
penditure for such purpose. 


Eastlake No. 5—Displacement Training Costs 


Statement. In 1966, prior to the construc- 
tion of Eastlake No. 5, approximately 170 
employees worked in the operation of East- 
lake. Nos. 1-4 coal-fired electric generating 
facilities. These employees would be pro- 
‘moted sequentially through the job ranks 
by serving in a job classification for a 
period of time and then obtaining training 
for the next higher level. The training of 
employees to serve in the next higher level 
was referred to as “displacement training.” 
Normally, an employee would be promoted 
when an employee from the next higher 
job classification would retire, die, be dis- 
charged, quit, or receive a promotion. At 
any given time, approximately 10 percent 
of Eastlake’s personnel would be involved 
exclusively in obtaining “displacement 
training.” ) 
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To operate Eastlake No. 5, CEI required 
an additional staff of 71 employees at the 
Eastlake station. These employees were to 
be transferred to the new facility from 
Eastlake Nos. 1-4. To compensate for the 
loss of personnel at the older plants, ap- 
proximately 7 months to a year prior to the 
opening of Eastlake No. 5, CEI began to 
hire additional employees at the lowest job 
level at Eastlake Nos. 1-4. The new em- 
ployees were to be trained to replace those 
being transferred to Eastlake No. 5. 


Duquesne was also a member of the Cen- 
tral Area Power Coordination Group 
(“CAPCO”) power pool comprised of plain- 
tiff and four other electric utilities, wherein 
the nonconstructing utility entitled to a 
share of the electrical energy agreed to re- 
imburse the constructing utility for dis- 
placement training costs in a sum equivalent 
to $1 per kilowatt hour of installed gen- 
erating capacity. 


No segregation of the actual costs of 
displacement training was made on the 
books of CEI because most of the expenses 
incurred were in the form of employee 
salaries, which were deducted as such on 
the books and in its 1972 income tax return. 
The I. R. S. accepted the CAPCO $1 per 
kilowatt rate as a reasonable approxima- 
tion of displacement training costs and re- 
quired capitalization of $447,200, representing 
plaintiff's (68.8 percent) of the plant’s in- 
stalled capacity of 650,000 kw. 


Discussion. It is concluded herein that for 
some of the same reasons for which the 
direct training expenses are deemed or- 
dinary, the $447,200 were properly deducted 
by plaintiff as ordinary and necessary ex- 
penses. 


Like the direct training costs, these ex- 
penses were incurred to allow CEI to op- 
erate Eastlake No. 5 and not to allow CEI 
to construct the new generating plant. 


The record establishes that plaintiff has 
a constant turnover of employees at all 
units, because of retirements, deaths, resig- 
nations and promotions. Approximately 10 
percent of plaintiff's total labor costs are 
generally attributable to employee training 
to replace old employees in vacant higher 
level jobs and new employees in basic posi- 
tions, as well as to teach them new tech- 
niques and to refresh them on old. Thus, 
the displacement training here involved 
was different only in degree and not in kind. 
Had Duquesne built Eastlake No. 5 and 
plaintiff's employees resigned their old posi- 
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tions at Nos. 1-4 to take higher paying or 
more advanced jobs in No. 5, plaintiff 
would still have had the same displacement 
training expenses to maintain the operating 
levels at the preexisting units, and no one 
would have contested the deduction of the 
training expenses. There is no persuasive 
reason to dispute their deduction here. 


Conclusion 


1. Plaintiff is not entitled to deductions 
from income for the years 1970 through 
1972 for its expenditures for training of em- 
ployees attributable to the construction of 
the Davis-Besse nuclear electric plant. 


2. Plaintiff is not entitled to deductions 
from income for the years 1970 through 
1972 for its expenditures for advertising at- 
tributable to the construction of Davis-Besse 
nuclear energy plant. 


3. Plaintiff is entitled to deductions from 
income for the years 1970 through 1972 for 
employee training expenses attributable to 
the placing in operation of the conventional 
coal-fired electric plant known as Eastlake 
No. 5. 


4. Plaintiff having conceded that it is not 
entitled to take deductions from income for 
the years 1970 through 1972 of expenditures 
for rerouting its power lines and the court 
having previously decided that plaintiff is 
not entitled to deductions from income for 
the years 1970 through 1972 for demolition 
losses nor for additional investment credits 
against income taxes for the years 1970 
through 1972, the parties are directed to 
submit to the court a stipulated judgment 
in accordance with the opinions of the court 
within 30 days. If they are unable to agree, 
upon plaintiff’s motion, the case will be set 
for hearing or trial to determine the correct 
amount of the judgment. 


[9129] Michael E. Benz and Mary S. Benz, Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, Dist. Ore., Civil No. 83-6473-E, 10/3/84. 


[Code Secs. 6702 and 6703] 


Penalties, civil: Frivolous returns: Tax protestors—The government’s motion for 
summary judgment was granted in a suit filed by taxpayers for the refund of penalties 
assessed against them for filing frivolous income tax returns. Frivolous return penalties 
were properly assessed where the taxpayers filed tax returns which contained no infor-. 
mation regarding income, deductions, or tax owed, and which cited constitutional objec-. 
tions to providing information. The requirement that taxpayers prepare and file tax 
returns does not violate their privilege against self-incrimination under the Fifth Amend- 
ment, the lack of a pre-assessment hearing (the taxpayers had to pay 15% of the penalty 
before they could seek a refund) did not violate their rights, the enactment of TEFRA 
(P. L. 97-248), which added Code Sec. 6702 to the Code, was not unconstitutional and 
Code Sec. 6702 is not unconstitutionally vague. Back references: J, 5595G. 02 and 5596A.20.. 


Michael E. Benz, P. O. Box 1211, Redmond, Oregon 97756, pro per. Charles a. 
Turner, United States Attorney, Portland, Oregon 97205, G. Scott eae Depart-- 
ment of Justice, Washington, D. C. 20530, for defendant. 


Findings and Recommendation Plaintiffs filed Internal Revenue Servize 
(IRS) forms 1040 for the years 1981 and. 
1982 which contained no information re-- 
garding income, deductions or tax owed. 
Plaintiffs only provided their names and® 
address. All line items on the forms were 
either blank or contained asterisks which: 
referred to Boe Hons) on aghe, form: deserib- 


Hocan, Magistrate: This is an action filed 
pursuant to 26 U. S. C. § 6703 for refund 
of tax penalties assssed against plaintiffs 
pursuant to the provisions of 26 U. S. C. 
§ 6702 for filing frivolous income tax re- 
‘Plaintiffs also seek A eaccae relief. 


turns. 
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of their constitutional rights. Attached to 
each return was three pages of informa- 
tion explaining plaintiffs’ actions. 


Subsequently, pursuant to the provisions 
of 26 U. S. C. § 6702, the IRS assessed a 
frivolous return penalty of $500 against 
plaintiff Michael Benz for the 1981 return, 
and a $500 penalty against both plaintiffs 
for their jointly filed 1982 return. Plantiffs 
contested the penalties and filed a claim for 
refund of the 15% payment of the penalty 
they had paid. The IRS denied plaintiffs’ 
claim for refund. Plaintiffs then filed this 
action. 


Plaintiffs contend that (1) they claimed 
the Fifth Amendment privilege on their 
tax returns in good faith and (2) the Tax 
Equity and Fiscal Responsibility Act of 
1982 (TEFRA), generally, and section 
6702, specifically, are unconstitutional. 


Plaintiffs’ purported tax returns consti- 
tute precisely the type of “return” intended 
to be prohibited by section 6702. See Sen- 
ate Report No. 494, 97th Congress, Sec- 
ond Session, page 277 (a purported return 
in which “many or all of the line items are 
not filled in except for spurious constitu- 
tional objections’). 


The requirement that tax payers prepare 
and file tax returns does not violate their 
privilege against self-incrimination under 
the Fifth Amendment. Kasey v. Commis- 
sioner [72-1 ustc J 9307], 457 F. 2d 369 (9th 
Cir. 1972). Therefore, plaintiffs’ reliance 
on the Fifth Amendment in refusing to 
provide the information required on form 
1040 does not constitute a defense to a 


section 6702 penalty. See U. S. v. Heise 
[83-1 ustc { 9419], 709 F. 2d 449 (6th Cir. 
1983). 


Plaintiffs contend that they were wrong- 
fully denied a hearing on the validity of 
their Fifth Amendment claims before they 
were required to pay 15% of each $500 pen- 
alty. However, 26 U. S. C. § 6703 provides for 
the maintenance of actions such as the 
present case as the tax payers remedy. 
Therefore, the lack of a pre-assessment 
hearing does not violate plaintiffs’ rights. 
See Riley v. Commissioner [83-1 USTC 
7 9254], 566 F. Supp. 21 (S. D. Ohio 1983). 


Plaintiffs challenge the constitutionality 
of TEFRA which added section 6702 to 
the code on the ground that the manner of 
TEFRA’s enactment violated the so-called 
origination clause of the Constitution (the 
first clause of Article I, Section VII). 


A review of the legislative history of 
TEFRA’s enactment establishes that 
TEFRA’s enactment was constitutional. 
See Frent v. U. S. [83-2 ustc $9561], 52 
AFTR2d 83-5822 (E. D. Mich. 1983). 


Plaintiffs contend that section 6702 is 
unconstitutionally vague ‘because it does 
not define the term “frivolous”. However, 
I find that section 6702 itself, together with 
the Senate Report explaining it, provides 
clear guidance in defining the term frivo- 
lous and that the statute is not unconsti- 
tutionally vague. 


Based on all of the foregoing, defendant’s 


motion for summary judgment (#14) should 
be granted. 


[19130] Martin A. Brennan, Plaintiff-Appellant v. Commissioner of Internal 


Revenue, Defendant-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 84-1306, 10/22/84.—(752 F2d 187.) Aff’g 


District Court, 84-1 ustc { 9379. 


[Code Sec. 6702] 


Frivolous returns: Constitutional challenges.—A taxpayer was properly fined under 
Code Sec. 6702 after he made a blanket assertion of the fifth amendment privilege on a 
return. The term “frivolous” in Code Sec. 6702 is not unconstitutionally vague, the 
IRS’s characterization of his position as frivolous and specious was not constitutionally 
improper, and a hearing was not required prior to the imposition of such fine. Back 
references: {| 402A.035 and 5599G.02. 


Martin A. Brennan,‘9235 State Road, Rte. 16, Jackson, Mich. 49202, pro se. Leonard 
R. Gilman, United States Attorney, Geneva S. Halliday, Assistant United States Attor- 
ney, Detroit, Mich. 48226, Glenn L. Archer, Jr., Assistant Attorney General, Michael L. 
Paup, Carleton D. Powell, John A. Dudeck, Michael J. Roach, Department of Justice, 
Washington, D. C. 20530, for defendant-appellee. 


Before Martin and Jones, Circuit Judges; and Brown, Senior Circuit Judge. 
1985 Standard Federal Tax Reports 5 ; q¢ 9130 
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PER Curiam: This appeal has been re- 
ferred to a panel of the Court pursuant to 
Rule 9(a), Rules of the Sixth Circuit. After 
examination of the record and the briefs 
filed by the parties, the panel agrees unani- 
mously that oral argument is not needed. 
Fed. R. App. P. 34(a). 


Mr. Brennan appeals from the district 
court’s judgment which dismissed his action 
to recover a portion of a fine paid pur- 
suant to I. R. C. § 6702. This statute au- 
thorizes the Internal Revenue Service to 
levy a fine on one who files a frivolous in- 
come tax return. Appellant had been fined 
because his 1982 return was designated as 
frivolous under this section. In filing his 
return, Mr. Brennan refused to answer any 
financial information on the basis of his 
privilege against compulsory self-incrimi- 
nation under the fifth amendment. On 
appeal the appellant makes six allegations 
of error. 


In his first argument, the appellant con- 
tends that the term frivolous as used in 
section 6702 is unconstitutionally vague. 
Prohibiting language in a statute must be 
in terms that the ordinary person, exer- 
cising ordinary common sense, can suffi- 
ciently understand. Civil Service Commission 
v. National Association of Letter Car- 
riers, 413 U. S. 548, 549 (1973). The term 
“frivolous” as used in section 6702 is suf- 
ficiently clear to apprise one of the pro- 
hibited behavior. Rowe v. United States 
[84-1 ustc f 9447], 583 F. Supp. 1516, 1520 
(D. Del. 1984). 


The second, third, and sixth arguments 
posed by the appellant, can be treated as 
one. He argues that it is constitutionally 
improper for the Internal Revenue Service 
to characterize his income tax return as 


frivolous and specious. He contends that 
his blanket assertion of the fifth amendment 
privilege against compulsory self-incrimination 
is a valid assertion of a constitutional right. 
This argument is unconvincing, as a blanket 
assertion of the fifth amendment privilege 
is a frivolous position. Baskin v. United 
States [84-2 ustc 9673], 738 F. 2d 975, 
977 (8th Cir. 1984). Asserting the fifth 
amendment privilege on a blank tax return 
will not affect a prosecution for failure to 
file. United States v. Heise [83-1 -ustc 
7 9419], 709 F. 2d 449, 451 (6th Cir. 1983). 
In order to properly invoke the privilege, 
one must demonstrate real dangers of in- 
crimination. Zicarelli v. New Jersey State 
Commission of Investigation, 406 U. S. 472, 
478 (1972). The appellant has made no 
attempt to explain his claims of the fifth 
amendment privilege, despite an oppor- 
tunity to do so in district court. Therefore 
his claims of the fifth amendment privilege 
are improper. He was properly fined pur- 
suant to section 6702. 


The fourth and fifth arguments can also 
be addressed as one. The appellant argues 
that a hearing is required prior to impo- 
sition of a fine pursuant to section 6702. 
Contrary to the appellant’s argument, he 
has not properly asserted the fifth amend- 
ment privilege. Thus an attempt to base 
this argument on the fifth amendment 
claims should fail. Additionally, the appel- 
lant’s rights are adequately protected by 
the procedures set forth in I. R. C. § 6703. 
Baskin v. United States, 738 F. 2d at 977; 
see also Bob Jones University v. Simon [74-1 


ustc J 9438], 416 U. S. 725, 746 (1973). 


Accordingly, it is Ordered that the dis- 
trict court judgment be affirmed pursuant 
to Rule 9(d)(2), Rules of the Sixth Circuit. 


[9131] Larry P. Winters, Petitioner v. United States of America, Respondent. 


U. S. District Court, East. Dist. ‘Calif., Civ. S-84-0573-MLS, 11/26/84. 


[Code Sec. 7609] 


Summonses: Third-party summonses: Intervention: Estoppel.—The court found that 
the taxpayer had no right to intervene or to proceed to quash the summons because the 
summoned party, a title guaranty company, was not a third-party recordkeeper. ‘There- 
fore, the IRS’s motion to dismiss was granted. None of the functions performed by the 
title company as escrow agent could be directly analogized to the functions performed 
by any of the entities specifically enumerated in the Code. Furthermore, the fact that the 
IRS delivered a notice of summons to the taxpayer did not estop the IRS from asserting 
that the title company was not a statutory third-party pec Ondeesret. Back reference: 
J 5930D.20. 


Donald B. Ayer, United States Attorney, Yoshinori H. T. Himel, Mesiceant United 
States Attorney, Sacramento, Calif. 95814, Robert N. Kwan, Department of Justice. 
Washington, D. C 20530, for respondent. Larry P. Winters, 536 Fifth St., Willows, 
Calif., 95988, pro per. ae “ hy 
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Magistrate’s Proposed 
Findings and Recommendation 


Mix, Magistrate: The matter came on 
regularly for hearing on July 12, 1984, be- 
fore United States Magistrate Esther Mix 
on petitioner's motion to quash I. R. S. 
- summons and on respondent United States’ 
motion to dismiss. Petitioner, Larry P. 
Winters, appeared on his own _ behalf. 
Robert N. Kwan, trial attorney, Tax Di- 
vision, U. S. Department of Justice, and 
Yoshinori H. T. Himel, Assistant United 
States Attorney, appeared on behalf of 
respondent United States. 


Respondent contends that the court has 
no subject matter jurisdiction to hear the 
petition to quash summons and that the 
matter should be dismissed pursuant to 
Rule 12(b)(1), Federal Rules of Civil Pro- 
cedure. Respondent takes the position that 
Colonial Title Guarantee Company, the 
summonsee in this matter, is not a third- 
party recordkeeper within the meaning of 
26 U. S. C. § 7609(a)(3) and that, there- 
fore, the summons at issue does not fall 
within the limited class for which section 
7609 grants a waiver of sovereign im- 
munity. Consequently, respondent argues 
that petitioner has no right to intervene 
and seek to quash the summons. 


Section 7609 provides that when an In- 
ternal Revenue summons is issued to any 
of several specifically defined third parties, 
the taxpayer is to be given notice of the 
summons. To challenge a summons issued 
to a third-party recordkeeper the taxpayer 
by way of a petition to quash may attempt 
to preclude enforcement of the summons. 
The statute further accords the summoned 
party a right to intervene in any proceed- 
ings to enforce such a summons and to 
raise substantive objections to the enforce- 
ment of the summons. Third-party record- 
keepers are defined in subsection (a)(3) as 
follows: 

(A) any mutual savings bank, coopera- 
tive bank, domestic building and loan 
association, or other savings and loan or 
similar association under Federal or 
State law, any bank (as defined in sec- 
tion 581), or any credit union (within the 
meaning of section 501(c)(14)(A); 

(B) any consumer reporting agency 
(as defined under section 603(d) of the 
Fair Credit Reporting Act (15 U. S. C. 
1681a(f£))); 

(C) any person extending credit through 
the use of credit cards of similar devices; 

(D) any broker (as defined in section 
3(a)(4) of the Securities Exchange Act 
of 1934 (15 U.S. C. 78c(a) (4))); 
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(E) any attorney; 
(F) any accountant; and 


(G) any barter exchange (as defined 
in section 6045(c)(3)). 


In the instant case the summons was 
issued to the Colonial Title Guarantee 
Company, acting as an escrow agent for 
the purpose of effectuating a transfer of 
real property. Respondent submits that as 
an escrow agent Colonial Title does not 
fall within one of the categories of third- 
party recordkeepers enumerated in section 
7609(a)(3). Courts have held, however, 
that the provision of section 7609(a) (3) 
should be liberally construed. Fink v. 
United States [84-1 ustc 9163], 578 F. 
Supp. 617 (E. D. Mo. 1983); United States 
v. New York Telephone Company [82-2 ustc 
J 9438], 682 F. 2d 313 (2nd Cir. 1982). 


In Umited States v. New York Telephone 
Company, supra, the Second Circuit Court 
of Appeals held that the telephone com- 
pany was a third-party recordkeeper with 
respect to records of credit transactions 
with its customers, and that the taxpayer 
whose transactions were the subject of 
those records had standing to intervene in 
an action to enforce a third-party sum- 
mons. 682 F. 2d at 318. Similarly, in Fink 
v. United States, supra, the district court 
held that the taxpayer had the right to in- 
tervene and bring a petition to quash a 
summons served on a corporation which 
serviced mortgages for mortgage owners. 
The court reasoned that the summonsee 
provided services identical to those pro- 
vided by a bank and that, accordingly, it 
must be considered a “similar association” 
for purposes of section 7609. 578 F. Supp. 
at 618. The court in Fink felt that the 
section required it to look at the nature of 
the records sought rather than the nature 
of the entity having possession of the 
records. 


However, the fact that the entity may 
keep records involving the taxpayer’s in- 
vestments or personal credit transactions, 
does not necessarily make it a third-party 
recordkeeper within the meaning of section 
7609(a) (3). This point was thoroughly dis- 
cussed by the district court in United States 
v. Shivlock [79-1 ustc J 9186], 459 F. Supp. 
1383 (D. Colo. 1978), aff'd sub nom. United 
States v. Income Realty Mortgage Inc. [79-2 
ustc 9662], 612 F. 2d 1224 (10th Cir. 
1979), cert. denied sub nom. West v. United 
States, 446 U. S. 952 (1980) : 


The statutory history demonstrates 
that § 7609 was aimed at protection from 
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unreasonable prying of records or busi- 
ness transactions, and I think it clear 
that there was no intent of Congress to 
protect all third party records just be- 
cause some of them not subject to the 
inquiry related to another person’s in- 
vestments or personal credit transactions. 
Not only does the statutory history so 
demonstrate, but on the face of the 
statute such is its aim. Those included 
are financial institutions hancling a per- 
son’s bank accounts, credit agencies 
keeping records of a person’s personal 
business, credit card transactions show- 
ing a person’s use of personal credit, 
brokers having records of personal in- 
vestments, and attorney’s and account- 
ants knowing the inner workings of 


one’s financial life. This is what Senate 


Report 94-938 said about the statute: 


. . a third party record keeper is 
generally to be a person engaged in 
making or keeping the records involving 
the transactions of other persons.” 

_ The House agreed in its Conference 
Report: 

“, , the agreement clarifies the defi- 
nition of a third party record keeper, 
limiting this category to attorneys, ac- 
countants, banks, trust companies, credit 
unions, savings and loan institutions, 
credit reporting agencies, issuers of credit 
cards, and brokers in stock or other 
securities.” 


459 F. Supp. at 1387. 


In Shivlock, the summonsee was a realty 
and mortgage company by which the tax- 
payer had formerly been employed. The 
I. R. S. sought records concerning the 
taxpayer's employment with the company. 
The taxpayer subsequently moved to inter- 
vene to challenge enforcement of the sum- 
mons, arguing that the realty and mortgage 
company was a broker within the meaning 
of 7609(a)(3)(D). The district court re- 
jected this argument and denied the motion 
to intervene. The Tenth Circuit Court of 
Appeals (United States v. Income Realty 
Mortgage, Inc., supra) affirmed noting that 
although the evidence showed that the 
company had previously marketed and sold 
land contracts on real property, it had taken 
the position that it was not a securities 


broker oat federal brie a BaZa at 


1226. More significantly however, the ap- 
pellate court emphasized that the records 
sought were the taxpayer’s employment 
records and that there was no evidence that 
the taxpayer had made investments with or 
through the company. Therefore, the court 
concluded that the taxpayer had no proprietary 
interest in the records sought to be pro- 
duced and permissive intervention was not 
in order. Id., citing Donaldson v. Umied 
States [71-1 ustc J 9173], 400 U. S. 517, 91 


'S. Ct. 534, 27 L. Ed. 2d 580 (1971). 


Similarly, in United States v. Exxon Co. 
[78-2 ustc 7 9537], 450 F. Supp. 472 (D. 
C. Md. 1978), it was held that the fact 
that an oil company issued credit cards did 
not make it a third-party recordkeeper with 
respect to its lease of service station property. 
from the taxpayers for purposes of an 
I. R. S. summons seeking copies of the 
lease. and records of payments made 
thereon. See also United States v. Manchel, 
Lundy and Lessin [81-2 ustc 9597], 477 
F. Supp. 326 (E. D. Pa. 1979) (Law firm 
which formerly employed taxpayer was not 
a third-party recordkeeper and taxpayer 
was not entitled to intervene in a summons 
enforcement proceeding by which the goy- 
ernment sought to obtain records involving 
the law firm’s own business transactions in its 
employment of taxpayer); Kryske v. United 
States [84-2 ustc 9634], 578 F. Supp. 
1366 (E. D. Mich. 1984) (Taxpayer’s em- 
ployer was not a third-party recordkeeper 
within meaning of statute conferring juris- 
diction to quash a summons directed to 
employer for payroll stubs, W-4 forms and 
W-2 forms; Younglove v. United States [84-2 
USTC 1 9699], 581 F. Supp. 37 (E. D. Mich. 
1984) (Taxpayer was not entitled to quash 
I. R. S. summonses issued to taxpayer's 
union which was not a third-party oe 
keeper). 


Petitioner contends ‘that Colonial Title 
is a third-party recordkeeper within the 
meaning of 26 U. S. C. § 7609(a) (3) because 
it is a broker. Section 7609(a)(3)(D) adopts 
the definition of a broker found in section 
3(a)(4) of the Security Exchange Act of 
1934, 15 U. S. C. § 78c(a) (4). This section 
provides that “the term ‘broker’ means any 


The Court noted that the summonses at Tans 
were EAI to third eons with ESP GGe to 
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person engaged in the business of effecting 
transactions in securities for the account 
of others, but does not include a bank.’ 
Nothing in the record however suggests 
that Colonial Title has engaged in the 
business of effecting transactions in securi- 
ties or that the escrow statements sought 
by the I. R. S. summozis at issue concern 
any transactions in securities. Ostensibly, 
in its role as escrow agent Colonial Title 
prepared a record of disbursement of funds 
in a transaction between a buyer and seller. 
However none of the functions performed 
by an escrow agent can be directly anal- 
ogized to the functions performed by any of 
the entities specifically enumerated in sec- 
tion 7609(a)(3). Even in Fink v. United 
States, supra, the court found that the 
functions performed by the mortgage service 
company with respect to the taxpayer were 
identical to those which would be per- 
formed by a bank. This is not the case here. 


The magistrate further finds unpersua- 
sive petitioner’s argument that the I. R. S. 
has acknowledged the status of Colonial 
Title Guarantee Company as a third-party 
recordkeeper by delivering notice of the 
summons to him pursuant to the procedures 
set out in 26 U. S. C. § 7609(a)(1). As 
counsel for respondent points out, courts 
have held that the provision of notice does 
not estop the United States from asserting 
that a summoned party is not a statutory 
third-party recordkeeper. Umited States v. 
Capital Preservation Fund, 84-1 ustc { 9385 
(N. D. Cal. 1984); United States v. White 
Agency, 79-1 ustc J 9265, 9300 (W. D. Mich. 
1979). Petitioner has cited no case which 
upholds the proposition that a taxpayer has 
a right to intervene or challenge an I. R. S. 
summons simply because he received notice 
of such summons, irrespective of whether 
the summonsee is a third-party record- 
keeper within the meaning of 26 U. S. C. 
§ 7609(a)(3). Moreover, as in United States 
uv. Capital Preservation Fund, supra, the tax- 
payer herein has not shown how the gov- 
ernment’s action in sending him a notice of 
the summons has prejudiced any rights that 
he may have. 


Accordingly, it is the finding of the 
magistrate that Colonial Title Guarantee 
Company is not a third-party recordkeeper 
within the meaning of 26 U. S. C. § 7609 
(a) (3) and therefore petitioner has no right 
to intervene or proceed to quash summons 
under 26 U. S. C. § 7609(b). The magistrate 
further finds that the court is without sub- 
ject matter jurisdiction to hear the petition 
to quash I. R. S. summons. 
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It is the recommendation of the magis- 
trate that respondent United States’ motion 
to dismiss petition to quash I. R. S. sum- 
mons be granted. 


This report and recommendation is sub- 
mitted to the Honorable Milton L. Schwartz, 
United States District Judge, pursuant to 
the provisions of 28 U. S. C. $631 et seq. 
and Rule 305 of Local Rules of Practice for 
the United States District Court for the 
Eastern District of California. Within ten 
days after being served with a copy, any 
party may serve on opposing counsel and 
file with the court written objections to 
such proposed findings and recommenda- 
tions. Such a document should be captioned 
“Objections to Magistrate’s Proposed Find- 
ings and Recommendations.” Replies to the 
objections shall be served and filed within 
ten days after service of the objections. The 
court will then review the magistrate’s rul- 
ing pursuant to 28 U. S. C. § 636(b)(1). 


Order of Dismissal 


ScHwartz, District Judge: On November 
18, 1983, petitioner Larry P. Winters filed 
a petition to quash a summons issued by 
the Department of the Treasury, Internal 
Revenue Service, pursuant to 26 U. S. C. 
Section 7602. Petitioner moved to quash 
the summons, and the United States filed 
a related motion to dismiss for lack of 
subject matter jurisdiction. 


Pursuant to Local Rule 305(a)(2) and 
28 U.S. C. Section 636 et seqg., these matters 
were referred to Magistrate Esther Mix. 
The Magistrate filed her Proposed Find- 
ings and Recommendations on June 20, 
1984. The matter is now before this. court 
pursuant to 28 U. S. C. Section 636(b) (1). 

The Magistrate found that the summoned 
party, Colonial Title Guaranty Company, is 
not a third-party recordkeeper within the 
meaning of 26 U. S. C. Section 7609(a) (3) 
and that therefore petitioner has no right 
to intervene or proceed to quash the sum- 
mons under 26 U. S. C. Section 7609(b). 
The Magistrate further found the Court is 


without subject matter jurisdiction to hear ~ 


the petition to quash the Internal Revenue 
Service summons. The Magistrate there- 
fore recommended that respondent’s motion 
to dismiss be granted. Petitioner made no 
objection to the Magistrate’s findings and 
recommendations. 

The Court has examined the pleadings 
and other documents in the file de novo, and 
good cause appearing, concludes that it is 
appropriate to adopt the Proposed Find- 
ings and Recommendations in full. Ac- 
cordingly, 
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2. Petitioner’s petition to ghee the 
summons is dismissed; 

3. The Clerk shall enter judgment hereon. 

IT IS SO ORDERED. 


IT IS HEREBY ORDERED: 


1. The Magistrate’s Findings and Rec- 
ommendations, filed June 24, 1984, are 
adopted in full; 


[9132] Robert Deavers and Cathy Deavers, Petitioners v. United States of 
erica, Respondent. 


U. S. District Court, East. Dist. Calif., CIV S-84-0496-RAR, 12/4/84. 
[Code Sec. 7602] 


Summons: Examination of books and witnesses: Summons enforced.—Summons 
issued upon a banking institution was ordered enforced by a district court to disclose 
records of a taxpayer under investigation. The court did not accept the taxpayer’s 
contention that the summons was invalid because the IRS did not, follow its own 
procedures as set out in the Internal Revenue Manual. Since such procedures were not 
statutorily or constitutionally mandated, the court concluded that the IRM procedures 
did not have the effect of law and thus, the IRS was not obligated to follow them. 
Further, the record revealed that the information sought was not already in the posses- 
sion of the government and was pertinent to a determination of the individual’s tax 


liability for the year in question. Back reference: { 5924.65. 


Helen R. Martin, 479 Mason St., Vacaville, Calif. 95688, for petitioners. Robert N. 
Kwan, Department of Justice, Washington, D. C. 20530, for respondent. 


Magistrate’s Proposed Findings 
and Recommendations 


Max, Magistrate: This matter came on 
regularly for hearing before Magistrate 
Esther Mix on October 11, 1984 pursuant 
to respondent United States of America’s 
motion to deny relief sought in a petition 
to quash I. R. S. summons filed herein on 
April 10, 1984. Helen Rowland Martin, 
Esq., appeared on behalf of petitioners. 
Yoshinori H. T. Himel, Assistant United 
States Attorney, and Robert Kwan, Trial 
Attorney for the U. S. Department of Jus- 
tice, appeared on behalf of respondent. 
The summons in question was served on 
Wells Fargo Bank in Red Bluff, California, 
ordering the bank to appear on April 20, 
1984 before I. R. S. Agent Dorothy Bram- 
hall with petitioners’ banking records. See 
Petitioner’s Exhibit A to Petition. 


Counsel for petitioners contends that the 


summons should be held invalid because - 
_ respondent I. R. S. did not follow its own 


procedures as set out in the Internal Rev- 
enue Manual (IRM), which she argues 
were adopted for the taxpayer’s benefit. 


counsel contends that the data 
edRsais 2 for information letter to petitioner Deavers 


referral of this matter has been made to 
the Department of Justice for criminal 
prosecution. 


Respondent maintains that procedures 
set out in the IRM are not mandated by 
the constitution or by statute, and that 
these procedures do not have the force and 
effect of law. In addition, respondent con- 
tends that the revenue agent followed pro- 
cedures set forth in sections of the IRM 
relevant to summons enforcement (section 
402 et seq.); that the section cited by peti- 
tioners (sections 4034.1 and 4562.31) per- 
tain to examination of returns and not to 
the issuance of summonses. 


Declarations filed by revenue agent Dor- 
othy Bramhall and by petitioner Robert 
Deavers set forth the essential facts of the 
case. Revenue agent Bramhall stated in 
her declaration that she is conducting an 
investigation into the tax liability of Rob-— 
ert Deavers for the calendar year of 1981; 
that she has not made any determination 
of tax liability and no referral of the mat- 
ter to the Department of Justice for crim- 
inal prosecution. In addition, revenue agent 
Bramhall stated that she mailed a request 


, 1984 tot his last a har ad- 
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and that pursuant to the petition to quash 
filed herein the bank did not respond to 
the summons. Agent Bramhall stated that 
the data sought by the summons is not 
already in the possession of the I. R. S. 
and all administrative steps required for 
issuance of a summons have been taken. 


Petitioner Deavers stated in his declara- 
tion that he had lived in Red Bluff, Cali- 
fornia, between 1980 and January 20, 1984; 
that on or about January 20, 1984 he moved 
to Vacaville, having notified the U. S. 
Post Office as to his change of address. 
However, petitioner declared that he did 
not receive a letter from revenue agent 
Bramhall dated February 7, 1984 until a 
copy of that letter was sent along with a 
copy of the summons to his bank. In addi- 
tion, petitioner stated that he never re- 
ceived a request from the IJ. R. S. for copies 
of his 1980 and 1981 federal income tax 
return at any time prior to receiving notice 
of the issuance of the summons in question. 


Pursuant to 26 U. S. C. § 7602, the Inter- 
nal Revenue Service may issue a summons 
for purposes of inquiring into any offense 
connected with administration or enforce- 
ment of the Internal Revenue laws, except 
in a case which has been referred to the 
Department of Justice for criminal prose- 
cution. It is well established that in order 
to enforce an Internal Revenue Service 
summons, a court must find that: (1) the 
summons was issued for a legitimate pur- 
pose under 26 U. S. C. § 7602; (2) that 
the information sought is relevant to that 
purpose; (3) the information sought is not 
already within the possession of the I. R. S.; 
(4) all the administrative steps required 
by the I. R. S. Code have been followed; 
and (5) the evidence does not show that 
there has been a referral to the Depart- 
ment of Justice, as defined at 26 U. S. C. 
§ 7602(c)(2). United States v. Powell [64-2 
ustc J 9858], 379 U. S. 48, 85 S. Ct 148 
(1964). 


1 4034.1 (4)—If the examiner does not examine 
a delinquent return secured by him/her, but 
believes such return warrants examination, he/ 
she will securely staple a completion form 
5346... 

(5)—If a delinquent return secured comes 
within the jurisdiction of Foreign Operations 
District, the examiner will not examine such 
return . 

(6)—the examiner will make appropriate 
comments in Form 4318 if he/she: 

A. Ascertains during an examination of any 
tax return that the taxpayer is filing all returns 
he/she apparently is required to file... 

‘B. determines after inspecting retained copies 
of the tax returns that a concurrent employ- 
ment tax examination is not warranted... 
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Petitioners contend that sections 4034.1 
and 4562.31 of the IRM are relevant to 
their case. Section 4034.1 dealing with 
“package audits’, directs that 


If an examiner finds that a required 
return has not been filed, he/she will 
endeavor to obtain a delinquent return . . 


This section goes on to describe the proce- 
dures to be undertaken once a delinquent 
return is secured.* 


Section 4562.31 pertaining to “initial de- 
linquency procedures”, provides that 


When an examiner discovers during any 
examination that a taxpayer has failed to 
file required Federal tax returns, he/she 
will before soliciting any returns: 

(a) determine the taxable periods for 
which the taxpayer was required to file 
returns; 

(b) ascertain the reasons why the tax- 
payer failed to file the required returns; 

(c) determine whether any indications 
of fraud exist... 


Petitioner fails to show how these pro- 
visions are specifically relevant to the 
administrative procedures required for issu- 
ance of an Internal Revenue summons. As 
noted above, counsel for respondent con- 
tends in his reply brief that section 4022 
et seq. of the IRM is the applicable section 
relating to issuance of summonses. How- 
ever, petitioners do not contend that the 
procedures set forth in section 4022 were 
not followed. 


In any event, a review of pertinent case 
law reveals that IRM procedures have not 
been found to have the force and effect of 
law; that they are designed merely to direct 
the internal operations of the Internal Reve- 
nue Service and are not constitutionally or 
statutorily mandated. In U. S. v. Cacares, 
440 U. S. 741, 99 S. Ct. 1465, 59 L. Ed. 2d 
733 (1979), defendant was charged with 
bribing an I. R. S. agent and moved to sup- 
press tape recordings of conversations with 


(7)—The examiner should identify the specific 
returns being referred to in Form 4218 or 4700 


(8)—If a package audit results in an adjust- 
ment to any of the taxpayer’s tax liabilities, 
the applicable original returns will be requi- 
sitioned ... 

2 At the court’s request on October 24, 1984, 
counsel for respondent filed a copy of the 
provisions of the IRM (§ 4022 et seq.) which 
relate specifically to the procedures to be fol- 
lowed by the I. R. S. employee in issuing 
summonses pursuant to 26 U. S. C. § 7602. 
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the agent on the grounds that authorization 
required by IRM provisions had not been 
secured. On certiorari, the Supreme Court 
held that the I. R. S. agent’s failure to fol- 
low IRM electronics surveillance procedures 
before recording the conversations did not 
require suppression of the tapes. The Court 
stated that 


Our [prior] decisions . . . demonstrate 
that the I. R. S. was not required by the 
Constitution to adopt these regulations. 
It is equally clear that the violations of 
agency regulations disclosed by this rec- 
ord do not raise any constitutional ques- 
tions ... Nor, is this a case in which the 
Due Process clause is implicated because 
an individual has reasonably relied on 
agency regulations promulgated for his 
guidance or benefit and has suffered sub- 
stantially because of their violation by the 
agency ... Respondent cannot reasonably 
contend that he relied on the regulation 
or that its breach had any effect on his 
conduct... 


440 U. S. at 752-753. 


Similarly, in U. S. v. Horne [83-2 ustc 
J 9548], 714 F. 2d 206 (1st Cir. 1983), where 
defendant was found to be liable for the un- 
paid balance of a tax assessment, the Court 
of Appeals held that the district court cor- 
rectly precluded defendant from introducing 
evidence that the I. R. S. had failed to fol- 
low certain collection procedures set out in 
the IRM. Defendant offered to prove that 
he had not signed a consent form agreeing 
to the assessment and had not been granted 
a conference before the assessment was 
made, as provided for in the IRM. The 
district court granted the government’s 
motion in limine on ground that the collec- 
tion techniques described in the IRM did 
not constitute agency regulations promul- 
gated for the taxpayer’s benefit and that the 
taxpayer “could not contend that he reason- 
ably relied on them to his detriment.” 714 
F. 2d at 207. The court went on to state 
that 

The provisions in the (I. R. S.) manual 
are not codified in the Code of Federal 
7 Regulations. Even if they were codified, 
the provisions would not be mandatory 
¥ . Their purpose is to govern the inter- 
, ac affairs of the I. R. S. eg do not 

have the force and effect of law . 


a the 88:2 S. code have been followed; 


their constitutional rights. Counsel for pe- 
titioners merely contends that the IRM pro- 
cedures she cites were adopted as much for 


the benefit of taxpayers as for the I.R.S., 


but offers no specific support for this 
assertion. 


Counsel for petitioners also argues that 
Agent Bramhall was attempting to obtain 
information which was already in posses- 
sion of the I. R. S., to wit: petitioners’ 


-Social Security numbers. However, the sum- 


mons at issue in this case specifically sought 
petitioners’ bank records, including all sig- 
nature cards for accounts, bank statements, 
deposit items and cancelled checks in the 
bank’s possession, custody or control for 
the calendar year 1981. While it is possible 
that petitioners’ Social Security numbers 
may appear on any of these records, there 
is nothing to indicate that the I.R.S. sought 
to examine these bank records for the pur- 
pose of obtaining petitioners’ Social Secu- 
rity numbers. Although the letter sent to 
petitioners by Agent Bramhall on February 
7, 1984 asked petitioners to reveal their 
Social Security numbers, information which 
the Internal Revenue Service may or may 
not have already had within its possession, 
it is the summons served on Wells Fargo 
Bank in March 1984 and not the February 
1984 letter which is at issue here. 


Having considered the declarations of 
Revenue Agent Dorothy Bramhall and peti- 
tioner Robert Deavers and the entire record 
herein, the magistrate makes the following 
findings: 


-(1) That the summons issued by Revenue 
Agent Dorothy Bramhall to petitioners’ 
bank, Wells Fargo, on March 20, 1984, seek- 
ing documents and records in Wells Far- 
go’s possession was in good faith and for 
a legitimate purpose under 26 U. S. C. 
§ 7602; that is, investigation and determina- 
tion of Robert and Cathy Deaver’s correct 
income tax liability for the year 1981; 


"(2)" The! information is relevant to that 
purpose; 


(3) The HPO HOH sought is not already 
in the possession of the I. R. S.; 


(4) The administrative steps yeavized by 
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It is therefore the recommendation of the 
magistrate that petitioners’ motion to quash 
be denied and that the summons be en- 
forced. 


The magistrate notes that in respondent’s 
response to the petition to quash summons 
filed on June 18, 1984, counsel has included 
a prayer for attorney’s fees. However, in its 
‘subsequent motion to deny the relief sought 
by the petition to quash, respondent does 
‘not address the issue of attorney’s fees. 
‘Therefore, it is not clear whether the re- 
‘quest for attorney’s fees has been with- 
drawn. In any event, attorney’s fees are 
only warranted when the conduct of the 
taxpayer in seeking to quash the enforce- 
ment of a summons is deemed frivolous, 
harassing, vexatious, unreasonable and 
without foundation. Alyeska Pipeline, 421 
U. S. 240, 258-259, 95 S. Ct. 1612, 1622, 44 
‘L. Ed. 2d 141. The magistrate finds that 
the petitioners’ conduct in seeking to quash 
enforcement of the summons has neither 
been frivolous, harassing, vexatious, un- 
reasonable nor completely without foundation. 


It is therefore the recommendation of the 
magistrate that attorney’s fees not be 
-awarded in this matter. 


This report and recommendation is sub- 
mitted to the Honorable Raul A. Ramirez, 
United States District Judge, pursuant to 
the provisions of 28 U. S. C. § 631 et seq. 
and Rule 305 of Local Rules of Practice for 
the United States District Court for the 
Eastern District of California. Within ten 
days after being served with a copy, any 


‘party may serve on opposing counsel and 


file with the court written objections to 
such proposed findings and recommenda- 
tions. Such a document should be captioned 
“Objections to Magistrate’s Proposed Find- 
ings and Recommendations.” Replies to the 
objections shall be served and filed within 
ten days after service of the objections. The 
court will then review the magistrate’s 


ruling pursuant to 28 U. S. C. § 636(b) (1). 


Order 


RAMIREZ, District Judge: The Magistrate’s 
Proposed Findings and Recommendations 
were filed in the above-entitled matter on 
November 19, 1984. Pursuant to 28 U. S. C. 
§ 631, et seq. and E. D. Cal. L. R. 305, the 
Magistrate’s report and recommendation 
was submitted to this Court for de novo 
review. See F. R. Civ. P. 72(b). No objec- 
tions to the Proposed Findings and Rec- 
ommendations were filed. 


Having examined the petition to quash 
summons and the opposition thereto, and 
good cause appearing, the Court deems it 
appropriate to adopt the Proposed Findings 
and Recommendations in full. 


Accordingly, 


It Is Hereby Ordered that the Proposed 
Findings and Recommendations are adopt- 
ed, that petitioners’ motion to quash is 
Denied, that the summons be enforced, and 
that respondent’s motion for attorneys’ fees 
is Denied. 


It Is So Ordered. 


[9133] Gordon Vincent, et al., Plaintiffs v. United States of America, Defendant. 
U. S. District Court, East. Dist. Calif., No. Cv. F. 84-85 EDP, 11/15/84. 


[Code Sec. 7609] 


Summons: Third-party summonses, special: Notice to taxpayer: Enforcement.— 
The technical non-compliance of the IRS with the 23-day notice provision of Code Sec. 
7609(d) did not render an otherwise validly issued summons unenforceable. Absent 
a showing that the violation of the notice requirements harmed the taxpayer to any 
degree, the Code Sec. 7609 violation did not warrant the quashing of a summons. In 
fact, a more compelling argument for the enforcement of the summons was presented 
because in this case the IRS officer inadvertently overlooked the 23-day notice and im- 
properly set the date for summons compliance only 20 days after the date of notice 
rather than 23, and the taxpayer’s petition to quash was filed nine days before the 
scheduled date of compliance. Back references: 5924.65 and 5930D.30. 


Gordon & Pauline Vincent, 42042 Road 128, #90, Orosi, Calif. 93647, pro se. Donald 
B. Ayer, United States Attorney, Fresno, Calif. 93721, for defendant. 


Sought in Petition to Quash Summons, 
to Enforce the Summons in Question, 
and to Award the U. S. its Costs in this 


{ 9133 


Magistrate's Recommendation on Defendant's 
Motion for Reconsideration of Magis- 
trate’s Recommendation, and to Relief 
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Action Including Reasonable Attorney's 
Fees. 


_ CHRISTENSEN, Magistrate: The defendant’s 
motion for reconsideration of Magistrate’s 
recommendation came on regularly for 
hearing September 20, 1984, before the 
Honorable A. D. Christensen, U. S. 
Magistrate. Robert N. Kwan, Esq., of the 
Tax Division of the U. S. Department of 
Justice, appeared and argued on behalf of 
the moving defendant. Plaintiff, Gordon 
Vincent, proceeding in pro per, appeared 
and argued in opposition to the motion. 
Following oral argument the matter was 
taken under submission by: the Court. 


It is the recommendation of the Court to 
the Honorable Edward Dean Price, U. S. 
District Judge, that defendant’s motion for 
reconsideration of Magistrate’s recom- 
mendation, and! to deny relief sought in the 
petition to quash summons, and to enforce 
the summons in question be granted. It is 
further recommended that defendant’s re- 
quest for costs and attorney’s fees be 


allowed. 


This motion arises out of a motion previ- 
ously heard by the Magistrate. The case in- 
volves an investigation conducted by the 
I. R. S. into the plaintiffs’ possible tax lia- 
bilities for the years 1981, 1982 and 1983. 
Pursuant to the investigation the I. R. S. 
issued a summons to the Kings River State 
Bank for the years under investigation. 
The plaintiffs then sought to quash the 
summons pursuant to U. S. C. § 7609(b) 
(2)(a) and defendant brought a motion to 
deny the relief sought in the petition to 
quash summons. In a recommendation 
dated June 29, 1984, the Magistrate 
recommended that the defendant’s motion 
to deny relief be denied on the sole basis 
that plaintiff was only given 18 days no- 
tice of the summons examination date in 
contravention of the requirements of 26 


U. S. C. §7609(d)(1). The Magistrate 


found that all other substantive grounds . 


raised by the plaintiff in support of the 
petition to quash summons were meritless 
and were it not for the procedural defect 


of insufficient notice the Magistrate would — 


recommend denial of the petition to quash 
ummons. Since the te of the Mapiatrate's 


23 day notice provision of the Code 
§ 7609(d) renders an otherwise validly is- 
sued summons unenforceable. 


The defendant has cited several cases 
supporting the enforcement of the summons 
which remain unchallenged by the plaintiff. 
In U. S. v. Bank of Moulton [80-1 ustc 
J 9383], 614 F. 2d 1063 (5th Cir. 1980), the 
Court of Appeals for the Fifth Circuit 
affirmed the enforcement of a summons, 


-though premature disclosures of the sum- 


moned information were made to an I. R. S. 
agent in violation of the notice Provisions 
under the code. 


A recent decision recently au the 
Moulton principle to facts’ nearly identical to 
the case at bar, and held that § 7609(d) 
violation does not warrant quashing of the 
summons. Rivera v. Chase Manhattan Bank, 
84-1 ustc 79371, (S. D. N. Y. 1984). In 
Rivera, the I. R. S. gave the petitioner notice 
of two summonses 22 days prior to the 
scheduled compliance and one summons 18 
days in advance. Relying on Moulton, the 
court held that “absent any claim that the 
violation of the notice requirements has 
harmed the petitioner to any degree, the 
court must conclude that the § 7609 viola- 
tion does not warrant the quashing of the 
summons.” 84-1 ustc at 83, 849-83, 850. 


In the instant case the petitioner has 
made no showing that the violation of the 
notice requirements have harmed him in 
any degree. In fact, the instant case pre- 
sents a more compelling argument for the 
enforcement of the summons since in this 
case the I. R. S. officer inadvertently over- 
looked the 23 day notice and improperly 


set the date for summons compliance only 


20 days after the date of notice rather 
than 23. There has been no premature 
disclosure of information as in the Moulton 
case. The petition to quash filed by the 
plaintiffs was filed nine days before the 
scheduled date of compliance on March 4, 
1984. Based on the plaintiffs’ rapid filing 
of petition to quash, it seems doubtful 
that the plaintiffs could have been prej- 
udiced by the two day violation of the 
notice requirement. 


Based on the foregoing, this” rae 
recommends that the defendant’s motion to 
d eny relief Enconn: in the inert to aiaash 
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tion for reconsideration the defendant 
again moves this Court for costs and at- 
torney’s fees, though no points and au- 
thorities have been submitted and the 
issue was not addressed in oral argument. 
Because the plaintiffs correctly stated that 
the I. R. S. failed to give them adequate 
' notice as provided by § 7609, it cannot be 
said that the petition to quash was wholly 
frivolous. 


Order Re Magistrate’s Recommendation 


Price, District Judge: The Magistrate’s 
recommendation on defendant’s motion for 
reconsideration was served upon the parties 
by mail on October 9, 1984. 


This action arose on the plaintiffs’ pro se 
petition to quash a summons and the gov- 
ernment’s counter-petition to enforce the 
summons and for costs and attorneys fees. 
As a result of the hearing on that matter, 
the Magistrate recommended to this Court 
that the plaintiffs’ motion to quash the 
Internal Revenue Service summons be 
granted, and that the defendant’s motion to 
deny relief sought in the plaintiffs’ petition 
to quash summons be denied. Thereafter, 
instead of filing objections to the Magis- 
trate’s recommendation, the government 
filed a motion for reconsideration. After 
the Magistrate granted the motion for re- 
consideration, and, in effect, reversed his 
earlier decision, the pro per plaintiffs filed 
a request for Findings of Fact and Con- 
clusions of Law pursuant to Rule 52(a) of 
the Federal Rules of Civil Procedure. The 
Court finds that Rule 52(a) does not require 
Findings of Fact and Conclusions of Law, 
but is essentially a motion addressing legal 
questions only. 


The Court construes the plaintiffs’ request 
for Findings of Fact and Conclusions of 
Law as an objection to the Magistrate’s 


recommendation. Accordingly, the Court 
reviews the matter de novo. 
In his original recommendation, the 


Magistrate noted that the government had 
violated the notice requirements contained 
in 26 U. S. C. § 2609(d), in that the plaintiff 
received only 18 days notice of the sum- 
mons examination date, whereas, the 
statute requires a minimum of 23 days no- 
tice. The government, and the Magistrate 
in his recommendation on reconsideration, 
relies strongly on United States v. Bank of 
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Moulton [80-1 ustc { 9383], 614 F. 2d 1063 
(5th Cir. 1980). 


The Court adopts the Magistrate’s recom- 
mendation for the following reasons: 


It is clear to the Court that the notice 
requirements contained in 26 U. S. C. 
§ 2609(d), although technically violated, 
have served their purpose in this matter. 
The file reflects that the taxpayer did, in 
fact, petition the Court to quash the I. R. S. 
summons in this matter. He received a full 
hearing in the Magistrate’s court as to the 
basis for his objections, and they were found 
to be groundless. In other words, the pur- 
pose of the statute has been fully served in 
the matter. 


Counsel for the Government is directed to 
prepare and submit to the Court an ap- 
propriate formal order within 10 days from 
the date of this Order. 


Judgment 


The Court having issued its Order Regard- 
ing Magistrate’s Recommendation on No- 
vember 15, 1984, 


[ioe HEREBY SORDER ED. Al)- 
JUDGED AND DECREED: 


1 


i. That the petition to quash summons 
is denied and dismissed with prejudice. 


2. That respondent’s motion to deny re- 
lief sought in the petition to quash summons 
is granted. 


3. That respondent’s motion to enforce 
the summons is granted. 


4. That the Kings River State Bank, 
12561 Avenue 416, Orosi, California 93647, 
the summoned party, is ordered to comply 
with the summons issued to it on February 
9, 1984 and served on it on that same date, 
and to obey each and every requirement 
contained in the summons, and is further 
ordered to appear and testify by it or its 
representatives, and to produce for inspec- 
tion and copying the books, records, papers 
and other data required by the terms of the 
summons before Revenue Officer Devra L. 
Ochoa, or any authorized officer of the In- 
ternal Revenue Service, at such time and 
place as may hereinafter be fixed by Revenue 
Officer Ochoa, or any authorized officer of 
the Internal Revenue Service, the examina- 
tion to continue from day to day until com- 
plete. 
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[9134] Lyle S. Simonson and Donna Simonson, Appellants v. United States of 
America, Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 84-5127, 1/15/85.—(752 F2d 341.) Affirm- 
ing’ an unreported District Court decision. 


[Code Sec. 167] 


Depreciation: Automobiles: Business use——The depreciation and maintenance ex- 
penses of owning a truck could not be deducted by the taxpayers because, despite an 
intention to use the vehicle in a grain hauling business, it was never actually used. Plans 
for entering the business were dropped when the grain industry became depressed. An 
intention to use property in a future business cannot serve as the basis for current expense 
deductions. Property must be actually used and a business must be in existence. Back 
reference: ff 1354.1438. 


Jeffrey R. Hannig, Gunhus, Grinnell, Klinger, Swenson & Guy, 512 Center Avenue, 
Moorhead, Minn. 56560-1077, for appellants. Glenn L. Archer, Jr., Assistant Attorney 
General, Michael L. Paup, Ann Belanger Durney, John A. Dudeck, Jr., Department of 


Justice, Washington, D. C. 20530, for appellee. 
Before Lay, Chief Judge, FLoyp R. Gipson, Senior Circuit Judge, and Bricut, Circuit 


Judge. 


Lay, Chief Judge: Taxpayers Lyle and 
Donna Simonson appeal an order of the 
district court’? granting summary judgment 
in favor of the United States and denying 
the Simonsons’ cross motion for summary 
judgment. We affirm. 


Facts. Taxpayers worked at the Ameri- 
can Crystal Sugar plant in Moorhead, 
Minnesota from the mid-1970’s through 
1980. In December of 1979, the Simonsons 
purchased a semi-truck and trailer from a 
trucker who hauled grain between Mahno- 
men, Minnesota and Duluth, Minnesota. 
The truck and trailer were ready to be 
placed into service on the date of purchase. 
Although taxpayers had never hauled grain 
for profit before, Lyle Simonson intended 
to quit his job and start a grain hauling 
business as soon as practicable. 


In January of 1980, former President 
Carter imposed an embargo on the selling 
of grain to the Soviet Union. Grain hauling 
activity between Mahnomen and Duluth 
decreased markedly. The Simonsons decided 
not to enter the grain hauling business, and 
Lyle retained his job at American Crystal 
Sugar. Taxpayers never used the truck and 
trailer for any profit-making activity, and 
sold the property in 1982. 


Taxpayers claimed investment tax credits 
and deductions for depreciation and busi- 


ness operating expenses relating to the 
truck and trailer on their 1979 and 1980 
tax returns. The Simonsons also amended 
their 1976 and 1977 returns to carry back 
excess investment tax credit. On audit, the 
Commissioner of Internal Revenue disal- 
lowed their claimed deductions and tax 
credits. The Simonsons paid the amount 
of the tax deficiency, interest, and penalties, 
and filed timely refund claims. Following 
denial of their claims, taxpayers brought 
suit in the district court. The district court 
granted summary judgment in favor of the 
government and dismissed the Simonsons’ 
suit for refund. 


Discussion. The Simonsons contend that 
they are entitled to depreciation deductions 
on a truck and trailer purchased with the 
intent to start a grain hauling business, but 
never used for that or any other profit- 
making purpose. We agree with the gov- 
ernment, however, that because taxpayers 
never engaged in any business involving the 
truck and trailer, they cannot claim depre- 
ciation deductions on the property. 


Section 167(a) of the Internal Revenue 
Code of 1954, I. R. C. §167(a) (1982), 
provides: 

(a) General Rule. 


There shall be allowed as a deprecia- 
tion deduction a reasonable allowance for 


1The Honorable Edward J. Devitt, Senior 
United States District Judge for the District of 
Minnesota, presiding. 
_ * Plaintiffs also argue that they should be 
allowed to take an investment tax credit for 
the purchase of the truck and trailer. I. R. C. 
- § 38 (1982) provides for a credit against taxes 
imposed under subpart B of the relevant chap- 
ter where a taxpayer invests in certain de- 
preciable property. The term ‘‘section 38 prop- 
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erty’’ is defined in I. R. C. § 48(a) (1982). 
Section 48(a) limits section 38 property to 
“property with respect to which depreciation 
* * * is allowable * * *.’’ Id. Because we hold 
that plaintiffs are not entitled to a depreciation 
deduction on the truck and trailer, it follows 
that plaintiffs’ claimed tax credit must also be 


‘disallowed. See Gross v. Comm’r [CCH Dec. 


31,588(M)J, 31 T. C. M. (CCH) 1098, 1100-01 
(1972). 
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the exhaustion, wear and tear (including 
a reasonable allowance for obsolescence )— 

(1) of property used in the trade or 
business, or ; 


* ok * 


Taxpayers cannot claim a depreciation de- 
duction unless the truck and trailer were 
“used in the trade or business.” The statu- 
tory phrase has been interpreted to mean 
that the property at issue must be “devoted” 
to trade or business.* See Nulex, Inc. v. 
Commissioner [CCH Dec. 23,065], 30 T. C. 
769, 775 (1958). Although idled property 
once used in trade or business remains in 
such use until withdrawn or abandoned, 
unused property purchased for a non- 
existent future commercial enterprise is not 
“used for trade or business.” See Richmond 
Television Corp. v. United States [65-1 ustc 
7 9395], 345 F. 2d 901, 909 (4th Cir.), 
vacated and remanded on another issue, 
[65-2 ustc {] 9724] 382 U. S. 68 (1965) (per 
curiam), reversed on another issue, [66-1 
ustc {[ 9133], 354 F. 2d 410 (4th Cir. 1965), 
superseded on another issue, NCNB Corp. 
v. United States [82-2 ustc J 9469], 684 F. 2d 
285 (4th Cir. 1982); Petrich v. Commissioner 
[CCH Dec. 36,940(M)], 40 T. C. M. (CCH) 
303 (1980), aff’d by unpublished order, (9th 
Cir. Mar. 4, 1982); Whitcomb v. Commis- 
sioner [CCH Dec. 33,864(M)], 35 T. C. M. 
(CCH) 793, 800-01 (1976); Nulex, Inc., 30 
eC eata/ 75s 


Taxpayers argue that because the truck 
and trailer were “placed in service” as de- 
scribed in IRS Reg. §1.167(a)-10,* it is 
irrelevant that the property was never 
actually used. Taxpayers fail to recognize, 
however, that the IRS regulation “answers 
the question of when a taxpayer who ts in 
business may begin to depreciate an asset.” 
Richmond Television Corp., 345 F. 2d at 909 


n. 12 (emphasis in original). Because plain- 
tiffs never entered the grain hauling busi- 
ness, or used the truck and trailer in any 
other commercial enterprise, they cannot 
claim depreciation deductions on the prop- 
erty. Cf. Sears Oil Co. v. Commissioner [66-1 
ustc J 9384], 359 F. 2d 191, 198 (2d Cir. 
1966) (distinguishing allowed depreciation 
deduction on property purchased for use 
in ongoing business and ready for service 
but not actually put to use in tax year in 
which depreciation taken from disallowed 
depreciation deductions “on the grounds 
that * * * the taxpayer was not yet in 
the business for which the depreciable assets 
had been purchased.”). 


Taxpayers further claim they are entitled 
to a deduction pursuant to I. R. S. § 162(a) 
(1982) for ordinary and necessary expenses 
incurred in maintaining the truck and 
trailer “in a condition suitable for their 
intended use.” * Again, however, the Simon- 
sons fail to make the distinction between 
expenditures made in furtherance of an 
ongoing business presently idle, and money 
spent on property intended for use in a 
future commercial enterprise. Until a busi- 
ness is functioning as an ongoing concern, 
a taxpayer is not engaged in “carrying on 
any trade or business” within the meaning 
of section 162(a). See Richmond Television 
Corp., 345 F. 2d at 907; Mayrath v. Com- 
missioner [CCH Dec. 26,624], 41 T. C. 582, 
590 (1964), aff'd [66-1 ustc 9250], 357 
F. 2d 209 (5th Cir. 1966). Because tax- 
payers were never involved in any com- 
mercial enterprise using the property, they 
are not entitled to deduct any maintenance- 
expenses. 


The district court order granting sum- 


mary judgment in favor of the United 
States is affirmed. 


2 Section 167(a)(2) allows a depreciation on 
property ‘‘held for the production of income.’’ 
Property is held for the production of income 
when it produces recurring income, or when 
it is expected to produce gains upon its dispo- 
sition. See Mitchell v. Comm/’r [CCH Dec. 
28,177], 47 T. C. 120, 128 (1966). Plaintiffs 
never rented or leased the truck and trailer, 
nor did the sale of the property produce gains. 
Plaintiffs do not argue that section aGTKADEE) 
applies to the truck and trailer. 

* Treas. Reg. § 1.167(a)-10 (1956) provides re 
part: 
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When depreciation deduction is allowable. 

# * * 

(b) The period for depreciation of an asset 
shall begin when the asset is placed in service 
and shall end when the asset is retired from 
service. 

5 Section 162(a) provides in relevant part: 

(a) In general 

There shall be allowed as a deduction all the 
ordinary and necessary expenses paid or in- 
curred during the taxable year in carrying on 
any trade or business, including * * * 
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[1.9135] Allan C. Deamer and Sharon L. Deamer, Appellants v. Commissioner of 
Internal Revenue, Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 84-1965, 1/14/85.—(752 F2d 337.) Affirm- 
ing Tax Court, 47 TCM 1051, Dec. 40,986(M), TC Memo. 1984-63. 


[Code Sec. 162 and Tax Court Rules 91 and 134] 


Traveling expenses: Tax Court: Continuances: Denial, grounds: Stipulation for trial: 
Withdrawal of stipulation—In affirming the Tax Court, the court of appeals held that 
the taxpayer was an itinerant and, therefore, he could not deduct traveling expense be- 
cause he did not have a home, within the meaning of Code Sec. 162, from which he could 
be away. Further, the Tax Court did not abuse its discretion in denying the taxpayers a 
continuance because it allowed the parties an afternoon conference to clear up any dis- 
crepancies in the stipulations. Finally, the taxpayers were not prejudiced by the exclusion 
of certain exhibits from the stipulations because such exhibits were irrelevant to the issues 


before the Tax Court. Back references: f[ 1352.03, 5822D.40, and 5822 0.30. ° 


Allan C. Deamer, pro se. Glenn L. Archer, Jr., Assistant Attorney General, Michael. 
L. Paup, Department of Justice, Washington, D. C. 20530, for appellee. 


Before McMILLIAN, Gisson and BowMAN, Circuit Judges. 


Per Curtam: Allan C. Deamer and 
Sharon L. Deamer appeal from the decision 
of the United States Tax Court sustaining 
a federal income tax deficiency assessed 
against them in the amount of $1,125 for 
the taxable year 1976. This court has juris- 
diction pursuant to 26 U. S. C. § 7482. For 
reversal the Deamers argue that the tax 
court erred in (1) determining that Allan 
Deamer was an “itinerant” during 1976 and 
therefore could not deduct traveling ex- 
penses pursuant to 26 U. S. C. § 162(a) (2), 
(2) denying their motion for a continuance 
and (3) excluding certain exhibits from 
stipulations of fact. We hold that the deter- 
mination of the tax court is correct and 
affirm. 


Deamer is a contractual consultant en- 
gineer in the aircraft industry. According 
to Deamer’s own testimony regarding his 
job description, he works for several con- 
tract service firms on temporary job as- 
signments at various client companies. The 
job necessarily requires him to travel to the 
client companies while on an assignment 
which may last anywhere from several 
weeks to two years. From 1969 to 1981, a 
number of contract service firms employed 
Deamer to work at nine different locations 
in five states. During the taxable year in 
question, 1976, Deamer worked for three 
different aircraft companies in three states. 
For the first six weeks of 1976, Deamer 
completed an eight-month assignment in 

New Orleans, Louisiana. After six weeks 
of unemployment, Deamer worked on a job 
assignment in California for seven weeks. 
Finally, Deamer moved to St. Louis, Mis- 
souri, to work on a job assignment ‘which 
was aye to last at least one year. 


During 1976, Deamer’s family resided in a 
rented apartment in New Orleans, Louisiana, 
until July. At that time the family moved 
to St. Louis where they resided with Deamer 
until 1981. Deamer deducted living and 
transportation expenses in the amount of 
$5,572.88, which he incurred while on the 
job assignments in Louisiana, California 
and Missouri. The Commissioner disal- 
lowed these deductions, because Deamer 
did not have a “home” within the meaning 
one Aa WW, Sy (Ee loys. 


I. Traveling expenses deduction. The 
cost of traveling, including food and lodg- 
ing, is generally considered a non-deductible 
personal expenditure, 26 U. S. C. § 262; 
Frederick v. United States [79-2 ustc J 9529], 
603 F. 2d 1292, 1294 (8th Cir. 1979). There 
is, however, an exception for business ex- 
penses. Title 26 U. S. C. § 162(a)(2) pro- 
vides: 


There shall be allowed as a deduction 
all the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business, in- 
cluding— 


(2) traveling expenses (including 
amounts expended for meals and lodging 
other than amounts which are lavish or 
extravagant under the circumstances) 
while away from home in the pursuit of 
a trade or business... . 


In order to be deductible under this sec- 
tion, a travel expense must: (1) be reason- 
able and necessary, (2) be incurred while 
the taxpayer is away from home, and (3) 
be incurred while the taxpayer is in pursuit 
of a trade or business. See Commissioner v. 


Flowers [46-1 ustc 9127], 326 U. S. 465, 


‘© 1985, Commerce Clearing House, Inc. 
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470 (1946). The tax court determined that 
Deamer did not meet the second require- 
ment, because he did not have a “home” 
from which he could be away. 


The Deamers argue that Allan Deamer’s 
“tax home” was in the New York metropoli- 
tan area during 1976 or, alternatively, his tax 
home moved to New Orleans, Louisiana. 
We disagree; we affirm the tax court’s 
holding that Deamer did not have a “home” 
within the meaning of § 162 and that the 
Deamers therefore may not claim a travel- 
ing expense deduction. 


The meaning of the term “home” within 
the context of § 162 is far from clear. See 
generally Hantzis v. Commissioner [81-1 
usTc { 9144], 638 F. 2d 248, 252-54 (1st Cir.), 
cert. demed, 452 U. S. 962 (1981). One’s tax 
home, as construed by this court, generally 
means one’s principal place of business. 
Weiberg v. Commissioner [81-1 ustc J 9175], 
639 F. 2d 434, 437 (8th Cir. 1981) (per 
curiam); Cockrell v. Commissioner [63-2 
ustc 9674], 321 F. 2d 504, 507 (8th Cir. 
1963). Hence, “[w]hen a taxpayer who 
maintains a residence in the vicinity of 
[the taxpayer’s] principal place of employ- 
ment is required to travel to a different 
location for temporary work, [the taxpayer] 
is considered to be ‘away from home.’” 
Michei v. Commissioner [80-2 ustc J 9797], 
629 F. 2d 1071, 1073 (5th Cir. 1980) (per 
curiam); see also Frederick v. United States, 
603 F. 2d at 1294-95. 


Implicit in the “away from home” re- 
quirement, however, is the premise that the 
taxpayer actually has a “home.” Hence, 
one who has no principal place of business 
or a permanent residence is considered an 
itinerant. Michel v. Commissioner, 629 F. 2d 
at 1073-74. An itinerant may not deduct 
expenses under this section, because he is 
never considered to be “away from home.” 
Id. at 1073. 


The location of a taxpayer’s home and 
whether he or she is “away from home” 
within the meaning of §162 ordinarily 
involves a question of fact upon which 
the taxpayer bears the burden of proof. 
Id. at 1073; Jenkins v. Commissioner [70-1 
ustc § 9135], 418 F. 2d 1292, 1294 (8th Cir. 
1969) (per curiam). A factual determina- 
tion by the tax court will not be reversed 
unless clearly erroneous. Nickerson v. Com- 
missioner [83-1 ustc J 9217], 700 F. 2d 402, 
405 (7th Cir. 1983). The tax court specifi- 
cally found that Deamer was an itinerant 
whose home moved from place to place 
according to his job assignment. “[W ]here 
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a taxpayer is constantly on the move due 
to his work, he is never ‘away’ from: home.” 
Hantzis v. Commissioner, 638 F. 2d at 253. 
We hold that the tax court’s finding that 
the Deamers did not have a “home” within 
the meaning of 26 U. S. C. § 162(a)(2) 
during the year 1976 is not clearly erroneous. 


The Deamers contend that Allan Deamer’s 
home was in the New York metropolitan 
area. Allan Deamer presented evidence 
that he owned a home in New York, that 
he continually attempted to secure employ- 
ment in that area, and that his intention 
throughout the time he worked in other 
locations was to return to New York. The 
Commissioner presented evidence that the 
Deamers had not lived in their New York 
residence since 1973, that they began leas- 
ing their house to tenants in January 1975, 
and that they continued to lease the house 
throughout the year 1976 and for several 
years thereafter. The Deamers claimed de- 
preciation and other business deductions 
on their house in 1976. Furthermore, Allan 
Deamer did not present any evidence of 
any business relationship in the New York 
area for the year 1976. Indeed, Deamer’s 
last employment in the New York area 
was in 1972. ; 


The Deamers argue, in the alternative, 
that Allan Deamer’s “home” moved to New 
Orleans, Louisiana, for purposes of § 162. 
Deamer claims because his family resided 
there in a rented apartment while he was 
on assignment in California and St. Louis, 
his home remained in New Orleans for 
the taxable year 1976. Deamer’s family, 
however, moved to St. Louis in July 1976, 
after he accepted a job assignment in that 
area. Deamer presented no evidence to 
indicate that he intended to return to New 
Orleans or that he kept any business re- 
lationship within the area after he left. 


II. Denial of continuance. The Deamers 
also argue they were denied a fair trial 
because the tax court refused to grant 
their motion for a two-month continuance 
presented the day before trial. Specifically, 
the Deamers argue that there were dis- 
crepancies in the identification of exhibits 
provided in the stipulations of fact and 
that the stipulations were not sent to them 
until one week before trial. 


Tax Court Rule 134 provides for grant- 
ing continuances; however, an action will 
not be delayed by a motion for continuance 
unless it “sets forth good and sufficient 
cause.” Jd. In support of the motion for 
a continuance, the Deamers alleged only 
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that the identification of the exhibits in the 
stipulations was erroneous and confusing. 
Although the tax court did not grant a 
continuance, it did allow the parties an af- 
ternoon conference to clear up any dis- 
crepancies in the stipulations. We hold the 
tax court did not abuse its discretion in 
denying the motion for continuance. Mid- 
Continent Supply Co. v. Commissioner [78-1 
Uste:f].9405], 757 lee BaeZ2diel37lnt37 Om (Oth 
Cir. 1978). 


III. Exclusion of exhibits. Finally, the 
Deamers argue that certain exhibits should 
have been included in the stipulations of 
fact.1 Tax Court Rule 91 provides: 


The parties are required to stipulate, to 
the fullest extent to which complete or 
qualified agreement can or fairly should 
be reached, all matters not privileged 
which are relevant to the pending case, 
regardless of whether such matters in- 
volve fact or opinion or the application 
of law to fact. 


. . Documents or papers or other 
exhibits annexed to or filed with the 
stipulation shall be considered to be part 
of the stipulation. 


We have reviewed the proffered exhibits 
and hold that the Deamers were not preju- 
diced by the exclusion of the exhibits. 
Several of the exhibits presented evidence 
in support of facts which were already set 
forth in the stipulations. Because the par- 
ties agreed that “all stipulated facts shall 
be conclusive,” the exhibits would have 
“made available no additional material evi- 
dence.” Mid-Continent Supply Co. v. Com- 
missioner, 571 F. 2d at 1376. The remaining 
exhibits were irrelevant to the issues before 
the tax court. 


Accordingly, we affirm the tax court’s 
decision sustaining the tax deficiency of 
$1,125 assessed against the Deamers. 


[1.9136] United States of America and Glenn W. Green, Internal Revenue Service, 


—~§ 636(b)(1)(B) and local Magistrates Rule 
MR4. 


Petitioner v. Dick Wheelock, Records Officer and State of Washington Employment 
Security Department, Respondent. 


U. S. District Court, West. Dist. Wash., at Tacoma. No. MS 84-17T, 11/20/84. 


[Code Sec. 7602] 


Summons: State law v. Federal law: Constitutionality—A summons for records held 
by a state agency and containing the names and addresses of employees was not barred 
by Washington state law or the 10th Amendment. Since the summons was for records 
belonging to the state agency rather than the employees, federal law did not require notice 
of the summons to persons identified in the records. Although Washington law mandated 
notice, it was preempted by federal law. Back reference: {[ 5924.65. 


Scott A. Milburn, Department of Justice, Washington, D. C. 20530, for petitioner. 
Joseph Littlemore, Assistant Attorney General, Temple of Justice, Olympia, Wash. 98504, 
for respondent. 


(Forms SF5208) for certain persons iden- 
tified in the summons. Respondent, Dick 
Wheelock, has moved for dismissal on the 
ground that the petition of the IRS fails te 
state a cause of action. Respondent argues 
that petitioner already has access to the 
basic data requested, that Washington State 
law precludes release of the information 
requested without notice first being given 
to the subject individuals, that federal law 
does not preempt Washington State law on 
the issue of notice and that the 10th Amend- 
ment bars enforcement of the summons. 


Report and Recommendation of 
United States Magistrate 


Burcess, Magistrate: This matter has 
been referred to United States Magistrate 
Franklin D. Burgess pursuant to 28 U. S. C. 


The United States of America and Glenn 
W. Green of the Internal Revenue Service 
have filed a petition for judicial enforcement 

: nternal Revenue Service Summons. 
Bien) pick chair Ree 
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and that they are, therefore, entitled to 
judgment as a matter of law. Petitioner 
first claims that they have made a prima 
facie case for judicial enforcement of their 
summons. Secondly, petitioner argues that 
federal law preempts the law of the state of 
Washington regarding notice. 


Generally, two issues are presented to the 
court. First, the court must decide whether 
Washington State law, which requires no- 
tice be given to the individual or employing 
unit whose records are held by the Depart- 
ment of Employment Security, is preempted 
by federal law which does not require such 
notice. Secondly, the court must decide 
whether or not the 10th Amendment bars 
federal preemption of the state law involved 
in this matter. 


The Internal Revenue Service is granted 
authority to administratively summons any 
person for the purpose of examining any 
books, papers, records, or other data which 
may be relevant or material to the collec- 
tion of any tax liability. See 26 U. S. C. 
§ 602. When the party summoned is a 
“third party record keeper” the IRS is re- 
quired to give notice to the person whose 
records are sought. 26 U. S. C. § 7609(a) (3). 
Generally, a “third party record keeper” is 
any person or institution who maintains 
records of business transactions on behalf 
of the taxpayer. In the instant case, the 
parties seem to agree and the court finds 
that Dick Wheelock and the Washington 
State Employment Security Department is 
not a “third party record keeper” within 
the meaning of 26 U. S. C. § 7609(a) (3). Ac- 
cordingly, federal law does not require the 
IRS to give notice to the taxpayer of the 
summons before the IRS can obtain the 
information requested. Nevertheless, fed- 
eral law does not prohibit prior notice in 
such a situation if the IRS chose to do so. 


On the other hand, Washington State 
law, RCW 50.13 et seq., in recognition that 
records and information held by the De- 
partment of Employment Security could be 
misused and determining that an individual 
has a right of privacy in the confidentiality 
of his or her individual or employment rec- 
ords, generally requires prior notice be 
given the subject individual before the rec- 
ords are released by the Department of 
Employment Security. RCW 50.13, et seq. 
Again, the parties agree and the court finds 
that under the circumstances of this case, 
Washington State law would require prior 
notice be given the subject individuals be- 
fore the Washington State Department of 
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Employment Security releases the informa- 
tion requested by the IRS. 


This court must first decide whether 
Washington State law, requiring notice, is 
preempted by federal law which does not. 


The supremacy clause of the United States 
Constitution states: 


This constitution, and laws of the United 
States which are made in pursuance thereof ; 
and all treaties made, or which shall be 
made, under the supreme law of the land; 
and the judges in every state shall be 
bound thereby, anything in the Constitution 
or the laws of any state to the contrary 
notwithstanding. U. S, Const., Art. VI, 
cli2: 


As a result of the supremacy clause, en- 
forcement of state law or regulation is pre- 
empted by federal law in several circum- 
stances: First, state law is preempted by 
federal law when Congress, in enacting a 
federal statute, clearly expresses an intent 
to preempt state law. Jones v. Rath Packing 
Company, 430 U. S. 519, 525, (1977); Second, 
state law is preempted when Congress has 
intended, by legislating comprehensively, to 
occupy an entire field of regulation and has 
thereby “left no room for the states to 
supplement” federal law, Rice v. Santa Fe 
Elevator Corp., 331 U. S. 218, 230 (1947); 
and, compliance with both state and federal 
law is impossible or when the state law 
“stands as an obstacle to the accomplish- 
ment and execution of the full purposes and 
objectives of congress.” Florida Lime & 
Avocado Growers, Inc. v. Paul, 373 U. S. 132 
(1963); Hines v. Davidowitz, 312 U. S. 52, 
67 (1941). 


This court finds that the first two cate- 
gories of preemption do not apply in this 
matter. The court finds no clearly ex- 
pressed intent of Congress to preempt state 
law in the areas of notice or an individual’s 
right to privacy and confidentiality. Secondly, 
the court finds Congress has not legislated 
comprehensively so as to occupy the entire 
field of regulation of notice and individual 
rights to privacy and confidentiality. There- 
fore, if the Washington State law issue is 
preempted, it must fall into the final cate- 
gory for application of the preemption 
doctrine. 


As noted earlier, federal law does not 
explicitly prohibit the IRS from giving 
prior notice to the taxpayers concerned of 
the summons requested. As a result, this 
court finds that state law would not be pre- 
empted because compliance with both fed- 
eral and state law would be impossible. See 
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Michigan Canners and Freezers Assoc., Inc. v. 
Agricultural Board, Wass ; 104 S. 
Ct. 2518 (1984); Florida Lime & Avocado 
Growers, Inc. v. Paul, supra. Consequently, 
if Washington State law is preempted by 
federal law, it must be because Washington 
law “stands as an obstacle to the accom- 
plishment and execution of the full pur- 
poses and objectives of Congress.” Hines 
v. Davidowitz, 312 U. S. 52, 67 (1941). 


In order for the court to decide the issue 
of preemption, it must first determine the 
purpose and objectives of Congress through 
the legislative history of 26 U.S. C. § 7609. 
See Michigan Canners and Freezers Assoc., 
Inc. v. Agricultural Board, WS: ; 
104 S. Ct. 2518 (1984). 


Prior to the tax reform act of 1976, Public 
Law No. 94-455, 90 Stat. 1520 (1976), the 
IRS had extremely broad power to sum- 
mons records from third parties during the 
course of an investigation of tax liability 
or to further the collection of owing taxes. 
The tax reform act of 1976, however, in- 
cluded the enactment of 26 U. S. C. § 7609 
to provide certain checks on the Internal 
Revenue Service’s use of third party sum- 
mons. United States v. New York Telco, 644 
F. 2d 953, 956 (2d Cir. 1981). In enacting 
§ 7609, Congress was concerned that the 
use of third party summons should not un- 
reasonably infringe on the civil rights of 
taxpayers, including the right to privacy. 
House of Representatives Rep. No. 94-658, 
49th Cong., 2d Sess. 307. The procedural 
modifications embodied in Section 7609 
“sprang from a conviction that taxpayers 
deserve greater safeguards against improper 
disclosure of records held by third parties.” 
Barnhart v. United Penn Bank, 515 F. Supp. 
1198, 1203 (M. D. Pa. 1981) and that the 
subject taxpayers would more aggressively 
assert their rights than would a third party. 
United States v. Exxon Co., U. S. A. [78-2 
ustc § 9537], 450 F. Supp. 472 (D. Ma. 
1978). 


The IRS is making its request for the 
purpose of locating the subject taxpayers. 
Assessments have already been made and 

the IRS only needs to locate the subject 
taxpayers so their outstanding tax liabilities 
can be collected. 


eC 


+ ' 


The legislative history outlined above 
does not appear to contemplate the protec- 
tion of one’s place of employment. To 
require prior notice would stand as an ob- 
stacle to the accomplishment and execution 
of the full purposes and objectives of Con- 
gress. Congress has recognized that a third- 
party summons is important and legitimate 
investigative tool. Obtaining information 
regarding a taxpayer’s place of employment 
does not unreasonably infringe upon one’s 
civil rights and would impose an unneces- 
sary burden upon the IRS in fulfilling its 
tax collection duties. Consequently, Wash- 
ington law is preempted by federal statute 
to the extent it requires prior notice to be 
given to the subject taxpayer. 


Allowing the IRS to proceed without 
prior notice to the subject taxpayer does not 
violate the 10th Amendment. The 10th 
Amendment bars federal regulation only 
if the following elements are met: (1) the 
challenged regulation must affect the states 
as states, (2) the federal regulation must 
address matters that are indisputably attrib- 
ute of state sovereignty and (3) compliance 
with federal law would directly impair the - 
states’ ability to structure integral opera- 
tions in areas of traditional government 
functions. Hodel v. Virginia Surface Mining 
and Reclamation Association, 452 U. S. 264 
(1981). 


Respondent has made no showing of how 
compliance with the federal statute in ques- 
tion would directly impair the state of 
Washington’s ability to structure its inte- 
gral operation in areas of traditional gov- 
ernment functions. Accordingly, the 10th 
Amendment is not violated. 


It is, therefore, the recommendation of 
the Magistrate that the summons should 
issue and that the IRS is not required to 
give prior notice to the subject taxpayer. 


Order 


TANNER, District Judge: This matter has 
been referred to the United States Magis- 
trate, who has made a Report and Recom- 
mendation in this matter. 

After reviewing the file herein and the 
Report of the Magistrate, it is hereby 
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2. That the Summons should issue and 
the IRS is not required to give prior notice 
to the subject taxpayer. 


3. The Clerk shall forward copies of this 
Order to counsel for all parties and to all 
parties without counsel. 


[7 9137] In re: The Original Wild West Foods, Inc., Debtor. 


U. S. Bankruptcy Court, West. Dist. Tex., Austin Div., Bankruptcy No, 1-83-00296E, 
12/20/84.—(45 BR 202.) 
[Code Sec. 6672] 


Penalties, civil: Failure to collect and pay over tax: Assessment of penalty.—The 
IRS was enjoined from collecting the 100% penalty against a corporate officer who 
the IRS had determined was independently liable for unpaid income and social security 
taxes and, pursuant to Code Sec. 6631, had levied on the officer’s personal residence. 
If the IRS had been permitted to proceed, the ability of the debtor corporation to reor- 
ganize effectively would have been impaired and deprived of protection offered under 
Chapter 11. Here, there had been no complaint that timely payments pursuant to the 
confirmed reorganization plan were not being made, and there was nothing to indicate 
an actual or threatened pecuniary loss to the U. S. The assessment against the corporate 
officer was premature. Back reference: {[ 5569.012. 


Adrian M. Overstreet, 1020 American Plaza, Austin, Texas 78701, for debtor. Glenn 
‘L. Archer, Jr., Assistant Attorney General, Helen M. Eversberg, United States Attorney, 
William W. Guild, Cary L. Jennings, Department of Justice, Dallas, Texas, 75242-0599, 


for defendant. 


Memorandum Opinion and Order 


Evuiort, Bankruptcy Judge: The Plaintiff, 
a debtor corporation, brought this action 
to enjoin the Internal Revenue Service 
from collecting from one of its officers, 
directors and part-owners personally a 100% 
tax penalty for unpaid pre-petition federal 
withholding and employment taxes. The 
Court granted a Temporary Restraining 
Order to prohibit the Internal Revenue 
Service from selling the homestead of the 
director which it had seized. The govern- 
ment moved to dissolve the Temporary 
Restraining Order and dismiss the action 
on the grounds that (1) the Plaintiff lacks 
standing to maintain an injunctive action, 
(2) the Bankruptcy Court lacks subject 
matter jurisdiction, and (3) there is no 
basis on which injunctive relief should be 
granted. The Court consolidated the Mo- 
tion to Dismiss with the hearing on the 
merits of the permanent injunction which 
was held on November 15, 1984. 


Background 


The Original Wild West Foods, Inc. 
(“Wild West”) is a debtor corporation in 
Chapter 11 reorganization. At the time of 
filing, February 17, 1983, it owed the In- 
ternal Revenue Service accrued, but unpaid, 

1 See Exhibit ‘‘A’’, the transcript of the con- 
firmation proceedings wherein the U. S. Attor- 


ney representing the Internal Revenue Service 
not only agreed to the provision of the plan, 
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federal withholding and unemployment taxes. 
The Wild West’s reorganization plan, con- 
firmed by the Court on December 7, 1983, 
provided for graduated payments of the 
Internal Revenue Service’s pre-petition tax 
claim over the statutory six-year period.’ 
To date, all payments have been made in 
accordance with the plan. 


Thomas K. Stewart, Jr. (“Stewart”) is 
an officer, director and part-owner of Wild 
West. Contrary to the representation made 
by the United States Attorney, the Internal 
Revenue Service, on August 22, 1983, as- 
sessed a “100 percent penalty” against 
Stewart pursuant to Section 6672 of the 
Internal Revenue Code of 1954, Title 26, 
U. S. C. That section provides, in per- 
tinent part, that 


“Any person required to collect, truth- 
fully account for, and pay over any tax 
proposed by this title who willfully fails 
to collect such tax, or truthfully account 
for and pay over such tax, . . . shall, 

... be liable to a penalty equal to the 
total amount of the tax .. . not collected, 
or not accounted for and paid over.” 


The Internal Revenue Service determined 
that Stewart, an officer of Wild West, was 
independently liable under Section 6672 for 
unpaid income and social security taxes 
but also represented that as long as the pay- 
ments were kept current, there would be no 


need to pursue personal jeopardy assessments 
against the principals. 
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and assessed against him the ‘100 percent 
penalty” in the amount of $84,582.00.’ 


As a result, on October 3, 1984, pursuant 
to Section 6631 of Internal Revenue Code, 
the Internal Revenue Service levied on 
Stewart’s personal residence. In response, 
the Debtor filed a motion for a preliminary 
restraining order and permanent injunction 
preventing the Internal Revenue Service 
from foreclosing on the seized homestead 
alleging that foreclosure would both impair 
this Court’s jurisdiction and irreparably 
interfere with the reorganization of the 
debtor corporation. On October 9, 1984, 
the Court granted the Plaintiff’s temporary 
restraining order. On November 15, 1984, 
a hearing on the merits was held. At that 
hearing, the government sought dismissal, 
claiming that the Plaintiff lacks standing, 
and that the Bankruptcy Court has neither 
subject matter jurisdiction nor the power 
to grant the requested injunctive relief. 


Standing 


The unpaid employment taxes which the 
Internal Revenue Service is seeking to 
collect are owed by the debtor corporation. 
The Internal Revenue Service has, despite 
its representation to the contrary in open 
court, both assessed a penalty against one 
of the corporate officers personally and 
levied upon his homestead for collection. 
The government contends that since the 
Section 6672 penalty has been assessed 
against a party other than the debtor, the 
Plaintiff has no standing to enjoin the col- 
lection of those taxes. 


Relying on Simon v. Kentucky Welfare 
Rights Orgamzation, 426 U. S. 26, 96 S. Ct. 
1917, 48 L. Ed. 2d 450 (1976), the govern- 
ment correctly identifies that the central 
inquiry in determining standing is “whether 
the plaintiff has ‘alleged such a personal 
stake in the outcome of the controversy’ as 
to warrant /is invocation of federal court 
jurisdiction and to justify exercise of the 
court’s remedial power on his behalf.’ 426 
U.S. at 38, 96 S. Ct. at 1924, quoting Warth 
uv. Seldin, 422 U. S. 490, 498-499, 95 S. Ct. 
2197, 2205, 45 L. Ed. 2d 343, 354 (1975) 
mphasis i in original). In this instance, the 
juirement for ile eee is Spe ae Plain- 


Service efforts to collect the penalty from 
its corporate officer by levying his home- 
stead will severely hamper the officer’s 
ability to reorganize the corporation. The 
uncontroverted testimony was that Stewart 
would “throw in the towel” and simply give 
up his attempts to rehabilitate the debtor 
if his homestead were seized and sold. The 
threatening of a “debtor’s ability success- 
fully to reorganize itseif, . provide(s) 
. .. a sufficient stake” for the plaintiff to 
proceed. In re Jon Co., Inc., 30 B. R. 831 
(D. C. D. Colo. 1983). At stake, in both 
re Jon and the present case, is the debtor 
corporation’s ability to reorganize success- 
fully under Chapter 11. The.Internal Reve- 
nue Service’s conduct in this action, in 
seizing and threatening to foreclose on the 
individual officer’s property, more severely 
impedes the debtor’s reorganization efforts 
than did the mere assessment of Section 
6672 penalty, held to be sufficiently threaten- 
ing in re Jon. The Debtor’s interest in 
protecting its ability to reorganize success- 
fully is sufficient to confer standing to en- 
join the Internal Revenue Service from 
seizing and selling Stewart’s homestead. 


Jurisdiction 


The government additionally claims that 
the Bankruptcy Court is without jurisdic- 
tion over an adversary proceeding which 
involves the property of a person other 
than the debtor. The government alleges 
that this Court lacks “jurisdiction over dis- 
putes between third parties in which the 
estate of the debtor has no interest.. Un- 
like the present situation, the cases on 
which the government relies involve con- 
flicts over property after the foreclosure 
sale has been executed and the Debtor is 
no longer affected. This Court recognizes 
the impact that foreclosing on Stewart’s 
property would have on the Debtor and, 
therefore, the Plaintiff's interest in the 
property. : 


That this Court has jurisdiction over this 
dispute is clear. In Bostwick v. United 
States [75-2 ustc 9630], 521 F. 2d 741 
(8th Cir. 1975), the Court held that “the 
Bankruptcy court has jurisdiction to hear 
and determine ... any question or legality 
of an unpaid tax...’ This jurisdictional 
Bam has bees held to include Lei Sy 
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mination of “disputes between third party 
creditors and the IRS in an appropriate 
case. In re Major Dynamics, Inc. [81-2 
ustc § 9766], 14 B. R. 969 (Bankruptcy 
S. D. Cal. 1981). The Court in re Major 
Dynamics went on to qualify as appropriate 
cases, those situations in which “the exer- 
cise of such jurisdiction was necessary to 
the rehabilitation of the debtor or the 
orderly and efficient administration of the 
debtor’s estate.” Jd. at 972. 


More specifically, Congress has statu- 
torily granted jurisdiction over this Court 
over situations like the one present here. 
Section 1471 of Title 28, U. S. C., defines 
the scope of the jurisdiction of the Bank- 
ruptcy Court: 


“(a) Except as provided in subsection 
(b) of this section, the district courts 
shall have original and exclusive juris- 
diction of all cases under title 11. 


“(b) Notwithstanding any Act of Con- 
gress that confers exclusive jurisdiction 
on a court or courts other than the dis- 
trict courts, the district courts shall have 
original but not exclusive jurisdiction of 
all civil proceedings arising under title 
11 or arising in or related to cases under 
title 11. 


“(c) The bankruptcy court for the dis- 
trict in which a case under title 11 is 
commenced shall exercise all of the juris- 
diction conferred by this section on the 
district courts. (Emphasis added.)” 


The subject matter of the complaint is 
related to a case arising under Title 11 and, 
therefore, this Court has general juris- 
diction. 


In particular, the Bankruptcy Code, in 
Section 505(A)(1), confers on this Court 
specific jurisdiction to determine the lia- 
bility of the assessment. Section 505(a) (1) 
of Title 11 provides that: 


“T]he court may determine the amount 
of legality of any tax, any fine or penalty 
relating to a tax, or any addition to a tax, 
whether or not previously assessed, 
whether or not paid, and whether or not 
contested before and adjudicated by a 
judicial or administrative tribunal of com- 
petent jurisdiction. (Emphasis added.)” 
The jurisdictional grant of Section 505 is 
not, by its terms, limited to a determination 
of the tax liability of the debtor. Mayor 
Dynamics, supra, at 971. In re Jon Co., Inc., 
J0L Bake Sol ID GD, eColom. 1983). mula, 
ve H&R Ice Co., Inc., 24 B. R. 28 (Bank- 
tuptcy, W. D. Mo. 1982). It was in reli- 
ance on Section 505 that the Court in Major 
Dynamics held that the authorization given 
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the Bankruptcy Court to determine taxes 
was broad enough to encompass the obli- 
gations of third parties. 


This Court finds that the dispute over 
the collection of taxes assessed as a penalty 
against Stewart is of primary importance 
to this Court as it affects both the debtor 
corporation and this Court’s ability to ad- 
minister effectively the reorganization of 
the debtor corporation. Under the broad 
juridiction grant of 1471(a)(b) & (c), Title 
28, U.S. €, and Section 505 of the Code, 
Title 11, U. S. C., this Court has jurisdic- 
tion over this proceeding. 


Injunctive Relief 


The United States argues that Section 
7421 of the Internal Revenue Code of 1954 
(Title 26, U. S. C.) is an absolute bar to 
the granting of Plaintiff's request for in- 
junctive relief. The so-called ‘“Anti-Injunc- 
tion Statute” provides, with specific exceptions 
inapplicable here, that 


“no suit for the purpose of restraining 
the assessment or collection of any tax 
shall be maintained in any court by any 
person, whether or not such person is 
the person against whom such tax was 
assessed.” 


The principal purpose of the statute is “the 
protection of the government’s need to 
assess and collect taxes as expeditiously 
as possible with a minimum of pre-enforce- 
ment judicial interference... .” Bob Jones 
University v. Simon [74-1 ustc J 9438], 416 
U. S. 725, 726, 94 S. Ct. 2038, 2046, 40 
L. Ed. 2d 496 (1973). In the present con- 
troversy, the purpose of Section 7421 di- 
rectly collides with the thrust and philosophy 
of the bankruptcy proceedings, on which 
Plaintiff relies. 


Plaintiff contends that 11 U. S. C. Sec- 
tion 105(A) which permits a bankruptcy 
judge to issue “any order, process or judg- 
ment that is necessary or appropriate to 
carry out the provisions of this title,” em- 
powers this Court to enjoin the Internal 
Revenue Service’s collection of the penalty. 
When faced with this direct statutory con- 
flict, the Eighth and Third circuits have 
split on whether a bankrupcty court can 
properly enjoin the Internal Revenue Serv- 
ice’s collection efforts. See Bostwick v. 
Umted States [75-2 ustc J 9630], 521 F. 2d 
741 (8th Cir. 1975), Matter of Becker's Motor 
Transport, Inc. [81-1 ustc J 9348], 632 F. 2d 
242 (3rd Cir. 1980). 


In resolving the basic question of which 
policy consideration is paramount, this 
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Court joins the Bostwick court, as did the 
majority of the courts subsequently faced 
with this controversy, in holding that this 
Bankruptcy Court has power to enjoin the 
Internal Revenue Service’s efforts. In 
Bostunck, the Court articulated the over- 
riding considerations of the Bankruptcy 
Code: 


. [W]e do not believe that the ‘anti- 
injunction statute’ is relevant to the 
present case inasmuch as Congress has 
evidenced an intention to enact a com- 
plete scheme governing bankruptcy 
which overrides the general policy repre- 
sented by the ‘anti-injunction’ act. 


“We believe that the overriding policy 
of the Bankruptcy Act is the rehabilita- 
tion of the debtor and we are convinced 
that the Bankruptcy Court must have the 
power .. .. to protect its jurisdiction, 
administer the bankrupt’s estate in an 
orderly and efficient manner, and fulfill 
ae ultimate policy of the Bankruptcy 
ct! 


And see cases following Bostwick, In re Jon 
Co., Inc., 30 B. R. 831 (D. C. D. Colo 1983), 
521 F. 2d at 744, Inre H & R Ice Co., Inc., 
24 B. R. 28 (Bankruptcy S. D. Fla. 1982), 
In re Otero Mills, Inc., 25 B. R. 1018 (D. C. 
N. M. 1982), In re Major Dynamics, Inc. 
[81-2 ustc J 9766], 14 B. R. 969 (Bankruptcy 
SPD) Galil 198s 


The protection afforded a debtor under 
the Bankruptcy Code, and enforceable by 


the Courts through Section 105, is the 
“meaningful opportunity to rehabilitate 
himself.” In re Kletnsasser, 12 B. R. 452 


(Bankruptcy S. D. 1981). The Court is 
empowered to protect the debtor’s efforts 
to reorganize effectively under Chapter 
11. A proper consideration for enjoining 
enforcement of a judgment against third 
parties is “the likelihood that such enforce- 
ment will effect reorganization by detri- 
mentally pressuring the bankrupt.” In re 
Otero Mills, 25 B. R. 1018, at 1022. 


The case on which the government re- 
lies for the proposition that the Anti-In- 
junction Act prevails, In re Pressimore [84-2 
ustc { 9539], 39 B. R. 240 (D. N. Y. 1984) 
is clearly distinguishable. Pressimore con- 
cerned a Chapter 13 debtor’s attempt to 
in the Internal Revenue Service from 
cting against the non-debtor husband, 


at present, has assessed a penalty against 
another party for taxes originally owed 
by the debtor corporation, for which 
the Internal Revenue Service accepted as 
satisfaction the payment schedule provided 
under the reorganization plan. 


The Internal Revenue Service does al- 
lege that the two judicially created excep- 
tions to the Anti-Injunction Act are inap- 
plicable here. The Supreme Court, in 
Enochs v. Williams Packing & Navigation 
Co. [62-2 ustc 79545], 370 U. S. 1, 7, 82 
S. Ct. 1125, 1129, 8 L. Ed 292 (1962), held 
that a court can enjoin tax collection efforts 
if the plaintiff can demonstrate irreparable 
harm and a certainty of success on the 
merits; and, in South Carolina v. Regan [84-1 
uUSTC 19241], iS —,, 104 S. 
Ct. 1107, 1/1019; 79) Lay Ed: Bai 372 (1984) 
(O’Connor, J., concurring), the Supreme 
Court excepled cases where the plaintiff 
has no alternative legal means of challeng- 
ing the tax. If it were necessary to satisfy 
one of the two above exceptions, the plain- 
tiff would still prevail, as the exception re- 
quirements of Williams Packing are satis- 
fied. The debtor has demonstrated that 
reorganization efforts would be impaired if 
not impossible were Stewart to give up his 
efforts to rehabilitate the debtor, thereby 
suffering irreparable injury, and that it has 
a certainty of success on the merits due 
both to the equities and interests at stake 
and the Service’s representations on which 
the Debtor relied. However, it is not nec- 
essary to limit the court’s jurisdiction to 
the above exceptions. 


Bankruptcy courts are courts of equity. 
The power to enjoin is an inherent feature 
of the courts’ jurisdiction; the appropria- 
tion of the injunction is determined by a 
balancing of the interests involved. See 
Continental Illinois National Bank & Trust 
Co. v. Chicago R. I. & P. Ry. Co. 294 U. S. 
648. at 675, 55 S. Ct. 595, 79 L.. Ed 1110. 
Both H & R Ice Co. and re Jon involve fact 
situations parallel to the present action. 
In both cases, the courts held that efforts 
to assess and collect the Section 6672 pen- 
alties from the corporate officer sufficiently 
jeopardize the debtor’s ability to, reorganize 
effectively. In Otero Mills, the Court held 
that an pone was: warranted as the debt- 
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In the present case, the Internal Revenue 
Service’s position is much less compelling. 
The Debtor corporation is currently op- 
erating under a confirmed plan of reorgan- 
ization which proposes to pay the back 
taxes with interest from the date of as- 
sessment. The Internal Revenue Service is 
statutorily bound to the provisions of the 
confirmed plan, under 11 U. S. C. Section 
1141(A), which it represented to accept, 
if kept current, im lieu of any personal as- 
sessment of penalties against the corpor- 
ate officer. There has been no complaint 
that timely payments are not being made. 
There is nothing to indicate an actual or 
threatened pecuniary loss to the United 
States. The assessment against the cor- 
porate officer, although undoubtedly allowed 
by the literal language of the Internal Rev- 


enue Code, seems, under the circumstances, 
to be premature. The Service, on the other 
hand, if allowed to proceed, would impair 
the ability of the Debtor to reorganize ef- 
fectively and deprive it of the very protec- 
tion offered under Chapter 11. The government 
must respect the confirmed reorganization 
plan and accept payments as they are 
therein provided. 


The Motion to Dismiss the Plaintiff’s 
Complaint is DENIED. Further, it is 
ORDERED that the Internal Revenue 
Service is enjoined from collecting the 100% 
penalty against Thomas K. Stewart pur- 
suant to 26 U. S. C. Section 6672, and it is 
FURTHER ORDERED that the assess- 
ment filed against Stewart be ordered lifted. 
All costs in this matter are assessed against 
the Internal Revenue Service. 


[7 9138] H. Calvin and Anne F. Walter, Billy Joe and Barbara H. Guess, Tom 
T. Pace, Jr. and Estate of Nancy H. Pace, Deceased, Tom T. Pace, III, Robert J. 
English, Roy A. Wedekind, Jr. and Rhys G. Claiborne (83-1782); Morgan Brown 
Ayres, Jr. and Cynthia Ann Ayres, Campbell Wallace, Jr. and Joan E. Wallace, Morgan 
B. Ayres and Patricia M. Ayres, William R. and Marie Banks, Donald L. Jackson, 
Thomas M. and Murray O. Ayres, Jack T. and Eugenia C. Bush, W. Zane and Darlene 
Daniel (83-1795), Petitioners-Appellants v. Commissioner of Internal Revenue, Respond- 
ent-Appellee. 


U. S. Court of Appeals, 6th Circuit, Nos. 83-1782, 83-1795, 1/15/85.—(753 F2d 35.) 
Affirming Tax Court, 45 TCM 1299, Dec. 40,035(M), TC Memo. 1983-202. 


[Code Secs. 702 and 6651] 


Partnership: Income of partner: Losses of partnership: Penalties, civil: Failure to 
file tax return: Agent’s delinquency: Employee’s neglect—Limited partners were denied 
a deduction for a portion of the losses sustained from the operation of an office building 

‘complex because the equitable ownership of such complex did not pass to the limited 
partnership until a date later than the one the partners claimed. The lower court prop- 
erly found that conditions precedent contained in the purchase agreement, as well as 
other factors, indicated that the equitable ownership passed near the date the deed 
to the property was recorded rather than the date of the purchase agreement. Further- 
more, the lower court also properly found that one of the limited partner’s failure to 
timely file his tax return was due to willful neglect. The taxpayer did not exercise 
ordinary business care and prudence when he totally relied upon his secretary to obtain 
and correctly complete the proper form necessary to extend his filing date. Back refer- 
ences: {[ 3906.2951, 5524.10, and 5524.42. 


Leslie Shields, Kramer, Johnson, Rayson, McVeigh and Leake, P. O. Box 629, 
Knoxville, Tenn. 37901, for petitioners-appellants. Glenn L. Archer, Jr., Assistant Attor- 
ney General, Michael L. Paup, Gary R. Allen, Gayle P. Miller, Department of Justice, 
Washington, D. C. 20530, Joel Gerber, Internal Revenue Service, Washington, D. C. 
20224, for respondent-appellee. 


Before Epwarps and Jones, Circuit Judges, and Puirirps, Senior Circuit Judge. 


Jr., H. Calvin Walter, Billy Joe Guess, 
Tom T. Pace, Jr., Campbell Wallace, Jr., 
William R. Banks, Glen R. Claiborne, 


Jones, Circuit Judge: This action is a 
consolidation of fifteen separate appeals; 
therefore, the appellants* are numerous. 


They are Mr. and Mrs. Morgan B. Ayres, 
1 Most of the appellants filed joint returns. 


Consequently, their spouses are also listed as 
appellants. Not each spouse, however, became 
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Thomas M. Ayres, Roy Wedekind, Jr., Jack 


a partner in the limited partnership denomi- 
nated Northshore Associates, Ltd. 
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T. Bush, W. Zane Daniel. Misters Donald 
L. Jackson, Tom T. Pace, III, and Robert 
J. English are also appellants. All of the 
appellants appeal the Tax Court’s decision 
which disallowed certain deductions for 
depreciation and expenses incurred or paid 
by appellants’ partnership during the period 
from January 10, 1975 to October 28, 1975. 
Two of the appellants, Mr. and Mrs. Walters, 
also appeal the Tax Court’s decision, which 
assessed an additional tax under 26 U. S. C. 
§ 6651(a)(1) (1954) for willfully neglect- 
ing to timely file their joint return. Upon 
consideration of the issues presented by this 
appeal, we affirm. 


Some of the facts of this case are un- 
disputed because they were established by 
stipulation. While we summarize those facts, 
a more thorough statement of the case may 
be found in the opinion of the Tax Court, 
Morgan Brown Ayres, Jr. et al. v. Commis- 
sioner [CCH Dec. 40,035(M)], T. C. Memo. 
1983-202 [83-202 P-H Memo TC]. 


A 


On January 10, 1975 Glen Claiborne, 
H. Calvin Walter, Tom Pace, Sam Mars, 
Pat Fultz (the Clairborne Group), and 
Westwood Developers Inc. (Westwood) 
executed a hybrid agreement entitled “Agree- 
ment of Purchase and Sale of Real Estate 
and Limited Partnership Agreement.” The 
agreement was hybrid because it combined 
a real estate sales contract with a partner- 
ship contract. The partnership contract 
provided that the members of the Claiborne 
Group would be limited partners and that 
Westwood, as trustee for Northshore Center 
Operating (NCO), would be the general part- 
ner of Northshore Associates, Ltd. (North- 
shore Ltd.). The sales contract provided 
that Westwood, as trustee for NCO, would 
sell and- Northshore Ltd. would purchase 
a 75% undivided interest in a group of 
three office buildings (the Complex), which 
were equitably owned by NCO and legally 
owned by Westwood. 


The sales contract also provided for an 
- abatement of principal or interest upon the 
occurrence or existence of several condi- 
tions. ee ers dee (1) Nes 
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By May, 1975 the Complex’s occupancy 
rate reached the required 92.5%. By Oc- 
tober 6, 1975, the Complex’s clouded title 
was cleared. On or about October 11, 1975, 
the condition concerning the construction 
of Northshore IV was waived. Subse- 
quently, NCO obtained several loans ($800,000 
from Hamilton National Bank of Knox- 
ville; $600,000 from Valley Fidelity Bank 
of Knoxville; $63,500 from a company de- 
nominated Masada-Brunswick) that were 
to be used to repay the $1,400,000 in out- 
standing debts. 


On October 27, 1975, Claiborne drew 
checks payable to banks that had loaned 
funds to NCO. On October 28, 1975, the 
deed of trust for the Complex, which 
referred to a $1,625,000 purchase money 
mortgage that had been executed by Clai- 
borne between January 10, 1975 and Oc- 
tober 28, 1975, was notarized. On October 
29, 1975, the deed was recorded. Between 
November 17, 1974 and January 7, 1975, 
Claiborne drew four more checks, which 
were made payable to Northside Ltd. 


Ending on \December 22, 1975 and be- 
ginning on October 17, 1975, Northshore 
Ltd. admitted eleven of the appellants as 
limited partners. On July 2, 1976, North- 
shore Ltd. recorded a certificate of limited 
partnership and listed all of the appellants 
as limited partners. 


For the calendar year of 1975, North-. 
shore Ltd.’s income tax return showed an. 
ordinary loss of $896,611.31, but its amended 
return reduced that loss to $830,826. Each 
appellant claimed a deduction for a pro- 
portionate share of the losses incurred by 
Northshore Ltd. for operation of the Com-- 
plex from January 10, 1975 through De-- 
cember 31, 1975. The Commissioner, however, 
disallowed that portion covering January 
10, 1975 to October 28, 1975 (300 days): 
and allowed that portion covering October 
28, 1975 (65 days) until the end of the 
taxable year. The Commissioner’s rationale 
was obvious: NCO incurred the expenses 


‘and depreciation from January 1, 1975 to. 


October 28, 1975 and appellants incurred. 
the expenses and depreciation beginning on. 
October 28, 1975. Consequently, the Com-. 
missioner assessed appellants’ deficiencies. 
and sent notices to that effect. 


Court Decisions—Cited 85-1 USTC 


87,147 


Walter v. Com. 


return for 1975. Walter, however, believed 
that he was signing and filing Form 4868, 
which would have automatically extended 
his filing date to June 15, 1976. Based upon 
that belief, Walter listed June 14, 1976 on 
his office diary as the due date for filing 
his 1975 tax return. Consequently, he mailed 
the return in an envelope postmarked June 
14, 1976 to the Memphis Internal Revenue 
Service Center, which received it on June 
15, 1976. Subsequently, the Commissioner 
sent the Walters a notice of deficiency 
which indicated that they were assessed an 
additional tax of $774.32 pursuant to 26 
U.S. C. § 6651(a)(1) (1954). 


C 


All of the appellants requested that the 
Tax Court review the Commissioner’s dis- 
allowance of deductions for a proportionate 
share of the losses incurred by Northshore 
Ltd. for its operation of the Complex from 
January 10, 1975 through December 31, 
1975. Mr. and Mrs. Walter also requested 
review of the Commissioner’s decision that 
they had no reasonable cause to delay 
filing their return. The Tax Court, how- 
ever, decided that the Commissioner cor- 
rectly disallowed the deductions because 
Northshore Ltd. acquired beneficial owner- 
ship of the Complex on or after October 
28, 1975. The Tax Court also decided that 
the Commissioner correctly assessed Mr. 
and Mrs. Walters an additional tax because 
they had no reasonable cause to delay filing 
of their return. Consequently, the Tax 
Court affirmed the Commissioner’s deci- 
sions. 


D 


Courts of Appeals have exclusive jurisdic- 
tion to review decisions of the Tax Court 
‘fn the same manner and to the same 
extent as decisions of the district courts 
in civil actions tried without a jury.” 26 
U.. S.C. § 7482. In -a civil action. tried. 
without a jury a district court’s findings 
of fact are not to be set aside unless they 
are clearly erroneous. F. R. Civ. P. 52(a). 
“A finding is ‘clearly erroneous’ when 
although there is evidence to support it, 
the reviewing court on the entire evidence 
is left with the definite and firm conviction 


2 Appellants and the Commissioner essentially 
renew arguments on appeal. Appellants, how- 
ever, make one new argument: because the 
parties stipulated that appellants Banks, Dan- 
iel, Wallace, Jackson, Pace III, and Ayres, Jr. 
discussed entry into the partnership before 
January 10, 1975 and empowered Claiborne to 
act on their behalf on that date, they were 
partners of Northshore Ltd. as of that date. 
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that a mistake has been committed.” United 
States v. United States Gypsum Co., 333 
U. S. 364, 395 (1948); Kennedy v. Commis- 
sioner [82-1 ustc { 9186], 671 F. 2d 167 (6th 
Cir. 1982). Findings of ultimate fact which 
result from the application of legal princi- 
ples to subsidiary facts are subject to 
de novo review, as are the Tax Court’s 
conclusions of law. See Roth Steel Products 
v. Sharon Steel Corp. 705 F. 2d 134, 143 
(6th Cir. 1983). 


il 


Beneficial Ownership 


The Tax Court did not determine when 
Northshore Ltd. was formed. Instead, it 
assumed that Northshore Ltd. had been 
formed on or before October 28, 1975 and, 
then, determined when equitable ownership 
of the Complex passed from NCO to North- 
shore Ltd. The Tax Court and the appel- 
lants agreed that under Tennessee Natural 
Gas Lines v. Commissioner [CCH Dec. 
35,486], 71 T. C. 74, 83 (1978) beneficial 
ownership passes when sufficient benefits 
and burdens of ownership pass. In the con- 
text of the instant case, NCO’s equitable 
ownership would have passed to North- 
shore Ltd. when Northshore Ltd.’s owner- 
ship attributes in the Complex outweighed 
NCO’s ownership attributes. Consequently, 
the date of delivery of the deed may not 
have been the date upon which equitable 
ownership passed from NCO to Northshore 
Ltd. 


Before the Tax Court,? appellants set 
forth two contentions. First, appellants 
contended that NCO’s ownership attributes 
in the Complex passed to Northshore Ltd. 
on January 10, 1975, the date the Claiborne 
Group and Westwood executed the hybrid 
agreement. Appellants’ rationale was that 
beneficial ownership passes when the par- 
ties intend to enter into a binding contract. 
According to appellants, the Claiborne 
Group’s and Westwood’s intent to enter 
into a binding agreement on January 10, 
1975, is evidenced by the agreement’s 
terms, by the execution of the purchase 
money mortgage, and by the securing of 
loans to satisfy the outstanding indebted- 
ness of the Complex. In opposition, the 


The first essential question, however, does not 
concern when the partnership or when any 
particular partner relationship began, but in- 
stead concerns when equitable ownership passed 
from NCO to Northshore Ltd. Consequently, 
appellants argument becomes pertinent only if 
this Court determines that equitable ownership — 
passed from NCO to Northshore Ltd. on Jan- 


uary 10, 1975. 
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Commissioner contended that because the 
agreement established several conditions 
precedent (clear title, 92.5% occupancy, 
financing, and construction of Northshore 
IV) equitable ownership did not pass until 
the closing on October 28, 1975. In reply, 
appellants contended that what the Com- 
missioner labeled as conditions precedent 
were, in fact, conditions subsequent. In 
support, appellants cited Herbert J. Invest- 
ment Corporation v. United States [73-2 ustc 
q 9497], 360 F. Supp. 825 (E. D. Wis. 
1973), aff'd, [74-2 ustc 7 9582], 500 F. 2d 
44 (7th Cir. 1974). In response, the Tax 
Court distinguished Herbert J. Investment 
Corp. and, therefore, concluded that the 
conditions were precedent and not subse- 
quent. 


Second, appellants contended that the fol- 
lowing actions signaled the close of the 
sales contract: (1) signing of the purchase 
money mortgage in January, 1975; (2) 
Claiborne’s guaranteeing the Hamilton Bank 
Loan; and (3) Claiborne’s co-signing for 
the Masada-Brunswick loan. The Tax Court, 
however, concluded that those actions did 
not indicate that the sales contract was 
closed. The Court’s rationale was fourfold. 
First, the exact date of the mortgage’s 
execution was unknown, since it contained 
a typed date of January 10, 1975 and stated 
that it was of even date with the deed of 
trust (which was hand dated January 10, 
1975, referred to a property survey com- 
pleted on October 6, 1975, was notarized 
on October 28, 1975, and was recorded on 
October 29, 1975). Second, Claiborne testi- 
fied to his guarantee, but appellants did not 
produce documentary evidence regarding 
that guarantee or its underlying loan. Third, 
appellants did not produce evidence that 
showed that the funds from the Masada- 
Brunswick loan were used to pay the 
Complex’s operating expenses. Instead, it 
appeared that those funds were used for 
purposes other than payment of the Com- 
plex’s expenses. Fourth, under the terms 


of the partnership contract only Westwood 
could sign or make guarantees concerning 
the Complex. 


The Tax Court also noted other factors 
that suggested that NCO’s equitable own- 
aE did not Dass to Noe Ltd. on 


he a F. 2d 358 (6th Cir, 1953). 


the Complex and from which operating ex- 
penses could be paid, was maintained in the 
name of Northshore Ltd. or on behalf of 
Northshore Ltd. There was virtually no 
change in the management arrangement, 
either before or after the execution of the 
hybrid agreement. 


The Tax Court is correct. The conditions 
set forth by the hybrid agreement were 
conditions precedent and not conditions 
subsequent. Moreover, the factors noted by 
the Tax Court suggest that equitable own- 
ership passed on or about October 28, 1975, 
because by then, the $1,625,000 promissory 
note had been executed and delivered, the 
conditions precedent had been satisfied or 
waived, legal title had been transferred, 
Northshore Ltd. had become obligated to 


pay the purchase price, and the deed of © 


trust had been recorded and pledged as 
collateral. This Court, therefore, is not left 
with a definite and firm conviction that the 
Tax Court made a mistake. Consequently, 
the Tax Court’s findings are not clearly 
erroneous. 


2 


Failure to File Tax Return 


The Tax Court found that the Walters’ 
failure to file timely their joint Federal tax 
return was due to willful neglect and not 
reasonable care. The Tax Court reasoned 
that failure to file timely may be due to 
reasonable cause, only when the taxpayer 
has exercised ordinary business care and 
prudence. In the instant case, Mr. Walter 
totally relied upon his secretary to provide, 
read, and respond to the appropriate form. 
The Tax Court reasoned that if he had read 
the: form and examined its contents, he 
would have realized that the requested ex- 
tension date was May 15, 1976 and not 
June 15, 1976. In the Tax Court’s view, 
Mr. Walter and by implication Mrs. Walter, 
did not exercise ordinary business care and 
prudence in placing total reliance on his 
secretary to obtain and correctly ely late 
the proper form. ; 

The Tax Court’s eee is correct. 
“Reasonable cause” under § 6651 means the 
exercise of ordinary business care and pru- 
dence. In re Fisk’s Estate [53-1 ustc 


Tax Court’s finding of no 
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420 U. S. 922 (1975). This Court, therefore, 


is not left with a definite and firm convic- 


For the foregoing reasons we AFFIRM 
the Tax Court’s decisions. 


tion that the Tax Court made a mistake. 


[7 9139] Edward D. Rollert Residuary Trust, Genesee Merchants Bank and Trust 
Company, Trustee, Petitioner-Appellant v. Commissioner of Internal Revenue, Respond- 
ent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 83-1613, 1/16/85.—(752 F2d 1128.) Affirm- 
ing Tax Court, 80 TC 619, Dec. 40,009. 


[Code Secs. 661, 662, and 691] 


Income in respect of decedent: Right to income: Gross income, inclusions in: Bene- 
ficiaries: Income taxable to, currently distributable income: Credits to: Estates and trusts: 
Complex trusts.—In affirming the Tax Court, the court of appeals held that postmortem 
bonus amounts were income in respect to a decedent who had a right or entitlement to 
the bonus payments as of his death, not when the rights to the bonus payments were 
distributed. The decedent had a right to such bonus, pursuant to Code Sec. 691, because 
he had provided services for which he had a reasonable expectation that he would be 
rewarded. Since Code Sec. 691 governed this transaction, the beneficiary of the dece- 
dent’s estate had to include in full each bonus installment in the year in which it was re- 
ceived and the bonuses could not be characterized as “amounts properly paid” under 
Code Secs. 661 and 662. Therefore, the beneficiary could not report these bonus rights at 
their present value when they became due and the estate could not claim a deduction 
equal to the fair market value of each distribution of bonus rights made to the trustee. 
One dissent. Back references: { 3650.10, 3659.10, 3659.1984, 3811.0125, and 3811.55. 


Webb F. Martin, One East First St., Flint, Mich. 48502, Russell E. Bowers, 352 So. 
Saginaw St., Flint, Mich. 48502, Richard B. Covey, Carter & Ledyard & Milburn, 2 
Wall St., New York, N. Y. 1005, for petitioner-appellant. Glenn L. Archer, Jr., Assistant 
Attorney General, Michael L. Paup, Robert A. Bernstein, Robert S. Pomerance, Depart- 
ment of Justice, Washington, D. C. 20530, Joel Gerber, Internal Revenue Service, 
Washington, D. C. 20224, for respondent-appellee. 


Before KENNEDY and WELLForD, Circuit Judges; and Weick, Senior Circuit Judge. 


Weick, Senior Circuit Judge, delivered the opinion of the Court in which WELLForD, 
Circuit Judge concurred. Kennepy, Circuit Judge, delivered a separate dissenting opinion. 


WEIcK, Senior Circuit Judge: Petitioner- 
Appellant, Edward D. Rollert Residuary 
Trust, Genesee Merchants Bank and Trust 
Company, Trustee, (Taxpayer), appeals from 
a judgment of the Tax Court determining 
deficiencies in Taxpayer’s income tax for 
the years 1973, 1974 and 1975. This case 
presents a question of first impression in 
the Tax Court and in this circuit concerning 
the applicability and interaction of section 
691 and sections 661 and 662 of the Internal 
Revenue Code of 1954 (26 U. S. C.). For 
the reasons hereinafter stated, we affirm 
the judgment of the Tax Court. 


Jf 


The facts of this case are undisputed, 
having been established by stipulation. While 
we summarize the facts here, a more thorough 
statement of the case may be found in the 
opinion of the Tax Court, Rollert Residuary 
Trust v. Commissioner [Dec. 40,009], 80 T. C. 
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619 (1983). Edward D. Rollert (decedent) 
was an executive vice-president of General 
Motors Corporation (G. M.) at the time 
of his death on November 27, 1969. For 
several years prior to his death, he had 
participated in G. M.’s bonus plan under 
which executive officers were awarded bonuses 
by G. M.’s Bonus and Salary Committee. 
G. M.’s practice was to determine bonuses 
in January for the previous year. Bonuses 
in excess of $2,000 were divided into in- 
stallments, to be paid annually over the 
next several years. While the Committee 
had discretion to determine the recipients 
and the amounts of the bonuses, the decedent 
was, in fact, awarded a bonus for every year 
he was eligible. This was consistent with 
the Committee’s general practice to award 
bonuses to all executive vice-presidents. 


On March 2, 1970, three months after 
decedent’s death, the Committee awarded 
its bonuses for 1969. Prior to his death, the 
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Committee had made a tentative decision 
to award bonuses to every executive vice- 
president, including decedent. However, at 
the time of his death, the parties are in 
agreement that decedent had no rights to 
the 1969 bonus. When the 1969 bonuses 
were announced, the decedent was awarded 
a bonus consisting of 1786 shares of G. M. 
stock and $285,763 in cash (the post-mortem 
bonus). Since this bonus was in excess of 
$2,000, it was scheduled to be paid in 
several annual installments beginning in 
1973. 


About ten years prior to his death, 
decedent had established a revocable trust. 
Under the terms of his will, the residue of 
his estate was to pour over to the trust. 
Accordingly, the right to receive the post- 
mortem bonus was transferred from the 
estate to the trust. As each bonus install- 
ment became due, G. M. made payment to 
the trustee, as decedent’s designated beneficiary. 


On its income tax returns for the years 
1970 through 1973, Taxpayer reported these 
bonus rights as income and valuated them 
at their present value at the time of distribu- 
tion. When G. M. paid the installments, 
in January 1973, January 1974 and January 
1975, Taxpayer did not claim the install- 
ments as income, except to the extent that 
their actual value exceeded the value originally 
claimed by appellant. The estate, mean- 
while, claimed a deduction equal to the fair 

.market value of each distribution of bonus 
rights made to the trustee. This deduction 
was made pursuant to 26 U.S. C. § 661(a) 
(2), which allows estates to deduct “amounts 
properly paid or credited or required to be 
distributed.” The estate did not declare 
any income when G. M. distributed the 
actual bonuses. 


After an audit, the Commissioner de- 
termined deficiencies in Taxpayer’s reported 
income for the 1973-75 period. The Com- 
missioner claimed that, pursuant to 26 
U. S. C. § 691, each bonus installment re- 
ceived was income in respect of a decedent 
and had to be included in full in Taxpayer’s 
income for the year in which it was received. 
Taxpayer should not have declared the 
bonus rights as income, only the actual 
bonuses, the Commissioner concluded. 


Taxpayer petitioned the e Tae eure for a 


: 


substantially certain, as of the date of his 
death, that he would receive the bonus. 
Consequently, the court ruled, the bonus 
installments constituted income in respect 
of a decedent, pursuant to § 691. The court 
also held that §§ 661 and 662 do not apply 
to the distribution of the bonus rights be- 
cause this would defeat the purpose under- 
lying § 691 and because, in any event, the 
more specific provisions of § 691 control 
over the general provisions of §§ 661 and 
662. As a result, the court upheld the 
Commissioner’s assessed deficiencies against 
Taxpayer who has appealed to this court. 


II. 


Taxpayer has attacked the Tax Court’s 
opinion on two fronts. First, Taxpayer 
argues that the post-mortem bonus was not 
“income in respect of a decedent”, within 
the meaning of section 691, because decedent 
did not have a legally enforceable right, at 
the time of his death, to receive this bonus. 
The statute’s use of the phrase “in respect 
of a decedent” contemplates a legal right, 
Taxpayer urges, not simply a substantial 
likelihood, as the Commissioner and the 
Tax Court contend. Second, Taxpayer in- 
sists that the bonuses should properly be 
characterized as “amounts properly paid”, 
within the meaning of §§ 661(a)(2) and 
662(a)(2), and that, pursuant to Treas. 
Reg. §1.661(a)-2(f), Taxpayer can treat 
the distribution of the right to receive the 
post-mortem as income to itself at the time 
of the distribution. 


The Commissioner rejects these arguments. 
With regard to Taxpayer’s first contention, 
the Commissioner insists that § 691’s use 
of the phrase “in respect of the decedent” 
does not indicate that the decedent must 
have had a legally enforceable right to 
receive the property. Rather, the Com- 
missioner contends, property is “in respect 
of the decedent” as long as there is a sub- 
stantial certainty that he will receive it. 
In the instant case, the Commissioner argues 
that there was substantial certainty, at the 
time of his death, that decedent would receive 
the bonus. Therefore, the Commissioner 
contends, the bonus constitutes income “in 
respect of the decedent” , within the mean- 
ing of § 691, and must be reported when 
received, not when the rights to the bonus 

distributed. With regard to 


1, because it was 
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specifically relates to income in respect of 
a decedent while §§ 661 and 662 apply to 
the more general situation of property dis- 
tributed by an estate. Since §691 spe- 
cifically covers this transaction while §§ 661 
and 662 apply in a more general way, 
§ 691 should take precedence over §§ 661 
and 662, the Commissioner concludes. To 
hold otherwise, it is argued, would be to 
effectively write §691 out of the Code, 
since every distribution of a right to § 691 
income would be susceptible to treatment 
as a § 662 distribution to a beneficiary.” 


III. 
A. Applicability of Section 691 


Recipients of “income in respect of a 
decedent” are required to report this in- 
come in their federal income tax returns, 
pursuant to the provisions of section 
691(a)(1).2 In general, §691(a)(1) pro- 
vides that all income in respect of a de- 
cedent, not includible in his last return or 
in a prior return, shall be included in the 
reported income, when received, of (1) his 
estate, (2) a person entitled to receive the 
amount directly from the decedent, or (3) 
a person entitled to receive the amount as 
a beneficiary through the decedent’s estate. 
In the instant case, the post-mortem bonus 
was not includible in decedent’s income, 
since he had died prior to the issuance of 
the bonus. If the post-mortem bonus 
qualifies as income in respect of a dece- 
dent, then Taxpayer, as the estate’s bene- 
ficiary, would be required to include this 
amount, when received, in his reported 
income. 


“Income in respect of a decedent” is not 
defined in the Code. However, the Serv- 
ice’s regulations do provide a definition. 
26 C. F. R. § 1.691(a)-1(b) states that, in 
general, “the term refers to those amounts 
to which a decedent was entitled as gross 
income but which were not properly in- 
cludible in computing his taxable income 
for the taxable year ending with the date 
of his death or for a previous taxable year 
.... More specifically, the term includes 
three categories of income: (1) all accrued 
income of the decedent who reported his 
income by use of the cash receipts and dis- 
bursements method; (2) income accrued 
solely by reason of the decedent’s death in 
case of a decedent who reports his income 
by use of the accrued method of account- 
ing; and (3) income to which the decedent 
had a contingent claim at the time of his 
death. It is not clear from this definition 
whether the term “entitled” means legally 
entitled, as appellant contends, or whether 
it simply means substantial likelihood of 
receiving the income, as the Commissioner 
argues. 


Our circuit has, on two previous occa- 
sions, attempted to clarify this definition. 
In Keck v. Commissioner [69-2 ustc { 9626], 
415 F. 2d 531 (6th Cir. 1969), the court 
held that “entitled”, as used in the regu- 
lation, contemplated that the decedent was 
required to have a “right” to the income. 
However, the court failed to definitively 
answer whether this “right” had to be 
legally enforceable or whether the substan- 
tial likelihood that the decedent would re- 
ceive the income would suffice? Twelve 


1The Commissioner has recognized that even 
under Taxpayer’s interpretation there would be 
narrow circumstances where section 691 would 
still continue to have viability. Section 663 ex- 
empts a few specified distributions, such as 
specific bequests, from the reach of §§ 661 and 
662. If these exempted distributions constituted 
income in respect of a decedent, then § 691 
would apply. 

2 Section 691(a)(1) states, in relevant part: 

The amount of all items of gross income in 
respect of a decedent which are not properly 
includible in respect of the taxable period in 
which falls the date of his death or a prior 
period shall be included in the gross 
income, for the taxable year when received, of: 

(A) the estate of the decedent, if the right 
to receive the amount is acquired by the de- 
cedent’s estate from the decedent; 

(B) the person, who, by reason of the death 
of the decedent acquires the right to receive 
the amount, if the right to receive the amount 
is not acquired by the decedent’s estate from 
the decedent; or . 

(C) the person who acquires from the de- 
cedent the right to receive. the amount by 
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bequest devise or inheritance, if the amount is 
received after a distribution by the decedent’s 
estate of such right. 

3 While the conclusion of Judge McAllister’s 
opinion implies that the right must be legally 
enforceable (‘‘. . at the date of his death, 
decedent . . . possessed neither the right nor 
the power to require the corporations to liqui- 
date and did not, prior to his death, possess © 
the right to receive any proceeds from the con- 
templated liquidation.’’ 415 F. 2d at 535 [em- 
phasis added]), other portions of his opinion 
stress that the degree of certainty, at the time 
of his death, that the decedent would receive 
the income is an important consideration. 
(‘* . . . his stock had not been converted to an 
item of income ‘in respect of a decedent under 
section 691’, because of the fact that the sale 
of the stock was subject to a number of con- 
tingencies; that it was, at the time subject to 
the approval of the Interstate Commerce Com- 
mission, a condition precedent which was not 
met until eighteen months after decedent’s 
death, and that such approval was neither rou- 
tine or perfunctory.’ Id. at 534). 
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years later, in Claiborne v. United States 
[81-1 ustc J 9365], 648 F. 2d 448 (6th Cir. 
1981), the court was again faced with this 
issue. In Claiborne, the government asked 
the court to overrule Keck to the extent 
that it implied that legal enforceability was 
required. The court, in an opinion written 
by Judge Edwards, concluded that the de- 
cedent had a legally enforceable right to 
the income at issue in the case and, there- 
fore, it need not address the issue of 
whether a lesser standard, such as the 
“economic activities” test suggested by the 
government,* would be sufficient. This issue 
is squarely presented in this case, how- 
ever, because the parties have agreed that 
the decedent did not have a legally enforce- 
able right to receive the post-mortem 
bonus. 


The Second Circuit held, in O’Damel’s 
Estate v. Commissioner [49-1 ustc { 9235], 
173 F. 2d 966 (2d Cir. 1949), a case factu- 
ally identical to the instant case, that as 
long as the decedent had provided services 
from which he had a reasonable expecta- 
tion that he would be rewarded, any 
bonuses awarded subsequent to his death 
for those prior services would constitute in- 
come in respect of the decedent, notwith- 
standing that he did not have a legally 
enforceable right to the bonus. Other cir- 
cuits have expressed their approval of this 
holding.® 


O’Daniel’s Estate should be followed in 
this case. The key test for determining 
whether the decedent had a “right” or was 
“entitled” to the post-mortem bonus 
should be based on the likelihood, at the 
time of his death, that he would receive 
the bonus, not on his legal rights to it. The 
alternative interpretation “would permit 
parties to avoid taxation simply by failing 
to embody obligations incurred by reason 
of decedent’s services into a binding con- 
tract even in situations where benefits were 
otherwise paid to discharge these obliga- 
tions.” Halliday v. United States [81-2 ustc 
7 9652], 655 F. 2d 68, 71 (5th Cir. 1981). 
If Congress had intended such a result, 
it could have expressly adopted the legal 
orceability test. Similarly, the Service 


enerally, Note, Judicial Responsibility 
L Survey of Sixth Cir- 
‘Tax, 14 UNTol. i 


could have done the same, through its 
regulatory powers, if it had believed that 
this was Congress’ intent. Given their 
failure to do so, we believe it is unwise 
for the courts to impose such a require- 
ment. 


There was a substantial certainty, at the 
time of decedent’s death, that he would be 
awarded a bonus for his work for G. M. 
in 1969. G. M. had consistently awarded 
bonuses to its executive vice-presidents and 
it had already made a tentative decision, 
even prior to his death, to award bonuses 
to decedent and its other vice-presidents 
for their 1969 labors. Accordingly, the de- 
cedent had a “right” to the post-mortem 
bonus, within the meaning of § 691, and 
the bonus, therefore, constituted income in 
respect of the decedent. Since the bonus 
is such income, § 691 mandates that Tax- 
payer report it as income when it was re- 
ceived, not when the rights to it were 
received. 


B. Applicabithty of Sections 661 and 662 


There is no dispute among the parties 
that, in the absence of section 691, the 
provisions of §§ 661 and 662 would govern 
this transaction. Section 662(a) provides 
that a beneficiary of an estate shall include 
in its gross income: (1) the amount of 
income for the taxable year required to be 
distributed currently to it; and (2) “[a]ll 
other amounts properly paid, credited or 
required to be distributed to such bene- 
ficiary.”” At the same time, section 661(a) 
permits the estate a deduction for this 
same amount. Taxpayer concedes that the 
bonuses were not required to be distributed 
currently, but it alleges that they consti- 
tuted ‘other amounts properly paid” to the 
beneficiary. The regulations under §§ 661 
and 662 make it clear that distributions 
required by the terms of a decedent’s will, 
as is the case here, are ‘amounts properly 
paid” *. Accordingly, in the absence of 
$691, the distribution of the bonus rights 
would have been governed by §§ 661 and 
662 and the regulations thereunder. 


However, section 691 does exist and it 
specifically applies to the transaction at 


decision, which had held that one of the tests 
for determining whether proceeds of a sale con- 
stituted inco ape of ee decedent was 
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issue here—the distribution of income in 
respect of a decedent. Sections 661 and 
662 apply to a wider range of property 
interests, including income which would 
not qualify under § 691. It is a basic rule 
of statutory construction that a specific 
statute controls over a general statute. 
HCSC-Laundry v. United States, 450 U. S. 
1, 6 (1981). If we were to hold that the 
more general statute controls over the 
specific one, we would effectively eliminate 
the specific statute. Congress did not enact 
section 691 merely to have it subsumed by 
§§ 661 and 662. Accordingly, we hold that 
this distribution is governed by the specific 
provisions of §691 and that the decision 
of the Tax Court is affirmed in all respects. 


Dissenting Opinion 


KENNEDY, Circuit Judge, dissenting: I 
respectfully dissent. I agree with the ma- 
jority’s conclusion that all of the bonus 
money which was awarded post-mortem is 
income in respect of a decedent. I disagree, 
however, with the majority’s assumption 
that sections 661 and 662 of the Internal 
Revenue Code conflict with section 691. I 
also disagree with the assumption that if 
section 691 applies to the instant case the 
inquiry is ended and taxpayer must lose. 
I believe that these sections can be recon- 
ciled and that proper analysis of section 
691’s application here leads to a result in 
favor of taxpayer. 


Taxpayer is a trust and a beneficiary of 
the Rollert Estate. Upon distributing the 
bonus award rights to taxpayer pursuant to 
decedent’s bequest, the estate deducted the 
value of those rights from its own taxable 
income, in accordance with section 661,* 
Upon receiving the rights, taxpayer quite 
reasonably thought of them as “amounts 
properly paid, credited or required to be 
distributed” and therefore, in accordance 
with section 662, included the value of the 
rights in its gross taxable income for each 
year in which it received rights. In subse- 
quent years, when the bonuses were ac- 
tually paid out, they would sometimes 
exceed and sometimes fall short of the 
value previously claimed as income by the 
taxpayer. When the actual award exceeded 


1 At the core of the Commissioner’s theory 
of this case is the notion that allowing the 
estate to take the § 661 deduction without first 
having to claim the value of the bonus rights 
as income results in a windfall. While this 
may be, it is a windfall that is expressly 
authorized by §661. It is also a windfall that 
benefits only the estate, not taxpayer. If the 
Commissioner objects to this windfall, he should 
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the value previously claimed, taxpayer in- 
cluded the excess in its gross taxable 
income for the year the award was paid 
out. When the actual award fell short of 
the value previously claimed, taxpayer did 
not seek credit for the difference. In short, 
taxpayer paid income tax on all of the 
bonus money. 


Now taxpayer is told that, prior payment 
notwithstanding, it must pay that tax again. 
This is so, according to the majority, be- 
cause section 691 requires that income in 
respect of a decedent be reported as in- 
come “when it [is] received, not when the 
rights to it [are] received.” I read section 
691 differently. 


Section 691(a)(1) states, 


The amount of all items of gross in- 
come in respect of a decedent which are 
not properly includible in respect of 
the taxable period in which falls the date 
of his death or a prior period .. . shall 
be included in the gross income, for the 
taxable year when received, of: 


(A) the estate of the decedent, if the 
right to receive the amount is acquired 
by the decedent’s estate from the decedent ; 
(B) the person who, by reason of the 
death of the decedent, acquires the right 
to receive the amount, if the right to re- 
ceive the amount is not acquired by the 
decedent’s estate from the decedent; or 
(C) the person who acquires from the 
decedent the right to receive the amount 
by bequest, devise, or inheritance, if the 
amount is received after a distribution 
by the decedent’s estate of such right. 


The most salient feature of this section 
is that it addresses the question, “who must 
include the income in respect of a decedent 
in their gross income?” not the question, 
“when must income in respect of a de- 
cedent be reported?” In this light, sec- 
tion 691 does not conflict with sections 661 
and 662. The majority fears that applica- 
tion of sections 661 and 662 in the instant 
case would “effectively write section 691 
out of the Code, since every distribution of 
a right to section 691 income would be 
susceptible to treatment as a section 662 
distribution to a beneficiary.” This is 
simply incorrect. Sections 661 and 662 
apply to cases where an estate or trust has 


have. sought a determination of deficiency 
against the estate and challenged the estate's 
use of the §661 deduction. Taxpayer, a bene- 
ficiary, had nothing to do with the estate’s 
windfall. Taxpayer, in fact, would have ben- 
fited more by postponing the payment of in- 
come tax until the money was received than 
by paying the tax when the right was received. 
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distributed to a beneficiary amounts prop- 
erly paid, credited or otherwise required to 
be distributed. Subsections (A) and (B) 
of section 691(a)(1) encompass numerous 
situations where no such distribution would 
be made. Only subsection (C) of section 
691(a)(1) would necessarily intersect with 
sections 661 and 662. 


Even where these statutes overlap, how- 
ever, there is no conflict. The instant case 
illustrates the point. The taxpayer re- 
ceived, by bequest, the right to the bonus 
awards. Because this was “required to be 
distributed,” section 662 would apply and 
require taxpayer to include the value of 
the right in its gross income. Section 
691(a)(1)(C) addresses the question of 
who must include income in respect of a 
decedent in their gross income in situa- 
tions where the income passes through the 
estate to a beneficiary. Subsection (c) re- 
solves the issue by allocating the income 
to the beneficiary. In this regard, subsec- 
tion (C) adopts the same approach as 
sections 661 and 662. There is no conflict. 


Difficulty arises only if we give an overly 
technical reading to a peripheral aspect of 
these statutes, i.e., when the amount must 
be claimed. Section 691 requires that tax- 
payer include the bonuses in its gross in- 
come “for the taxable year when received.” 
The majority asserts, without support or 
analysis, that this means that taxpayer 


must claim each bonus amount in the year 
the cash is received and may not claim it 
in the year the right to it is received. 
However, as to when the amount must be 
claimed, neither section 691 nor section 
662 clearly distinguishes between receipt 
of the right and receipt of the property. 
Either way, the tax is paid. I cannot be- 
lieve, and no one has proffered any ex- 
planation as to why it would be, that by 
including the axiomatic language “for the 
taxable year when received,’ Congress in- 
tended to prohibit people from placing a 
value on a property right and treating it as 
gross income in the year. the right is 
received.” 


A reasonable reading of either section 
662 or section 691 might lead any tax- 
payer to conclude exactly what taxpayer 
here concluded: that the value of the 
rights to the bonuses had to be included in 
gross income for the year in which the 
right was received.® A basic tenet of 
statutory construction is that, where pos- 
sible, we construe statutes to be in harmony 
rather than in conflict. Instead of doing 
this, the majority harshly interprets an 
ambiguous statutory scheme to the detri- 
ment of a party who attempted to comply 
with the law according to a reasonable 
reading of the statutes involved. 


I would reverse the decision of the Tax 
Court and enter a finding of no deficiency. 


[79140] Jack S. Stewart, Plaintiff v. Grace M. Fry, et al., Defendants. 
U. S. District Court, West. Dist. Wash., Seattle, No. C83-657M, 9/27/84. 


[Code Sec. 7602] 


Summons: Examination of books and witnesses: Summons enforced.—A district court 
lacked subject-matter jurisdiction to review an individual’s motion to have bank records 
returned, since the allegations raised were without merit. In rejecting the taxpayer’s 
contention that the summons was invalid because it was not reviewed by a judge, the 
court pointed out that a probable cause determination is not necessary for the issuance 
of a summons for purposes of an investigation of civil tax liability. Further, the court 
went on to state that the individual was not entitled to notice since only the third party 
to whom the summons was directed was entitled to notice. Finally, the taxpayer’s motion 
to continue was also denied in light of the aforementioned meritless arguments proposed. 
Back reference: {| 5924.65. 


Jack S. Stewart, 32300 58th Ave., S., Auburn, Wash. 98002, pro se. Scott A. Milburn, 
mee tment of | Justice, Washington, D. C. 20330, for defendants. 
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Order of Dismissal 


McGovern, Chief Judge: Plaintiff came 
under investigation by the IRS because 
of questionable charitable deductions taken 
in the tax years 1980 and 1981. Pursuant 
to 26 U. S. C. § 7602 (1982), Defendants 
Grant Sargent, an IRS supervisor and 
Grace Fry, an IRS agent (Defendant Gloria 
Sargent is Grant Sargent’s wife), issued a 
summons to the Liberty Mutual Bank to 
examine its records regarding Mr. Stewart. 
Plaintiff subsequently filed this lawsuit 
alleging, inter alia, violations of his consti- 
tutional rights because the Summons was 
not reviewed by a Federal district court 
judge and because Defendants intentionally 
sent Plaintiff notice of the summons to the 
wrong address apparently so he would be 
unable to oppose the summons. 


Defendants filed a motion to dismiss 
based, inter alia, on the immunity doctrine. 
Magistrate Weinberg entered a report and 
recommendation to dismiss. Plaintiff then 
filed a motion to amend complaint which 
is still pending. Magistrate Weinberg later 
supplemented his report and recommenda- 
tion in light of a recent case and an order 
was entered based upon the supplemental 
report dismissing all of Plaintiff’s claims 
except those based upon the Constitution. 


Plaintiff then moved to have his bank 
records returned. Because the Government 
failed to respond on time, Magistrate Wein- 
berg entered the order. The order was 
later stayed upon motion and receipt of 
the Government’s tardy response. The 
matter was then referred to Magistrate Wein- 
berg to reconsider in light of the Govern- 
ment’s response where it is still pending. 


Defendants, once again, move to dismiss. 
Upon reviewing Plaintiff’s first allegations 
that the summons was not reviewed by a 
judge, the Court finds it meritless. Section 
7602 authorizes a civil summons for the 
purposes of “ascertaining the correctness 
of any return.” A summons under this 
section is civil in nature and may not issue 
in aid of an ongoing criminal proceeding. 
Boren v. Tucker [57-1 usrc J 9246], 239 F. 2d 
767 (9th Cir. 1956). It may only issue for 
purposes of investigation of civil tax lia- 
bility. United States v. Theep [74-2 ustc 
7.9702], 502 F. 2d 797 (9th Cir. 1974). 
Probable cause is not necessary for the 
summons to issue. United States v. Bisceglia 
[75-1 ustc { 9247], 420 U. S. 141 (1975). 
The section allows for the issuance of the 
summons on the authority of the Secretary. 
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There is no requirement of approval or 
review by a district court judge until en- 
forcement is sought and therefore Plaintiff's 
claim must fail. 


Plaintiff’s other claim, that Defendants 
intentionally mailed his notice to the wrong 
address, is also meritless. The law is clear 
that when, as here, the summons is directed 
to a third party seeking the records of 
that third party, only the third party is 
entitled to notice. 26 U. S. C. §§ 7603, 7609 
(1982); United States v. Schutterle [78-2 
ustc J 9773], 586 F. 2d 1201 (8th Cir. 1978) ; 
Scarafiottt v. Shea [72-1 ustc J 9293], 456 
F, 2d 1052 (10th Cir. 1972). 


It is apparent that Plaintiff has failed to 
raise a substantial constitutional question 
and therefore this court lacks subject-matter 
jurisdiction. Hagans v. Lavine, 415 U. S. 
528, 536-38 (1974); Bell v. Hood, 327 U. S. 
678, 682-83 (1946). It is also clear that, 
based upon the record and the facts of this 
case, there is nothing Plaintiff could do to 
amend his complaint to make the given 
set of facts state anything but a frivolous 
claim. 

Since this Court lacks subject-matter juris- 
diction and since the summons was issued 
pursuant to valid law, there is also no rea- 
son the Court should continue to entertain 
Plaintiff's motion for return of records. 


Finally, Plaintiff has filed a motion to 
continue, which is either an opposition to 
Defendants’ motion to dismiss or some 
form of summary judgment. Plaintiff states 
that Defendants’ motion is meritless, that 
“any objections should be deemed without 
merit” and the case should be allowed to 
“continue.” In light of the above, Plain- 
tiff’'s motion is without merit. 


Therefore, it is herby ORDERED: 


(1) Plaintiff's motion to amend complaint 
is DENIED; 

(2) Plaintiff's motion to continue is DE- 
NIED; 

(3) The order of reference referring the 
motion for return of records is vacated and 
the motion for return of records is DE- 
NIED; and 

(4) Defendants’ motion to dismiss the 
action for lack of subject-matter jurisdiction 
is GRANTED. 

The Clerk of the Court shall direct uncer- 
tified copies of this Order to counsel of 
record. 
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Judgment 
This matter having come on for consider- 
ation before the Court, Honorable Walter 
T. McGovern, Chief United States District 
Judge, presiding, and the issues having been 


duly considered and a decision having been 
duly rendered, 


IT IS HEREBY ORDERED AND AD- 
JUDGED, that this case is hereby dis- 
missed. 


[7 9141] Gary T. Adair and Barbara Adair, Petitioners v. United States of America, 
Respondent. 


U. S. District Court, East. Dist. Calif., No. CV-F-84-352 REC, 11/20/84. 
[Code Sec. 7609] 

Summons: Third-party summonses, special: Recordkeeper as to the taxpayer.—The 
taxpayers’ petition to quash two third-party recordkeeper summonses issued by the IRS 
to a California bank was denied where the challenges raised in the petition to quash 
were not legally sufficient. First, the taxpayers’ contention that they were not taxpayers 
was grounded upon principle rather than fact, and one of the purposes for. IRS summons 
authority is to determine whether a person is a taxpayer. Furthermore, the taxpayers’ 
assertion that the jurisdiction of the IRS was limited to that granted by Code Sec. 
6331(a) was frivolous, and, moreover, Code Sec. 6331(a) has no relevance to the authority 
of the IRS to issue and enforce summonses. In addition, the taxpayers had no reasonable 
expectation of privacy sufficient to trigger application of the Fourth Amendment to 
records maintained by a bank. Finally, the relevance of the taxpayers’ argument citing 
Code Secs. 7806 and 7807 to establish that the Internal Revenue Code had not been passed 
as law escaped the court, because the Internal Revenue Code of 1954 was enacted in the 


form of a separate Code by Act on August 16, 1954. Back reference: {| 5930D.65. 


Gary LT. Adair, Barbara Adair, P. O. Box 75, 33635 Powerhouse Road, Auberry, 
Calif. 93602, for petitioners. Fabian D. Henry, Assistant United States Attorney, Fresno, 


Calif. 93721, 
respondent, 


Decision and Order 


Coy1e, District Judge: On October 29, 
1984, this court heard respondent’s Motion 
to Deny the Relief Sought in the Petition 
to Quash Summonses, To Enforce the 
Summonses in Question, and To Award 
the United States its Costs in this Action, 
Including Reasonable Attorney’s Fees. No 
appearance was made by petitioners. Upon 
due consideration of the arguments by the 
parties, this court enters its order granting 
in part and denying in part respondent’s 
motions for the reasons set forth herein. 


On July 17, 1984, Gary T. Adair and 
Barbara Adair filed a Petition to Quash 
Summons by which they seek an order by 
this court quashing two third-party record- 
keeper summonses issued by the Internal 
Revenue Service to the Security Pacific 
National Bank in Auberry, California. They 
also seek punitive damages and injunctive 
relief against the I. R. S. While not par- 
ticularly oherent, the petition appears to 

, to enforcement of the 
) _ that Petitioners are not 


Karen L. Stifter, Department of Justice, Washington, D. C. 20530, for 


and (4) the Internal Revenue Code of 1954 
was never passed into law. Subsequent to 
the filing of the petition, the United States 
filed its motions at issue herein. 


A. Enforcement of Summonses. Although 
these summonses were issued pursuant to 
26 U. S. C. § 7609 (pertaining to third 
party recordkeeper summonses), the show- 
ing that is required by respondent in order 
to enforce the summonses is the same as 
is required in order to enforce summonses 
issued to the taxpayer, see Montevelis v. 
United States, 561 F. Supp. 1211, 1214 
(M. D. Pa. 1983). Thus, respondent must 
make a prima facie showing that the in- 
vestigation by the Internal Revenue Serv- 
ice is being conducted for a legitimate 
civil tax collection purpose, that the in- 
quiry will be relevant to that purpose, that 
the information sought is not already 
within the possession of the I. R. S., and 
that the administrative steps required by 
the Internal Revenue Code have been fol- 
lowed, United States v. La Salle Nat. Bank 
[78-2 ustc 79501], 437 U. S. 298 (1978); 
Cee Sia tates v. Powell ae uste Ce 
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Here, the affidavit of Special Agent Rialon 
makes the prima facie showing. Accord- 
ingly, unless the challenges raised in the 
petition to quash are legally sufficient, these 
summonses will be enforced. 


Petitioners’ contention that they are not 
taxpayers is made without any factual 
support in the petition. Given the contents 
of the petition, the court assumes that 
petitioners’ claim of nontaxpayer status is 
grounded upon principle rather than fact. 
The case upon which they rely, Economy 
Plumbing & Heating Co., Inc. v. United 
States [73-1 ustc 9382], 470 F. 2d 585 
(Ct. Cl. 1972), involved a claim for refund 
by a person who had not been the tax- 
payer in connection with the funds sought 
to be refunded. Furthermore, one of the 
purposes for I. R. S. summons authority 
is to determine whether a person is a 
taxpayer. The authority of the I. R. S. 
to make this determination is granted by 
26 U. S. C. §§ 7602 and 7609. Petitioners’ 
assertion that the jurisdiction of the I. R.S. 
is limited by 26 U. S. C. § 6331(a) is friv- 
olous. Not only do petitioners incompletely 
quote that provision but decline to recog- 
nize that Section 6331(a) deals with the 
authority of the I. R. S. to levy on property 
belonging to any person liable to pay any 
tax. By its terms, Section 6331(a) is not 
limited to officers, employees or elected 
officials of the United States, the District of 
Columbia, or respective agencies thereof, 
nor does Section 6331(a) have any relevance 
to the authority of the I. R. S. to issue and 
enforce summonses. 


Petitioners’ contention that issuance and 
enforcement of the third party recordkeeper 
summonses will violate their Fourth Amend- 
ment rights also is meritless. It has been 
held that a taxpayer has no reasonable 
expectation of privacy sufficient to trigger 
application of the Fourth Amendment in 
records maintained by a bank. As explained 
in United States v. Miller [76-1 ustc J 9380], 
425 U. S. 435, 442 (1976): 


Even if we turn our attention to the 
original checks and deposit slips, rather 
than to the microfilm copies actually 
viewed and obtained by means of the 
subpoena, we perceive no legitimate “ex- 
pectation of privacy” in their contents. 
The checks are not confidential communi- 
cations but negotiable instruments to be 
used in commercial transactions. All of 
the documents obtained, including finan- 
cial statements and deposit slips, contain 


1To the extent the petition to quash seeks 
injunctive relief and punitive damages, these 
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only information voluntarily conveyed to 
the banks and exposed to their employees 
in the ordinary course of business. 


See also California Bankers Assn. v. Schultz 
[74-1 ustc 9318], 416 U. S. 21 (1974); 
Donaldson v. United States [71-1 ustc J 9173], 
400 U. S. 517 (1971); Kelley v. United 
States [76-2 ustc J 9506], 536 F. 2d 897 (9th 
Cir. 1976), cert. denied, 429 U. S. 1047 (1977). 


Finally, petitioners, citing 26 U. S. C. 
§§ 7806 and 7807, argues that the Internal 
Revenue Code has not been passed as law. 
The relevance of the statutory citations to 
petitioners’ position escapes the court. Sec- 
tion 7806 contains rules for construction of 
Title 26. Section 7807 involves reenactment 
or carry-over of rules and regulations from 
the 1939 Internal Revenue Code to the 1954 
Internal Revenue Code. Furthermore, the 
Internal Revenue Code of 1954 was enacted 
in the form of a separate Code by Act 
August 16, 1954, c. 736, 68A Stat. 1. 


Consequently, respondent’s motion to en- 
force the third party recordkeeper sum- 
monses is granted and petitioner’s petition 
to quash is denied.* 


B. Costs and Attorney’s Fees. Respondent, 
arguing that this action was commenced for 
the sole purpose of delaying legitimate law 
enforcement efforts, contends that this court 
should award respondent its costs and at- 
torney’s fees in connection with this matter. 
In support of this request, respondent cites 
Odbert v. United States [83-2 uste {[ 9614], 
576 F. Supp. 825 (E. D. Cal. 1983) in which 
the district court reversed a magistrate’s 
recommendation that the United States’ 
motion for costs and attorney’s fees be 
denied. The case involved a pro se peti- 
tioner who had filed eight separate but 
related petitions to quash I. R. S. sum- 
monses, all of which were nonmeritorious. 
However, while the petition to quash at 
issue herein is without merit and peti- 
tioners’ arguments verging on frivolous, the 
court does not feel that costs and attorney’s 
fees should be awarded at this time. Peti- 
tioners are cautioned that any future peti- 
tions based on grounds as meritless as the 
grounds asserted herein may result in such 
an award. 


Accordingly, IT IS ORDERED that the 
petition to quash summonses is denied and 
dismissed and that the summonses in ques- 
tion be enforced. IT IS FURTHER 
ORDERED that respondent’s request for 
costs and attorney’s fees is denied. 


requests are denied as moot and in any event 
unavailable as form of relief in this action. 
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[1.9142] Doren W. Green, Plaintiff v. United States of America, Defendant. 


U. S. District Court, No. Dist. Ind., Hammond Division at LaFayette, No. L 83-100, 
10/5/84.—(593 F Supp 1341.) 


[Code Secs. 6061, 6065, and 6702] 


Civil penalties: Frivolous income tax return: Signing of individual returns: Verifica- 
tion of returns: Alteration of tax form.—The penalty for filing a frivolous return was 
properly assessed against a taxpayer who filed an otherwise completed tax return that 
had a portion of the jurat crossed out. Due to the alteration, the return was not signed 
under penalties of perjury. Therefore, such return failed to contain sufficient information 
by which to calculate the taxpayer’s tax liability on by which to judge the substantial 
correctness of the self-assessment. Moreover, by altering the jurat in violation of Code 
Sections 6061 and 6065, the taxpayer asserted that a return did not have to be filed under 
penalties of perjury, a position which was ccaly, frivolous. Back references: {] 5102B.01, 


5120.01, and 5595G.01. 


Doren W. Green, 596 W. Union Street, Goodland, Ind. 47948, for plaihePappettant 
Christina McKee, Assistant United States Attorney, Fort Wayne, Ind. 46802, for de- 


fendant-appellee. 
Memorandum and Order 


Swarr, Chief Judge: The plaintiff tax- 
payer filed a complaint for refund under 
28 U.S. C. § 1340 and 26 U. S. C. § 7402(a) 
on September 13, 1983. The plaintiff filed 
motion for summary judgment on Decem- 
ber 9, 1983 and a pretrial conference was 
held in open court on April 6, 1984. De- 
fendant filed motion for summary judg- 
ment on February 22, 1984. Said motions 
are now ripe for ruling. 


This case involves a $500 civil penalty 
assessed against the plaintiff in accordance 
with Section 6702 of the Internal Revenue 
Code of 1954 (26 U. S. C.), which was 
added to the Code by Section 326(a) of the 
Tax Equity and Fiscal Responsibility Act 
of 1982 (TEFRA), Pub. Law No. 97-248. 
The palintiff filed what purports to be a 
federal income tax return for the year 
1982, on which he crossed out a portion of the 
printed jurat above his signature. The In- 
ternal Revenue Service determined that 
this purported tax return could not be 
processed and that it constituted a “frivo- 
lous” purported return within the meaning 
of Section 6702. Accordingly, the Section 
6702 penalty was assessed. The plaintiff 
thas paid at least 15 percent of the as- 
sessed penalty and is therefore entitled to 
challenge the assessment of the penalty i in 
this Court pursuant to the provisions of 
i 703 of the eco eee ae 


interest and dividends paid to the plaintiff. 
A portion of the jurat above the plaintiff’s 
signature on page 2 of the 1040 Form is 
crossed out. The crossed out portion states 
that the signature is provided “under pen- 
alties of perjury.” The purported return 
could not be processed by the IRS because 
the plaintiff, by crossing out the portion of 
the printed jurat on the return above his 
signature, failed to sign the return under 
penalties of perjury as required by law. 


The IRS. assessed a frivolous return 
penalty in the amount of $500 against the 
plaintiff under Code Section 6702. The 
plaintiff has paid the assessed penalty and 
filed a claim for refund, which the IRS 
denied. The plaintiff then filed this suit. 


The complaint requests this Court to 
order a refund of the plaintiff’s $500 pen- 
alty payment on the grounds that the plain- 
tiff did not file a frivolous tax return with- 
in the meaning of Section 6702. 


In an attempt to deter the filing of frivo- 
lous tax returns, Congress in 1982 added 
Section 6702 to the Internal Revenue Code 
of 1954, providing for a $500 penalty against 
persons who file such returns or purported 
returns. The legislative history of TEFRA 
reveals that Section 6702 is designed to 
deter taxpayers from filing returns or pur- 
ported returns which contain insufficient 
information for determining the correct- 


ness of the taxpayer’s self-assessment of 


tax, or which contain information which on 
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(a) Civil Penality.—li— 
(1) any individual files what purports to 


be a return of the tax imposed by subtitle A 
but which— 


(A) does not contain information on 
which the substantial correctness of the 
self-assessment may be judged, or 


(B) contains information that on its 
face indicates that the self-assessment is 
substantially incorrect; and 


(2) the conduct referred to in para- 
graph (1) is due to— 


(A) a position which is frivolous, or 


(B) a desire (which appears on the 
purported return) to delay or impede 
the administration of Federal income tax 
laws, 


then such individual shall pay a penalty 
of $500. 


(b) Penalty in Addition to Other Penal- 
ties—The penalty imposed by subsection 
(a) shall be in addition to any other 
penalty provided by law. 

The Senate Report, at pages 277-278, pro- 
vides four examples of instances in which 
the Section 6702 penalty applies. First, 
the penalty may be assessed when a pur- 
ported return appears to be an IRS Form 
1040, but contains “altered or incorrect 
descriptions of line items or other pro- 
visions.” Second, the penalty applies with 
respect to a return or purported return in 
which “many or all of the line items are 
not filled in, except for spurious constitu- 
tional objections.” Third, a return or pur- 
ported return which contains insufficient 
information by which to calculate the tax, 
Or contains inconsistent information, or 
otherwise reveals a frivolous position or a 
desire to impede the tax laws is subject 
to the penalty. Finally, the Section 6702 
penalty can “be imposed against any in- 
dividual filing a ‘return’ showing an incor- 
rect tax due, or a reduced tax due, because 
of the individual’s claim of a clearly unal- 
lowable deduction.” 


This case involves the type of purported 
tax returns discussed in the Senate Re- 


port’s first and third examples quoted 
above. The plaintiff’s purported 1982 re- 
turn is a return which contains altered 


provisions, which contains insufficient in- 
formation by which to judge the substan- 
tial correctness of the plaintiff's self-as- 
sessment, and which otherwise reveals a 
frivolous position and a desire to impede 
the administration of the tax laws. 


By crossing out a portion of the jurat 
above his signature on the purported re- 


turn, the plaintiff failed to certify that the 
entries on the form were correct. Without 
this certification, the IRS could not deter- 
mine the substantial correctness of the 
self-assessment on the purported return 
and, indeed, could not even process the 
purported return. There is no doubt that a 
federal income tax return must be signed: 
under penalties of perjury. Nor is there 
doubt that a taxpayer is prohibited from 
altering any portion of a jurat on a return. 
Sections 6061 and 6065 of the Code pro- 
vide in pertinent part: 


SEC. 6061. SIGNING OF RETURNS 
AND OTHER DOCUMENTS. 

* * * any return, statement, or other 
document required to be made under 
any provision of the internal revenue 
laws or regulations shall be signed in 
accordance with forms or regulations 
prescribed by the Secretary. 


SEC. 6065. VERIFICATION OF 

RETURNS. 

* * * any return, declaration, state- 
ment, or other document required to be 
made under any provision of the internal 
revenue laws or regulations shall contain 
or be verified by a written declaration 
that it is made under the penalties of 
perjury. 

A return not signed under penalties of 
perjury does not contain sufficient informa- 
tion by which to calculate the taxpayer’s 
tax liability or by which to judge the sub- 
stantial correctness of the self-assessment. 
Under the Internal Revenue Code, tax 
liability can only be calculated based upon 
properly verified information. Moreover, 
by altering the jurat in violation of Code 
Sections 6061 and 6065, the plaintiff as- 
serted that a return does not have to be 
filed under penalties of perjury, a position 
which is legally frivolous. An income tax 
return which is not signed under penalties 
of perjury is invalid and cannot be pro- 
cessed by the IRS. Cupp v. Commissioner 
[CCH Dec. 33,459] 65 T. C. 68, 78-79 
(1975); affirmed by unpublished order (10th 
Cir. January 20, 1978). See also, Lucas v. 
Pilliod Lumber Co. [2 ustc J 521], 281 U. S. 
245 (1930). 

The plaintiff’s purported 1982 income tax 
return fits within the Section 6702 definition 
of a frivolous income tax return. Thus the 
Section 6702 penalty was properly assessed 
against the plaintiff. ; 

The plaintiff's motion for summary judg- 
ment is DENIED. The defendant’s motion 
for summary judgment is GRANTED. Costs 
assessed against plaintiff. 
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[1.9143] Estate of Louis B. Gresham, Deceased, Thomas D. Gresham and Plaza 
Bank and Trust Company, Co-Executors, and Margaret S. Gresham, Petitioners-Appellees, 
v. Commissioner of Internal Revenue, Respondent-Appellant. 


U. S. Court of Appeals, 10th Circuit, No. 83-1165, 1/17/84.—(752 F2d 518.) 


[Code Sec. 57, prior to amendment by P. L. 98-369] 


Minimum tax: Tax preference: Stock option: Valuation.—The standards for deter- 
mining fair market value (FMV) under Code Sec. 83 (which requires that a property’s 
FMV be computed without regard to restrictions on the transfer of the property unless 
the restrictions never lapse) may not be used in determining an individual’s minimum tax 
liability for the FMV of stock obtained through the exercise of a stock option. Reg. 
§ 1.57-1(£) (3), which adopts the valuation method authorized by Code Sec. 83, is invalid 
because it does not allow for the valuation of property subject to restrictions which may 
lapse. Here, the taxpayer was allowed to exercise a stock option on the condition that 
he execute an investment letter effectively barring him from publicly trading the stock 
for two years. In computing his minimum tax liability for the stock option, he determined 
the FMV of the stock by ascertaining its value in private placement rather than in over- 
the-counter trading (as the IRS proposed). Siding with the taxpayer, the 10th Circuit 
Court of Appeals ruled that the two-year restriction must be reflected in valuing the 
stock. The restriction forced the taxpayer to sell his shares only in private placement. 
By ignoring the restrictions and taxing the stock as if it were publicly traded, the IRS 
was taxing a higher value which the taxpayer might never receive. Back reference: 
7 578R.50. 


Stanley P. Weiner, Grier, Swartzman & Weiner, 1100 Maine St., Kansas City, Mo. 
64105, for petitioners-appellees. Kenneth L. Greene, Michael L. Paup, Gary R. Allen, 
Department of Justice, Washington, D. C. 20530, for respondent-appellant. 


Before Barrett and McKay, Circuit Judges, and Burcraca*, United States District 
Judge. 


Barrett, Circuit Judge: In order to deter- 
mine “fair market value” under section 57 


committee of General Energy Corporation 
(GEC). During 1974, 1975, and 1976, tax- 


(a)(6) of the Internal Revenue Code of 
1954 (26 U. S. C.) (the “Code”) for pur- 
poses of the “minimum tax,’* Treas. Reg. 
section 1.57-1(£)(3) (1978) directs a tax- 
payer to apply the principles found in sec- 
tion 83(a)(1) of the Code. A majority of 
the Tax Court concluded that the applica- 
tion of section 83(a)(1) valuation principles 
was inconsistent with the plain language of 
section 57(a)(6) and thus held section 
1.57-1(£)(3) invalid insofar as it requires 
the fair market value of stock acquired pur- 
suant to the exercise of a qualified stock 
option to be determined without regard to 
restrictions other than those which by their 
terms will never lapse. 79 T. C. No. 20 
(1982). The narrow issue presented in this 
appeal is whether section 1.57-1(£) (3) eis 
Ecco patent with section 57(a)(6) in that 
Sad have jurisdiction under 26 


and could not : 


payer acquired unregistered stock of GEC 
by exercising a qualified stock option granted 
to him by GEC in 1973. 


In order for the transaction granting tax- 
payer this option to be exempt from federal 
securities registration requirements, each 
time taxpayer exercised his option he was 
required to execute an investment letter 
in which he agreed not to sell or transfer 
the shares unless: (1) the stock had been 
registered; (2) the Securities and Exchange 
Commission (SEC) had stated that such 
sales could be made without registration; or 
(3) GEC received an opinion from counsel 
satisfactory to GEC to the effect that a sale 
could be made without registration of the 
stock. Additionally, taxpayer agreed that a 
stop transfer order would be placed against 
the shares with GEC’s transfer agent. 
Finally, the stock certificates bore a legend 
stating that the shares were not registered 
ye transferred or sold until 


Rie aaa ccatitic 
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By executing the investment letter, tax- 
payer was prohibited, under SEC rulings, 
from selling or transferring the stock for a 
period of two years, unless a registration 
statement was in effect with respect to the 
shares. (As stated earlier, no such state- 
ment was in effect on the dates of issuance 
of taxpayer’s shares.) In any ptivate place- 
ment of the option stock, the SEC would 
also have required the purchaser to execute 
a similar investment letter. 


During the years in question, taxpayer 
calculated his minimum tax liability by first 
determining the bid prices for GEC stock 
traded on the over-the-counter market on 
the dates he exercised the option and then 
discounting the total value of each block of 
shares purchased by 33% percent, reporting 
this discounted value as the “fair market 
value” of the shares so acquired. (This 
discounted value represented the value tax- 
payer would receive if he sold the shares in 
a private placement.) Taxpayer then sub- 
tracted from this discounted value his cost 
for the option shares; this amount taxpayer 
reported as his tax preference income. 


In determining deficiencies for the years 
1975 and 1976,’ the Commissioner of Inter- 
nal Revenue (Commissioner) valued the 
option shares using the over-the-counter, 
rather than the private placement, value of 
the shares. The Commissioner thus ignored 
the effect of the investment letter restric- 
tions on the basis of Treas. Reg. § 1.57-1 
(£)(3). The parties stipulated that if sec- 


tion 1.57-1(f)(3) is valid and applicable, 
taxpayer will concede the deficiencies as as- 
sessed in the statutory notice. Conversely, 
they have stipulated that if, as the Tax 
Court concluded, section 1.57-1(f)(3) is in- 
valid or inapplicable, the fair market value 
of the option shares is the discounted value 
as contended by taxpayer. 


Section 56° of the Code imposes a mini- 
mum tax, in addition to all other taxes im- 
posed by the Code, on “items of tax 
preference.” Section 57 of the Code lists 
those items of tax preference subject to 
the minimum tax, and section 57(a)(6),* 
which is at issue in this appeal, provides as 
follows: 


§ 57. 


(a) In general—For purposes of this 
part, the items of tax preference are— 
Sek ook 


Items of tax preference. 


(6) Stock options.—With respect to the 
transfer of a share of stock pursuant to 
the exercise of a qualified stock option 
(as defined in section 422(b)) or a re- 
stricted stock option (as defined in section 
424(b)), the amount by which the fair 
market value of the share at the time of 
exercise exceeds the option price. (Em- 
phasis added.) 


“Fair market value” is not defined in 
section 57. It is defined, however, in Treas. 


Reg. section 1.57-1(£)(3), which utilizes 
the valuation principles of section 83° of 


the Code. Section 1.57-1(£)(3) provides, 
in relevant part, that “[i]n accordance with 


2 Taxpayer paid no minimum tax in 1974 as 
a result of carryovers allowable at that time. 

3 As added by section 301(a), Tax Reform Act 
of 1969, Pub. L. No. 91-172, 83 Stat. 487, and as 
amended in 1971, section 56(a) provided as 
follows: 

§ 56. Imposition of Tax. 

(a) In General.—In addition to the other 
taxes imposed by this chapter, there is hereby 
imposed for each taxable year, with respect to 
the income of every person, a tax equal to 10 
percent of the amount (if any) by which— 

(1) the sum of the items of tax preference in 
excess of $30,000, is greater than 

(2) the sum of— 

(A) the taxes imposed by this chapter for 
the taxable year (computed without regard to 
this part and without regard to the taxes im- 
posed by sections 72(m)(5)(B), 402(e), 408(f), 
531, and 541) reduced by the sum of the credits 
allowable under— 

(i) section 33 (relating to foreign tax credit), 

(ii) section 37 (relating to retirement in- 
come), 

(iii) section 38 (relating to investment credit), 

(iv) section 40 (relating to expenses of work 
incentive programs), 

(v) section 41 (relating to contributions to 
candidates for public office), 

(vi) section 42 (relating to credit for personal 
exemptions), and 
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(vii) section 44 (relating to credit for pur- 
chase of new principal residence); and 

(B) the tax carry overs to the taxable year. 

co * * 

Among other changes, the 1976 amendments to 
section 56(a) raised the minimum tax rate for 
individuals to 15% and substituted provisions 
relating to exemptions of $10,000 or one-half of 
regular tax liability, whichever is greater, for 
provisions relating to the $30,000 exemption and 
deduction for regular taxes. 

4 Section 422A (26 U. S. C.), enacted in section 
751(a), Economic Recovery Tax Act of 1981, 
Pub. L. No. 97-34, 95 Stat. 12, replaced qualified 
stock options with incentive stock options. The 
difference between the fair market value of the 
option share at the time of exercise and the 
option price is also subject to the minimum tax. 
See section 57(a)(10), enacted in section 201 
(b)(1)(c), Tax Equity and Fiscal Responsi- 
bility Act of 1982, Pub. L. No. 97-248, 96 Stat. 
324. 

5 Sec. 83(a) reads as follows: 

(a) General Rules.—If, in connection with 
the performance of services, property is trans- 
ferred to any person other than the person for 
whom such services are performed, the excess 
of— 

(1) the fair market value of such property 
(determined without regard to any restriction 
other than a restriction which by its terms will 
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the principles of section 83(a)(1), the fair 
market value of a share of stock received 
pursuant to the exercise of a qualified or 
restricted stock option is to be determined 
without regard to restrictions (other than 
non-lapse restrictions within the meaning of 
§ 1.83-3(h)).” (Emphasis added.) It is un- 
disputed that the investment letter restrictions 
of taxpayer’s option stock are restric- 
tions which, by their terms, might lapse. 
It follows, then, that unless section 1.57-1 
(f)(3) is invalid or inapplicable, the defi- 
ciencies assessed against taxpayer under 
the authority of section 1.57-1(f)(3) must 
be upheld. In making this determination, 
we must not simply defer to the Commis- 
sioner’s construction of section 57(a)(6), 
although that construction is entitled to 
great deference. Griggs v. Duke Power Co., 
401 U. S. 424 (1971). Treasury regulations 
are not absolute rules of law; consequently, 
they should not be followed when they are 
inconsistent with the’ purpose of the Code 
section in question or exceed the adminis- 
trative authority granted. Reardon v. United 
States [74-1 ustc J 9235], 491 F. 2d 822, 824 
(10th Cir. 1974), citing National Labor Rela- 
tions Board v. Boeing Co., 412 U. S. 67 
(1973). 


Though it cannot be disputed that sec- 
tion 57(a)(6) does not contain the language 
in section 83(a)(1) directing that fair mar- 
ket value be determined without regard to 
restrictions which by their terms might 
lapse, we should infer such, argues the 
Commissioner, because the sections were 
designed to achieve similar results. Both 
sections were added to the Code by the 
Tax Reform Act of 1969, Pub. L. 91-172, 
83 Stat. 487. The minimum tax bill was 
designed to distribute more fairly the tax 
burden by taxing items of “economic in- 
come.” See S. Rep. No. 91-552, 91st Cong., 
Ist Sess. at 111-112 (1969-3 Cum. Bull. 423, 
494-495). Here, according to the Commis- 
sioner, taxpayer realized economic income 
when he exercised his stock option in the 
amount of the bargain element—the differ- 
ence between fair market value and option 
price—of the option shares. Were it not 


er lapse) at the first time the rights of the 
son having the beneficial interest in such 
erty are transferable or are not subject to 
te ‘isk of forfeiture, whichever oc- 


if any) paid for such prop- 


for the preferential treatment accorded by 
sections 421 and 422,° this bargain element 
would be subject to immediate income tax 
under section 83(a)(1). In an effort to limit 
the tax avoidance prospects of these sec- 
tions for high bracket taxpayers, argues the 
Commissioner, Congress enacted the mini- 
mum tax, which subjects this bargain ele- 


ment to a tax in addition to other taxes’ 


imposed by the Code. Consequently, rea- 
sons the Commissioner, it is incongruous to 
think Congress would have defined “fair 
market value” differently in section 57(a) (6) 
from the way it is defined in section 83(a) (1) 
if, by doing so, high bracket taxpayers 
could avoid the minimum’ tax simply by 
subjecting the option shares to restrictions 
such as those that are at issue here: 


The Commissioner’s assertion that the 
bargain element represents economic in- 
come begs the very issue which is raised by 
taxpayer’s challenge to section 1.57-1(f)(3) 
—whether, but for the regulation, “fair 
market value” would include a discount for 
the effect of the letter investment restric- 
tions. This issue was addressed by the 
Court in Harrison v. United States [79-2 
ustc 9507], 475. F. Supp. 408 (E. D. Pa. 
1979), aff'd without published opinion, 620 
F. 2d 288 (3d Cir. 1980), though in a dif- 
ferent context. The option stock in Harri- 
son was subject to the restrictions imposed 
by section 16(b) of the Securities Ex- 
change Act of 1934, 15 U. S. C. § 78p(b) 
(1976). Section 16(b) requires a corporate 
insider who sells option shares to return 
to the corporation any short-swing profits 
he receives upon the sale. In upholding the 
validity of the regulation in this context, 
the court viewed as significant the fact 
that, although section 57 had been amended 
several times—in 1971, 1976 and 1977—after 
section 1.57-1(f)(3) had been proposed, 
section 57(a)(6) remained unchanged. The 
court viewed this “congressional inaction” 
as “silent testimony that the regulation 
forwards the congressional intent” of sec- 
tion 57(a)(6). Harrison, supra, 475 F. Supp. 
at 414. Even assuming the invalidity of 
cable. The preceding sentence shall not apply 
if such person sells or otherwise disposes of 
such property in an arm's length transaction 
before his righ m such property become 

; . subject to a substantial risk 
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section 1.57-(f)(3), the Harrison court said 
in dictum, still the Commissioner’s deter- 
mination of the fair market value of the 
option shares would be upheld because 
section 16(b) had no “impact whatsoever 
upon the fair market value of the [option 
shares].”’ Harrison, supra, 475 F. Supp. at 
415. This is so, said the court, because sec- 
tion 16(b) dos not preclude a taxpayer from 
selling his option shares; it merely acts as 
a disincentive from his doing so. Id. Accord 
Kolom v. Commissioner [CCH Dec. 35,534], 
7g eee 2353 (1978) af de [siat “uste 
7 9359], 644 F. 2d 1282 (9th Cir. 1981), 
cert. denied, 454 U. S. 1011 (1981). 


We find unpersuasive the Harrison court’s 
reasoning that congressional inaction with 
respect to section 57(a)(6) is tantamount 
to acquiescence. Section 1.57-1(f)(3) was 
initially proposed on December 30, 1970, 
but was not finally adopted until Septem- 
ber 12, 1978. Since section 1.57-1(f) (3) 
was only in proposed form during that 
eight-year period, it was unnecessary for 
Congress to focus on it while amending 
section 57. Indeed, the Commissioner con- 
cedes “that Congress may not have been 
focusing in on the provisions of Section 
57(a)(6) at that time,....”’ Brief For The 
Appellant at 30. These facts, in our view, 
rebut Harrison’s finding of congressional 
adoption of section 1.57-1(f)(3) by acquies- 
cence. See, e.g., Lykes v. Umted States 
[52-1 ustc 79259], 343 U. S. 118 (1952). 


Having rejected the view that section 
1.57-1(£)(3) was adopted by acquiescence, 
we are left to speculate on the meaning 
of “fair market value” in section 57(a) (6). 
The Commissioner concedes that “fair mar- 
ket value” in other provisions of the Code 
is generally determined using the ‘willing 
buyer/willing seller’ test originally an- 
nounced in United States v. Cartwright [73-1 
Usres(el2:926 411 Ue S546) 955101973): 
See, e.g., Treas. Reg. § 20.2031-1(b). (The 
Commissioner apparently does not dispute 
the fact that use of this test would result 
in the private placement value being used 
as the “fair market value.”) He contends, 
however, that even though fair market 
value has a well-defined meaning elsewhere 
in the Code, that meaning should not be 
applied here because it is inconsistent with 
the purpose behind section 57(a)(6) of 
taxing “economic income.” 


While we agree that section 57(a) (6) 
was designed to reach economic income, we 
do not agree that taxpayer received eco- 
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nomic income when he exercised his stock 
option. Unlike the restrictions in Harrison 
and Kolom, the letter investment restric- 
tions here precluded taxpayer from selling 
his shares except in a private placement. 
That private placement value was substan- 
tially below the public trading price for 
those same shares. Consequently, by re- 
quiring taxpayer to compute fair market 
value by using the full public trading value 
for his option shares, the Commissioner’s 
method of valuation has the effect not of 
taxing “economic income,” but of taxing 
“value” which taxpayer has not received 
and might never receive. 


Given that Congress could have achieved 
this result in 1969 simply by including the 
section 83 fair market value language in 
section 57(a)(6), we agree with Justice 
Powell that “the failure to include any 
similar qualification in §57 strongly sug- 
gests that [Congress] intended to use ‘fair 
market value’ in its traditional and well- 
established sense.” Kolom, supra, 454 U. S. 
1016 (dissenting from the denial of certio- 
rari). We also agree with Justice Powell’s 
statement, adopted by the Tax Court ma- 
jority, explaining from a policy standpoint 
the different use of language in these sec- 
tions: “It is this policy of encouraging 
employee stock ownership that explains 
why the language of section 57 and section 
83 differs.” Jd. Since the Commissioner con- 
cedes that “Congress did, of course, en- 
courage the use of qualified stock options 
with the passage of Section 421 [and 422],” 
Brief For The Appellant at 28, we reject 
the Commissioner’s construction of section 
57(a)(6) as inconsistent with the congres- 
sional intent of encouraging employee stock 
ownership. 


The Commissioner draws our attention 
to section 555 of the Tax Reform Act of 
1984, which amended section 57(a)(10) to 
provide that in the case of incentive stock 
options, “the fair market value of a share 
of stock shall be determined [for minimum 
tax purposes] without regard to any re- 
striction other than a restriction which, by 
its terms, will never lapse.’ Subsequent 
legislation is entitled to some weight in 
determining what a previous Congress meant. 
F. H. A. v. The Darlington, Inc., 358 U. S. 
84, 90 (1958). Here, however, to read into 
the plain language of section 57(a)(6) the 
section 83 meaning of “fair market value” 
is to reject the “willing buyer-willing seller 
test of fair market value [which] is nearly 
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so without a clear expression of legislative 
intent. 


AFFIRMED. 


as old as the federal income, estate, and 
gift taxes themselves, . . . .” Cartwright, 
sunpra, 411 U. S. at 551. We decline to do 


[1.9144] Abex Corporation, Plaintiff-Appellee v. Ski’s Enterprises, Inc., et al., De- 
fendants and United States of America, Defendant-Appellant v. Walton Shim and Sandra. 
Shim, Defendants-Appellees. 


U. S. Court of Appeals, 9th Circuit, No. 84-1787, 11/27/84. Reversing an unreported 
District Court decision. 


[Code Secs. 6321 and 6322 and the Equal Access to Justice Act, 28 U.S. C.§ 2412] 


Attorney fees: Equal Access to Justice Act: Interpleader: Priority of tax liens.— 
Attorney fees could not be paid to the disinterested stakeholder in an interpleader action — 
out of the interpleader fund prior to full satisfaction of preexisting federal tax liens against 
the fund. Code Secs. 6321 and 6322 establish a clear priority to interpleader funds in 
favor of the government tax liens and the Equal Access to Justice Act, 28 U.S. C. § 2412, 
does not abrogate the priority of outstanding tax liens to allow the awarding of attorney 
fees to an interpleader stakeholder. Back references: {| 5362.62 and 5.752.054. 


David Waters, Goodsill, Anderson, Quinn & Stifel, P. O. Box 3196, Honolulu, Hawaii. 
96801, for Abex Corporation. Larry C. Y. Lee, 345 Queen Street, Honolulu, Hawaii 96813,. 
for Walton Shim. Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, 
William Eastabrook, Farley Katz, Department of Justice, Washington, D. C. 20530, for- 


defendant-appellant. 


Before Huc, TANG and SCHROEDER, Circuit Judges. 


Opinion 

Tan, Circuit Judge: The government ap- 
peals the award of attorney fees to private 
parties in an interpleader action. The issue 
presented is whether the Equal Access to 
Justice Act, 28 U. S. C. § 2412, authorizes 
an award of attorney fees to an interpleader 
party out of the interpleader fund before 
satisfaction of preexisting federal tax liens. 
We reverse. 


I. 


Abex Corporation contracted with the 
State of Hawaii for construction of loading 
bridges at the Honolulu Airport. Abex 
hired Ski’s Enterprises to do related in- 
stallation work in August 1978. After par- 
tial completion of the work, Abex owed 
Ski’s approximately $14,000. 


The government and other creditors of 
Ski’s claimed the amount in various por- 
tions. The total of all claims exceeded the 
amount owed to Ski’s which prompted Abex 
to file an interpleader action seeking dis- 
charge of the debt and attorney fees. 


In February, 1980, the parties entered an: 
agreement under which Ski’s assigned its. 
contracts to C&S Crane and Rigging Co.. 
for $120,000. $25,000 of that amount went 
directly to Ski’s creditors under a specified 
distribution plan: $15,000 (60%) to the IRS; 
$6,000 (24%) to Walton and Sandra Shim; 
$3000 (12%) to Hydraulic Services Inc.; 
and $500 (2%) each to Westinghouse Elec- 
tric Company and Atlas Electric Company. 
This stipulated distribution scheme, which 
was applicable to deposits made to compen- 
sate for work done after February 1980, was 
filed with the court on May 2, 1980. 


At the beginning of August, 1981, Abex 
deposited another $13,000 with the court to 
extinguish completely its obligation to Ski’s. 
The other parties, thinking the money was. 
for work done after February, 1980, tried’ 
to distribute the amount pursuant to the 
distribution plan of the agreement. Abex 
would not agree to this stipulated distribu- 
tion scheme because it claimed that the 
money was owed to Ski’s prior to Ski’s as- 
signment to C&S Crane and Rigging. Abex 
claimed that the amount discharged all ob- 
ligations owed to Ski’s and sought attorney 
feestotvaks -Gikoe is 


000 — 
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rest of 1978 and 1979 tax liabilities were 
included. The government argued that at- 
torney fees could not be paid to Abex until 
tax liens were satisfied. 


In April, 1982, the district court found 
that the later deposit was intended to pay 
Ski’s for work done prior to the February, 
1980 assignment. But the court rejected 
the government’s claim that it had priority 
to the complete fund until all liens were 
satisfied. The court cited the Equal Access 
to Justice Act, 28 U. S. C. § 2412, as au- 
thority to award attorney fees to a dis- 
interested stakeholder before all liens were 
satisfied. 


On January 14, 1983, the district court 
entered an order awarding $3381 in fees to 
Abex. The government then moved for 
summary judgment, claiming the rest of the 
fund. It claimed that $66,000 was owing in 
taxes, interest and penalties and that $23,000 
of that amount was an assessment from 
November, 1978, which predated a claim 
filed by another creditor, Walton and San- 
dra Shim, which was filed December 1', 1978. 
Thus, the government claimed entitlement 
to the full amount of the new deposit. The 
Shims also filed for summary judgment, 
arguing that the government’s statutory 
lien priority was superceded by the August 
1981 stipulation to distribute the fund under 
the 1980 distribution scheme. Hearings on 
these motions were held March 17, 1983. 


The district court ruled that the August 
1981 distribution stipulation was invalid be- 
cause the fund was intended to pay Ski’s 
for work done before the February 1980 
agreement. Thus, the government had stat- 
utory priority to the fund. However, the 
court ordered an award of fees to those 
parties who had incurred attorney fees un- 
der the futile belief that they would be 
eligible for a larger part of the fund pur- 
suant to the 1980 agreement if Abex’s at- 
torney fees claim was defeated. The court 
found that the government’s failure promptly 
to inform other parties that it intended to 
claim the whole fund justified the award of 
fees out of the interpleader fund to those 
parties. 


On December 23, 1983, Abex moved the 
court to allow the withdrawal of fees from 


the fund by amending its order of January 


14, 1983 nunc pro tunc. The Shims were 
awarded $1830 in attorney fees from the 
fund on January 4, 1984, and Abex’s mo- 
tion to withdraw fees was granted on 
January 25, 1984. Abex withdrew $3381. 
The government’s motion for summary 
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judgment was entered on February 27, 1984, 
entitling the government to the rest of the 
fund pursuant to its tax lien priority. 


The government filed its notice of appeal 
March 23, 1984. 


LT: 


Abex Corporation and the Shims contend 
initially that the government’s appeal is 
untimely. Because the district court entered 
orders granting them attorney fees on 
January 14, 1983, and January 4, 1984 re- 
spectively, they argue that the government’s 
notice of appeal, which was filed March 23, 
1984, was beyond the 60-day time period 
provided in Fed. R. App. P. 4. 


Under Fed. R. Civ. P. 54(b), orders 
which resolve the claims of fewer than all 
of the parties to the action are not appeal- 
able absent “an express determination that 
there is no just reason for delay and... an 
express direction for the entry of judg- 
ment.” Thus, a particular claim in an in- 
terpleader action is not appealable until all 
claims to the funds are adjudicated. Dta- 
mond Shamrock Oil and Gas Corp. v. Com- 
missioner of Revenues, State of Arkansas, 422 
F. 2d 532, 534 (8th Cir. 1970). ‘Also inter- 
locutory, and not appealable in the absence 
of a certificate, is an order granting inter- 
pleader, even though the stakeholder is 
disinterested; the rival claims of the in- 
terpleaded parties call the provisions of 
Rule 54(b) into play.” 3A. Moore, Federal 
Practice, | 22.14[6] (2d ed. 1981). 


The government’s appeal is timely. The 
orders awarding fees did not provide for 
the withdrawal of money from the inter- 
pleader fund. No certificate expressly 
entering judgment and finding no just 
reason for delay was issued with respect to 
the individual attorney fee awards. Thus, 
the correct date for the commencement of 
the filing period was February 27, 1984, the 
date on which judgment was entered. The 
March 23, 1984 notice of appeal was timely. 


Abex Corporation next contends that the 
government’s argument against an award 
of fees to an interpleader plaintiff may not 
be considered by this court on appeal be- 
cause the government failed to make the 
argument in the district court. Specifically, 
Abex claims that the government limited 
its argument in the district court to an 
assertion of priority over other defendants 
in the interpleader action. According to 
Abex, the government did not argue that - 
sections 6321 and 6322 of the Internal 
Revenue Code gave the government priority 
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over an interpleader plaintiff's claim for at- 
torney fees. 


Generally, this court should not consider 
arguments that the appellant failed to raise 
below. Rothman v. Hospital Service of 
Southern California, 510 F. 2d 956, 960 (9th 
Cir. 1975). Application of the rule is dis- 
cretionary. Singleton v. Wulff, 428 U. S. 
106, 121 (1976). This court may dispense 
with the waiver rule when “the question is 
a purely legal one that is both central to 
the case and important to the public.” In 
Re Sells [83-2 usre J 9662], 719 F. 2d 985, 
990 (9th Cir. 1983). “It is well settled in 
this circuit that where the new issue is 
purely a legal one, the injection of which 
would not have caused the parties to de- 
velop new or different facts, we may resolve 
it on appeal.” United States v. Dann, 706 F. 
2d 919, 925 n. 5 (9th Cir. 1983), cert. granted, 
104 S. Ct. 2693 (1984). 


Here, the question is strictly a legal 
proposition—whether the Equal Access to 
Justice Act abrogates the priority of out- 
standing tax liens to allow an award of fees 
to an interpleader plaintiff. Abex Corpora- 
tion makes no claim that it would have 
developed its case or its facts differently 
had the government made its argument 
below. 


IBGE, 


The government maintains that the dis- 
trict court incorrectly awarded fees to Abex 
Corporation prior to full satisfaction of out- 
standing tax liens against Ski’s Enterprises. 
The government argues, contrary to the dis- 
trict court’s finding at the April 6, 1982 
hearing, that federal tax lien statutes pro- 
hibit the award of fees in this case despite 
the recent passage of the Equal Access to 
Justice Act, 28 U. S. C. § 2412 (1982) 
(EAJA) which allows fees against the 
United States under certain circumstances.* 


have discretion to 
to a disinterested 


128 U. S. C. § 2412(b) provides: 

Unless expressly prohibited by statute, a 
court may award reasonable fees and expenses 
of attorneys, . . . to the prevailing party in 


Generally, courts 
award attorney fees 


any civil action brought by or against the 
‘United reeves or pou apency and any, On 
of the 


stakeholder in an interpleader action. Sie 
gren v. Republic National Life Ins. Co., 

F. 2d 79, 81 (9th Cir. 1982). Courts ave 
clearly held, however, that the existence of 
prior federal tax liens gives the government 
a statutory priority over the interpleader 
plaintiff’s ability to diminish the fund by an 
award of fees. Bank of America National 
Trust & Savings Assn. v. Mamakos [75-1 ustc 
7 9211], 509 F. 2d 1217, 1219-20 (9th Cir. 
1975); Campagna- Eupanou Bakery, Inc. wv, 
United States [80-1 ustc J 9292], 632 F. 2d 
39, 41 (7th Cir. 1980); Spinks v. Jones [74-2 
usTc J 9657], 499 F. 2d 339, 340 (Sth Cir. 
1974); see also United States v. R. F. Ball 
Construction Co., [58-1 ustc { 9327], 355 
U. S. 587 (1958). Under sections 6321 and 
6322 of the Internal Revenue Code, failure 
to pay taxes creates a lien on the taxpay- 
er’s real and personal property in favor of 
the government and the lien remains in 
force until the amount assessed “is satisfied 
or becomes unenforceable by reason of lapse 
of time.” 26 U.S. C. § 6322.2 According to 
the government, these statutes protect the 
interpleader fund from attorney fee reduc- 
tions prior to satisfaction of the lien. 


Abex contends that the EAJA abrogates 
the government’s tax lien priority to allow 
an award of fees to the interpleader plain- 
tiff. Under the EAJA, 28 U. S. C. § 2412, 
the United States is liable to a prevailing 
party for reasonable attorney fees in civil 
actions to the same extent any other party 
would be liable for fees under the common 
law or under a statute authorizing fees un- 
less such liability is expressly prohibited by 
statute. Abex argues that the tax lien 
statutes do not “expressly prohibit” an 
award of attorney fees. Thus, according to 
Abex, Section 2412(b) allows the award of 
fees consistent with the general rule which 
allows an interpleader plaintiff to collect 
fees. 


The Eighth and Tenth circuits have al- 
ready faced this issue. Both have held that 


amount (including any interest, additional 
amount, addition to tax, or assessable penalty, 
together with any costs that may accrue in 
addition thereto) shall be a lien in favor of the 
United States upon all property and rights to 
property, whether real or personals belonging 
to such person. ; 

2U. S. C. § 6322 provides: 
Unless another date is specifically fixed by 
d by section 6321 shall 


atte bs ‘oth 
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the governmental priority established under 
the tax lien statutes precludes an award of 
fees to the plaintiff stakeholder from an 
interpleader fund when such an award 
would deplete the fund prior to total satis- 
faction of the lien. In Millers Mutual In- 
surance Assn. of Illinois v. Wassall [84-2 
ustc f 9621], 738 F. 2d 302 (8th Cir. 1984), 
the plaintiff stakeholder received $1500 in 
attorney fees over the government’s claim 
that no such award could be made if it re- 
duced the amount recovered under prior 
tax liens. The Eighth Circuit reversed the 
award, concluding that the EAJA did not 
abrogate the statutory tax lien priority. 
“There is nothing in the statute or the 
legislative history of the EAJA to indicate 
that Congress intended to override the 
priority of the United States to interpleaded 
funds under prior federal tax liens.” 738 F. 
2d at 304. In Chevron U. S. A. v. May Oil- 
field Services, Inc., 739 F. 2d 498 (10th Cir. 
1984), the Tenth Circuit reversed an award 
of attorney fees to an interpleader plaintiff, 
concluding that sections 6321 and 6322 of 
the Internal Revenue Code expressly pro- 
hibited an award of attorney fees under the 
EAJA. 739 F. 2d at 499. 


We find the reasoning of the Eighth and 
Tenth Circuits persuasive. The tax lien 
statutes established a clear priority to inter- 
pleader funds in favor of the government. 
The passage of the EAJA, while abrogat- 
ing governmental sovereign immunity 
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against claims for attorney fees, does not 
dispense with the tax lien priority created 
under the tax lien statutes. Millers Mutual, 
738 F. 2d at 304. 


Similarly, we reverse the award of fees 
to the Shims. The district court’s award of 
fees to the Shims was improper as a matter 
of law because it drained the interpleader 
fund before tax liens were satisfied. The 
award of fees from the fund effectively 
gave the Shims a priority over the govern- 
ment with respect to the interpleader fund. 
This violated the statutory tax lien priority. 
Millers Mutual, 738 F. 2d at 304; Chevron 
U. S. A., 739 F. 2d at 499. 


Moreover, the EAJA authorizes an award 
of fees to a “prevailing party.” The Shims, 
however, cannot. fairly be characterized as 
prevailing parties in this action because the 
lower court found that the government’s 
tax liens predated the Shim’s substantive 
claim to the fund. 


IV. 


The government’s appeal is timely and 
presents a strictly legal issue which may be 
raised on appeal even if it was not raised 
below. The awards of attorney fees are 
reversed pursuant to the tax lien statutes 
which are not abrogated under the Equal 
Access to Justice Act. 


REVERSED. 


Arrow Transfer and 


Storage Co., Debtor-in-Possession, Plaintiff v. United States of America, Defendant. 
U. S. Bankruptcy Court, E. Dist. Tenn., No. 1-84-00865, 12/20/84. 


[Code Secs. 6672 and 6871] 
Penalties, civil: Withholding taxes: Failure to pay over: Bankrupt taxpayer.—Al- 


though the government was allowed to investigate two officers of a Chapter 11 debtor- 
corporation for purposes of determining whether either of them should be assessed a 
100% penalty for failing to collect and turn over to the government unpaid payroll taxes, 
it was enjoined from any attempt to collect any penalty that might be assessed pending 
further order of the court. Potential harm to the bankruptcy estate appeared to be small 


provided the investigation were conducted with as little disruption as possible. 


references: J] 5569.0123 and 5641.0785. 


Back 


J. Thomas Mann, Thomas, Mann & Gossett, Chattanooga, Tennessee, for plaintiff. 
Betsy E. Burke, Department of Justice,. Washington, D. C. 20530, for defendant. 


Memorandum 


KELLEY, Bankruptcy Judge: This is a suit 
by a chapter 11 debtor corporation to enjoin 
the Internal Revenue Service from attempt- 
ing to collect a 100% penalty from the 
debtor’s officers or employees who were 
responsible for withholding taxes from em- 
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ployees’ wages and paying the taxes to the 
government. The effect of the penalty is to 
make the responsible officers and employees 
liable for the taxes that the corporation 
failed to pay. The penalty can be imposed 
only if the officers or employees willfully 
failed to withhold the taxes and pay them 
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to the government. 26 U.S. C. § 6672. The 
amount in question is about $200,000. 


The IRS desires to investigate to determine 
whether any of the following officers or 
employees are liable for the penalty: Mr. 
W. C. Hudlow, Jr., President and Treasurer; 
Mr.’ Harry L. Fields, Jr., Vice-President 
and |Secretary; Mrs. Jere Swafford, book- 
keeper; Mrs. Mintie Hobbs, bookkeeper. 


The IRS is not to the point of assessing 
the penalty against anyone. It merely de- 
sires to investigate to determine who might 
be liable. The IRS contends that the limita- 
tions period for assessment expires as to 
the earliest taxes in March, 1985, and it 
must be allowed to investigate and assess 
before then. 


The limitation period as to Mr. Hudlow 
is not a problem. Since he is in bankruptcy, 
the automatic stay prevents any action by 
the IRS against him and tolls the running 
of the limitation period for assessments. 


The IRS has raised several legal defenses 
that have been regularly raised by the IRS 
in proceedings such as this and have been 
almost as regularly rejected by the courts. 
The defenses are (1) that the debtor lacks 
standing to bring a suit to protect its 
officers and employees, (2) that the IRS 
cannot be sued because of sovereign im- 
munity, (3) that the anti-injunction statute 
prohibits an injunction against the IRS, and 
(4) that the court lacks subject matter 
jurisdiction. The court agrees with the 
following decisions rejecting these defenses: 
In re Jon Co., Inc., 30 B. R. 831, 10 B. C. D. 
1005 (US SD: C.D: Colos 1983). In re 
Datair Systems Corp. [84-1 ustc J 9276], 37 
By R690) 112 B  CaDi1235 W0ree ba ercd 
255 (Bankr. N. D. Ill. 1983); In re H. & R. 
Ice Co., 9 B. C. D. 941 (Bankr. W. D. Mo. 
1982). | 


The jurisdiction of the court has been 
changed since these decisions were made, 
but the changes did not deprive the court 
of subject matter jurisdiction. See 28 


U.S. C. §§ 1334 & 157; Bankruptcy Amend- 
ments & Federal Judgship Act of 1984, 
Pub. L. No. 98-353, §§ 101 & 104 (eff. July 
10, 1984). 


Herbert L. ae nies revenue officer for 


. from the debtor’s officers and employees is 
a only 


operates three tow boats and 45 trailers. It 
has an office building with 6000 square feet. 
There are 60 to 110 employees. Mr. Fields 
has been with the company since 1954. The 
bookkeepers have been with the company 
for four years and six years. The company 
should be able to pay the IRS in full in the 
chapter 11 case. There is an option to pur- 
chase some of the debtor’s real property for 
$518,000. The property is subject to a 
secured debt of about $50,000. The com- 
pany’s cash reserves are very limited. Most 
of the company’s money will be used to pay 
the IRS. Collection efforts by the IRS 
against the debtor’s officers and employees 
would unbearably burden them and disrupt 
the debtors operations. None of them 
except Mr. Hudlow has any substantial 
assets available to pay the taxes and Mr. 
Hudlow’s main asset is his ownership in- 
terest in the debtor corporation. 


In the cases cited earlier, the courts have 
stated four questions to be answered in 
deciding whether to grant an injunction in 
cases like this: 

(1) Will failure to grant the injunction 
cause irreparable harm to the bankruptcy 
estate? 

(2) Does the plaintiff (the debtor) have 
a strong likelihood of success on the 
merits? 

(3) Will the injunction cause no harm 
or minimal harm to the defendant’s rights? 

(4) Which action better serves the 
public interest? 
Since the debtor cannot litigate the ques- 

tion of someone else’s liability for the 100% 
penalty, the question of whether it is likely 
to be successful on the merits must relate 
to the likelihood that a permanent injunc- 
tion will be granted. The debtor contends 
that it will be successful on the merits be-. 
cause it will be able to pay the taxes and 
among the officers and employees in ques- 
tion the only substantial asset available to 
pay the taxes is Mr. Hudlow’s interest in 
the debtor. Of course, both Mr. Hudlow 
and the debtor are in bankruptcy. Thus, the 
argument comes to this: Since the taxes 
will be paid in the debtor’s bankruptcy, and 
the IRS is unlikely to collect anything on 
the penalty except through the bankruptcy 
court, then the attempt to collect the penalty 


a method of putting pressure on the 
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harm to the bankruptcy estate appears to be 
small if the investigation is conducted with 
as little disruption as possible. The poten- 
tial immediate harm to the IRS is only 
failure to assess the penalty for some taxes 
within the limitation period for assessment. 
If the limitation statute were construed as 
most such statutes, an injunction that de- 
layed assessment would also suspend the 
running of the limitations period, even with- 
out a specific exception in the limitations 
statute. However, this may not be the rule 
under the limitation statute in question. 26 
U.S. C. § 6501. Thus, it may be appropriate 
to allow the IRS to investigate and assess 
before the limitation period expires in 
March, 1985. Any attempts to collect out- 
side this court could still be enjoined pend- 
ing further orders. The limitation period on 
collections will not be a problem for some 
time thereafter. The court notes that this 
proceeding has been under advisement for 
some time during which the debtor and its 
officers and employees have in effect had 
the benefit of an injunction while the re- 
organization proceeded. 


On the public policy question, there is not 
at this point too serious a conflict between 
the desire to rehabilitate the debtor and the 
desire for quick determination and enforce- 
ment of tax liabilities. 


The court is inclined to allow the IRS 
to investigate for the purpose of making 
assessments only, with any collection at- 
tempts enjoined pending further orders of 
the court. The problem is to allow the 
investigation in such a way that it will not 
unduly burden the debtor or its officers and 
employees. 


There is a question of whether Mr. Hud- 
low should be subjected to any investigation 
unless the IRS obtains relief from the auto- 
matic stay in his bankruptcy case, but 
examination under Rule 2004 should accom- 
plish the IRS’s purposes as to Mr. Hudlow. 
Under Rule 2004 Mr. Hudlow may also be 
required to produce the records that the 
IRS desires to examine. 


As to the bookkeepers, it does not appear 
that they had any decision making authority 


such that they might be considered respon- 
sible persons liable for the penalty. 


Thus, the IRS will be allowed to examine 
Mr. Hudlow under Rule 2004 and will also 
be allowed to examine Mr. Fields. This is 
a reasonable method to investigate and to 
determine if an officer or employee is re- 
sponsible. 


The examinations will be held in the 
federal courthouse in Chattanooga at a time 
convenient for the parties and when the 
court will be available to rule on any ques- 
tions. The IRS may renew its request to 
examine the bookkeepers at that time. The 
parties should arrange a time with the court. 


This memorandum constitutes findings of 
fact and conclusions of law. Bankruptcy 
Rule 7052. 


At Chattanooga, Tennseee. 
Order 


In accordance with the court’s memo- 
randum opinion of this date, it is ordered 
that—. 

The Internal Revenue Service (IRS) shall 
be allowed to examine Mr. W. C. Hudlow, 
Jr., under Rule 2004 and Mr. Harry L. 
Fields, Jr., for the purpose of determining 
whether either of them should be assessed 
with a 100% tax penalty under 26 U. S. C. 
§ 6672. The IRS may also require Mr. 
Hudlow to produce corporate books and 
records under Rule 2004. Any attempt to 
collect any penalty that may be assessed is 
enjoined pending further order of the court. 


The IRS is enjoined from examining or 
pursuing collection of a penalty from either 
of the bookkeepers, Mrs. Jere Swafford or 
Mrs. Mintie Hobbs, pending further order 
of the court. 


The examinations of Mr. Hudlow and 
Mr. Fields shall be held in the federal court- 
house in Chattanooga at a time or times 
convenient to the parties and when the 
court will be available. The IRS may at that 
time renew its request to examine the book- 
keepers. The parties should arrange a time 
with the court. 


At Chattanooga, Tennessee. 


[f 9146] Howard F. Drake, Plaintiff v. United States of America, Defendant. 


U. S. District Court, Mid. Dist. N. Ge Greensboro Div., No. C-83-76-G, Mes 


Oe FSupp 1271.) 


[Code Secs. 72(e) and 403(b)] 


Apatiies : 


Amounts not received as annuities: Loan value distributed: Return of 


consideration: Distributions v. policy loans.—Amounts received by an annuitant from; his 
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tax-sheltered annuity program were considered by a district court to be bona fide loans 
and, thus, not attributable to the recipient as ordinary income. Despite the fact that the 
taxpayer secured several withdrawals from his policy and failed to repay any of the out- 
standing interest or principal to the annuity plan, because the taxpayer still maintained, 
a positive equity value in the plan, the court did not find that the taxpayer had attempted 
to secure tax-free compensation through the use of the loans as sham transactions. In 
rejecting the government’s application of Rev. Rul. 81-126 (1981-1 CB 206), and by follow- 
ing the Tax Court’s decision in R. W. Minnis, 71 TC 1049, Dec. 35,953, the court 
concluded that the annuity policy loans were a valid form of indebtedness. Accordingly, 
the taxpayer was entitled to a refund plus interest for the amounts erroneously included 
in his income. Back references: {| 860.22, 860.307 and 2635.045. 


Michael C. Stovall, Jr., P. O. Drawer 29043, Greensboro, N. C. 27408, for plaintiff. 
United States Attorney, Richard F. Mitchell, Department of Justice, Washington, D. C. 


20530, for defendant. 
Memorandum Opinion 


Gorpon, Senior Judge: This income tax 
refund suit came before the Court for trial 
on October 10, 1984. Plaintiff taxpayer 
Howard F. Drake (Drake), formerly an 
employee of a tax-exempt section 501(c) (3) 
organization, had, during this employment, 
participated in a tax-sheltered section 403(b) 
annuity program. Under this program, 
Drake directed that a certain amount of 
his salary be paid as premiums directly to 
the annuity company and, under section 
403(b)(1), these premium amounts were 
excluded from Drake’s gross income. On 
December 15, 1978, pursuant to the loan 
provisions of his annuity policy, Drake ob- 
tained a $4,928.52 payment to alleviate a 
personal financial emergency. Drake, having 
been informed by the annuity company that 
the payment was taxable income, (Plain- 
tiff’s Ex. #9), included the amount as such 
on his 1978 federal income tax return and 
accordingly paid tax of $1,320.04 thereon. 
Drake later filed a timely refund claim 
which was disallowed by the Internal Reve- 
nule Service (IRS) and thereafter timely 
commenced this suit on February 1, 1983. 


Drake contends that the $4,928.52 repre- 
sented a bona fide loan from his annuity 
policy and thus not taxable income to him. 


Conversely, the IRS argues that under the 
literal language of the 1978 version of sec- 
tion 72(e)(1)(B)? and Rev. Ruling 81-126, 
1981-1 C. B. 206, this alleged loan was an 
“amount received under an annuity .. ., 
[though not] as an annuity” and thus is 
taxable to Drake. This Court, following 
the Tax Court decision in Minnis v. Com- 
missioner [CCH Dec. 35,953], 71 T. C. 1049 
(1979), and the apparent Congressional in- | 
tent embodied in the statutory scheme of 
sections 501(c)(3), 403(b) and 72(e)(1)(B), 
concludes that the amount received by 
Drake is a valid indebtedness which was 
not income to him when received. Accordingly, 
it is concluded that judgment should be 
entered for the Plaintiff in the amount of 
$1,320.04 plus interest. Further, it is the 
finding of the Court that the Government’s 
position was “substantially justified”, 28 
U. S. C. §2412(d) (1) (A) (1984), and thus 
Plaintiff's claim for reasonable attorney’s 
fees under the Equal Access to Justice Act, 
28 U. S. C. § 2412 (1984), should be denied. 
The issue of attorney’s fees was left open 
at the conclusion of the trial. However, 
it is apparent from the facts and discussion 
which follows that the Government’s action 
was not unreasonable. Complicated facts 
and law are involved. Genuine issues were 
presented for decision. 


1 All section references are to the Internal 
Revenue Code of 1954, as amended and in effect 
for the taxable years in issue. : 

2Section 72 was amended by section 265(a) 
of the Tax Equity & Fiscal Responsibility Act 
(TEFRA) of 1982, Pub. L. No. 97-248, 96 Stat. 
ae ee as amended at 26 U. S. C. § 72(e) 


TEFRA language of sec- 
pli this suit which 
a tax return. The 


post-TEFRA section 72(e)(5)(A) through (e) (6) 
differs only semantically, not substantively. In 
essence, the Court is still left to decide, 
for all. 403(b) annuity plans, .I.. R... GC. 
§ 72(e) (5) (D) (ii) (III) (1984), commenced before 
August 14, 1982, I. R. C. § 72(e)(5)(B) (1984), 
whether the ‘‘amounts received under the con- 
tract [are] excludable from gross income.’’ 
TGR Cae 72(@)iG.) G3). 4978) sand. 1 R. C- 
§ 72(e) (6) (B) (1984) (identical language in each 
statute Thus, having noted this and recog- 

would be 
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Facts 


The Plaintiff, Howard F. Drake, is an 
individual now residing in Greensboro, North 
Carolina. From November, 1970 until the 
office’s closing in January, 1982, he was 
employed with the Low Income Housing 
Development Corporation of North Carolina 
(LIHDC), a charitable organization exempt 
from federal income tax under section 501 
(c)(3). On February 1, 1975, he voluntarily 
entered an annuity purchase plan (annuity 
plan) under which the LIHDC paid as 
premiums to the Pilot Life Insurance Com- 
pany of Greensboro, North Carolina (Pilot) 
an amount designated by Drake to be de- 
ducted from his periodic salary. Under 
section 403(b) these premium payments, 
although deducted directly from Drake’s 
salary at his direction, were excluded from 
his gross income. 


The following table shows the amounts 
Drake had deducted from his salary and 
paid as premiums to Pilot’s annuity plan: 


Monthly Annual 
Year Contribution Total 
ISIS SI eee ee $ 75.00 $ 900.00 
ISTE NPE ee. 100.00 1,200.00 
LOT oe crak rere 125.00 1,500.00 
IAL y (a RE oe 115.00 1,380.00 
DUST bctresen es ae 157.00 1,884.00 
LOOSE IRE LY. 157.00 1,884.00 
1981 (thru 157.00 1,099.00 

July) * 


Pursuant to the policy loan provisions 
of the annuity contract, on December 15, 
1978, Drake obtained from Pilot a loan * 
in the amount of $4,928.52. Drake needed 
these funds to pay off a note for which 
he was the co-maker which, due to his 
fellow co-signer’s neglect, was in default. 
Drake had secured the note with a deed of 
trust on his personal residence and thus 
was faced with a clear and present financial 
emergency. The balance due on the note 
totaled $5,000.00 and, to meet this, Drake 
first “made efforts to borrow the money 
from others (banks & financial institutions) 
but could not.” (Drake’s Testimony). Thus, 
Drake resorted to his Pilot annuity plan 
to obtain the necessary financing. The very 
favorable 6 per cent interest rate on a 
policy loan undoubtedly weighed heavily in 
his decision. 


The loan provisions to which Drake 
turned provide, in its entirety: 


Loans 


While this policy is in force and before 
annuity payments begin, the Company, 
upon receipt of a satisfactory loan agree- 
ment, will grant loans on the security 
of this policy. The maximum amount 
of such loans is the amount which with 
interest thereon to the end of the current 
policy year will not be more than the 
guaranteed cash value plus the cash value 
of any dividend additions available at 
the end of the current policy year. 


The Company may defer the granting of 
a loan for the period permitted by law 
not exceeding six months except for 
loans to pay premiums to the Company. 


The loan may be repaid in full with 
accrued interest, or in part, at any time 
while this policy is in force and before 
annuity payments begin, provided pay- 
ments are made of not less than Ten 
Dollars each. Interest on such loan 
shall be at the rate of 6% per annum 
and will be payable on each subsequent 
policy anniversary date. If interest is 
not paid when due, it shall be added to 
the existing loan and will bear interest 
at the same rate. If and when the total 
indebtedness, including interest due or 
accrued, equals or exceeds the guaranteed 
cash value of this policy plus the cash 
value of any dividend additions, and at 
least thirty-one days prior notice shall 
have been mailed by the Company to the 
last known address of the Owner and any 
Assignee of record, this policy shall 
terminate and become void. (Plaintiff’s 
Ex. #1, p. 7). 


Although Drake initially sought the full 
$5,000.00 from Pilot, under these policy 
terms, he could only receive an amount 
equal to, basically, the guaranteed cash 
value plus any earned but uncredited 
dividends. So, Drake, by requesting that he 
receive “as much as [he] could get on 
loan”, (Drake’s Testimony), ultimately 
obtained the $4,928.52 now at issue. 


When he received this first loan, on 
December 15, 1978, Drake was 42. The 
premiums on the annuity policy are pay- 
able until he reaches age 65. On February 
1, 2001, that is, the “Anniversary of the 
Date of Issue nearest the Annuitant’s Age 
65,” (Plaintiffs Exhibit #1), or the “an- 
nuity starting date,’’* Section 72(e) (1) (A), 
the annuity payments officially will begin. 
It is concluded that, during 1978, Drake did 
not begin to receive installments or periodic 
payments under the annuity policy. 


3 Although Drake was employed by the 
LIHDC through January, 1982, based on all the 
evidence before the Court, it must conclude 
that Drake made no annuity contributions after 
July, 1981. — 
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4 Although to say ‘‘loan’’ begs the question 
in this case, the Court does so for simplicity 
of wording. 

5 This term is defined in section 72(c) (4). 
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To complete the facts of the particular 
transaction here, the Court further finds 
that, as was suggested to him by Pilot in 
the letter forwarding his $4,928.52 check, 
(Plaintiff's Exhibit #9), Drake included 
this amount as ordinary income on his 1978 
federal income tax return. His total income 
reported on that return was $24,476.89. Of 
the total tax he paid on this amount, 
$1,320.04 was attributable to the amount 
of the loan. 


Subsequent to the filing of his 1978 re- 
turn, Drake timely filed a refund claim with 
the IRS for tax paid on his loan. On April 
22, 1982, the IRS officially and fully dis- 
allowed this claim. (Plaintiff's Exhibit #6). 


As relevant background facts, the Court 
further finds, first, that Drake from February 
of 1980 through February of 1982 obtained 
~ four additional loans from his Pilot an- 
nuity policy. Specifically, on February 20, 
1980, Drake received $1,843.60, January 21, 
1981 $1,000.00, May 15, 1981 $1,000.00, and 
February 19, 1982 a final loan of $1,700.36. 
This final loan was necessitated, according 
to his uncontradicted trial testimony, by his 
then unemployed status. The three im- 
mediately preceding loans were required by 
Drake to meet other “personal financial 
needs” which he could not specifically recall 
at trial. It is also concluded that at least in 
receiving the first, second and fifth policy 
loans, Drake obtained the maximum loan 
amount available to him at the respective 
times.° 


Second, although as his similarly uncon- 
tradicted trial testimony revealed, Drake 
intends as he always has to repay all the 
loans, he has not repaid any loan principal 
nor interest. In fact, he admitted that his 
decision to repay hinges on the outcome 
of this litigation. That is, if it is finally 
determined that his withdrawals are loans, 
he will repay Pilot; if they are deemed 
income, he will have paid the IRS for the 
largest and will owe tax on the remain- 
ing payments. 

Finally, the Court finds that, 
the several loan withdrawals Drake has 
secured from his policy and despite his 
to repay a, ae ey or interest, 


despite. 


Drake’s again uncontradicted testimony 
highlighted this fact and the more objec- 
tive records provided by Pilot reveal that 
on August 6, 1981, Drake, soon after his 
fourth policy loan, still had a positive 
equity value in his annuity plan of $1,094.21. 
(Plaintiff’s Exhibit #11). 


Discussion and Conclusions of Law 


As aa threshold matter, the Court con- 
cludes that it has jurisdiction, as the par- 
ties stipulated, over the subject case under 
28 U. S. C. §§ 1340 and 1346(a) (1). 


Proceeding to the merits, the issue to be 
decided can cogently be stated as whether 
the $4,928.52 received by Plaintiff pursuant 
to the loan provisions of a tax-sheltered 
403(b) annuity plan constitutes taxable in- 
come to him under the applicable version 
of section 72(e)(1)(B). Plaintiff Drake, 
following Minnis v. Commissioner [Dec. 
35,953], 71 T. C. 1049 (1979), argues for a 
negative response while Defendant United 
States contends that the Court, under Rev. 
Ruling 81-126, should rule in the affirmative. 


In Minnis the Tax Court concluded that 
the public school teacher-taxpayer who had 
received a loan under her tax-sheltered 
403(b) annuity plan to finance home re- 
modeling had not realized taxable income. 
Mrs. Minnis borrowed $5,000.00 at 4.8 per- 
cent from her annuity policy while ordi- 
nary bank loans charged 9 per cent. The 
IRS argued that since the premiums were, 
in effect, paid by the taxpayer’s employer, 
the loan proceeds were income. However, 
the court, while recognizing the potential 
for abuse within this statutory framework, 
found that Mrs. Minnis’s transaction was 
an ordinary loan and could find no basis 
upon which to rule that Congress intended 
to tax such annuity borrowing. 


Initially, as did the Minnis court, this 
Court concludes and cautions that the sub- 
ject case did not prompt any argument by 
the IRS that the loan was without eco- 
nomic substance. Indeed, the Government’s 
counsel in his closing statement admitted 
that Drake’s was a valid policy loan and 
“not a sham transaction.” Thus, the Court 
is- not compe et er consider Knetsch v. 
United States 60. : 


© sian TSA Roane ine. 
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479 (5th Cir. 1972); Bridges v. Commis- 
stoner [64-1 ustc J 9103], 325-F. 2d 180 (4th 
Cir. 1963); See generally Wachovia Bank 
& Trust v. United. States, 499 F. Supp. 615 
(M. D. N. C. 1980) (finding no sham trans- 
action but analyzing Knetsch and Bridges). 
Indeed, as in Minnis, there is no objective, 
independent proof that Drake sought to 
receive tax-free compensation through this 
or the subsequent loans. Drake borrowed 
from his annuity plan only after seeking 
alternative financing and realizing thatthe 
interest applicable to commercial loans was 
twice or more the interest rate available 
on his policy loans. Upon receiving the 
loan check, he learned that the payment was 
thought to be taxable income and he duti- 
fully reported it as. such on his return. This 
reporting and tax payment along with his 
inescapable recognition—and subsequent 
IRS confirmation—that such “loans” would 
at least initially be deemed income negates 
any conceivable intent by Drake to use his 
annuity plan as a tax evasion scheme. 
Furthermore, although he has not yet re- 
paid any of the loans, his needy purpose 
in acquiring at least the loan in issue—to 
prevent foreclosure on his personal home— 
is exceedingly more meritorious than Mrs. 
Minnis’ desire to remodel her newly pur- 
chased house. 


As to the statutory argument which the 
Government did make, the pertinent lan- 
guage of section 72(e)(1)(B) * provides that 
“if any amount is received under an annuity 
. .. if such amount is not received as an 
annuity and if [not] received on or after 
the annuity starting date, [it] shall be in- 
cluded in gross income... to the extent it 
exceeds the aggregate premiums paid.” The 
statute further provides that “dividends ® 

. payments in full discharge . . . and 
refund of the consideration paid and any 
amount received . . . upon surrender, re- 


demption or maturity” of the contract all 
shall be treated as amounts not received as 
an annuity.® 


Thus the applicable version of section 
72(e) deems basically every conceivable 
non-annuity payment from an annuity plan 
other than a valid loan to be income to the 
recipient.. So, the key inquiry is whether 
the $4,928.52 is a bona fide loan or instead 
“an amount received under, [though not] 
as an annuity.” Section 72(e). 


There is no doubt that a policy loan is 
somewhat unique and, as the Minzis court 
recognized, “differs in some respects from 
an ordinary loan.” Minnis at 1054, For ex- 
ample, Pilot apparently had no discretion in 
providing the loan and no substantive re- 
course upon which to turn upon a default by 
Drake. 


However, Pilot was adequately secured 
in and could even delay extension of the 
loan so the Government’s argument of lack 
of discretion is largely illusory. In addition, 
Drake’s obligation to repay the loans is 
independently enforced by at least three 
significant factors. First, the policy, by the 
terms of the loan provisions, terminates in 
the unlikely event that the annuitant’s total 
loan balance plus accrued interest exceeds 
the policy’s guaranteed cash value. Second, 
and more compelling, is the fact that Drake 
must repay his loans before the regular 
annuity payments begin or apparently will 
receive payments lowered commensurately 
with his outstanding credit balance. Rev. 
Ruling 81-126, supra and Minnis at 1056 
citing Rev. Ruling 67-258, 1967-2 C. B. 68 
(the predecessor to Rev. Ruling 81-126 on 
precisely the same issue). Finally, but 
equally as burdensome to Drake, he, upon 
reaching age 65 with the loans still unpaid, 
would face a large ordinary income tax 
liability on the entire amount of his loans 


7 Section 72(e) reads in full: 

(e) Amounts not received as annuities.— 

(1) General rule.—If any amount is received 
under an annuity, endowment, or life insurance 
contract, if such amount is not received as an 
annuity, and if no other provision of this sub- 
title applies, then such amount— 

(A) if received on or after the annuity start- 
ing date, shall be included in gross income; or 

(B) if subparagraph (A) does not apply, shall 
be included in gross income, but only to the 
extent that it (when added to amounts pre- 
viously received under the contract which were 
excludable from gross income under this sub- 
title or prior income tax laws) exceeds the 
aggregate premiums or other consideration 
paid. i 
For purposes of this section, any amount re- 
ceived which is in the nature of a dividend or 
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similar distribution shall be treated as an 
amount not received as an annuity. 

(2) Special rules for application of paragraph 
(1).—For purposes of paragraph (1), the fol- 
lowing shall be treated as amounts not received 
as an annuity: 

(A) any amount received, whether in a single 
sum or otherwise, under a contract in full dis- 
charge of the obligation under the contract 
which is in the nature of a refund of the con- 
sideration paid for the contract; and 

(B) any amount received under a contract on 

its surrender, redemption, or maturity. 
In the case of any amount to which the 
preceding sentence applies, the rule of para- 
graph (1)(B) shall apply (and the rule of 
paragraph (1)(A) shall not apply). 

8 Section 72(e) (1). 

® Section 72(e) (2). 
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with no wherewithal to pay the tax rather 
than the immensely more favorable scenario 
of, having repaid the loans, receiving 
periodic annuity payments to be taxed at 
his presumably lower post-retirement mar- 
ginal rate and to be paid directly from the 
very payments being taxed.” Thus, while 
the potential for abuse under the pertinent 
statutory scheme does exist, the Court, 
which must first acknowledge that the 
question of proper tax treatment of unpaid 
loans will be dispositively handled at an- 
other time, nonetheless proffers the view 
that these retirement planning and tax dis- 
incentives largely mitigate the potential 
abuse. See also Minnis at 1056-1057. 


Perhaps more important to the Court’s 
conclusion today, “for the purposes of de- 
termining a taxpayer’s Federal income tax 
liability, policy loans have generally been 
* regarded as a valid form of indebtedness.” 
Minnis at 1054. Accordingly, despite the 
unique qualities of insurance or annuity 
policy loans, it seems widely recognized 
that the interest paid on such loans is de- 
ductible under section 163. Minnis at 1054 
(dictum); Cameron v. Commissioner [Dec. 
40,427], 81 T. C. 254 (1983) (following 
Minnis and others on the deductibility of 
such interest but distinguishing non-de- 
ductible interest payments on redeposits by 
a federal employee to the Civil Service 
Retirement & Disability Fund); Salley, 55 
T. C. at 903; Kay v. Commissioner [CCH 
Dec. 27,504], 44 T. C. 660, 672 (1965) (“the 
obligation on insurance policy loans is 
unique ... [but] by making the loans, the 
owner of the policy becomes obligated in 
a sense to pay interest thereon and... such 
obligation is sufficient to qualify it as de- 
ductible interest.”); Dean v. Commissioner 
{CCH Dec. 24,742], 35 T. C. 1083 (1961). 
It is only logically consistent to, on the 
one hand, rule that interest paid on annuity 
policy loans is deductible and, on the other, 
to conclude that such loans are equally 
valid debt for the purpose of defining in- 
come to the annuitant. Although, as Emer- 
son observed, some consistencies may be 

“the hobgoblins of little minds,” they are, 

-all, a goal to which this Court does and 
rs should strive. 


1055-56. As did the Minnis court, this Court 
recognizes that “common understanding 
and experience are the touchstones for the 
interpretation of the revenue laws. Jd. at 
1056 quoting Helvering v. Horst [40-2 ustc 
{ 9787], 311 U. S. 112, 117-118 (1940), but 
further acknowledges that the definition of 
relevant commercial terms “in tax cases 
[is to be] governed by the economic realities 
of the transaction rather than the form ini 
which it is cast.” Salley at 900. The subject 
loan qualifies as such under either test. 
The “common understanding” of Drake in 
obtaining the funds, Pilot in its contract 
and records (Plaintiff's Exhibits #’s 1, p. 
7,7, 8, & 9), and now ultimately this Court 
is that the payment here was a valid loan. 
And, because of Drake’s implicit obligation 
to repay, the “economic realities of the 


_ transaction” weigh significantly in favor of 


loan treatment. Thus, it is concluded that 
Drake’s policy loan falls within the com- 
mon definition of indebtedness as “an un- 
conditional and legally enforceable obliga- 
tion for the payment of money.” Salley at 
900 quoting Autenretth v. Commissioner [40-2 
ustc [9795], 115 F. 2d 856, 858 (3d Cir. 
1940), aff’g [Dec. 10,998], 41 B. T. A. 319 
(1940). 


The Court must agree that, even as a 
valid loan, Drake’s would be considered 
income within a narrow reading of the 
literal provisions of section 72(e)(1). How- 
ever, the adoption of such a literal con- 
struction is rebutted by two dominant 
factors. First, section 72(e), by defining and 
providing examples of those distributions 
(dividends, premium refunds, redemptions, 
etc.) to be taxed, at least implies that it 
provides an exhaustive list.*. More impor- 
tantly, the legislative history of new sec- 
tion 72(e) confirms this implication by first 


expressing the Senate’s “concern that wide- 


spread use of loans .. . from tax-sheltered 
annuities diminishes retirement savings” 
and then by concluding that “restrictions 
on loans . .. should be applied to all plan 
participants.” S. Rep. 49, 97th Cong., 2d 
Sess. 319, reprinted in 1982 U. S. Code 
Cong. & Ad. News 1060. In essence, Con- 
gress had to, in 1982, treat loans from 
section 403(b) annuities as income because 
the statute failed to do so before then. 
Thus, the new law ast, Serpatiiance the 
Tax Court’s 19: E ; 
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considered policy loans to be a valid form 
of borrowing.” Minnis at 1055. 


Congress’ omission of any pre-1982 pro- 
vision deeming 403(b) annuity loans as 
income is also recognized, again at least 
implicitly, in the recent case of Sasser v. 
Commissioner [CCH Dec. 39,170(M)], 44 
T. C. M. 404 (1982). There, the Tax Court, 
in deciding that annuity loans under an HR-10 
retirement plan were taxable income to the 
owner-employee recipient, observed that 
“while as a general rule loan proceeds do 
not constitute taxable income, even in the 
case of a loan made against the cash sur- 
render value of an annuity contract, Con- 
gress has specifically provided that, in the 
ease of a loan made to an “owner-employee” 
by the insurance company with whom such 
[individual] has established a retirement 
plan described in section 403(a), the amount 
of the loan is treated as an amount received 
under the retirement plan.” Jd. at 408. Be- 
cause Congress had specifically deemed 
403(a) annuity loans to be income, the 
court so held. However, prior to 1982, 
Congress had not so decided for 403(b) 
plan loans and thus this Court must reach 
the contrary result. 


Finally, the Court must acknowledge that 
its conclusion is also contrary to that in 
Rev. Ruling 81-126. However, as was so 
aptly stated in Estate of Lang v. Commis- 


stoner [CCH Dec. 33,258], 64 T. C. 404, 407 
(1975), such rulings are “simply the con- 
tention of one of the parties to the litiga- 
tion, and... entitled to no greater weight.” 
Having recognized this, the Court leaves 
the IRS to pursue the consideration it is 
due in attempting to “free [this policy loan 
issue] from doubt.” Minnis at 1057. 
Disposition 

For the foregoing reasons, it is held that 
the policy loan received by Plaintiff is not 
an “amount received under an annuity” 
within the meaning of the 1978 version of 
section 72(e)(1)(B), and thus the $4,928.52 
obtained by Drake was not taxable income 
to him. Accordingly, judgment shall be 


entered for Plaintiff in the amount of 
$1,320.02 plus interest. 


Judgment 
For the reasons set out in a Memorandum 
Opinion filed contemporaneously herewith, 
the Court has determined that judgment 
on this claim should be rendered for the 
plaintiff, Howard F. Drake. 


Accordingly, it is ORDERED that the 
plaintiff Howard F. Drake have and recover 
$1,320.04 plus interest as provided by law 
from the date he paid the amount of tax 
for which a refund is hereby ordered. The 
parties shall bear their own costs. 


[9147] ESCO Corporation, Plaintiff-Appellant v. United States of America, De- 


fendant-Appellee. 


U. C. Court of Appeals, 9th Circuit, Ca No. 84-3561, 1/11/85.—(750 F2d 1466.) Re- 
versing and remanding District Court, 83-2 ustc { 9714. 


[Code Sec. 446] 


Tax accounting: Methods of accounting: Commissioner’s consent required.—In 
reversing the district court, the court of appeals held that an accrual method corporate 
taxpayer did not change its method of accounting in 1974 by deducting future workers’ 
compensation expenses for the first time. For the years in question, the taxpayer used 
more sophisticated techniques to more accurately predict its expenses, thereby allowing 
it to avoid the underaccruals it had been experiencing. The court of appeals found that 
the usage of the new techniques constituted a change in treatment resulting from a 
change in the underlying facts rather than a change in accounting methods. Moreover, 
the district court erroneously concluded that information contained in various letters 
written to the IRS, which was interpreted by the district court to be an admission by the 
taxpayer that it was using the cash method of accounting, was controlling over a joint 
stipulation to the contrary. Therefore, the district court erroneously concluded that the 
taxpayer had changed its method of accounting for workers’ compensation claims in 
1974 without the Commissioner’s approval. The court of appeals found that the letters 
established only that, prior to 1974, the taxpayer was deducting that portion of accrued 
expenses represented by its actual cash expenditures. Back reference: {| 2771.4205. 


[Code Sec. 461] 


Jax accounting: Year of deduction: Self-insurance reserve fund.—An accrual method 
cc ‘porate taxpayer that maintained a claims reserve to reflect the estimated future costs 
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of benefits payable to its injured employees for workers’ compensation claims was 
allowed to deduct its incurred but unpaid expenses because such expenses were deter- 
mined with reasonable accuracy. The uncontroverted testimony of the expert witnesses 
as well as various hindsight evaluations established that the taxpayer’s estimates were 
based on reasonable, commercially accepted standards that were more accurate than the 
industry norm. Moreover, the court of appeals found that the district court misinter- 


87,176 


preted its decision in Kaiser Steel Corp. (83-2 USTC {| 9621), which controlled the 
question of how the reasonable accuracy requirement (pursuant to the “all-events” test. 
of Treas. Reg. § 1.461-1(a)(2)) applies to deductions for estimates of future expenses. 
incurred for workers’ compensation claims. The averaging of the results for the three 
years in question of the reserve-to-actual payments comparison was inappropriate. 


because federal taxation is keyed to a system of annual accounting. Also, the seven- 
percent figure used in Kaiser Steel Corp., which was arrived at by using the initial 


reserve-to-actual payments comparison, was not the sole indicator of reasonable accuracy. 


Back reference: { 2916.81. ; 
Clarence H. Greenwood, Richard N. Roskie, Black, Helterline, Beck & Rappleyea, 
707 S. Washington Street, Portland, Ore. 97205, for plaintiff-appellant. David English 
Carmach, William A. Whitledge, Department of Justice, Washington, D. C. 20530, for 
defendant-appellee. 
Before Sxopit, Farris, and BEEzEr, Circuit Judges. 


Opinion 
Farris, Circuit Judge: 
Facts 


ESCO Corporation is subject to the 
Oregon Workers’ Compensation Act, Or. 
Rev. Stat. § 651.001-.990, which requires 
that employers ensure the payment of 
workers’ compensation claims, either through 
an independent insurance company or 
through self-insurance. On July 1, 1970, 
ESCO began self-insuring its workers’ 
compensation claims for amounts up to 
$50,000, with excess coverage provided by 
a commercial insurance company. Among 
other things, the Act required that ESCO 
establish and maintain a claims reserve to 
reflect the estimated future cost of benefits 
payable to injured employees. ESCO re- 
tained Employee Benefits Insurance Com- 
pany, an independent claims management 
firm, to maintain this reserve. 


When an ESCO employee is injured, a 
teport is forwarded to Employee Benefits. 
If Employee Benefits does not contest the 
claim, it establishes a claims reserve ac- 
count for the estimated liability for medical 
costs and compensation. These reserves 
are only on ESCO’s books; no funds are 
actually set aside. The reserve represents 
the overall cost of all benefits that may be 


paid to an injured employee and is esti- 


ated on 


Upon audit of ESCO’s 1974 and 1975 tax 
returns, the Commissioner of Internal Rev- 
enue disallowed the amount of workers’ 
compensation expense deductions that repre- 
sented the estimated cost of future claims 
expenses. Two reasons were given. First, 
the amount of future liability for workers’ 
injuries could not be determined with 
reasonable accuracy and could not, there- 
fore, be deducted until paid. See Treas. 
Reg. § 1.461-1(a)(2) (“all-events” test for 
deductibility of accrued expenses). Second, 
ESCO had changed impermissibly its 
method of accounting for these costs in 
1974 from a cash basis to an accrual basis 
without the Commissioner’s permission. 


See I. R. C. § 446(e). 


ESCO paid the deficiencies and then 
sought a refund as well as an additional 
deduction for the unpaid workers’ compen- 
sation liability incurred in 1973. When the 
Commissioner failed to act within the 
statutorily-prescribed period, ESCO brought 
suit under I. R. C. §8§6532(a), 7422(a). 
ESCO asserted that its deductions for 
unpaid workers’ compensation expenses 
were determined with reasonable accuracy 
and thus allowable. It also claimed that it 
had not changed its method of accounting 
for this item in 1974, but rather simply 
employed a more accurate method of deter- 
mining its accruals. Alternatively, ESCO 
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that the claims estimates were not reason- 
ably accurate because the average inaccu- 
racy for the three years in question was 
10.17% and the variance allowed in Kaiser 
Steel Corp. v. United States [83-2 usrtc 
- 99621), 717 F. 2d 1304 (9th Cir. 1983), 
was only seven percent. Jd. at 1309. The 
court also found that ESCO had changed 
its method of accounting for unpaid 
workers’ compensation claims in 1974. The 
pretrial stipulation and ESCO’s books indi- 
cated that these items had always been 
accounted for on an accrual basis. The court 
relied upon audit letters from ESCO to 
the I. R. S., however, to conclude that 
ESCO admitted that it had, prior to 1974, 
accounted for such expenses on a cash 
basis. Accordingly, it held that ESCO had 
impermissibly changed its method of ac- 
counting in 1978. ESCO appeals. We hold 
that the district court misinterpreted Kaiser 
Steel in concluding that ESCO’s estimates 
were not reasonably accurate. Further, the 
court’s reliance on, and characterization of, 
ESCO’s audit letters was clearly erroneous. 


Discussion 


I. Reasonable Accuracy Issue. Under the 
“all-events” test of Treas. Reg. § 1.461-1 
(a)(2), an incurred but paid expense may 
be deducted by an accrual basis taxpayer 
if the liability for the expense is fixed and 
the amount of the expense can be deter- 
mined with reasonable accuracy. As the 
district court correctly noted, Kaiser Steel 
controls the question of how the reasonable 
accuracy requirement applies to deductions 
for estimates of future expenses for incurred 
workers’ compensation claims. In Kazser 
Steel, we held that estimates based upon 
industry-wide standards that were more 
accurate than those of the industry as a 
whole were reasonably accurate. 717 F. 2d 
at 1308-09; see also H. R. Rep. No. 432, 
98th Cong., 2d Sess. (1984), reprinted in 
U. S. Code Cong. & Ad. News, Legislative 
History of Deficit Reduction Act of 1984, 
P. L. 98-369, at 222 (1984) (discussing 
Kaiser holding). 


Kaiser Steel established that the pertinent 
inquiry is whether the estimate of expenses 
was made with reasonable accuracy on the 
-basis of facts and procedures available to 
the taxpayer at the end of the tax year in 
question. 717 F. 2d at 1308. This is tested 
by examining the reasonableness, reliability, 
and acceptance of the taxpayer’s method- 
ology, as well as evaluating the estimates 
on the basis of actual experience in hind- 
sight. Jd. at 1308-09. The decision that 
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Kaiser Steel’s estimates were reasonably 
accurate was supported by comparisons of 
various estimates to actual experience that 
showed Kaiser Steel had understated its 
workers’ compensation liability from. 7% 


to 17%. 


Kaiser Steel also held that workers’ com- 
pensation estimates could be tested for ac- 
curacy on the basis of aggregate estimates 
rather than by each individual claim. Jd. 
at 1309-10. In support of this, we noted that 
Kaiser Steel’s reserve for liability had 
proven to be accurate to within 7% of 
actual payments. Moreover, this percentage 
represented an underreserving. Id. 


In the present case, the district court 
considered the initial reserve-to-actual pay- 
ments comparison, which yielded a 7% in- 
accuracy in Kaiser Steel, to be dispositive 
of the reasonable accuracy issue. It noted 
that under the same test, ESCO’s witness 
found that ESCO had underreserved for 
‘ts liabilities by 5.1%, 9.9%, and 18.5% for 
1973 through 1975, respectively. The dis- 
trict court then averaged these figures 
together and held that the resulting 10.17% 
inaccuracy was “not sufficiently accurate 
for tax accounting purposes.” ESCO Corp. 
v. United States [83-2 ustc 9714], 578 
F. Supp. 738, 742 (D. Or. 1983). We find 
the holding erroneous. 


Averaging of results for all three years 
was inappropriate. Because federal taxation 
is keyed to a system of annual accounting, 
questions relating to income and taxation 
should ordinarily be analyzed on the basis 
of individual years and not in the aggre- 
gate. See Wilkinson-Beane, Inc. v. Commis- 
sioner [70-1 ustc J 9173], 420 F. 2d 352, 
356 (1st Cir. 1970) (citations omitted). The 
18.5% disparity in 1975 exaggerated the 
1973 and 1974 disparities. 


The district court also misunderstood our 
holding in Kaiser Steel because of language 
in that decision. After finding that. the 
overall estimate was accurate to within 7% 
and represented a conservative underesti- 
mate, we held that workers’ compensation 
reserves could be tested for accuracy in the 
aggregate. 717 F. 2d at 1309-10. The reso- 
lution of this issue, however, came after 
Kaiser Steel’s reserves had been determined 
to be reasonably accurate. We did not in- 
tend to imply that the 7% comparison was 
the sole indicator of reasonable accuracy. 


In Kaiser S teel, the commercial and sci- 
entific reasonableness, as well as the indus- 
try acceptance, of the taxpayer’s reserving 
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methodology were important considera- 
tions in determining reasonable accuracy. 
Various hindsight evaluations of the tax- 
payer’s reserves were also relied upon, but 
they were not dispositive. The limited sig- 
nificance attached to hindsight evaluation is 
borne out by Wien Consolidated Airlines, 
Inc. v. Commissioner [76-1 ustc J 9174], 528 
F. 2d 735, 738 (9th Cir. 1976). That case 
involved deductions for estimated workers’ 
compensation death benefits paid to surviv- 
ing children and spouses. The taxpayer 
was required to make surviving spouse 
payments until the death or remarriage 
of the spouse. In its estimates of liability, 
the taxpayer made no provision for the 
spouses’ remarriage and the Commissioner 
challenged the deduction taken with re- 
spect to these amounts. Although it noted 
that two of the three spouses had re- 
married, the Wien opinion only required the 
taxpayer to demonstrate that its estimates 
had included some probability of remar- 
riage. Our refusal to rely on actual experi- 
ence in Wien illustrates that the key 
consideration is whether the estimates 
could have been expected to be reasonably 
accurate when made. 


In this case, the uncontroverted testi- 
mony of the expert witnesses establishes 
that ESCO’s estimates were based on rea- 
sonable, commercially accepted standards 
and that they were more accurate than the 
industry norm in Oregon. Moreover, con- 
sidering all of the hindsight evaluations 
relied upon in Kaiser Steel, the ESCO esti- 
mates are at least as accurate as the esti- 
mate we allowed there. The year-end loss 
development factor in Katser Steel indi- 
cated that the taxpayer would eventually 
pay out 117% of the liability reported on 
its tax return. The ESCO loss develop- 
ment factors indicate that ESCO will pay 
out 105%, 108%, and 110% of its reported 
liability for 1973 through 1975, respectively. 
Although ESCO’s estimate for 1975 was 
less accurate than the estimate in Kaiser 
Steel, the loss development factor indicates 
that ESCO’s methodology was more accurate. 


The government notes that legislation 
overruling the Kaiser Steel accrual allow- 


understated the time value of money. Id. 
This consideration argues for acceptance 
of conservative underestimates of liability 
such as the ones in this case. Kaiser Steel 
recognized this, see 717 F. 2d at 1310. It 
was a proper consideration for the district 
court in this case. 


Although the government disputes the 
methodology used to assess ESCO’s re- 
serving performance, we conclude that the 
statistical testing was both proper and not 
significantly different from that employed. 
in Kaiser Steel. Further, there is undisputed 
evidence that ESCO’s estimates were rea- 
sonable, generally-accepted, and better than 
the industry norms. We ‘reverse the dis- 
trict court’s holding on this issue. 


Il. Change of Accounting Method Issue. 
We understand but disagree with the dis- 
trict court’s holding that ESCO had 
changed its method of accounting in 1974 
by deducting future workers’ compensation 
expenses for the first time. Under I. R. C. 
§ 446, any change in an overall accounting 
plan or in the accounting treatment of a 
material item requires the approval of the 
Commissioner. The record reflects the ab- 
sence of the Commissioner’s permission. 


ESCO contends that Joint Stipulation of 
Fact No. 26 establishes that its workers’ 
compensation claims expenses were ac- 
counted for on an accrual basis. This is 
not disputed; the district court acknowl- 
edged the import of this evidence. ESCO, 
578 F. Supp. at 743. It found, however, that 
the stipulation was contradicted by certain ad- 
missions ESCO had made in various letters to 


‘the IRS. The district court concluded that 


this evidence was controlling and held that 
ESCO had changed its method of account- 
ing for workers’ compensation claims in 1974. 


ESCO makes a preliminary argument 
that the audit letters relied upon by the 
district court were not admissible under 
Fed. R. Evid. 408, because they were writ- 
ten as part of an attempt to negotiate a 
settlement. The government responds that 
the audit involved no settlement negotia- 
tions, so that Rule 408 is inapplicable. It 
was not error to admit the letters. ESCO 


did not object to a ad 
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to object to admission of the letters under 
Rule 408. It failed to make timely and 
specific objections on that ground. Fed. 
R. Evid. 103(a)(1). 


In spite of this, we agree with ESCO’s 
. contention that the letters establish only 
that, prior to 1974, it was deducting that 
portion of accrued expenses represented by 
its actual cash expenditures. ESCO claims 
to have followed this procedure because 
the forecasting methodology it employed 
prior to 1974 was incapable of estimating 


its accrued claims expenses with the rea-- 


sonable accuracy required by the regula- 
tions. The use of a more sophisticated 
forecasting methodology in 1974, ESCO 
further asserts, allowed it to estimate ac- 
curately, and therefore deduct, its entire 
workers’ compensation claims expenses. 
ESCO argues that its actions constitute an 
acceptable accrual accounting practice sanc- 
tioned by the regulations. 


Once a liability is fixed, the regulations 
allow a taxpayer presently to deduct only 
that portion of its accrued expenses that 
can be estimated with reasonable accuracy 
and deduct the rest in later years. Treas. 
Reg. § 1.461-1(a)(2). The ESCO letters 


merely indicate that ESCO was deducting 
its workers’ compensation claims expenses 
in accordance with this procédure. 


If ESCO deducted only a portion of its 
accrued expenses prior to 1974 because of 
insufficient statistical data and forecasting 
methodologies, the use of more sophisti- 
cated techniques in 1974 cannot be con- 
sidered a change in accounting method. 
The new techniques more accurately pre- 
dicted ESCO’s expenses and allowed it to 
avoid the underaccruals it had been experi+ 
encing. The increased deductions in 1974 
are the result of “a changé in treatment 
resulting from a change in underlying 
facts.” Id. § 1.446-1(e)(2)(ii)(b). It is not 
a change in accounting method. Id. 


The letters are unambiguous and applica- 
tion of the regulations to them is, therefore, 
a question of law subject to de novo re- 
view. See United States v. One Twin Engine 
Beech Airplane, 533 F. 2d 1106, 1108 (9th 
Cir. 1976). Review of the letters indicates 
that the trial court’s conclusion that ESCO 
employed a cash basis method of account- 
ing prior to 1974 is erroneous. 


Reversed and remanded for computation 
of the refund due to ESCO. 


{7 9148] John B. Hill, Jr., Plaintiff v. United States of America, et al., Defendants. 
U. S. District Court, Mid. Dist. Tenn., Civil Action No. 3:84-0722, 11/13/84.—(599 


FSupp 118.) 


[Code Secs. 6702 and 7401] 


Civil penalty: Frivolous return: Attorney fees—Taxpayers who claimed that they 
owed no taxes because wages were not includible in income were penalized for filing a 
frivolous return. Attorney fees could not be awarded to the government under 28 U. S. C. 
§ 1927 because that section authorizes fees only from attorneys who vexatiously prolong 
suits. Here, the taxpayers proceeded pro se. Back references: {[5595G.70 and 5752.054. 


John B. Hill, Jr., 847 Allen Road, Nashville, Tenn. 37214, pro se. 


Greg Nelson, 


Department of Justice, Washington, D. C. 20530, for defendants. 


Memorandum Opinions and Orders 


NEESE, Senior Judge: This is a pro se 
civil action by him for the judicial review 
of an assessment by the Internal Revenue 
Service (IRS) of a civil penalty against 
the plaintiff and his spouse for filing a 
“frivolous” tax return. 28 U.S. C. §§ 1340, 
1346(a); 26 U. S. C. §§6703(c), 7422(a). 
The defendants’ moved for a summary 
judgment, contending that, as a matter of 
law, such assessment was proper. Rule 
56(b), F. R. Civ. P. Such motion has merit. 


1The Commissioner of Internal Revenue is 
not a proper defendant herein. 26 U. S. C. 
§ 7422(f). 
this action hereby is DISMISSED sua sponte 
for the failure of the plaintiff to state a claim 
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Accordingly, as to such defendant, 


Jhe 


The material facts are not in genuine 
dispute, see Rule 56(c), F. R. Civ. P.: The 
plaintiff Mr. John B. Hill, Jr. and his wife 
Deborah ? filed with the IRS an “Amended 
U. S. Individual Income Tax Return” 
(Form 1040X) on which: they sought to 
reduce their federal income-tax liability 
for the calendar year 1980 by decreasing 
substantially the amount they had reported 
as taxable-income on their original return 
upon which relief could be granted. Myers v. 
Davis, 467 F. Supp. 8, 9, n. 2 [2] (D. C. Tenn. 


1978). Ser 
2Mrs. Hill is not a party to this action. 
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for that year.’ In support of their amended 
return and claim for a refund, Mr. and 
Mrs. Hill resurrected the long-defunct ar- 
gument that wages (that is, monetary com- 
pensation received in return for personal 
services rendered) did not constitute “in- 
come” and therefore were not subject to 


the federal income tax.* 


Not surprisingly, the IRS disagreed with 
the view of Mr. and Mrs. Hill that their 
wages were not taxable; it disallowed their 
claimed refund and assessed them in addi- 
tion with a civil-penalty in the amount of 
$500 for filing a “frivolous” tax-return. See 
26 U. S. C. § 6702. The required 15% thereof 
was paid by the taxpayers, and Mr. Hill 
commenced this action to abate the assess- 
ment and recover the amount paid. 26 


U.S.C. § 6703 (Ee). 


Undoubtedly, Mr. and Mrs. Hill received 
some rather poor tax-advice;° for, if any- 
thing in our tax law is clear, it is that: 
“* * * WAGES ARE INCOME. * * *” 
United States v. Koliboski,~ 732 F. 2d 1328, 
1329, n. 1 (7th Cir. 1984). The Supreme 
Court of the United States upheld in 1926 
the application of the federal income tax 
to “* * * items of income [which] were 
received by the taxpayers as compensation 
for their services as consulting engineers 
* * *” Metcalf & Eddy v. Mitchell [1 ustc 
1,157]; 269: UL S. S14) SIS AGnS siGty 172, 
173, 70 L. Ed. 384 (1926), and no Court 
of the land has ever held or suggested that 
the Congress could not tax constitutionally 


wages as income. The Court of Appeals for 


this Circuit (with a retired Associate Justice 
of the United States Supreme Court partici- 


pating) rejected flatly this argument only a 
few days ago and, in so doing, assessed sanc- 
tions for taking a “frivolous appeal” against a 
taxpayer who contended differently in his suit 
for a refund. Perkins v. Commissioner of 
Internal Revenue Service [84-2 ustc J 9898], 
— F. 2d —, — (6th Cir., no. 83-1716, de- 
cided and filed October 31, 1984). 


are Compensation for labor or serv- 
ices, paid in the form of wages or salary, 


has been universally held by the courts of 


this republic to be income, subject to the 
income tax laws currently applicable. * * *” 
United States.v. Romero [81-1 ustc J 9276], 
640 F. 2d 1014, 1016 (9th Cir. 1981). On 
this point, the courts are in unanimous 
agreement, and any contention to the con- 
trary is patently frivolous. Davzis v. United 
States Government [84-2 ustc J 9808], 742 F. 
2d 171, 172 (Sth Cir. 1984); Funk v. C. I. R. 
[82-2 ustc J 9555], 687 F. 2d 264, 265 [1,2] 
(8th Cir. 1982) (contrary contention “is 
clearly frivolous”); United States v. Moore, 
692 F. 2d 95, 97 [4] (9th Cir. 1982); United 
States v. Lawson [82-1 ustc J 9197], 670 F. 
2d 923, 925 [1] (10th Cir. 1982) (contrary 
contention “is specious”) ; Lonsdale v. C. I. R. 
[81-2 ustc J 9772], 661 F. 2d 71, 72 [2] (5th 
Cir. 1981) (contrary contentions “are stale 
ones, long settled against them. As such, 
they are frivolous.”); United States v. Buras 
[81-1 ustc 9126], 633 F. 2d 1356, 1361 
[11], [12] (9th Cir. 1980); Broughton v. 
Umited States [80-2 ustc 9728], 632 F. 2d 
706, 707 [2] (8th Cir. 1980), cert. den., 450 
U. S. 930, 101 S. Ct. 1390, 67 L. Ed. 2d 363 
(1981) (contrary contention “is frivolous and 
totally devoid of merit”); Hayward v, Day 


3 Specifically, Mr. and Mrs. Hill sought to 
reduce their taxable-income from $18,646 to ‘‘0”’ 
and their corresponding tax-liability from 
$2,186 to ‘‘0’’. 

4The Sixteenth Amendment to our Constitu- 
tion, which was ratified on February 3, 1913, 
empowered the Congress ‘‘* * * to lay and 
collect taxes on incomes, from whatever source 
derived, * * *’’ without the necessity of appor- 
tioning such taxes among the states according 
to census or enumeration of population. Many 
years ago, the Supreme Court defined ‘“‘in- 
come’’, as that term is used in the Sixteenth 
Amendment, ‘‘* * * ‘as the gain derived from 
capital, from labor, or from both combined’ 

: Hisner wD. ae AB. poe W a 252 


different language: ‘‘They argue that compen- 
sation for labor is not constitutionally subject 
to the federal income tax, that an individual’s 
labor is capital in which he or she possesses 
a property right, that an individual has the 
right to exchange that property for other 
property, i.e. money, and that such a trans- _ 
action is an equal exchange which does not ae 
rise to any profit. Funk v. C. I. R., infra, 687 

F. 2d at 265. 

5 The new generation of howe who assert the 
wages-are-not-income theory ‘‘* * * seem[s] to 
have been inspired by various tax protesting 
groups across the land who postulate weird and 
illogical theories of tax avoidance, all to the 
ge of the common. weal of themselves.” 
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[80-1 ustc $9296], 619 F. 2d 716, 717 (8th 
Cir. 1980), cert. den., 446 U. S. 969, 100 S. Ct. 
2951, 64 L. Ed. 2d 830 (1980) (contrary claims 
are frivolous); United States v. Francisco 
[80-1 ustc J 9196], 614 F. 2d 617, 619 [9] (8th 
Cir. 1980), cert. den. 446 U. S. 922, 100 
S. Ct. 1861, 64 L. Ed. 2d 278 (1980); Adams 
v. United States [78-2 ustc 9752], 585 
F. 2d 1060, 1063 [2] (Ct. Cl. 1978); United 
States v. Russell [78-2 ustc 79814], 585 F. 
2d 368, 370 [5] (8th Cir. 1978); Wilson v. 
United States [69-2 ustc 7 9490], 412 F. 2d 
694, 695 [1] (1st Cir. 1969) ; Marks v. United 
States [68-1 ustc f 9260], 391 F. 2d 210, 211 
[3] (9th Cir. 1968), cert. den., 393 U. S. 839, 
89 S. Ct. 116, 21 L. Ed. 2d 109 (1968); 
C. I. R. v. Daehler [60-2 ustc 7 9565], 281 
F. 2d 823, 825 [2] (5th Cir. 1960); see 
Lucas v. Earl [2 ustc J 496], 281 U. S. 111, 
114, 50 S. Ct. 241, 74 L. Ed. 731 (1930) 
(“There is no doubt that the statute could 
tax salaries to those who earned them 
* * *."); Stratton’s Independence, Ltd. v. 
Howbert, 231 U. S. 399, 415, 34 S. Ct. 136, 
140-141, 58 L. Ed. 285 (1913) (“the earnings 
of the human brain and hand when unaided 
by capital * * * are commonly dealt with 
in legislation as income.’’). 


II, 


In 1982, the Congress amended the Inter- 
‘nal Revenue Code to provide that an indi- 
vidual shall pay a civil-penalty of $500 if 
he or she files “what purports to be” a 
tax-return which (1) contains information 
that on its face indicates that the self- 
assessment of tax due is substantially incor- 
rect, and (2) is based on a position which 
is frivolous. 26 U. S. C. § 6702(a)(1)(B), 
(2)(B)." Whether a document filed with 
the IRS falls within the scope of this 
statute is a question of law for the Court 
to decide. Holker v. United States [84-2 ustc 
{ 9602], 737 F. 2d 751, 752 (8th Cir. 1984). 
This Court concludes, as a matter of law, 


that the amended tax-return, filed by Mr. 
and Mrs. Hill for the calendar-year 1980, 
was a frivolous return within the purview 


of § 6702(a), supra. 


The document filed by the Hills pur- 
ported clearly to a tax-return and, specif- 
ically, purported to be an “Amended U. S. 
Individual Income Tax Return” (Form 
1040X).° Additionally, their amended re- 
turn (together with the documents submit- 
ted therewith) contained information which, 
on its face, indicated that their self-assess- 
ment of tax-due was substantially incorrect, 
in that it reflected they had earned wages 
of $18,646 but had asserted no tax was 
owed thereon. Davis v. United States Gov- 
ernment, supra. Lastly, the amended return 
was based on a position—that wages were 
not taxable-income—which was frivolous, 
as the many cases cited, supra, have held. 


The Secretary of the Treasury met his 
burden of demonstrating that the plaintiff 
is liable for the penalty assessed under 
§ 6702, supra. See 26 U. S. C. § 6703(a). 
The motion of the defendant for a summary 
judgment hereby is 


GRANTED, and judgment will enter 
that the plaintiff hereby is 


DENIED all relief herein.’ 
Til. 


The defendant moved the Court also to 
award it a reasonable attorney’s fee under 
the provisions of 28 U. S. C. § 1927.° That 
statute, however, “* * * permits assessing 
fees against lawyers, not litigants * * *.” 
Knorr Brake Corp. v. Harbil, Inc., 556 F. 
Supp. 484, 486 [1], n.3 (D. C. Ill. 1983), 
revd (on other grounds) 738 F. 2d 223 
(7th Cir. 1984); accord: Chicago Regional 
Port Dist. v. Feroslag, Inc., 531 F. Supp. 
401, 402 n.3 (D.C. Ill. 1982); see United 
States v. Ross, 535 F. 2d 346, 349 (6th Cir. 
1976) (“the statute employs the unusual 
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(1) any individual files what purports to be 
a return of that tax imposed by subtitle A but 
which— ; 

(A). does not contain information on which 
the substantial correctness of the self-assess- 
ment may be judged, or 

(B) contains information that on its face in- 
dicates that the self-assessment is substantially 
incorrect; and 

(2) the conduct referred to in paragraph (1) 
is due to— 

(A) a position which is frivolous, or 

(B) a desire (which appears on the purported 
return) to delay or impede the administration 
of Federal income tax laws, 
then such individual shall pay a penalty of 
$500. *-* *"” 26, U.S. :C.°§:6702(a)- 
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8 The plaintiff's argument, that what he and 
his wife filed did not constitute a tax return, 
is irrelevant; the statute is concerned with any 
document that ‘‘purports’’ to be a tax-return 
regardless of whether it actually amounts to 
a tax-return. i 

® The clerk will prepare, sign, and enter sych 
judgment. Rule 58(1), F. R. Civ. P. 

10 ‘Any attorney or other person admitted to 
conduct cases in any court of the United States 
or any Territory thereof who so multiplies the 
proceedings in any case unreasonably and vexa- 
tiously may be required by the court to satisfy 
personally the excess costs, expenses, and at- 
torneys’ fees reasonably incurred because of 
such conduct.” 28 U. S. C. § 1927. 
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approach of requiring an attorney person- 
ally to pay costs instead of the customary 
one of placing the responsibility for them 
upon a litigant”). Since the plaintiff is not 
represented by a lawyer herein, § 1927 sim- 
ply has no application. 


The motion of the defendant for an 
attorney’s fee under 28 U. S. C. § 1927 
hereby is 


DENIED. 


Although attorney’s-fees are not being 
awarded herein, litigants who continue to 
assert that wages are not taxable-income 
are forewarned that, in future cases of this 
nature (including those pending), the United 
States may well be entitled to recover its 
attorney’s-fees. 
not authorized by statute, “* * * it is 
unquestioned that a federal court may 
award counsel fees to a successful party 
when his opponent has acted ‘in bad faith, 
vexatiously, wantonly, or for oppressive rea- 
Sonssah.*, +s -Lalled) Colemal2eUs Sealasos 
93 S. Ct. 1943, 1946 [3], 36 L. Ed. 2d 702 
(1973). 


This Court has now ruled that wages 
and salaries are taxable-income; that any 
contention to the contrary is patently friv- 
olous; that any document which purports 
to be a federal income-tax return (or an 
amended return) and which attempts to 


Even where such fees are 


reduce one’s tax-liability by excluding 
wages or salaries from taxable-income, on 
the ground that they do not constitute 
taxable-income, is frivolous within the 
meaning of 26 U. S. C. § 6702(a); and that, 
where one has filed such a document with 
the IRS, the assessment of the $500 civil- 
penalty mandated by §6702(a), supra, is 
proper. Under these circumstances, it is 
highly unlikely that any similar lawsuit 
could be maintained in anything other than 
bad-faith. See United States v. Koliboski, 
supra (“Any reading of tax cases by would- 
be tax protesters now should preclude a 
claim of good-faith belief that wages—or 
salaries—are not taxable.’’) ~ 


The Court of Appeals for this Circuit 
has warned litigants that, in future cases 
which assert the frivolous claim that wages 
are not taxable-income, it will not hesitate 
to award attorneye’ fees to the United 
States, Perkins v. Commissioner of Internal 
Revenue, supra, — F. 2d at —, and this Court 
now sounds a similar warning. When our 
government is forced to expend the dollars 
of those who pay their taxes, to defend itself 
against the meritless lawsuits of those who 
seek to avoid paying their taxes through 
the assertion of wholly frivolous positions, 
reimbursement by those who have put their 
fellow citizens to such an unwarranted 
expense is entirely warranted. 


[9149] James H. Betz, Plaintiff-Appellant v. United States of America, Defend- 


ant-Appellee. 


U. S. Court of Appeals, 10th Circuit, No. 84-1816, 1/22/85.—(753 FSupp 834.) Affirm- 


ing and remanding an unreported District Court decision. 


[Code Sec. 6702] 


Penalties, civil: Frivolous return: Constitutional claims: Frivolous appeal: Double 
costs and attorney’s fees—The taxpayer was liable for the frivolous return penalty be- 
cause he filed an incomplete return and asserted only frivolous constitutional objections. 
The taxpayer’s assertion on appeal of a broad Fifth Amendment privilege was frivolous 
and the court imposed attorney’s fees and double costs against the taxpayer under Rule 
38 of the Federal Rules of Appellate Procedure. Back references: J 5595G.02 and 5880.36. 


James H. Betz, pro se. Richard Allen Stacy, United States Attorney, Cheyenne, 
Wyoming 82001, Clean L. Archer, Jr., Assistant Attorney General, Michael L. Paup, 
William S. Estabrook, William P. Wang, Department of Justice, Washington, Ds Ge 
20530, for defendant-appellee. 
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Dillon, Sr. v. U.S. 


ternal Revenue pursuant to 26 U. S. C. 
§ 6702 for filing his federal income tax re- 
turn for fiscal year 1982 without providing 
any information from which tax liability could 
be computed. 


Thereafter, the Internal Revenue Service 
(IRS) assessed the $500 frivolous return 
penalty provided by 26 U. S. C. § 6702 
against the plaintiff. Plaintiff paid seventy- 
five dollars of the penalty as allowed by 26 
U.S. C. § 6703(c) and subsequently brought 
the refund suit in district court. 


In the district court, plaintiff contended 
that the penalty was improperly assessed 
because of his allegedly lawful assertion of 
the Fifth Amendment and that the Tax 
Equity and Fiscal Responsibility Act of 
1982, which added 26 U. S. C. § 6702, was 
unconstitutional. The district court con- 
cluded that plaintiff’s Fifth Amendment as- 
sertion was legally frivolous and that the 
Tax Equity and Fiscal Responsibility Act 
of 1982 was constitutional. 


On appeal, plaintiff’s only contention is 
that the district court erred in granting 
summary judgment in favor of the defend- 
ant because the defendant failed to prove 
that plaintiff's Fifth Amendment claim was 
invalid. Plaintiff does not raise the issue 
of the constitutionality of the Tax Equity 
and Fiscal Responsibility Act on appeal. 


It is well settled that the Fifth Amend- 
ment general objection is not a vaild claim 
of the constitutional privilege. Martinez v. 
Internal Revenue Service [84-2 ustc J 9811], 
744 F. 2d 71 (10th Cir. 1984) ; United States 
v. Stillhammer [83-1 ustc J 9349], 706 F. 2d 
1072, 1076 (10th Cir. 1983). Moreover, this 


court has imposed sanctions where this broad 
Fifth Amendment privilege has been asserted. 
Moulton v. Commissioner [84-1 ustc § 9455], 
733 F. 2d 734 (10th Cir. 1984). 


The Commissioner urges that sanctions 
be imposed on the taxpayer for bringing a 
legally frivolous appeal. Courts have the 
inherent power to impose a variety of sanc- 
tions on both litigants and attorneys in 
order to regulate their docket, promote 
judicial efficiency, and deter frivolous. fil- 
ings. See, e.g., Roadway Express, Inc. v. 
Piper, 447 U. S. 752, 764-67, (1980); Link v. 
Wabash R. Co., 370 U. S. 626, 632 (1962) ; 
Whitney v. Cook, 99 U. S. 607 (1878). In 
addition, Fed. R. App. P. 38 and 28 U. S.C. 
§ 1912 provide that a court of apppeals may 
award just damages and single or double 
costs and attorney’s fees for the taking of 
peal is frivolous” or brought for purposes 
of delay. This court has imposed double 
costs and attorneys’ fees for the taking of 
frivolous appeals in other contexts. See 
e.g., United States v. Rayco, Inc., 616 F. 2d 
462, 464 (10th Cir. 1980). 


In light of plaintiff's legally frivolous 
arguments, the award of attorney’s fees and 
double costs is justified. 


Accordingly, attorney’s fees and double 
costs are hereby imposed against plaintiff 
for the taking of a legally frivolous appeal. 
The matter is REMANDED to the district 
court to make the appropriate determina- 
tions. The judgment of the United States 
District Court for the District of Wyoming 
is AFFIRMED. 


The mandate shall issue forthwith. 


[79150] Harry Dillon, Sr., and Faye Dillon, Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, West. Dist. Wash., at Tacoma, No. C83-214T, 1/2/85. 


[Code Sec. 1] 

Indians: Smokeshop income: Medicine Creek Treaty of 1854.—Income earned by 
members of the Puyallup Indian Tribe, who were the sole proprietors of a smokeshop 
located on the Puyallup Indian Reservation, was subject to federal income taxation be- 
cause there was no exemption under the Medicine Creek Treaty of 1854 or any act of 
Congress. The language of Article 12 of the Treaty does not contain a clearly expressed 
exemption from taxation but merely imposes a geographic limitation on trade. Back 
reference: {[ 422.1153. 

Matthew W. Stanley, Gordon, Thomas, Honeywell, 2200 First Interstate Plaza, 
Tacoma, Wash. 98401, for Harry Dillon, Sr., Richard M. Berley, Ziontz, Pirtle, Moresett, 1100 
Olive Way, Seattle, Wash. 98101, for Faye Dillon, Janet Jordan Dillon, 5505 20th St., E., 
Tacoma, Wash. 98424. Charles Pinnell Assistant United States Attorney, Seattle, Wash. 
98104, for defendant. ; : 

Findings of Fact and Conclusions of Law 


Tanner, District Judge: THIS MATTER 
came on regularly for trial before the above- 
entitled Court sitting without a jury. Janet 
Jordan Dillon, Matthew W. Stanley, and 
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Richard M. Berley appeared as counsel for 
Plaintiffs, and Scott Milburn, attorney for 
the U. S. Department of Justice, appeared 
as counsel for Defendant. The Court hav- 
ing heard the testimony and examined the 
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evidence offered by the respective parties, 
and having heard and read the argument 
of counsel, now makes the following: 


Findings of Fact 


1. During 1974 and 1975, the tax years 
at issue, Plaintiffs resided together as hus- 
band and wife. Plaintiffs are enrolled mem- 
bers of the Puyallup Indian Tribe. 


2. During the years in issue, Plaintiffs 
operated, as sole proprietors, a smoke shop 
located on the Puyallup Indian Reservation. 
The principal business conducted at the 
smoke shop was the sale of cigarettes. 


3. Plaintiffs filed a joint federal income 
tax return for 1974 and did not file a return 
for 1975. Defendant assessed additional 


income taxes, plus interest and penalties ~ 


for both years and thereafter abated a 
portion of the assessments, including all 
assessed penalties. Plaintiffs paid to De- 
fendant $57,939.97, representing the tax 
and interest alleged by Defendant to be 
due from Plaintiffs for the years 1974-1975. 
The taxes relate to smoke shop income. 


4. Plaintiffs claim an exemption under 
the Medicine Creek Treaty of 1854, herein- 
after referred to as “Treaty”, 10 Stat. 1132 
(1855), to which the Puyallup Indians were 
signators. 


5. Article 12 of the Treaty states as 
follows: 


The said tribes and bands finally agree 
not to trade at Vancouver’s Island, or 
elsewhere out of the dominions of the 
United States; nor shall foreign Indians 
be permitted to reside in their reserva- 
tions without consent of the superintend- 
ent or agent. 


From the foregoing Findings of Fact, 
the Court now makes the following: 
Conclusions of Law 


1. Jurisdiction is vested in the Court 
pursuant to Title 28 U. S. C. § 1346(a)(1). 


The sovereign immunity of the United 
States was waived by Title 26 U. S. C. 
§ 7422. 


2. The income of an Indian is Bante 
to federal taxation unless a treaty or act 
of Congress contains a “clearly expressed” 
exemption from taxation. Squire v. Capoe- 
man [56-1 ustc § 9474], 351 U. S. 1, 6 
(1956); Commissioner v. Walker [64-1 ustc 
{ 9208], 326 F. 2d 261, 263 (9th Cir. 1964). 


3. Plaintiffs, who are Indians, must in- 
clude in gross income from the operation 
of their smokeshop unless they can demon- 
strate that the Treaty contains a clearly 
expressed exception from taxation. 


4. Extrinsic evidence can be used to 
construe a treaty only after it has been 
shown that the language contained in a 
treaty provision is ambiguous and capable 
of having several meanings. Nielsen v. 
Johnson, 279 U. S. 47, 52 (1929); Hidalgo 
County Water Control & Improvement Dis- 
trict v. Hendrick, 226 F. 2d 1, 8 (5th Cir. 
1955), cert. denied, 350 U. S. 983 (1956). 


5. The language of Article 12 of the 
Treaty is not ambiguous. It clearly sets 
out a geographic limitation on Indian trade 
after the Treaty was agreed upon and 
concluded. 


6. The language of Article 12 does not 
contain a clearly expressed exemption from 
taxation. It does not even remotely refer 
to taxation. It merely imposes a geo- 
graphic limitation on trade. 


7. Plaintiffs’ smokeshop income is tax- 
able because the Treaty does not contain 
a clearly expressed exemption from taxa- 
tion. 


8. The clerk of the court shall enter 
Judgment in favor of the United States 
and dismiss the case. 


[9151] Josie Pia, Trustee v. The United States. 
U.S. Claims Court, No. 572- 82C, 1/14/85 —(7 ClsCt 208.) 
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that the plaintiff’s claim of misrepresentation was meritless because he took title pursuant 
to a quitclaim deed and various disclaimers as to the state of title. Therefore, the IRS’s 
motion for summary judgment was granted in part, but the case was set for trial with 
regard to the plaintiff’s allegation that the IRS’s failure to timely deliver the deed 
prejudiced him in the subsequent foreclosure action by the superior lienholder. Back ref- 


erence: {[ 5374B.05. 


William Steven Paleos, Wheatley & Wallesen, 2600 Virginia Ave., N. W., Washing- 
ton, D. C. 20037, for plaintiff. Jane W. Vanneman, Richard K. Willard, Acting Assistant 
Attorney General, Department of Justice, Washington, D. C. 20530, Stephen Ash, Internal 
Revenue Service, Washington, D. C. 20224, for defendant. 


Opinion 


Merow, Judge: This case comes before 
the court on cross-motions for summary 
judgment. Josie C. Pia, plaintiff, as trustee 
for Jack Massengale, seeks recovery from 
actions taken by the United States, Inter- 
nal Revenue Service (IRS). 


Facts 


The dispute arises out of an April 22, 
1981 tax sale of real property in which 
the defendant sold the residence of a de- 
linquent taxpayer at a public auction to 
plaintiff for $28,000. Prior to the sale the 
IRS issued a formal notice of public auc- 
tion sale which read, in pertinent part: 


Title Offered: 


Only the right, title, and interest of 
James & Mary J. Rynes in and to the 
property will be offered for sale. If re- 
quested, the Internal Revenue Service 
will furnish information about possible 
encumbrances, which may be useful in 
determining the value of the interest 
being sold. * * * 


In addition, on February 19 and March 
6, 1981 the IRS advertised the sale in the 
Washington Star. The ad stated, in per- 
tinent part: 


LEE HE Onn ERED: 


Only the right, title, and interest of 
James & Mary J. Rynes in and to the 
property will be offered for sale. If re- 
quested, the Internal Revenue Service 
will furnish information about possible 
encumbrances, which may be useful in 
determining the value of the interest 
being sold. 


NATURE OF TITLE: 


The right, title, and interest of the tax- 
payer in and to the property is offered 
for sale subject to any prior valid out- 
standing mortgages, encumbrances, or 
other liens in favor of third parties 
against the taxpayer that are superior 
to the lien of the United States. All 
property is offered for sale “where is” 
and “as is” and without recourse against 
the United States. No guaranty or war- 


1985 Standard. Federal Tax Reports 


ranty, express or implied, is made as to 
the validity of the title. * * * No claim 
will be considered for allowance or ad- 
justment or for rescission of the sale 
based on failure of the property to con- 
form with any expressed or implied 
representation. 


The the auction, prior to the sale, IRS 
revenue officer Paul J. Eubank read aloud 
an IRS disclaimer, “Opening Statement for 
Auction Sale,” which included the above- 
quoted statements. Pursuant to IRS stand- 
ard procedures, Mr. Eubank also distributed 
to all bidders a copy of the notice of public 
auction sale and a copy of the notice of 
encumbrances against property offered for 
sale. The latter notice showed no encum-. 
brances on the property, but also stated: 


The Internal Revenue Service does not 
in any way warrant the correctness or 
completeness of the above information, 
and provides the information solely to 
help prospective bidders determine the 
value of the interest being sold. The 
above taxpayer’s interest may be affected 
by claims not shown here. Bidders 
should, therefore, verify for themselves 
the validity, priority and amount of en- 
cumbrances against the property offered 
for sale. 


Prior to the sale Mr. Massengale called 
and spoke with Mr. Eubank about the 
property. The contents of the telephone 
conversation are disputed. Plaintiff con- 
tends defendant stated “There were no 
superior encumbrances on the subject prop- 
erty and that the property was in excellent 
condition.” Defendant claims Mr. Massen- 
gale was informed only that a search had 
been made and no prior encumbrances 
were found. 


The property was sold to plaintiff, Josie 
Pia, as trustee for Mr. Massengale, at the 
auction. Although the deed and certificate 
of sale were to be issued in Pia’s name, Mr. 
Massengale actually paid for the property. 
After the tax sale it became known that 
there was an outstanding encumbrance on 
the property. The property was mort- 
gaged to Home Federal Savings & Loan 
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Association (Home Federal). In addition, 
a notice to this effect was in the IRS files 
in the form of a 1978 Home Federal notice 
of the mortgage to the IRS. However, it 
is undisputed that revenue officer Eubank 
had no actual knowledge of the mortgage. 
After the auction Home Federal foreclosed 
on the property. Plaintiff did not receive 
notice of the action prior to the foreclosure. 


The events following the IRS tax sale 
and the explanation why plaintiff was not 
notified of Home Federal’s foreclosure are 
disputed. On April 22, 1981 defendant 
claims it issued plaintiff a certificate of 
sale for the property. The IRS could not, 
however, issue a deed until after the tax- 
payer’s 120 day redemption period expired 
on August 20, 1981 and the taxpayer failed 
to redeem the property. Defendant further 
claims that on September 2, 1981) it issued 
a quitclaim deed to Josie C. Pia, trustee, 
granting her “all of the taxpayer’s right, 
title, and interest in the property.” During 
September and October 1981 the IRS made 
efforts to contact Ms. Pia in order to trans- 
mit the deed. On December 4, 1981 Pia 
sent a notarized letter to IRS stating that 
on April 22, 1981 IRS had provided her a 
certificate of sale for the property, but that 
she had been unable to locate it, and she 
requested that the IRS forward the deed 
to her. Plaintiff maintains that she sent 
the letter in response to defendant’s request 
but that she, in fact, had not received a 
certificate of sale. On December 23, 1981 
after receipt of the letter, defendant trans- 
mitted the deed to plaintiff. According to 
plaintiff, Pia attempted to record the deed 
but was unable to do so because the deed 
was a copy. On June 16 plaintiff informed 
defendant by notarized statement that she 
had lost the deed. A second deed was is- 
sued plaintiff on June 17, 1982. Also, on 
June 17, 1982, after Home Federal had sold 
the property, plaintiff wrote defendant 
claiming that IRS failed to timely deliver 
the deed and that the property had been 
sold without notice to plaintiff. Plaintiff 
demanded a $28,000 refund. On July 8, 1982 
the IRS refused plaintiff’s refund demand. 


Plaintiff filed suit in this court seeking a 
full refund, interest, attorney’s fees and 
consequential damages, Plaintiff alleges 
that defendant violated its rules in that it 
represented the property was free of all 
liens when it knew or should have known 
this to be false; that defendant failed to 


timely deliver a ‘deed: that this resulted in 


Home Federal’s failure to notify plaintiff 
of the foreclosure action; and that the tax 
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sale was unlawful because of the circum- 
stances involving the decision to sell the 
property to collect the taxes. 


Defendant maintains that the circum- 
stances surrounding the decision to conduct 
the initial tax sale were proper and that 
plaintiff has no standing to challenge de- 
fendant’s action in this regard; that the 
title disclaimers and the quitclaim deed 
defeat plaintiff’s misrepresentation claim; 
and that plaintiff’s negligence in losing the 
certificate of sale and failing to secure and 
record the deed was the cause of plaintiff’s 
claimed injury. 


Cross-motions for summary judgment 
have been filed. For the reasons stated 
below, it is concluded that defendant’s 
motion for summary judgment on the issues 
of standing and misrepresentation is 
granted. Plaintiff’s motion on these claims 
is denied. Both motions are denied on the 
issue of timely delivery of the deed. 


Discussion 


Defendant is correct in asserting that 
plaintiff has no standing to contest de- 
fendant’s decision to conduct the tax sale. 
Simon v. Eastern Kentucky Welfare Rights 
Organization [76-1 ustc f 9439], 426 U. S. 26 
(1976); Warth v. Seldin, 422 U. S. 490 
(1975); Baskett v. United States, 2 Cl. Ct. 
356, 362-63 (1983). The proper party to 
challenge this action was the taxpayer(s) 
who originally owned the property. 


Plaintiff's second allegation is that de- 
fendant is liable because, as a part of the 
sale transaction, it stated that there were 
no outstanding liens on the property. It has 
been established that notice of the Home 
Federal mortgage was communicated to 
defendant in 1978. However, Mr. Eubank, 
the revenue agent in charge of the 1981 tax 
sale, had no actual knowledge of the lien. 
There can be no valid allegations that the 
revenue agent acted in bad faith since he 
had no actual knowledge of the lien. Plain- 
tiff argues that knowledge of the lien must 
be imputed to the United States in this 
transaction such that nondisclosure would 
constitute a breach of contract. J. A. Jones 
Constr. Co. v. United States, 182 Ct. Cl. 615, 
390 F. 2d 886 (1968). Plaintiff further 
argues this situation is similar to instances 
in government contracts in which the gov- 
ernment wrongfully failed to disclose 
information. See Hardeman-M onier-Hutcher- 
son v. United States, 198 Ct. Cl. 472, 458 F. 
2d 1364 (1972); J. A. Jones Constr. Conv: 
United States, 182 Ct. Cl. 615, 390 F. 2d 
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(1968); Helene Curtis Industries, Inc. v. 
United States, 160 Ct. Cl. 437, 312 F. 2d 774 
(1963). In the cited cases the government 
was liable for breach of contract because 
it failed to disclose information, held to be 
in its possession, which the contractor could 
not obtain elsewhere. In this case, knowl- 
edge of the outstanding lien was not avail- 
able only to the government. Plaintiff could 
have discovered the existence of the Home 
Federal mortgage had the records of the 
District of Columbia recorder of deeds 
been checked. See H. N. Bailey & Associates 
vw. United States, 196 Ct. Cl. 166, 449 F. 2d 
376 (1971). 


Plaintiff contends that the conversation 
with Mr. Eubank concerning the status of 
the property misled plaintiff in that it dis- 
couraged an independent title investigation. 
Although the precise conversation is dis- 
puted, even if the ‘court were to accept 
plaintiff's version, plaintiff's argument 
would fail. The transaction required, and 
defendant conveyed, a quitclaim deed. A 
quitclaim deed does not provide warranties. 
See Tiffany, Real Property §959 (3rd ed. 
1975). In addition, the sale was subject to 
several written disclaimers. In the notice 
of encumbrance of property offered for sale 
which was distributed and read before the 
auction, the IRS advised bidders “to verify 
for themselves” the nature of the title. The 
disclaimer also stated the property was 
offered “ ‘where is’ and ‘as is’ and without 
recourse to the United States.” When the 
government sells property with such ex- 
press disclaimers, the risk is on the pur- 
chaser. Varkell v. United States, 167 Ct. Cl. 
522, 334 F. 2d 653 (1964); American Sanitary 
Rag Co. v. United States, 142 Ct. Cl. 293, 
161 F. Supp. 414 (1958). 


In addition, the revenue agent had no 
authority to alter the conditions of the sale. 
As this court has stated: 


The doctrine found in agency law of 
apparent authority does not apply to the 
government. [Federal Crop Insurance v. 
Merrill, 332 U. S. 380, 384 (1947).] More- 
over, plaintiff has the burden of showing 
that the officials who made the alleged 
agreement * * * had the authority to 
commit the Government. Jascourt v. 


Umted States, 207 Ct. Cl. 955, 521 F. 2d 


1406, cert. denied, 423 U. S. 1032 * * * 
(1975). 
Lehner v. United States, 1 Cl. Ct. 408, 415 
(1983). 


There is no showing that Mr. Eubank had 
the authority to alter the express terms of 
the contract. Indeed, in its brief, plaintiff 
argues the IRS officer violated IRS regula- 
tions by making the statements concerning 
the title. 


Plaintiff's final claim of breach of con- 
tract, based upon defendant’s failure to 
timely deliver the deed, cannot be resolved 
at this time. The circumstances surround- 
ing the delivery of the deed and any relat- 
ing damage claims are disputed by the 
parties. Since material facts are disputed, 
summary judgment on this aspect of the 
litigation is inappropriate. Rapp v. United 
States, 2 Cl. Ct. 694 (1983); Lomas & Netile- 
ton Co. v. United States, 1 Cl. Ct. 641 (1982). 
It is unclear what the legal consequences 
would be were it determined that the deed 
was not timely delivered. This conceivably 
could constitute a breach of contract. Cf. 
Freedman v. Umted States, 162 Ct. Cl. 390, 
320 F. 2d 359 (1963). 


Conclusion 


For the reasons stated above, it is 
ORDERED: 


(1) Defendant’s motion for summary 
judgment is granted in part and denied in| 
part; 


(2) Upon conclusion of the proceedings, 
judgment shall be entered dismissing that 
part of plaintiff’s claim: premised upon any 
invalidity of the IRS auction sale and the 
existence of an unlisted encumbrance; 


(3) Plaintiff's motion for summary judg- 
ment is denied; 


(4) Counsel shall submit brief pretrial 
statements limited to the remaining issue 
of the deed delivery claims, including the 
damages, if any, claimed to relate thereto; 


(5) The statements submitted pursuant 
to (4) shall incorporate the information 
required by the separate Rule 16 order « en- 
tered this date. 


[7 9152] Kahn, Emily, Appellant v. United States of America, Appellee. 
U. S. Court of Appeals, 3rd Circuit, No. 83-1897, 1/23/85 —(753 F2d 1208.) Affirming 
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[Code Secs. 6702 and 6703] 


Penalties, civil: Frivolous returns: Tax protestors.—The $500 civil penalty for filing 
a frivolous income tax return was properly assessed against a taxpayer who had claimed 
a “war tax refusal” credit on her federal income tax return. Although the taxpayer’s 
return contained enough information for the IRS to judge the correctness of the self- 
assessment (amount of tax shown on the return) and to recalculate and assess the tax 
properly owed after it disallowed the war tax credit, the return clearly fell within the 
scope of Code Sec. 6702 since it contained information that, on its face, indicated the 
self-assessment was substantially incorrect. Imposition of the penalty did not violate 
the taxpayer’s First Amendment right to freedom of speech. In addition, the court found 
that the immediate assessment and collection of 15% of the penalty without a prior 
administrative hearing did not violate procedural due process. Without a showing of the 
likelihood of irreparable injury, governmental interest in the payment of a portion of the 
penalty outweighed any private interest that would be affected. Back Bae J 5595G.40 
and 5596A.20. 


Peter Goldberger, Whittier College, School of Law, 5353 West Third Street, Los 
Angeles, CA 90020, Alan Kahn, Abrahans & Lowenstein, 100 South Bend Street, Phila- 
delphia, PA 19110, Thomas B. Harvey, American Civil Liberties Foundation, 1324 Walnut 
Street, Philadelphia, PA 19107, of counsel, for appellant. Dawn MacPhee, Assistant United 
States Attorney, Philadelphia, Pa. 19106, Gary R. Allen, Elaine F. Ferris, Michael L. Paup, 


Department of Justice, Washington, D. 


C. 20530, for appellee. 


Before ADAMS, HiccGINBOTHAM and VAN Dusen, Circuit Judges. 


Opinion of the Court 


HIGGINBOTHAM, JR., Circuit Judge: Tax- 
payer Emily Kahn appeals from summary 
judgment in favor of the United States in 
this tax penalty refund suit under 26 U. S. C. 
§ 7422 (1982). She contests the assessment 
of a $500.00 civil penalty for filing a “frivolous 
income tax return,” under 26 U. S. C. § 6702 
(1982), summarily imposed as a result of 
her claiming a “war tax refusal” credit on 
her federal income tax return for 1982. 


This controversy presents several im- 
portant statutory and constitutional questions 
for this court’s consideration, including 
whether Emily Kahn was properly sub- 
jected to the imposition of a civil penalty 
under the ‘terms of 26 U. S. C. § 6702, and 
whether the imposition of the penalty vio- 
lated Emily Kahn’s first amendment right 
to freedom of speech. We believe, however, 
that the primary issue in this case is whether 
the due process clause of the fifth amend- 
ment requires that prior to the immediate 
imposition of a civil penalty, a taxpayer 
be afforded an opportunity for an admin- 
istrative hearing in addition to the post- 
deprivation judicial review provided by the 
statute. 26 U. S. C. § 6703 (1982). 


For the reasons that follow, we will 
affirm the decision of the district court. 
ve 


As an appellate court reviewing the grant 
of a motion for summary judgment, we 
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exercise plenary review. Our task is to 
determine whether there is no genuine issue 
as. to any material fact in dispute and 
whether the moving party, the United States, 
is entitled to judgment as a matter of law. 
Fed. R. Civ. P. 56(c); In Re Japanese Elec- 
tronic Products Antitrust Litigation, 723 F. 2d 
238, 257 (3d Cir. 1983). The parties here agree 
that the material facts are uncontroverted. 


Emily Kahn filed an individual federal 
income tax return (Form 1040A) for 1982. 
She reported her adjusted gross income as 
$15,338.03 (lines 6-12), claimed a $25 charitable 
contribution deduction, a personal exemp- 
tion of $1,000.00 and derived her taxable in- 
come of $14,313.03 (lines 13-16). She then 
calculated her tax of $2,175 from the table 
provided (line 19a). Line 19b, as set forth 
in the section of the form entitled “Tax, 
Credits and Payments”, called for informa- 
tion as to the “Advance EIC payment 
(from W-2 form(s)).” On line 19b, Emily 
Kahn crossed out the printed words and 
wrote “46% WAR TAX REFUSED (SEE 
ATTACHED LETTER).” She then sub- 
tracted this figure, $1,000.50 (4.e., 46% of 
$2,175.00), from the tax. Due to a $1.00 
arithmetic error, the total tax liability on 
line 20 was reduced by the amount of 
$999.50 instead of $1,000.50, and the figure 
$1,175.50 rather than $1,174.50 was entered 
as the difference between $2,175.00 and 
$1,000.50. Since the return reported with- 
holding in the amount of $2,296.94 (line 
17b), Emily Kahn sought a refund, on line 
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21, in the amount of $1,121.44. Had she 
not sought the “war tax” refund, a $121.94 
refund would have been due, the difference 
between $2,296.94 and $2,175.00. Appendix 
(“App.”’) at A. 8. 


Attached to the return was “An Open 
Letter to the IRS” stating that Emily Kahn 
was claiming a “War Tax Refusal Refund” 
equivalent to the estimate compiled by 
SANE (Citizens’ Organization for a Sane 
World) of the proportion of her taxes to 
be applied by the United States govern- 
ment in 1983 to military expenditures. She 
suggested that the refund she was “demand- 
ing” by her return be sent directly to the 
“Conscience and Military Tax Campaign 
Escrow Account for a World Peace Tax 
Fund.” She envisioned that the money 
would be held to collect interest and upon 
enactment of the World Peace Tax Fund 
Act, H. R. 4897, 97th Cong., Ist Sess., — 
Cong. Rec. — (daily ed. July 24, 1981), it 
would be returned to the Treasury to be 
included in a segregated portion of the 
taxes of conscientious objectors for non- 
military uses. App. at A. 9. 


The Internal Revenue Service (“the IRS’) 
immediately assessed a $500.00 penalty against 
Emily Kahn pursuant to section 6702 for 
filing a “frivolous income tax return”. She 
paid 15% of the penalty as required by sec- 
tion 6703(c) and as specified by the penalty 
notice. She then filed a claim for refund 
of the $75.00 portion of the assessed penalty 
of $500.00 (Form 843), stating: 


I filed an accurate income tax return for 
the year 1982. It was complete and 
according to protocol except for one thing 
—TI requested a refund of $1000. in “war 
taxes” because I do not wish to pay to 
support the military policies of this ad- 
ministration. This was a symbolic ges- 
ture, as I did not expect the IRS to 
refund the $1000. In actuality, I am owed 
a small sum, however (I believe approxi- 
mately $27.00—I do not have a copy of 
my return.) 


I was fined $500. for filing a “frivolous 
tax return.” I contest, as I believe that 
this return was not, indeed, frivolous, 
but a peaceful and respectable political 
gesture, one I believe I have a right to 
make as a citizen of a country which 
permits freedom of speech. I do not 
intend to pay a $500. penalty, and am 
filing this claim for refund of my 15% 
payment enclosed. I would also like the 
money I was actually owed by the IRS. 

App. at A. 5. 


‘The claim was disallowed by the Director 
of the Fresno, California, IRS Service 
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Center for the reason that: “The claim is 
based on your view that certain laws are 
unconstitutional; only the courts have the 
authority to pass on such matters.” App. 
at A. 21. 


On September 9, 1983, Emily Kahn 
brought this suit for refund in the United 
States District Court for the Eastern Dis- 
trict of Pennsylvania, alleging that the 
assessment of $500.00 and the collection of 
$75.00 was “improper, illegal and erro- 
neous,” She asserted that her tax return 
did not violate section 6702 and that even 
if application of the provision was war- 
ranted, it “violates the United States Con- 
stitution.” She sought a judgment, inter 
alia, abating the $500.00 penalty and refund- 
ing her $75.00 prepayment. App. at A. 3- 
A. 4. 


The United States filed a motion to dis- 
miss, or in the alternative, for summary 
judgment, averring that Emily Kahn “as- 
serted a frivolous position in her 1982 
income tax return.” App. at A. 6. The 
government argued that the return came 
within section 6702(a)(1)(B) in that it 
contained “information that on its face indi- 
cates that the self-assessment is substan- 
tially incorrect.” Moreover, the return 
implicated section 6702(a)(2)(A) because 
the “claiming of a war tax credit is frivo- 
lous.” According to the government, section 
6702 is constitutional and the penalty did 
not violate the first amendment because 
“the incidental suppression of speech .. . 
was justified . . . in order to maintain the 
integrity of the income tax system.” App. 
at A. 14. 


Emily Kahn answered the government’s 
motion and filed a cross-motion for sum- 
mary judgment. She maintained that her 
tax return did not violate section 6702 and 
alternatively, even if section 6702 is deemed 
to apply, it is unconstitutional because it 
has the purpose and effect of limiting 
political speech. Plaintiff's Answer to De- 
fendant’s Motion to Dismiss Or, Alter- 
natively, For Summary Judgment and 
Cross-Motion For Summary Judgment 
(E. D. Pa. No. 83-4406) at 3, 7. Judgment 
was entered in favor of the government 
from which the taxpayer now appeals. 


During the pendency of these proceed- 
ings, collection of the balance of the penalty 
has been stayed pursuant to section 
6703(c). 
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II. 


We must first decide whether section 
6702 applies to the 1982 return filed because: 
(a) Emily Kahn’s_ self-assessment was 
substantially incorrect and (b) her conduct 
was due to a position which is frivolous. 
Second, we must consider whether, even 
if the statute has been properly applied to 
her, it nonetheless violates her first amend- 
ment right to freedom of speech. Finally, 
we feel it necessary to discuss the proce- 
dural due process implications of the 
summary assessment and collection of this 
civil penalty without a prior administrative 
hearing. 


III. 


By section 326(a) of the Tax Equity and 
Fiscal Responsibility Act of 1982 (TEFRA), 
Pub. L. No. 97-248, 96 Stat. 324, Congress 
provided for the immediate assessment of a 


civil penalty of $500.00 on “any individual . 


[who] files what purports to be a return 
of [income tax]” after September 3, 1981 
where (1) the document ‘does not contain 
information on which the substantial cor- 
rectness of the self-assesment may be 
judged;” or it “contains information that 
on its face indicates that the self-assessment 
is. substantially, incorrect;;-920 (UsaS.0G, 
§ 6702(a)(1)(B), and (2) such conduct 
arises either from “a position which is 
frivolous” or from “a desire (which appears 
on the purported return) to delay or im- 
pede the administration of Federal income 
tax laws.” 26 U. S. C. § 6702(a)(2)(A).* 


Initially, Ms. Kahn asserts that the pen- 
alty assessed in this case was incorrect be- 
cause her actions fall outside the scope of 
the statute. This court believes that the 
plain language of the statute and the legis- 
lative history supports a contrary conclu- 
sion. 


A. 


Emily Kahn takes the position that the 
term “self-assessment” as used in section 
6702 is undefined and meaningless in tax 
law. Moreover, to the extent that any spe- 
cific meaning can be assigned, she claims 
that it refers to the amount entered on 
line 19a of the 1982 Form 1040A (or line 
40 of the 1982 “long form” 1040) without 
regard to the credits, payments or refund 
calculations which are entered subsequently. 
She thus argues that the “self-assessment” 
on her 1982 income tax return was not in 
any way incorrect. 

We believe, however, that Emily Kahn’s 
tax return satisfies the first element of the 
section 6702 test. As the Supreme Court 
made clear in Commissioner v. Lane-Wells 


Co. [44-1 ustc 79195], 321 U. S. 219, 223 


(1944), the system of self-assessment is the 
basis of our American scheme of income 
taxation and the duty of the taxpayer to 
self-assess is not met unless the return is 
properly filled out in its entirety. “The 
purpose is not alone to get tax information 
in some form but also to get it with such 
uniformity, completeness, and arrangement 
that the physical task of handling and veri- 
fying returns may be readily accomplished.” 
Id. Although the return in this instance 
contained sufficient information for the IRS 
to judge the correctness of the self- 
assessment and to recalculate and assess 
the tax properly owed after it disallowed the 
war tax credit, the return filled out by 
the taxpayer was also plainly incorrect in 
its statement of allowable credits, the total 
tax and amount to be refunded. Ms. Kahn 
reduced the amount of the total tax lia- 
bility reported on her 1982 income tax 
return by altering line 19b of the 1040A 
form to read “46% WAR TAX REFUSED” 
and by claiming a credit in the amount of 
$1,000.50.” 


1 Section 6702, in its entirety, provides: 

§ 6702. Frivolous income tax return. 

(a) Civil penalty. 

Tf— 

(1) any individual files what purports to be 
a return of the tax imposed by subtitle A but 
which— 

(A) does not contain information on which 
1 correctness of the TE pool 
dged. 


Marcie 
sna jual_ 


(b) Penalty in addition to other penalties 
The penalty imposed by subsection (a) shall be 
in addition to any other penalty provided by 
law. 

2Ms. Kahn repeatedly contends that she has 
not taken a ‘‘credit.’’” As the government points 
out, the legislative history indicates that section 
6702 does not differentiate between protest de- 
ductions and protest credits. The penalty ap- 


- plies equally to the taxpayer who files a return 


claiming a war tax eae that reduces his 
bl « 
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In view of the legislative history, we are 
persuaded by the government’s argument 
that although the term “self-assessment” 
is not given a precise definition in section 
6702, it refers to “the amount of tax shown 
on the return.” S. Rep. No. 494, 97th Cong., 
Znd Sess. 277, reprinted in 1982 U. S. 
Code Cong. & Ad. News 781, 1024. “What- 
ever other meaning may be attributed to 
the term ‘self-assessment,’ it clearly in- 
cludes a taxpayer’s representations on the 
return as to the tax due or the refund 
claimed.” Franklett v. United States [84-1 
ustc J 9151], 578 F. Supp. 1552, 1555 (N. D. 
Cal. 1984). It is a descriptive phrase, not 
a technical one in tax law, referring to our 
honor system of taxation whereby an indi- 
vidual taxpayer answers the applicable 
questions on his or her return, calculates 
the tax on the adjusted gross income, files 
the return and pays the amount owed, or, 
receives a refund of amounts previously 
paid through withholding or other means. 
Lane-Wells Co., supra, 321 U. S. at 223; 
A. J. Mertens, Law of Federal Income Tax- 
ation, § 49.81, at 176. 


By taking the “war tax” credit, Emily 
Kahn represented that she owed only a 
little more than half of her actual tax 
liability and was entitled to a refund nearly 
nine times greater than the correct amount. 
Her tax return showed an incorrect tax 
due because of an unallowable deduction. 
Within the meaning of section 6702, we 
find that the self-assessment here is sub- 
stantially incorrect on its face. 


B. 


We recognize though that even if the 
self-assessment was substantially incorrect, 
Emily Kahn is not subject to a penalty 
under section 6702(a) unless “the conduct 
referred to... [was] due to... a position 
which is frivolous.” 26 U. S. C. § 6702(a). 
Thus, the government argues that Emily 
Kahn’s claim for a “war tax refusal” credit 
was wholly without legal foundation and 
therefore “frivolous” within the meaning 
of section 6702(a)(2)(A). According to 
Emily Kahn, she took no “position” on any 
point of tax law, much less one that was 
“frivolous.” 


Section 6702 does not define the terms 
“position” or “frivolous,” but whatever else 


3 The Senate Finance Committee, in articulat- 
ing the reasons for change, expressed its con- 
cern ‘‘with the rapid growth in deliberate 
defiance of the tax laws by tax protestors.”’ It 
went on to note that ‘‘[t]he Internal Revenue 
Service had 13,600 illegal protest returns. . . 
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is meant by the term “frivolous,” it is 
reasonable to conclude that a claim is 
frivolous when there is no argument on 
either the law or the facts to support it. 
Both taxpayer’s return and her accompany- 
ing letter reflect the claim that she was 
entitled te a credit against her federal 
income tax liability for 1982 because of 
her objections to the potential uses to 
which the fund were to be put. There is 
no provision in the Internal Revenue Code 
which provides for a credit, or a deduction 
for that matter, based on dissatisfaction as 
to the use to which the tax payment will 
be put. Therefore, Emily Kahn’s claim 
and demand for a 46% war tax refund is 
without foundation as a matter of law. 


Moreover, this claim represents the sort 
of “position on [a] point of tax law” that 
Congress intended to be subject to this 
penalty provision. The legislative history 
of section 6702 reveals that it was passed 
in an effort to deter tax protestors from 
filing frivolous returns.* We find that “war 
tax” claims were specifically identified by 
the Senate Finance Committee Report as 
examples of the type of frivolous objection 
to the tax laws that would warrant the 
imposition of this penalty: 


... the penalty could be imposed against 
any individual filing a “return” showing 
an incorrect tax due, or a reduced tax 
due, because of the individual’s claim of 
a clearly unallowable deduction, such as 
...a@ “war tax” deduction under which the 
taxpayer reduces his taxable income or 
shows a reduced tax due by that individual's 
estimate of the amount of his taxes going 
to the Defense Department budget .. . 


S. Rep. No. 494, supra, at 278, 1982 U. S. 
Code Cong. & Ad. News at 1024. (emphasis 
added). By claiming a 46% reduction in 
her tax liability, Emily Kahn was reducing 
her taxable income or showing a reduced 
tax by her estimate of the amount of her 
taxes going to the Defense Department 
budget. 


We must stress, however, that Emily 
Kahn’s sincerity and honesty are not in 
question here. We recognize that her 
political opposition to the use of her taxes 
for military spending is not in itself frivo- 
lous. Yet, section 6702 is neutral, requiring 
only that the taxpayer assert a position 


{and] the committee believes that an immediate 
assessible penalty on the filing of protest re- 
turns will help deter the filing of such returns 
...’’ S. Rep. No. 494, supra, at 277, 1982 U. S. 
Cong. & Ad. News at 1023-24. 
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that is frivolous, i.¢., meritless, from the 
perspective of the tax laws. The civil pen- 
alty has been assessed against Emily Kahn 
because she claimed a war tax credit and 
her position that she is legally entitled to 
such a credit because of her views is a 
frivolous one. Neither the statute nor the 
legislative history suggest a basis for any 
exception based upon the taxpayer's sub- 
jective state of mind. The test for frivo- 
lousness is purely an objective one, under 
which we must evaluate the taxpayer’s 
position in terms of its legal underpinnings. 
We therefore find that Emily Kahn’s con- 
duct satisfies the second element of the 
section 6702 test. Having determined that 
section 6702 applies, we must now consider 
whether the statute is constitutionally 
infirm. 


WA. 


Emily Kahn’s argument that her conduct, 
viewed in the context of symbolic speech, 
was protected by the first amendment, and 
therefore, not subject to civil penalties, 
must fail in light of this court’s decision in 
United States v. Malinowski [73-1 ustc 
7 9199], 472 F. 2d 850 (3d Cir.), cert. denied, 
411 U. S. 970 (1973). 


In Malinowski, the defendant was con- 
victed of tax fraud for willfully supplying 
false information on a withholding exemp- 
tion certificate for the purpose of protesting 
military spending associated with the Viet- 
nam war. The taxpayer was prosecuted for 
filing a form W-4 claiming 15 exemptions, 
having attached a letter explaining that he 
did so “to exercise greater control over the 
use of our taxes, especially that large por- 
tion that is used in war-making.” Jd. at 852. 
In rejecting the taxpayer’s first amendment 
claim, we stated: 


[A]ppellant’s First Amendment argument 
is but a suggestion that a member of 
society can be absolved of the responsi- 
bility for obeying a given law of the 
community, state or nation if he can 
prove a sincere, abiding, and good faith 
objection to the direct or indirect object 
of that law. Such a position represents a 
feeble effort to emasculate basic princi- 
~ ples of civil disobedience, and, cue ly 


2, 1008-1 


me 


denied, 397 U. S. 910 (1970); Drefchinsks 
v. Regan [84-2 ustc J 9924], 589 F. Supp. 
1516, 1528 (W. D. La. 1984). Henry David 
Thoreau, for instance, was imprisoned in 
1845 for refusing to pay his poll taxes in 
protest of subsidizing the Mexican-Ameri- 
can War. In this case, Emily Kahn has 
been penalized for including incorrect in- 
formation on her 1040A form, also in pro- 
test of military spending. Like Thoreau, 
Ms. Kahn has chosen not to lend herself, 
through the payment of taxes to a wrong 
which she condemns. So too does that 
choice carry with it a penalty imposed by 
law. No one has articulated this more 
clearly than Henry David Thoreau: 


I do not have to trace the course of 
my dollar, if I could, till it buys a man, 
or a musket to shoot one with—the dollar 
is innocent—but I am concerned to trace 
the effects of my allegiance. In fact, I 
quietly declare war with the State, after 
my fashion 

[1]f I deny the authority of the State 
when it presents its tax-bill, it will soon 
take and waste all my property, and so 
harass me and my children without end. 
This is hard. : 

{And yet i]t costs me less in every 
sense to incur the penalty of disobedience 
to the State than it would to obey. I 
should feel as if I were worth less in 
that case . 

I have paid no poll-tax for six years. 
I was put into jail once on this account 

; and, as I stood considering the 
walls of solid stone I felt as if I 
alone of all my townsmen had paid my 
tax. 


Henry David Thoreau, “Resistance to Civil 
Government” in Reform Papers; The Writ- 
ings of Henry D. Thoreau 78-84 (W. Glick 
ed. 1973). 


We therefore must disagree with the 
argument that because objections to the 
government’s tax policies are lawful, Ms. 
Kahn cannot be punished for her violation 
of the internal revenue statute. This court’s 
admonition in Malinowski rings true in the 
instant case: 


= ko urge that violating a federal law 
which has a direct or indirect bearing 
on the object of the protest is conduct 
protected by the Ist Ee ASS is to 
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essarily incurs. But she can not seek 
immunization from the penalty—as Thoreau 
recognized—regardless as to what she may 
perceive as the morality of her position. 
In exercising her right of civil disobedi- 
ence, she may indeed be joining a legion 
of persons from Thoreau to Mohandas 
(Mahatma) Ghandi to Martin Luther King, 
Jr., who were committed to nonviolent civil 
disobedience. Nevertheless, she, like them, 
can be subjected to the rule of law for its 
infraction even though she may perceive 
the laws to be “unjust.” 


The issue of civil disobedience requires 
more than a simplistic analysis. Almost 
two decades ago, one of the task forces for 
the National Commission on the Causes 
and Prevention of Violence wrote: 


The American Ideal 


In a democratic society, dissent is the 
catalyst of progress. The ultimate vi- 
ability of the system depends upon its 
ability to accommodate dissent; to pro- 
vide an orderly process by which dis- 
agreements can be adjudicated, wrongs 
righted, and the structure of the system 
modified in the face of changing condi- 
tions. No society meets all these needs 
perfectly. Moreover, political and social 
organizations are, by their nature, re- 
sistant to change. This is as it should 
be, because stabilitv—order—is a funda- 
mental aim of social organization. Yet 
stability must not become atrophy, and 
the problem is to strike the proper bal- 
ance between amenability to change and 
social stability. 


National Commission on the Causes and 
Prevention of Violence, Law and Order 
Reconsidered, Report of the Task Force on 
Law and Law Enforcement 14 (1968). In this 
case Congress has attempted to strike the 
“proper balance between amenability to change 
and [economic] stability.” Emily Kahn is as- 
sured her right to protest, but she cannot 
protest in the fashion she attempted on 
her income tax form. See Welch, et al. v. 
United States [85-1 ustc J 9122], — F. 2d 
— (1st Cir. No. 84-1131, Jan. 4, 1985). 


So long as Emily Kahn provided the 
correct figures on her 1040A form, section 
6702 would not have prohibited her pro- 
test, whether frivolous or legitimate, in a 
letter or other attachment. The civil pen- 
alty statute does not prohibit her letter 
of protest or her notation on the 1040A 
form except insofar as it reflects incorrect 
calculations. Thus, as in Malinowski, the 
taxpayer here submitted a form to the IRS 
which she knew contained incorrect infor- 
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mation. In both cases the action amounts 
to civil disobedience which even if ethically 
justified, cannot excuse the taxpayer from 
the legal consequences of his or her actions. 
See Moylan, supra, 417 F. 2d at 1008-09. 


We are also convinced that Emily Kahn’s 
attempts to distinguish Malinowski miss the 
mark. She first argues that unlike Malinowski, 
she made no false statements to the IRS 
because she disclosed the facts surround- 
ing her protest in the letter accompanying 
her return. Whatever distinction there 
might be between the “fraudulent” state- 
ments made by Malinowski, and the “in- 
correct” statements of the taxpayer here 
is relevant only to the fact that Malinow- 
ski was prosecuted criminally, while here 
a civil fine was assessed. This distinction 
has no bearing on this court’s reasoning 
in Malinowski: informing the IRS that the 
incorrect information has been furnished 
cannot negate the violation of the law. 


It is also irrelevant that unlike Malinowski, 
the taxpayer has not unlawfully withheld 
any tax owed to the government, but has 
only requested that her refund be increased. 
The sole factual issue presented in this 
case is whether or not the taxpayer pro- 
vided the IRS with substantially correct 
information on her 1040A form. We have 
stated previously that she did not. 


The section 6702 penalty was imposed 
because the taxpayer’s conduct failed to 
comply with the requirement of the tax 
laws that she properly report her tax liabil- 
ity, not because she expressed unpopular 
political views and not because the IRS 
was otherwise dissatisfied with the written 
statements made in connection with her 
plainly unallowable credit. Insofar as speech 
is concerned, an individual is free to an- 
nounce and publish his or her views as to 
the morality or wisdom of imposing income 
taxes to the same extent that he or she 
is free to announce and publish views as 
to the morality or wisdom of national 
defense spending. What is subject to sanc- 
tions, however is not the expression of 
such views, but the conduct of furnishing 
inaccurate information. 


The idea that speech may be nonverbal 
“expressive” acts has long been recognized 
by the Supreme Court. See Stromberg v. 
Califorma, 283 U. S. 359 (1931). Equally 
well-recognized is the notion that not all 
activity with an expressive component will 
be afforded first amendment protection. 
“TW]hen ‘speech’ and ‘nonspeech’”’ ele- 
ments are combined in the same course of 
conduct, a sufficiently important govern- 
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mental interest in regulating the nonspeech 


element can justify incidental limitations on 
First Amendment freedoms.” United States 
v. O’Brien, 391 U. S. 367, 376 (1968). 


Even if we were to view the underlying con- 
duct as speech-related, we believe it is suffi- 
ciently outweighed by the broad public interest 
in maintaining a sound and administratively 
workable tax system. See Fuentes v. Shevin, 
407 U. S. 67, 92 (1972) (government’s inter- 
est in collecting revenues is an important one). 
Congress enacted section 6702 in order to 
improve taxpayer compliance in light of the 
“rapid growth” in protest returns. The 
public interest served by section 6702 is of 
such a “high order” that an assertion of 
first amendment rights do not outweigh 
the necessity of maintaining a functional 
revenue system. See United States v. Lee 
[82-1 ustc § 9205], 455 U. S. 252, 260 
(1982). This interest has been found suff- 
ciently compelling to outweigh challenges 
to the administration of the tax laws based 
on the free exercise of religion. See, e.g. 
United States v. Lee, supra; United States v. 
Grayson County State Bank, 656 F. 2d 1070 
(Sth Cir. 1981), cert. denied, 455 U. S. 
920 (1982) ; Lull v. Commissioner [79-2 ustc 
7 9475], 602 F. 2d 1166 (4th Cir. 1979), 
cert. denied, 444 U. S. 1014 (1980); Dref- 
chinski, supra. We hold that the operation 
of section 6702 does not deprive Emily 


4The deficiency procedures of the Internal 
Revenue Code of 1954 sections 6211-6213, under 
which a taxpayer receives advance notice and 
an opportunity for Tax Court review prior to 
assessment do not apply to the section 6702 
penalty. Section 6703(b) provides for district 
court review of the assessment upon payment 
of the 15% of the amount assessed and the 
filing of a claim for a refund. The balance of 
the penalty may not be collected until the final 
resolution of the district court proceeding, and 
any attempt to collect the remaining 85% may 
be enjoined. The burden of proving that a tax- 
payer is liable for the section 6702 civil penalty 
is on the government. 

Section 6703 provides as follows: 

§ 6703. Rules applicable to penalties under 
sections 6700, 6701, and 6702. ; 

(a) Burden of Proof.—In any proceeding in- 
volving the issue of whether or not any person 
is liable for a penalty under section 6700, 6701, 
or 6702 the burden of proof with egos to 


Kahn of protected rights of free speech. 
Accord Harper v. United States [84-2 ustc 
1 9920], 587 F. Supp. 1056, 1058 (E. D. Pa. 
1984); Drefchinski, supra, 589 F. Supp. at 
1524-26; Franklet, supra; Bearden v. Com- 
musstoner [84-1 ustc J 9264], 575 F. Supp. 
1459, 1461 (D. Utah 1983); Hummon v. 
Umted States, 84-1 ustc J 9493 (S. D. Ohio 
1984). 


V~. 


“Procedural due process imposes con- 
straints on governmental decisions which 
deprive individuals of ‘liberty’ or ‘property’ 
interests within the mearing of the Due 
Process Clause of the Fifth or Fourteenth 
Amendment.” Mathews v. Eldridge, 424 
U. S. 319, 332 (1976); Goss v. Lopez, 419 
U. S. 565, 572-73 (1975); Board of Regents 
v. Roth, 408 U. S. 564, 569 (1972). Emily 
Kahn alleges a deprivation of a “liberty” 
interest inasmuch as section 6702 impinged 
upon her freedom of expression and a dep- 
rivation of a “property” interest by virute 
of the pre-payment of a portion of the fine. 
Therefore, we now consider her argument 
that sections 6702 and 6703 are unconstitu- 
tional because they permit the immediate 
assessment and collection of 15% of the 
penalty without a prior administrative hear- 
ing. We must determine whether the due 
process clause of the fifth amendment re- 


is not less than 15 percent of the amount of 
such penalty and files a claim for refund of 
the amount so paid, no levy or proceeding in 
court for the collection of the remainder of such 
penalty shall be made, begun, or prosecuted 
until the final resolution of a proceeding begun 
as provided in paragraph (2). Notwithstanding 
the provisions of section 7421(a), the beginning 
of such proceeding or levy during the time such 
prohibition is in force may be enjoined by 
a proceeding in the proper court. — 

(2) Person must bring suit in district court 
to determine his liability for penalty.—If, within 
30 days after the day on which his claim for 
refund of any partial payment of any penalty 
under section 6700, 6701, or 6702 is denied (or, 
if earlier, within 30 days after the expiration 
of 6 months after the day on which he filed the 
claim for refund), the person fails to begin a 
proceeding in the appropriate United States 
district court for the determination of his lia- 
bility for such penalty, paragraph (1) shall 
cease to apply with respect to such penalty, 
effective on the day following the close of the 


applicable say ed Ba path to in this 


paragraph. 
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quires that prior to the imposition of a 
section 6702 civil penalty, a taxpayer be 
afforded an opportunity for an administra- 
tive hearing or whether the existing admin- 
istrative procedures provide all the process 
that is constitutionally due. 


It was Congress’ intent to assess and 
impose the penalty for filing a frivolous 
income tax return immediatery and then 
to permit the taxpayer to seek judicial re- 
view. The immediate assessment was con- 
sidered necessary to maintain the integrity 
of the internal revenue system and to help 
deter the filing of non-respousive returns. 
S. Rep. No. 494, supra, at 277, U. S. Code 
& Cong. Ad. News at 1024. See also Rowe 
v. United States [84-1 ustc § 9447], 583 F. 
Supp. 1516, 1519 (D. Del. 1984). Ms. Kahn 
asserts, however, that the administrative 
process denied her the basic right to be 
heard “at a meaningful time and in a 
meaningful manner.” 


Of course the fundamental requirement 
of due process is the opportunity to be 
heard at a meaningful time and in a mean- 
ingful manner but the concept is flexible, 
calling for procedural protection as dictated 
by the particular circumstance. Morrissey 
v. Brewer, 408 U. S. 471, 481 (1972). In 
the tax context, the constitutionality of a 
scheme providing for only post-assessment 
judicial review is well-settled. Congress 
has long been empowered to enact legisla- 
tion authorizing the Executive Branch to 
assess and collect taxes without prior ad- 
ministrative or judicial review so long as 
an adequate opportunity is afforded for a 
later judicial determination of liability. See, 
e.g., Bob Jones University v. Simon [74-1 
USTC J 9438], 416 U. S. 725, 746-47 (1974); 
Mitchell v. W. T. Grant Co., 416 U. S. 600, 
611 (1974); Bull v. United States [35-1 ustc 
1 9346], 295 U. S. 247, 259-260 (1935); 
Phillips v. Commissioner [2 ustc J 743], 283 
U. S. 589, 595 (1931). And, in considering 
prior due process objections to tax collec- 
tion, the Supreme Court has shown special 
deference to the manner in which the IRS 
has collected the revenues of the govern- 
ment. 


In Phillips, supra, 283 U. S. at 596-97, the 
Court held that generally, summary pro- 
ceedings to secure prompt performance of 
tax obligations to the government are not 
constitutionally infirm: where there is an 
opportunity for a later judicial determina- 
tion of legal rights. “Where only property 
rights are involved, mere postponement of 
the judicial enquiry is not a denial of due 
process, if the opportunity given for the 
ultimate judicial determination of the lia- 
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bility is adequate.” Jd. This principle was 
recently reaffirmed in Bob Jones Umiversity 
v. Simon, supra, 416 U. S. at 746 (1974), 
where the Supreme Court held that a tax 
may be assessed without a prior hearing 
as long as the taxpayer can subsequently 
sue for a tax refund. The Bob Jones Uni- 
versity v. Simon Court considered three 
factors: first, whether the taxpayer would 
be irreparably harmed by the predetermi- 
nation levy, id. at 746; second, whether a 
“powerful government interest” existed in 
the protection of the administration of the 
tax system from premature judicial inter- 
ference, id. at 747; and finally, whether post- 
assessment opportunities for review were 
available. Jd. at 748. 


However, as the Court itself has noted, 
in more recent years it has considered the 
extent to which due process requires an 
evidentiary hearing prior to the deprivation 
of some type of property interest even if 
such a hearing is provided thereafter. 
Mathews, supra, 424 U. S. at 333. In Mathews, 
the Supreme Court set forth a more clearly 
delineated tri-partite test for determining 
whether the fifth amendment has been 
satisfied when the government is alleged 
to have denied due process. The inquiry 
considers three distinct factors: (1) the 
private interest that will be affected by the 
official action; (2) the risk of erroneous 
deprivation of such interest through addi- 
tional procedural safeguards, and (3) the 
government’s interest in additional adju- 
dicative process. Id. at 335. 


Our reading of Mathews and other recent 
Supreme Court decisions in which addi- 
tional process has been found to be neces- 
sary indicates that a showing of a likelihood 
of irreparable harm resulting from the lack 
of a pre-deprivation hearing is a private 
interest which countervails any public in- 
terest in streamlined administration. This 
showing has proven sufficient to compel 
further process when the government or 
private parties act to deprive and when the 
harm has threatened individuals or legal 
entities. See North Georgia Finishing, Inc. 
v. Di-Chem, Inc., 419 U. S. 601, 608 (1975) 
(“probability of irreparable injury” suff- 
cient to warrant pre-seizure hearing); Gold- 
berg v. Kelly, 397 U. S. 254, 264 (1970) 
(temporary deprivation of welfare pay- 
ments may deprive recipient of “very means 
by which to live”); Sniadach v. Family Fi- 
nance Corporation, 395 U. S. 337, 341-42 
(1969) (temporary deprivation of wages 
may “drive a wage-earning family to the 
wall”). Nor is this inquiry confined to the 
context of the disability-benefits-entitlement 
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genre of decisions. Shortly after Mathews, 
the Court, in Commissioner v. Shapiro [76-1 
ustc J 9266], 424 U. S. 614, 629 (1976), by 
way of dictum, suggested that summary 
seizure of assets in tax proceedings when 
such seizure will result in irreparable in- 
‘ jury, is a denial of due process. The 
Court’s precise phraseology is as follows: 


This Court has recently and repeatedly 
held that, at least where irreparable in- 
jury may result from a deprivation of 
property pending final adjudication of the 
rights of the parties, the Due Process 
Clause requires that the party whose 
property is taken be given an opportunity 
for some kind of predeprivation or prompt 
post-deprivation hearing at which some 
showing of the probable validity of the 
deprivation must be made. 


Id. 


In light of these decisions, we hold that 
absent a showing of a likelihood of irrep- 


arable injury, a court must, in accordance 
with Mathews, balance the governmental 
interest in the existing process against the 
private interest that will be affected and 
the probability of erroneous deprivation as- 
sociated with that process.” 


The government is quick to draw our 
attention to cases which have not followed 
this reasoning but which have upheld the 
summary assessment and collection, fol- 
lowed by later judicial review, in situations 
involving civil tax penalties against the 
claim that the procedure violates the tax- 
payer's rights under the due process clause. 
Nonetheless, we are convinced that the 
proper inquiry in this case is whether sec- 
tions 6702(a)(1)(B) and 6703(c) are likely 
to impose irreparable injury upon taxpay- 
ers and, if not, whether governmental inter- 
ests outweigh private interests and whether 
the likelihood of erroneous deprivation is 
minimal.® 


5The Shapiro Court pointed out that pro- 
cedural due process analysis requires a careful 
weighing of the respective interests. 424 U. S. 
at 630 n. 12 (citing Goss v. Lopez, 419 U. S. 
565 (1975)). Stating that the government’s in- 
terest in collecting the revenues is an important 
one, Fuentes v. Shevin, 407 U. S. 67 (1972), 
the Shapiro Court indicated that absent fac- 
tual allegations of irreparable injury by the 
taxpayer, such an interest is sufficient to justify 
the seizure of assets without a pre-seizure 
hearing. The Court cautioned though that the 
governmental interest may not be sufficient to 
justify a seizure causing irreparable injury 
without at least prompt post-seizing inquiry. 

6 The courts which have considered due pro- 
cess challenges in light of the imposition of 
the 15% penalty of sections 6702 and 6703 
have unanimously held that these provisions 
provide all of the process that is constitution- 
ally due in light of the minimal fee and the 
available post-assessment remedies. We find, 
however, that the courts’ analyses have been 
sparse and divergent, failing to establish any 
uniform mode of review. 

Three courts of appeals have held that the 
post-collection judicial review afforded by a 
refund suit satisfies the due process require- 
ments of the Constitution. See Martinez v. IRS 
oe ustc § 9811], 744 F. 2d 71, 72 (10th Cir. 

Baskin v. United States [84-2 vustc 
(2a3y,Ko 2h..915,, O77... (Sth Cir, 1984): 
v. United States [741 ustc J 9240], 491 
25, 726 (9th Cir. 1974) (considered in 
. These decisions 
ith little guidance, however. 


Dheld pose es puma te- 


F. Supp. 1056, 1059 (E. D. Pa. 1984); Rowe v.. 
United States [84-1 ustc { 9447], 583 F. Supp. 
1516 (D. Del. 1984) (also considers Bob Jones 
University v. Simon, supra); Franklet v. 
United States [84-1 vustc. { 9151], 578 F. Supp. 
1552, 1560 (N. D. Cal. 1984); Beardin v. Com- 
missioner [84-1 ustc { 9264], 515 F, Supp. 1459, 
1461 (D. Utah 1983). The courts have sought 
a showing of irreparable harm, and in the ab- 
sence of that showing, have determined that 
the post-assessment procedures afforded by the 
tax code were sufficient to guarantee taxpayer’s: 
fifth amendment due process rights. See. 
Franklet, supra, 578 F. Supp. at 1560. 

Another group of district courts employ the 
analysis initially developed by the Supreme 
Court in Bob Jones University v. Simon, supra. 
See, e. g., Vaughn v. United States [84-2 ustc- 
9925], 589 F. Supp. 1528, 1532 (W. D. La. 
1984); Karpowycz v. United States [84-1 ustc- 
7 9515], 586 F. Supp. 48, 52 (N. D. Ill. 1984); 
Scull v. United States [84-2 usrc 9529], 585: 
F. Supp. 956 (E. D. Va. 1984); Kloes v. United 
States [841 vusrc [9251], 578 F. Supp. 270: 
(W. D. Wis. 1984); Rowe v. United States, 
supra at 1519; Milazzo uv. United States [84-1 
ustc { 9167], 578 F. Supp. 148, 252 (S. D. Cal. 
1984); Googe v. Sec. of the Treasury [841 ustc 
1 9172], 577 F. Supp. 758, 760 (E. D. Tenn. 
1983): Gimelli v. United States, 84-1 ustc J 9289 
(E. D. La. 1984). These courts have generally 
given great deference to the procedures of the. 
government and have found that the penalty~ 
assessment and review procedure under Sec-- 
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In this case, unlike Shapiro, Emily Kahn 
makes no factual allegation that the imposi- 
tion of the tax penalty creates the risk 
of substantial irreparable injury. She has 
not alleged poverty nor has she asserted 
that economic distress will result from her 
immediate payment of the fine. It cannot 
be seriously contended that the tax-related 
penalty imposed by sections 6702 and 6703 
threatens the kind of irreparable harm that 
a statute or regulation providing for sum- 
mary deprivation of welfare or disability 
benefits does, especially when one recognizes 
that taxpayers as a class tend to be wealthier 
than the subclasses of welfare and dis- 
ability recipients. Cf. Goldberg v. Kelly, 
supra. Thus, in this case, as in Mathews, 
the probability of irreparable harm associ- 
ated with immediate deprivation is not a 
factor which indicates that private interests 
in more process outweigh governmental 
interests in providing no more process. 

_In the absence of the threat of irreparable 
harm, this court must next examine the 
private interest affected. As mentioned pre- 
viously, Ms. Kahn asserts the deprivation 
of a “liberty” interest consisting of her first 
amendment right to freedom of expression. 
We have concluded, however, that her first 
amendment claim is not sound. Therefore, 
we look only to the alleged deprivation of 
property in this case, recognizing that the 
government is not immune simply because 
the amount of financial deprivation is only 
$75.00. The private interest affected is 
significant in terms of both time and money.’ 
Betts v. United States, 84-1 ustc {9432 at 
84,077 (D. Or. 1984). 


The next factor to be considered under 
the Mathews analysis is the “fairness and 
reliability of the existing . . . procedures, 
and the probable value, if any, of additional 
procedural safeguards.” 424 U. S. at 343. 
Here, the probability of erroneous depriva- 
tion appears to be small. Sections 6702 
(a)(1)(B) and 6703(c) impose a penalty 
when a tax return on its face indicates 
that a taxpayer’s self-assessment is substan- 
tially incorrect and indicates that it is due 
to a position which is frivolous. The 
decision is sharply focused and easily docu- 
mented unlike the necessity for considera- 
tion of a wide variety of information in 
welfare entitlement cases. Furthermore, no 
consideration of the veracity of witnesses 
or assertions is necessary, as is also true 


in the case of consideration of termination 
of welfare benefits. See Goldberg v. Kelly, 
supra. The return speaks for itself. 


As observed in Mathews, procedural due 
process rules are shaped by the risk of 
error inherent in the truthfinding process 
as applied to the generality of cases, not 
the rare exceptions.” 424 U. S. at 344. 
(emphasis added). Those persons reviewing 
returns would not be aided in determining 
whether a return violated the sections by 
a person-to-person discussion because the 
investigation required by the sections is 
facial. The possibility of erroneous depriva- 
tion then is not a reason for requiring more 
process in this case. 


Looking at the flip-side of the coin, the 
government has clearly identifiable interests 
in providing no more process than it pres- 
ently provides. Congress provided for a 
two-step appeals procedure following assess- 
ment which begins with a claim for refund 
with the IRS and then progresses to judicial 
review. 26 U. S. C. § 6703. The civil pen- 
alty here at issue differs from the other 
taxes and penalties that Congress and the 
courts have long permitted to be assessed 
without prior judicial review only in that 
(1) it is subject to both administrative and 
judicial review upon payment of only 15 
percent of the total amount of the penalty, 
section 6703(c), and (2) if the administra- 
tive claim for refund is denied, the burden 
is then on the government in the district 
court proceeding to prove that the penalty — 
is applicable. 26 U. S. C. §6703(a). As 
the government points out, those two as- 
pects of the statute differ from other imme- 
diately assessible civil penalties where the 
full amount of the tax or penalty must be 
paid prior to seeking review, and that the 
burden of proving nonliability for the tax 
or penalty is on the taxpayer. 


As in Mathews, in this case, “experience 
with constitutionalizing of government 
procedures suggests that the ultimate ad- 
ditional cost in terms of money” associated 
with additional process ‘‘would not be in- 
substantial.” 424" U. S. at°347) The gov- 
ernment, if required to provide more 
process, would in essence have to provide 
a modified version of the review process 
now provided after imposition of the pen- 
alty, before the fine is imposed. The addi- 
tional costs would be particularly troublesome 


* Recall that section 6703 requires that the 
taxpayer pay 15% of the penalty or $75.00 
before the IRS will consider a claim for a re- 
fund. If the IRS denies the claim, as has been 
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done here, the taxpayer must also pay the 
court filing fees for the opportunity to vali- 
date the claim of privilege. See note 5, supra. 
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because they would be associated with one 
of the procedures by which the govern- 
ment collects its revenues. As the courts 
have held, “[t]he government has a power- 
ful interest in the prompt collection of 
revenue.” Ueckert v. United States [84-1 
ustc §9377], 581 F. Supp. 1262, 1265 
(D. N. D. 1984); See also Fuentes v. Shevin, 
supra; Drefchinskt, supra; Harper, supra; 
Franklet, supra. Thus, additional costs in 
this context, would not impose solely an 
economic burden, they could have an im- 
pact on how and how quickly the govern- 
ment can reflect revenues. “At some point, 
the benefit of an additional safeguard to the 
individual affected by the administrative 
action and to society ... is outweighed 
by the [public] cost.” Mathews, supra, at 348. 

The compelling interest in the collection 
of revenue coupled with the congression- 
ally expressed concern for maintaining the 


integrity of the revenue system and dis- 
couraging frivolous claims create a strong 
mandate for the constitutional validity of 
section 6702. In this case, the public in- 
terest outweighs the private interest. 


We find therefore that due process does 
not require a pre-deprivation hearing and 
that Emily Kahn’s assertion that the initial 
IRS review of claims for refund under 
section 6703(c) is constitutionally inade- 
quate is without merit. Section 6703(c) al- 
lows for eventual full judicial review and 
the review need not precede deprivation or 
follow it immediately. Sections 6702 and 
6703, therefore, satisfy the requirements of 
the fifth amendment. 


VI. 


For the foregoing reasons, the decision 
of the district court will be affirmed.® 


8 A second statutory argument raised by the 
taxpayer is that the penalty was assessed and 
collected in violation of the Freedom of Infor- 
mation Act provisions of the Administrative 
Procedure Act, 5 U. S. C. §§ 552 and 706(2)(d) 
(1982), because the IRS relied on unpublished 
interpretations. She also advances additional 
constitutional challenges: section 6702 violates 
the fifth amendment due process clause because 
(a) it is unconstitutionally vague and over- 
broad; and (b) the administrative process under 
section 6702 is unfair and inadequate in that it 
lacks meaningful notice and fails to give ade- 
quate reasons for denial. Furthermore, she 
argues that the penalty abridges her first 
amendment right to petition the government 
for redress of grievances. 

AS a matter of policy, we generally refuse 
to consider issues that are raised for the first 
time on appeal. Tacynec v. City of Phila- 
aelpnia, 687 F. 2d 793,796 n. 2 (3d Cir. 1982), 
cert. denied, 459 U. S. 1172 (1983); Newark 
Morning Ledger Co. v. United States [76-1 
ustc { 9523], 539 F. 2d 929, 932 (3d Cir. 1976); 
Sachanko v. Gill, 388 F. 2d 859, 861 (3d Cir. 
1968). Although we relax this practice in those 
instances where a gross miscarriage of justice 
would occur. see Hormel v. Helvering [41-1 ustc 
f 9322], 312 U. S. 552, 557 (1940), such is not 
the case here. The only issues expressly raised 
below were the statute’s applicability and the 
taxpayer’s first amendment right to freedom of 
expression. Not only did the taxpayer, in 


pursing her cross-motion for summary judg- 
ment, fail to raise these new theories, but she 
also failed to raise them in defense of the 


government's j 


lenge aimed at the lack of a meaningful or fair 
hearing. Tacynec, supra, 687 F. 2d at 796 n. 2; 
See V. infra. 


While we find it aggravating to have so 
many of tlHése issues raised for the first time in 
this case on appeal, we nevertheless sense that 
many of these issues are being urged in a 
variety of somewhat similar cases throughout 
this circuit, some of which are probably on 
appeal. For the latter reason alone, we make 
the following observations: Even if we were 
to entertain Ms. Kahn’s other contentions, she 
would face substantial obstacles to prevailing 
on these claims. We believe they are totally 
devoid of merit. 


Emily Kahn argues that the IRS’s failure to 
publish interpretive guidelines for section 6702 
in the Federal Register violates 5 U. S. C. 
§ 552(a)(1)(D), which provides: © 

(a) Each agency shall make available to the 
public information as follows: 

(1) Each agency shall separately state and 
currently publish in the Federal Register for 
the guidance of the public— 

* * * 


(D) substantive rules of general applicability 
adopted as authorized by law, and statements of 
general policy or interpretations of general 
applicability formulated end adopted by the 
agency. 


The statute further provides that ‘‘a person 
may not in any manner ... be adversely af- 
fected by, a matter required to be published in 
the Federal Register and not so published.’ 
5.U._S. C. _§ 552(a) (1). 

Lower courts have held that the assessment 
of this civil penalty is only the direct applica- 
tion of the plain terms of the statute supported 
by unambiguous legislative history. Drefchinski 
sT 1 9924], 589 ie Supp. 1516, 
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[Code Sec. 704(d)] 


Partners and partnerships: Basis of partner’s interest: Zero basis: Interest sold or 
exchanged: Closing of taxable year: Losses: Partnership: Disallowance —A partner 
whose basis in his partnership interest had been reduced to zero by a prior loss distribu- 
tion and who sold his interest back to the partnership under an agreement requiring him 
to pay the partnership an amount equal to his share of partnership losses could not de- 
duct the amount paid to the partnership. After selling the partnership interest, the tax- 
payer no longer owned a partnership interest and had no basis in the asset that he 
formerly held. A partner must be a partner in the year that payment is made to the 


1558-1559 (N. D. Calif. 1984}. No administrative 
guidelines were necessary for Emily Kahn to 
have reason to know that her actions would 
subject her to the statutory sanction. Moreover, 
even if such guidelines existed, publication is 
not required when the rules are interpretive 
and not substantive, i.e. only a clarification 
or explanation of existing laws or regulations 
is expressed and no significant impact upon any 
segment of the public results. Powderly v. 
Schweiker, 704 F. 2d 1092, 1098 (9th Cir. 1983); 
Anderson v. Butz, 550 F. 2d 459 (9th Cir. 1977). 
As one district court has observed, no clarifica- 
tion or explanation of section 6702 is needed 
since it would only reiterate Congress’ express 
intent that “‘war tax’’ feductions be considered 
“frivolous.’’ Thus, Such interpretations would 
have no significant impact on the substantive 
rights of any segment of the public. Franklet, 
supra, 578 F. Supp. at 1558 (quoting Powderly, 
supra, 704 F. 2d at 1098). 

As to her due process charge of vagueness, 
Emily Kahn takes the position that section 6702 
is void on its face for vagueness because it neither 
defines its coverage ‘‘with sufficient definiteness 
that ordinary people can understand what con- 
duct is prohibited’ nor does it do so ‘‘in a 
manner that does not encourage arbitrary .and 
discriminatory enforcement.’’ Kolender v. Law- 
son, 461 U. S. 352, 357 (1983); see also Aiello v. 
City of Wilmington, Del., 623 F. 2d 845, 850 
(3d Cir. 1980). Her argument is that the stat- 
ute’s key terms, ‘“‘indicates’’, ‘‘self-assessment’’, 
*‘substantially incorrect’’, ‘‘position’’ and ‘‘friv- 
olous’’ are so vague as to give no warning and 
no standards for the penalty’s application. 

As a threshold matter, it was incumbent 
upon Emily Kahn to prove that she was unable 
to deduce what was allowed, and what was 
prohibited by the statute. ‘‘All due process re- 
quires is a definition of the infraction ‘in terms 
that the ordinary person exercising ordinary 
common sense can sufficiently understand and 
comply with.’ ”’ Franklet, supra, 578 F. Supp. 
at 1557 (quoting Civil Service Commission v. 
Letter Carriers, 413 U. S. 548, 578-79 (1973)). 
There is no question that the taxpayer in this 
case knew, or at least suspected, that she was 
breaking the law when she claimed a war tax 
eredit on her 1040A form. In fact, in the letter 
she sent accompanying her income tax return 
she stated: ‘‘You may choose to prosecute me 
or confiscate my money.’’ App. at A. 9. An or- 
dinary person generally knows or has reason 
to know whether the reductions he or she pro- 
poses are ‘‘clearly allowable,’’ see Senate 
Finance Comm., Tax Equity and Fiscal Re- 
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sponsibility Act of 1982, S. Rep. No. 494, 97th 
Cong., 2nd Sess. 278, reprinted in 1982 U. S. 
Code Cong. & Ad. News 781, 1024. Therefore, 
we find that Emily Kahn did not meet this 
threshold test. Accord Liljenfeldt v. United 
States [84-2 ustc { 9577], 588 F. Supp. 966, 973 
(E. D. Wis. 1984); Harper v. United States 
[84-2 ustc J 9920], 587 F. Supp. 1056, 1059 (E. D. 
Pa. 1984); Scull v. United States [84-2 ustc 
7 9529], 585 F. Supp. 956, 960-61 (1984); Rowe v. 
United States [84-1 ustc { 9447], 583 F. Supp. 
1516, 1520 (D. Del. 1984); Kloes v. United States 
[84-1 ustrc ] 9251], 578 F. Supp. 270, 273 (W. D. 
Wis. 1984); Franklet, supra, 578 F. Supp. at 
1557; Gimelli v. United States, 84-1 ustc {| 9289 
at 83,623 (E. D. La. 1984). 

Moreover, even assuming the statute to be 
vague on its face, arguably the vagueness is 
cured by reference to the pre-enactment legis- 
lative history in that a ‘‘war tax’’ credit or 
deduction is expressly referred to by the Senate 
Finance Committee as an example of the type 
of frivolous objection that brings section 6702 
into play. See S. Rep. No. 494, supra, at 277, 
1982 U. S. Code Cong. & Ad. News at 1024. 

Emily Kahn also states that the IRS notice 
informing her of the penalty deprived her of 
due process. We disagree. The notice recited 
the assessment of the penalty, the taxable year 
for which it was assessed, and the statutory 
basis for assessment. Due process requires no 
more. Accord Harper, supra, 587 F. Supp. at 
1059; Franklet, supra, 578 F. Supp. at 1559. 

Finally, as to the first amendment conten- 
tion that section 6702 violates Ms. Kahn’s right 
to petition, our response is simply that failure 
to comply with the federal tax laws cannot 
be excused on the ground that the taxpayer 
wished to communicate political grievances to 
the IRS. The war tax protestor’s appropriate 
remedy lies in direct participation in the col- 
lective political process. Thus, ‘‘[pJenalizing an 
individual who seeks to claim frivolous tax de- 
ductions in no way hinders that individual from 
complaining to any government official about 
the way those taxes are spent.’’ Franklet, su- 
pra, 578 F. Supp. at 1556 (quoting Cup v. Com- 
missioner [CCH Dec. 33,459], 65 T. C. 68, 
83-84 (1975), aff'd 559 F. 2d 1207 (3d Cir. 
1977)). See also Drefchinski, supra, 589 F. 
Supp. at 1526-1527; Vaughn v. United States 
[84-2 usrc J 9925], 589 F. Supp. 1528, 1533 (W. D. 
La. 1984); Scull, swpra, 585 F. Supp. at 961; 
Milazzo v. United States [84-1 ustc {| 9167], 578 
F. Supp. 248; 253 (S. D. Calif. 1984); Bearden 
v. Commissioner [84-1 ustc {[ 9264], 575 F. Supp. 
1459, 1461 (D. Utah 1983). A At Set 
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partnership in order to claim a deduction for a distributive share of partnership losses. 
Back references: {] 3920.01, 3920.45, 3925.60, and 3930.044. 


Harry Margolis, Los Gatos, Calif., 


for petitioners-appellants. 


Raymond Hepper, 


Department of Justice, Washington, D. C. 20530, for respondent-appellee. 
Before WaALLAcE, Hue, and ScHROEDER, Circuit Judges. 


Opinion 

Per Curium: Taxpayers William and San- 
dra Sennett claimed an ordinary loss deduc- 
tion of $109,061 on their 1969 tax return. 
This loss represented William Sennett’s 
share of the ordinary losses incurred in 1968 
by Professional Properties Partnership 
(“PPP”) when it repurchased his interest 
in the partnership. The Commissioner of 
Internal Revenue disallowed the deduction 
asserting iter alia that in 1969 Sennett had 
no basis in an interest in PPP since he had 
left the partnership in 1968 and is precluded 
by 26 U. S. C. §704(d) and Treas. Reg. 
§ 1.704-1(d) from claiming any loss. The 
Tax Court ruled against petitioners. It held 
that a former partner may not invoke the 
loss carryover provisions of section 704(d) 
in the tax year after the withdrawal from 
the partnership of that partner. We agree 
and affirm.’ 


Facts 


Sennett entered PPP as a limited part- 
ner in December 1967. PPP’s total capital 
at that time was approximately $402,000. 
Sennett contributed $135,000 and received 
a 33.5% interest in the partnership. In 
1967 PPP reported an ordinary loss of 
$405,329, and Sennett reported his allow- 
able distributive share of $135,000. 


Sennett sold his interest in PPP on No- 
vember 26, 1968, with an effective date of 
December 1, 1968. The contract provided 
that PPP would pay Sennett $250,000, in 
annual installments with interest. Sennett 
agreed to pay PPP within one year the 
total loss allocated to Sennett’s surrendered 
interest. PPP then sold twenty percent of 
Sennett’s interest to a third party. PPP’s 
return in 1968 reported a negative capital 
account of $109,061, corresponding to the 
eighty ey DEAHOD of the doe tae 
it 


< and PPP 
which re- 


it he: e, app 
: Court that the 


duced PPP’s obligation to, $240,000, with- 
out interest if paid in full by December 
31, 1969, or if paid one-half in 1969 and the | 
rest in 1970, at seven percent interest. PPP 
executed a promissory note to Sennett 
for $240,000, which Sennett signed as paid 
in full. Sennett meanwhile paid PPP 
$109,061, which was eighty percent of his © 
share of PPP’s 1967 and 1968 losses. On 
his 1969 return Sennett reported $240,000 
long-term capital gain and $109,061 as his 
distributive share of PPP’s ordinary loss. 
The Commissioner disallowed the ordinary 
loss and maintained that, instead, there 
should be a long-term capital gain reported 
of $130,939 ($240,000 — $109,061). The Tax 
Court agreed and the Sennetts took ais 
appeal. ; 


Analysis 


The parties stipulated to the facts in the Tax 
Court proceedings. The task of the Tax 
Court was to apply the law to these facts. 
Review de novo is, therefore, appropriate. 
Confederated Tribes of Warm Springs Reser- 
vation v. Kurtz [82-2 ustc { 16,387], 691 
F. 2d 878, 880 (9th Cir. 1982), cert. denied, 
460 U. S. 1040 (1983). 


In deciding whether Sennett can deduct 
a $109,061 loss, we must. look to 26 U.S. C. 
§ 704(d). The statute provides: 


LIMITATION ON ALLOWANCE 
OF LOSSES.—A partner’s distributive 
share of partnership loss (including cap- 
ital loss) shall be allowed only to the 
extent of the adjusted basis of such 
partner’s interest in the partnership at 
the end of the partnership year in which 
such loss occurred. Any excess of such 
loss over such basts shall be allowed as a 
deduction at the end of the partnership year 
in which such excess is repaid to the 
partnership. (Emphasis added.) 


Treas. Reg. § 1.704-1(d)—in force in 1969 
and having substantively the same effect 
now—interprets the statute as allowing 
only a partner to benefit from the carry- 
over allowed by subsection 704(d). The 
Commissioner relies upon this regulation in 
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disallowing the deduction, since Sennett 
was not a partner in the year he repaid the 
excess. Sennett does not deny this. Nor 
does he deny that his basis was zero when 
PPP purchased his interest and incurred 

the loss in 1968. Sennett argues instead 
’ that the regulation is merely an “interpre- 
tive regulation,” and entitled to little or no 
weight. Sennett points to statutory lan- 
guage which allows the taxpayer to claim a 
deduction in the amount of the excess of 
basis in the partnership. He claims he re- 
paid the loss in 1969 and is entitled to the 
deduction regardless of his lack of partner 
status. 


This circuit has held that an interpretive 
regulation will be given effect if “it is a 
reasonable interpretation of the statute’s 
plain language, its origin, and its purpose.” 
First Charter Financial Corp. v. United States 
[82-1 ustc 7.9222], 669 F. 2d 1342, 1348 (9th 
Cir. 1982). “A Treasury regulation ‘is not 
invalid simply because the statutory lan- 
guage will support a contrary interpreta- 
tion” ” Id. (quoting United States v. Vogel 
Fertilizer Co. [82-1 ustc { 9134], 455 U. S. 16, 
26 (1982)). As will be explained below, re- 
stricting carryover to partners is a reason- 
able interpretation in light of the wording 
of the statute and the legislative history. 


Statutory language supports the Treas- 
ury Regulation. For example, the presence 
of the word “partner” at the beginning of 
subsection 704(d) strongly implies that a 
taxpayer must be a partner to take advan- 
tage of the carryover. 


The Treasury Regulation’s interpretation 
is also supported by a review of the legis- 
lative history of the statute. Section 704(d), 
as initially adopted by the House, allowed 
for deduction of the distributive share to 
the extent of adjusted basis. There was no 
provision for a carryover of the excess loss 
until the excess was repaid. H. R. Rep. No. 
1337, 83d Cong., 2d Sess. 1, reprinted in 
1954 U. S. Code Cong. & Ad. News 4017, 
4364. The bill the Senate passed, which 
was the version Congress enacted, provided 
for carryover. The accompanying Senate 
Report sums up both sentences of subsec- 
tion 704(d) in a fashion that demonstrates 
the committee felt the subsection limited 
carryover to partners. It states: 


Your committee has revised subsection 
(d) of the House bill to provide that any 
loss in excess of the basis of a partner's 
partnership interest may be allowed as a 
deduction only at the end of the partner- 
ship year in which the loss is repaid, 
either directly, or out of future profits. 


Subsection (d), as amended, may be il- 
lustrated as follows. Assume that a part- 
ner has a basis of $50 for his interest, 
and his distributive share of partnership 
loss is $100. Under the subsection, the 
partners distributive share of the loss 
would be limited to $50, thereby decreas- 
ing the basis of his interest to zero. The 
remaining $50 loss would not be recog- 
nized, unless the partner makes a further 
contribution of $50. If, however, the 
partner repays the $50 loss to the partner- 
ship out of his share of partnership income 
for the following year, then the additional 
$50 loss will be recognized at the end of 
the year in which such repayment is made. 


S. Rep. No. 1622, 83d Cong., 2d Sess. 1, re- 
printed in 1954 U. S. Code Cong. & Ad. 
News 4621, 5025 (emphasis added). 


Limiting carryover to those who are 
partners at the time of repayment, as Treas. 
Reg. §1.704-1(d) does, effectuates con- 
gressional intent to allow deductions only 
to the extent of adjusted basis. When a 
partner repays the excess loss, it is, as the 
Senate Report notes, “a further contribu- 
tion” to the partnership. The partner 
thereby increases his basis by an amount 
equal to the loss and reduces it to zero by 
taking the loss. Nor is the partnership ele- 
ment merely a formal distinction, since the 
partner repaying the excess loss increases 
his interest in the partnership and his ex- 
posure to loss. Sennett’s position, in con- 
trast, was that of a debtor with rights 
superior to those of partners. 


Conclusion 


Since Sennett was not a member of the 
partnership and, therefore, had no basis in 
the partnership at the time he attempted to 
invoke the loss carryover provisions of sec- 
tion 704(d) by repaying his claimed 
share of the loss, he was not entitled to 
deduct a portion of PPP’s 1967 and 1968 
losses. The decision of the Tax Court re- 
jecting the $109,061 deduction and setting 
taxpayer’s long-term capital gain for the 
1969 taxable year at $130,939 is affirmed. 
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States of America, Defendant. 


U. S. District Court, East. Dist. Tenn., So. Div., CIV-1-83-143, Daivdna poe 
FSupp 91.) 


[Code Sec. 514(c)] 


Debt-financed income, unrelated: Use of borrowed funds. o Caaributos toa chaii! 
table organization frequently donated life insurance policies and continued to pay the 
annual premiums. The policies were held and controlled by the charitable organization 
for investment purposes. Money obtained from withdrawing the accumulated cash values 
of the insurance policies for which the beneficiary charitable organization paid an annual 
fee, but had no obligation to repay, was “acquisition indebtedness” within the meaning 
of Code Sec. 514(c). Back reference: {] 3270.65. , 


William L. Taylor, Jr., 


Spears, Moore, Rebman & Williams, Blue Cross Building, 
Chattanooga, Tenn. 37402, for plaintiff. John W. Gill, Jr., 


Wulted- States Attorney, 


Robert E. Rice, Department of Justice, Washington, D. s 20530, for defendant. 


Memorandum 


Mirsurn, Chief Judge: This action is for 
an income tax refund. Jurisdiction has 
been invoked pursuant to 28 U. S. C. Sec- 
tion 1346(a)(1), and is not in dispute. The 
action is presently before this Court on 
cross motions for summary judgment. 


If 


The parties made the following stipula- 
tions of facts: 


1. The plaintiff, Mose and Garrison Siskin 
Memorial Foundation, Inc., is a Tennessee 
not-for-profit corporation and tax-exempt 
organization that operates a rehabilitation 
facility and school for handicapped individ- 
uals. Plaintiff has its principal place of 
business in Chattanooga, Hamilton County, 
Tennessee. 


2. The plaintiff qualifies as a tax-exempt 
organization under Section 501(c) (3) of the 
Internal Revenue Code and, as such, nor- 
mally files annual returns with the Internal 
Revenue Service without liability for in- 
come tax. 


3. The officers of the plaintiff during the 
years 1979 and 1980 were: 


William D. Spears, President 
Peter T. Cooper, Treasurer 
William L. Taylor, Jr., Secretary 


4. Contributors to the plaintiff organiza- 
tion frequently donate life insurance poli- 
1e pling’ and continue to pay the 


ance companies on the lives of in excess of 
800 persons. The annual premiums on such 
life insurance policies were being donated 
by the original purchasers of such policies. 
As of February 1, 1979, such life insurance 
policies had accumulated cash values of 
approximately $2,292,900.00. 


6. During 1979, the plaintiff determined 
that the investment of the accumulated cash 
values in the life insurance policies could 
return a higher yield if withdrawn from 
the policies and reinvested in marketable 
securities and other forms of income pay- 
ing investments. The accumulated cash 
values were withdrawn and so reinvested 
on various dates in 1979 (the enumeration 
of which is not material to the issues). The 
reinvested cash values earned $134,501.00, 
net, of life insurance company charges for 
such withdrawals, during the calendar year 
1979. 


7. The purpose of the plaintiff’s with- 
drawal of the cash value of these insurance 
policies and reinvestment of the funds was 
to gain leverage in the property in order 
to acquire additional investment, and, ac- 
cordingly, to earn more than the nominal 
rate paid under the policies. The plaintiff 
paid a cost for withdrawing the cash values 
from the life insurance policies which aver- 
aged approximately 5.5% per annum. The 
plaintiff earned in excess of 10% per annum 
on the reinvestment of such cash values. 


8. During 1979, the plaintiff became aware 
that the defendant considered the with- 
drawal of cash value of life insurance and 


‘reinvestment thereof as causing unrelated 


bu 1c for organizations exempt 
ander > (c)(3) of the cetemral 
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80-28-002 was published by the defendant’s 
agents setting forth the same position. 


The plaintiff caused an Exempt Organi- 
zation Business Income Tax Return (Form 
990-T) for the calendar year 1979 to be 
prepared and timely filed with the Internal 
Revenue Service. Such return reflected a 
tax liability of $42,160.00, which was paid 
by the plaintiff to the Internal Revenue 
Service in installments of $21,500.00 on 
May 15, 1980, and $20,660.00 on August 
15, 1980. 


9. On March i6, 1981, the plaintiff caused 
a claim and Amended Exempt Organization 
Business Income Tax Return to be prepared 
and filed which sought a refund of the 
$42,160.00 in income tax. The claim and 
refund request was disallowed by the In- 
ternal Revenue Service on January 13, 
1983. 


10. The plaintiff subsequently filed suit 
asking refund of $42,160.00 of income tax 
for the calendar year 1979 on March 17, 
1983, in the United States District Court 
for the Eastern District of Tennessee. 


11. The plaintiff has no obligation to 
repay any withdrawals of cash values from 
the life insurance contracts, but if an in- 
sured individual died, the face amount of 
the policy would be decreased by any 
previous withdrawals. 


12. The plaintiff has no obligation to 
return any funds withdrawn to the in- 
surance company. If the plaintiff has not 
returned the funds withdrawn from the 
cash reserve of a given policy to the 
insurance company at the time of death 
of that policy’s insured, such policy will 
have its cash reserve payabie on the death 
of the insured reduced by the amount with- 
drawn and by the annual charge imposed 
by the insurance company attendant upon 
such withdrawal. 


13. Plaintiff held the power to surrender 
any or all of the life insurance policies 
owned by it and to receive all of the ac- 
cumulated cash values without charge by 
the life insurance companies.. However, to 
surrender such life insurance contracts 
would cause the donors of annual premiums 
for such policies to reconsider their gifts 
to plaintiff. 

Ji 

The plaintiff tax-exempt corporation in- 

sists that “an advance against a life insur- 


ance contract is not an ‘indebtedness’, 
and that plaintiff’s activities sought to be 
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included within 26 U. S. C. Section 514 are 
not of the character Section 514 was de- 
signed to prevent, and, finally, that charges 
on policy advances are not interest such 
as to make the advances acquisition 
indebtedness. 


In response the government insists that 
the income generated by the plaintiff’s 
loans is acquisition indebtedness and that 
the position of the United States is consis- 
tent with the legislative history of 26 U. S. C. 
Sections 512 and 514. 


Therefore, the issue is whether the money 
obtained from withdrawing the accumu- 
lated cash values of insurance policies for 
which the beneficiary, charitable organiza- 
tion pays an annual fee, but has no obliga- 
tion to repay, is “acquisition indebtedness” 
within the meaning of Section 514(c) of 
the Internal Revenue Code. 


Wh, 


The Iniernal Revenue Code 26 U. S. C. 
Section 511 imposes a tax upon all “unre- 
lated business taxable income (as defined 
in Section 512)” of certain organizations, 
such as the plaintiff, which are exempt from 
taxation under Section 501 of the Internal 
Revenue Code. 


The term “unrelated business taxable in- 
come” is defined in Section 512 of the 
Internal Revenue Code to include certain 
amounts realized by organizations such as 
the plaintiff. Specifically, Section 512(b) (4) 
provides that in the case of ‘“debt-financed 
property” (as defined in Section 514), there 
shall be included, as an item of gross in- 
come derived from an unrelated trade or 
business, the amount ascertained under 
Section 514(a)(1). Section 514(a)(1) sets 
forth the actual method of computation of 
unrelated business taxable income in situ- 
ations involving debt-financed property. 


“Debt-financed property” is defined in 
Section 514(b) to include any property 
which is held to produce income and with 
respect to which there is an “acquisition 
indebtedness” at any time during the tax- 
able year. © 


“Acquisition indebtedness” is defined, in 
pertinent part, to mean with respect to 
debt-financed property, the unpaid amount 
of: 

(A) the indebtedness incurred by the 
organization in acquiring or improving 
such property; 

(B) the indebtedness incurred before 
the acquisition or improvement of such 
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property if such indebtedness would not 
have been incurred but for such acquisi- 
tion or improvement; 


26 UL SG oection 514(c). 


The plaintiff insists that because there is 
no obligation to repay the advance, it is 
not an indebtedness and cites several cases 
decided over twenty years ago. Although 
this Court does not believe this precedent to 
be totally irrelevant or overruled, it is of 
the opinion that the better view is ex- 
pressed in the tax court case, Minnis v. 
Commissioner [Dec. 35,953], 71 T. C. 1049 
(1979) in which it was held that amounts 
paid on loans from an insurer against the 
cash surrender value of life insurance poli- 
cies, not involving sham transactions, are 
deductible as interest on indebtedness. The 
Tax Court in Minnis squarely addressed 
the present problem before this Court and 
stated the following in relevant part: 


It is true that a policy loan differs in 
some respects from an ordinary loan. The 
issuer of the policy generally has no dis- 
cretion as to whether to grant a policy 
loan and the policyinoider has no obliga- 
tion to repay the loan by a set date. If 
the policyholder fails to repay the loan, 
the proceeds payable upon maturity of 
the policy are reduced accordingly. In 
this sense, the loan is actually an ad- 
vance payment and, in some contexts, 
courts have held that a policy loan does 
not create a debtor-creditor relationship. 
See, e.g., Orleans Parish v. N. Y. Life 
Ins. Co., 216 U. S. 517 (1910) (existence 
of “property” for purposes of State tax- 
ation of the insurance company); Umted 
States v. Miroff [65-2 ustc J 9753], 353 F. 
2d 481 (7th Cir. 1965), and United States 
v. Sullivan [64-1 uste J 9392], 333 F. 2d 
100 (3d Cir. 1964) (both involving the 


existence of a sufficient interest for pur- 


poses of a tax lien). 


However, for the purposes of deter- 
mining a taxpayer’s Federal income tax 
liability, policy loans have generally been 
regarded as a valid form of indebtedness. 
Despite the insurance company’s lack of 
recourse against the borrower, this Court 
has repeatedly recognized that interest 
paid o a y Ho is deductible as in- 


United States [78-1 ustc J 9250], 215 Ce 
Cl. 840, 572 F. 2d 826 (1978). 


71 T. C. at 1054. 


Not only has the Tax Court ruled that 
an advance on a policy is an indebtedness 
but the policy itself, both in the Muinnis 
case and in the instant case, supports this 
holding. See 71 T. C. at 1051. In this case, 
typical policies are attached as exhibits to 
the Stipulation of Facts. One such policy 
states, “The company will grant an advance 
(herein called a loan) upon the assignment 
of this policy to the company as the only 
security, provided a cash value is available 

.”. The policy goes on to define “loan 
value”, “loan interest”, and “loan repay- 
ment” by contractual provisions. 


In addition, the finding that loans on in- 
surance policies are indebtedness is consist- 
ent with the intent and purpose behind 
Section 514. The House Report accom- 
panying the Tax Reform Act of 1969 states 
in relevant part: 


Certain tax-exempt organizations are 
now subject to income tax on their “un- 
related business income,” a concept which 
includes not only the active conduct of a 
business but also a portion of rental in- 
come from “business leases” measured 
by the proportion of debt on the realty. 


Your committee has concluded that it is 


necessary to increase the effectiveness of 
this provision in two major respects. The 
first is to expand “unrelated business 
income” to include a new category, “un- 
related debt-financed income” from in- 
vestment property, with the portion 


included measured by the proportion of — 
debt on the investment property. This 


provision will discourage a developing 
device for trading in the tax exemption 
of non-profit organizations, which now es- 
capes unrelated business income tax ... 


In addition to the general problem of 


unfair competition resulting from the 
conduct of an unrelated trade or business, 
social clubs, fraternal beneficiary socie- 
ties, and voluntary employee beneficiary 
associations present a special problem 
with regard to any income from sources 
outside the membership, whether such 
income results from the conduct of an 
unrelated trade or SSNS or Pasi 
investments. 


_ Consequently, the Dill contains two 
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H. Rep. No. 91-413, 91st Cong., Ist Sess., 
reprinted in 1969 U. S. Code Cong. & Ad. 
News 1645, at 1689. 


In conclusion, it is common knowledge 
that the exemption granted a charitable 
organization is narrow and includes the 
generation of income related only to its tax 
exempt activities. In this case, plaintiff bor- 
rowed money at a low interest rate on num- 
erous donated life insurance policies and 
reinvested at a higher rate much as a bank 
or financial institution would do. If our 
holding were other than it is today, there 
would be nothing in this case to keep this 
charity from investing large amounts of 
proceeds in the proverbial hot dog stand 
or controlling any other unrelated business. 
Congress enacted Section 514 to tax unre- 


lated business activity and this Court holds 
that advances on life insurance policies are 
“acquisition indebtedness” within the mean- 
ing of Section 514(c) of the Internal Reve- 
nue Code. Clearly, the potential for abuse 
is evident. This Court overrules plaintiff’s 
motion for summary judgment and sustains 
defendant’s motion for summary judgment. 


Order 


In accordance with the memorandum en- 
tered simultaneously herewith the plaintiff's 
motion for summary judgment (Court File 
No. 9) is overruled. The defendant’s cross 
motion for summary judgment (Court file 
No. 10) is sustained. The case is hereby 
dismissed. 


It is so ordered. 


[79155] Inger Lisa (Davis) Schiavenza, Plaintiff v. United States of America, 


Defendant. 


U. S. District Court, N. Dist. of Calif., No. C-81-4745-SC, 12/18/84. 


[Code Sec. 263] 


Capital expenditures: Development costs: Oil and gas wells: Intangible drilling 
and development costs.—-The taxpayer’s refund suit, initiated to contest the govern- 
ment’s disallowance of her proportionate share of a partnership deduction claimed as an 
intangible drilling expense, was dismissed as to all issues on remand from the U. S. 
Court of Appeals at San Francisco (CA-9), 83-2 USTC { 9713, because of her failure 
to comply with the court’s order to produce foreign records pertinent to the case. Back 


reference: {| 2219.288. 


Dolly Ares, Two North Second St., San Jose, Calif. 95113, Irwin Gostin, 303 A Street, 
San Diego, Calif. 92101, for plaintiff. Michael D. Howard, Assistant United States 


Attorney, for defendant. 


Conti, District Judge: This case is on 
remand from the Ninth Circuit Court of 
Appeals, which affirmed in part and reversed 
in part this Court’s summary judgment in 
favor of the United States. 720 F. 2d 1117 
(9th Cir. 1983). Trial of the remaining 
issues was scheduled to begin on No- 
vember 6, 1984, but was continued to 
December 10, 1984 to allow plaintiff suf- 
ficient time to comply with the Court’s order 
to produce foreign records. Plaintiff did 
not produce the foreign records. 


Counsel for the parties appeared before 
the Court on December 6, 1984 for further 
hearing on the appropriate sanction for 
plaintiff’s failure to produce the records, 
and for a pretrial conference. Appearing for 
the plaintiff was Dolly Ares; and for the 
United States was George L. Bevan Jr., 
Assistant United States Attorney, Tax 
Division. Plaintiff's counsel requested a 


further continuance of the trial, and was 


unwilling and unprepared to participate in 
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the pretrial conference with a view toward 
reaching stipulations and avoiding needless 
expenditure of court and jury time. 


Accordingly, and for good cause shown, 
this action is hereby dismissed pursuant to 
Rules 16(f) and 37(b)(2) of the Federal 
Rules of Civil Procedure. 


This tax refund suit was initiated by 
plaintiff to contest the government’s 
dissallowance of her share ($5,002) of a 
$2,000,000 partnership deduction claimed by 
Nevada Energy and Heating Partnership 
(NEHP) as a drilling expense for the 1977 
tax year. The basis for the deduction was 
that NEHP had transferred $2,000,000 off- 
shore to Barclays Bank International, Ltd., 
in Tortola, British Virgin Islands, allegedly 
to be used by a foreign company for a drill- 
ing project in Nevada. The foreign com- 
pany was a Dutch management company 
named Management and Trust Co. Inter- 
national Ltd. (Matrucoin). 
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On November 5, 1982, the Court granted 
the Government’s motion for summary 
judgment disallowing the entire partnership 
deduction, on the basis that none of the 
$2,000,000 was actually spent for drilling 
or was irrevocably committed for drilling. 


In addition te the $2,000,000 sent off- 
shore, NEHP had paid out $140,000 di- 
rectly to a Nevada promoter allegedly to 
be used for the drilling project. NEHP 
treated this payment on its tax return and 
partnership ledgers as a loan to Matrucoin. 
In granting the summary judgment, the 
court rejected plaintiff's argument that the 
$140,000 was “part of” the $2,000,000 sent 
offshore to Barclays in Tortola. 


Plaintiff appealed the summary judgment 
decision to the Ninth Circuit, which affirmed 
as to $1,860,000 out of the $2,000,000 de- 
duction, but ruled that there was a ma- 
terial issue of fact as to whether the 
$140,000 was part of the $2,000,000, and 
if so, whether the $140,000 was deductible 
as intangible drilling costs under 26 U.S.C. 
§ 263. The case was remanded to this court 
for a factual determination on these issues. 
Plaintiff's proportionate share of the 
$140,000 deduction is $350.14. 


Plaintiff made a timely demand for jury 
trial in the complaint. In May 1984, counsel 
for the parties appeared before the court 
for a status conference, at which time a 
trial date of November 6, 1984 was set. 


The parties submitted their exhibit and 
witness lists in the week prior to trial. 
Plaintiff’s exhibit list did not include any 
records of Matrucoin or foreign bank ac- 
counts, and plaintiff’s witness list did not 
include Everd Van Walsum. Van Walsum 
is the owner and operator of Matrucoin, 
and had signed the agreement between 
NEHP and Matrucoin relative to the drill- 
ing project. Van Walsum is a long-time 


friend and associate of Harry Margolis, the — 


originator and promoter of NEHP. Van 
Walsum had fled the United States a 
couple of months earlier to avoid court 
orders to produce Margolis related records 
in connection with other refund suits pend- 
ing in ibis and other Districts. 


rovernment filed a pretrial motion 
‘prevent plaintiff from intro- 
plomesticy» side of NEHP’s 


foreign banking transactions unless the 
relevant foreign documents were made 
available to the Government prior to trial; 
i.e., plaintiff would be precluded from — 
proving that the $140,000 was part of the 
$2,000,000 transferred to Tortola, or that 
the $140,000 loan was repaid by Matrucoin 
in August 1978 via bank transfer of $148,833 
from Tortola. The government argued that 
the foreign records would show that the 
$2,000,000 transferred to Tortola was actu- 
ally recycled back to Barclays in San Fran- 
cisco on the same day, and then reused for 
other Margolis tax shelters; and would fur- 
ther show whether the $140,000 loan to. 
Matrucoin was repaid, or. whether it was 
repaid by Matrucoin or with Matrucoin 
funds. 


A hearing on the Government’s motion 
was held on the morning of trial on No- 
vember 6. The Court advised plaintiff and 
her counsel that based on fairness and the 
rule of completeness under Fed. R. Evid. 106, 
the foreign records would have to be pro- 
duced if plaintiff wished to introduce evi- 
dence at trial relating to these banking 
transactions. The Court indicated that 
Harry Margolis would not be allowed to 
testify if the records were not produced, 
and suggested that the action might be 
dismissed depending upon why the ~~ 
ments were not produced. a 


The Court entered a written order on 
November 14, 1984 requiring plaintiff to 
produce the foreign records to government 
counsel on or before December 3, 1984, 
and continued the trial to December 10, 
1984, to allow plaintiff sufficient time to 
comply with the order. Plaintiff was 
ordered to produce ihe following records: 


All records for accounts at Barclays 
Bank International, Ltd., Tortola, British 
Virgin Islands, or any other foreign bank, 
which reflect ‘directly or indirectly, the 
receipt or disposition or source or intra- 
bank transfer of the money transfers 
reflected in Exhibit A attached hereto. 
These records are to include, but are not 
limited to bank statements, debits, cred- 
its, advices of charge or credit, cancelled 
checks or authorization letters. 

The money transfers in Exhibit A con- 

sisted of the following transfers to or from 


Barclays i in Tortola: 


85, Commerce C: Cleari ing House, 
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These records are accessible to plaintiff 
through Harry Margolis. Margolis has 
access to the records, as does Neil Mac- 
donald, an associate of Van Walsum who 
has been working at the Margolis office 
since late 1983. Macdonald was sub- 
poenaed to produce the same records, but 
no records were produced. 


Plaintiff did not produce the foreign 
records covered by the court’s order. A 
further hearing on the motion in limine and 
a pretrial conference were held on De- 
cember 6, 1984. During this hearing, plain- 
tiff's counsel presented an affidavit of Mar- 
golis wherein he requested a continuance 
of the trial. 


Plaintiff's counsel requested a continu- 
ance of the trial in accordance with Mar- 
golis’ affidavit. This request was denied. 
The Court ruled that Margolis would be 
precluded from testifying since the records 
had not been produced. 


Plaintiff's counsel stated that plaintiff 
was the only witness she needed at trial 
if Margolis would not be permitted to 
testify. The Government suggested that 
plaintiff's counsel make an offer of proof 
as to what plaintiffs trial testimony would 
be, with a view toward saving the expense 
of a jury, and stipulating to the testimony 
and making a motion for directed verdict. 
The Court asked plaintiff's counsel whether 
she was willing to make the proffer, to 
which she replied: 


No, I am not prepared to make an offer 
of proof at this time on my case. 


Plaintiff’s counsel was unwilling and un- 
prepared to participate in good faith in the 
pretrial conference to discuss stipulations 
and avoid unnecessary proof at trial. 


Rule 16 of the Federal Rules of Civil 
Procedure was amended, effective August 
1, 1983, to encourage forceful judicial man- 
agement and to alleviate congested calen- 
dars and the disgraceful costs of litigation. 
See In the Matter of Sanction of Baker, 744 
F. 2d 1438 (10th Cir. 1984); Notes of Ad- 
visory Committee on Rule 16, 97 F. R. D. 
Zs 

Subsection (f), added as part of the 1983 
amendments to Rule 16, “indicates the intent 
to give courts very broad discretion to use 
sanctions where necessary to insure not 
only that lawyers and parties refrain from 
contumacious behavior, already punishable 
under the various other rules and statutes, 
but that they fulfill their high duty to insure 
the expeditious and sound management of 
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the preparation of cases for trial.” In the 
Matter of Sanction of Baker, supra at 1440. 


Rule 16(f) provides as follows: 


If a party or party’s attorney fails to 
obey a scheduling or pretrial order, or 
if no appearance is made on behalf of a 
party at a scheduling or pretrial con- 
ference, or if a party or party’s attorney 
is substantially unprepared to participate 
in the conference, or if a party or party’s 
attorney fails to participate in good faith, 
the judge, upon motion or his own initia- 
tive, may make such orders with regard 
thereto as are just, and among others 
any of the orders provided in Rule 
37(b)(2)(B), (C), (D). In lieu of or in 
addition to any other sanction, the judge 
shall require the party or the attorney 
representing him or both to pay the 
reasonable expenses incurred because of 
any noncompliance with this rule, includ- 
ing attorney’s fees, unless the judge finds 
that the noncompliance was substantially 
justified or that other circumstances make 
an award of expenses unjust. 


This section incorporates portions of Rule 
37(b)(2), which prescribes sanctions for 
failure to make discovery. Among the 
sanctions authorized by subsection (f) are 
preclusion orders, striking a pleading, dis- 
missal, default judgment, contempt, and 
charging a party, his attorney, or both with 
the expenses including attorney’s fees 
caused by non-compliance. See In re Mc- 
Dowell, 33 B. R. 323 (Bky, N. D. Ohio 1983) 
(default judgment where attorney failed to 
appear for pretrial conference). 


The court has discretion to impose 
whichever sanction it feels is appropriate 
under the circumstances, and its action is 
reviewable under the abuse of discretion 
standard. National Hockey League v. Metro- 
politan Hockey Club, Inc., 427 U. S. 639 
(1976); In the Matter of Sanction of Baker, 
supra, 744 F. 2d at 1440. 


Under the circumstances present in this 
case, dismissal is an appropriate sanction 
under Fed. R. Civ. P. 16(f). Plaintiff's 
counsel was unwilling and unprepared to 
participate in good faith in a pretrial con- 
ference on December 6, 1984. Counsel re- 
fused to make an offer of proof as to plaintiff’s 
anticipated trial testimony. Dismissal, al- 
though a severe sanction, is also appropriate 
in view of the minimal tax consequences 
of this case to plaintiff (approximately $100). 


An alternative basis for dismissal is Fed. 
R. Civ. P. 37(b)(2) which provides that 
if a party (or an officer, director or managing 
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agent of a party) fails to obey an order 
to provide discovery, the court in which 
the action is pending “may make such 
orders in regard to the failure as are just,” 
including 


(B) An order refusing to allow the 
disobedient party to support or oppose 
designated claims or defenses, or pro- 
hibiting him from introducing designated 
matters in evidence; 


(C) An order striking out pleadings or 
parts thereof, or staying further proceedings 
until the order is obeyed, or dismissing 
the action or proceeding or any part 
thereof, or rendering a judgment by de- 
fault against the disobedient party. 


The choice of particular sanctions is a 
matter addressed to the sound discretion of 
the court. David v. Hooker Ltd., 560 F. 2d 
412, 418 (9th Cir. 1977); Ohio v. Crofters, 75 
OR DMZ 25." "Colos 1977) yrajrdasul 
nom, Ohio v. Anderson, 570 F. 2d 1370 (10th 
Cir. 1978). 


Under Rule 37(b), the sanctions of dis- 
missal or preclusion amounting to dismissal 
can only be made where tthe failure to 


comply is due to willfulness, bad faith, or © 


fault of the party. Wyle v. R. J. Reynolds 
Industries, 709 F. 2d 585 (9th Cir. 1983). 
“Willful” in this context has been defined 
as follows: “{T]o be ‘willful’ the failure 
need not necessarily be accompanied by 
wrongful intent. It is sufficient if it is 
conscious or intentional, not accidental or 
involuntary.” Oho v. Crofters, supra, 75 
F. R. D. at 24. 


If the failure to comply with discovery 
is due to circumstances beyond the dis- 
obedient party’s control, severe sanctions 
may not be imposed. United States v. Sumi- 
tomo Marine & Fire Inc., 617 F. 2d 1365, 
1369 (9th Cir. 1980). The Ninth Circuit 


has specifically encouraged dismissal, how- 
ever, where the trial judge determines that 
“a party has acted willfully or in bad faith 
in failing to comply with rules of discovery 
or with court orders enforcing the rules 
or in flagrant disregard of those rules or 


Plaintiff has access to these foreign docu- 
ments through the access of Margolis, with 
whom she has an attorney-client relation- 
ship. Zaentz v. Commissioner [CCH Dec. 
36,499], 73 T. C. 469, 473-74 (1979). Collec- 
tively they have prevented the Government 
from obtaining information about the foreign 


side of NEHP’s banking transactions. Mar- — 


golis (and Everd Van Walsum) engaged in 
similar conduct in Bruce v. United States, 


84-11 ustc 79517 (N. D. Cal.), where the © 
Court dismissed the case on the basis that _ 
Margolis was the real party in interest. The | 


Court found that: 


7. The government’s efforts to obtain 
bank records from Barclays Bank in Tor- 
tola, records of foreign entities managed 
by Van Walsum, and various charts and 
memoranda used in coordinating the in- 
coming and outgoing telephonic transfers 


of funds between Barclays and other off-— 


shore banks have been frustrated. 


8. These records and documents are 
relevant to show the true source of Dun- 
can Properties’ funds, and whether Duncan’s 
transactions were in reality circular move- 
ments of funds without any economic 
substance. 


9. Harry Margolis has played a signifi- 
cant role in the frustration of the govern- 
ment’s attempts to obtain these records. 
He was instrumental in initiating an 
action filed in Tortola to enjoin Barclays. 


Bank from producing the bank records. 
of various foreign entities purportedly 


managed by Van Walsum. He also exer- 


cises sufficient influence and control over 


Van Walsum that if he directed Van 


Walsum to produce records of various. 


of the foreign entities managed by Van 


Walsum from Panama, the court is con-- 


vinced that Van Walsum would have 
done so. 84-1 ustc at p. 84,362. 


NEHP was one of the named plaintiffs. 
initiating the injunction actions in Tortola, 
referred to in the Bruce decision, to block 


the release of bank records by Barclays in 


Tortola for use in this case. 


It is reasonable to assume, given the pat-. 


tern and practices of the Margolis office, 
that the records Margolis and Macdonald 
have failed to produce would support the 
Government’s I 


of a circular 


heaf 


that NEHP’s. 


ume v. Com-. 
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because the money transfers occurred on 
November 30, 1977, the date on which two 
of NEHP’s transfers occurred. NEHP is 
referred to in the opinion. The court in 
Scheaf concluded that the transfers were 
a sham, and Margolis’ use of offshore enti- 
‘ties from which informaiion cannot be ob- 
tained may be indicative of a sham transaction. 


The deliberate and total failure of Harry 
Margolis and his agent Neil Macdonald to 
provide discovery warrants dismissal. AI- 
though the court was initially inclined to 
impose the lesser sanction of precluding 
Margolis from testifying, this would not 
serve as a sufficient deterrent against a re- 
occurrence of this kind of flagrant behavior 
in other cases. Counsel’s refusal to make 
an offer of proof was in bad faith and war- 
tants a more severe sanction than preclu- 


sion of evidence. There is no evidence that 
plaintiff has taken any steps to engage 
counsel with no present or prior affiliation 
with the Margolis office to represent her 
financial interests, if indeed she has any, 
in this litigation. In these circumstances 
and in view of the other considerations dis- 
cussed above, there is no reason to relieve 
plaintiff of the consequences of her attor- 
ney’s and her agent’s unexcused conduct. 
Link v. Wabash Railroad Co., 370 U. S. 626, 
633-34 (1962); c.f., Hollis v. United States, 
744. F. 2d 1430: (10th Cir. 1984). 


Based on the foregoing, it is ordered that 
plaintiff's complaint be and is hereby dis- 
missed as to all issues on remand from the 
decision of the Ninth Circuit Court of Ap- 
peals, 720 F. 2d 1117 (1983). 


[79156] Richard D. May, Appellant v. Commissioner of Internal Revenue, Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 84-1583, 1/25/85.—(752 F2d 1301.) Affirm- 


ing unreported Tax Court opinion. 


[Code Sec. 6673; Tax Court Rule 53] 


Tax protest: Constitutional provisions: Constitutional claims frivolous: Civil pen- 
alties: Damages assessable: Delay: Tax Court: Rules of practice: Motion to dismiss 
case.—The taxpayer’s petition, which was comprised of various tax protestations which 
had been repeatedly and soundly rejected, was properly dismissed by the Tax Court for 
failure to state a claim. The taxpayer’s complaint merely contained conclusory assertions 
which attacked the constitutionality of the Internal Revenue Code and its applicability 
to the taxpayer. Furthermore, the court of appeals found that the Tax Court did not 
abuse its discretion in assessing damages against the taxpayer for instituting proceedings 
primarily for delay. However, the court of appeals did comment that the Tax Court 
should make specific findings of fact justifying the imposition of damages under the 
applicable statute in order to enable the appellate courts to efficiently review the exercise 
of discretion by the Tax Court without the necessity of surmising findings of fact. Back 
references: {| 402A.035, 5570B.10, and 5821G.15. 


Richard D. May, pro se. Glenn L. Archer, Jr., Michael L. Paul, Department of 
Justice, Washington, D. C. 20530, for appellee. 


Before HEANEY, BRIGHT, and Ross, Circuit Judges. 


Bricut, Circuit Judge: Appellant Richard ing the Commissioner’s determination, the 


May appeals from -the Tax Court’s dis- 
missal of his petition contesting the Com- 
missioner’s deficiency determination in his 
federal income taxes for failure to state a 
claim and its decision, sua sponte, to im- 
pose $5,000 damages against him pursuant 
to section 6673 of the Internal Revenue 
Code. We affirm. 


I. BACKGROUND. On February 24, 
1983, May received from the Commissioner 
of Internal Revenue a notice of deficiency 
in federal income taxes for the years 1978 
through 1981. On May 19, 1983, six days 
before the expiration of the statutory, 
ninety-day period provided taxpayers to 
file a petition in the Tax Court challeng- 
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Tax Court received a letter from May re- 
questing that he be sent the “necessary 
materials” to petition the court and an ex- 
tension of time in which to file a petition. 
The court treated that letter as a petition 
for purposes of the ninety-day period and 
ordered May to file an amended petition 
by July 25. On July 22, May filed an 
amended petition contesting the deficiency 
determination in which he asserted, inter 
alia, that he is not subject to federal income 
tax because the Internal Revenue Code 
contains no definition of “income”; that 
his income for these years was derived 
solely from wages which is neither “gain” 
nor “profit” subject to the federal income 
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tax; that the filing of a tax return is 
voluntary and he did not “volunteer to self- 
assess himself” for the years in question; 
and that the Commissioner violated the 
Privacy Act of 1974, 5 U. S. C. §552a 
(1982), an act of fraud which vitiates his 
obligation to comply with any act. 


On September 9, the Commissioner filed 
a motion to dismiss the petition for failure 
to state a claim. The Tax Court granted 
May until October 13 to file a response to 
that motion. On October 13, the court re- 
ceived another letter from May requesting 
an extension of time in which to file his 
response. The court granted him an ex- 
tension until November 8. May never filed 
a response. 


The Tax Court, noting that May’s peti- 
tion was comprised of various tax protesta- 
tions which have been repeatedly and 
soundly rejected, concluded that the peti- 
tion was frivolous and had been instituted 
primarily to delay the payment of taxes. 
Accordingly, on February 7, 1984, it entered 
an order granting the Commissioner’s 
motion to dismiss and affirming the deter- 
mination; of deficiencies and additions to tax 
owed by May for the four years in question. 
In addition, the court, sua sponte, ordered 
May to pay $5,000 damages to the United 
States pursuant to 26 U. S. C. § 6673 (1982).* 


May brings this appeal pro se. He con- 
tends that he filed his petition in the Tax 
Court to obtain a clarification of the al- 
leged deficiency. He asserts that the Tax 
Court erred in dismissing his petition be- 
fore holding a hearing in which the burden 
of proof was on the Commissioner to estab- 
lish his tax liability. He also argues that 
the Tax Court abused its discretion by 
imposing section 6673 damages against him 
for asserting a constitutional right. 


This court, sua sponte, requested the 
government to prepare a letter brief ad- 
dressing the question of whether the Tax 
Court may assess the maximum damages 
under 26 U. S. C. § 6673 (1982) without 
providing notice or the opportunity for a 
hearing and without a showing that the 
taxpayer’s conduct was willful. Ce Apeust 


9, the government filed a brief supporting 
the Tax Court’s assessment against May 
of the maximum damages allowable under 
section 6673. On August 15, 1984, we asked 
the clerk’s office to notify May and in- 
form him that he was entitled to retain 
counsel and that he would be allowed 
twenty-five days in which to file a response 
to the government’s brief. That period has 
long since expired and we have received 
no response from May. ; 


II. DISCUSSION. A. Dismissal of pe- 
tition for failure to state a claim. The first 
issue we address is whether the Tax Court 
properly dismissed May’s complaint for 
failure to state a claim. It is axiomatic 
that a court should not dismiss a complaint 
for failure to state a claim “unless it ap- 
appears beyond doubt that the plaintiff can 
prove no set of facts in support of his 
claim which would entitle him to relief.” 
Conley v. Gibson, 355 U. S. 41, 45-46 (1957) 
(footnote omitted); Price v. Moody, 677 
F. 2d 676, 677 (8th Cir. 1982). In reviewing 
the dismissal of a petition for failure to 
state a claim, we must, of course, assume 
the plaintiff’s allegations to be true. Id. 


In this case, the Commissioner made a 
determination of various deficiencies in 
May’s federal income taxes after he failed 
to file returns for the tax years 1978-81. 
Contrary to May’s assertion in this appeal, 
the determinations made by the Commis- 
sioner in a notice of deficiency are pre- 
sumed to be correct and the taxpayer bears 
the burden of demonstrating any error in 
the Commissioner’s determination.” Welch 
v. Helvering [3 ustc J 1164], 290 U. S. 111, 
115 (1933); Bennett Paper Corp. & Sub- 
sidiaries v. Commussioner [83-1 ustc { 9208], 
699 F. 2d 450, 453 (8th Cir. 1983); Abrams 
v. Commissioner [Dec., 41 es 82 T. C. 403, 
405 (1984). ” 


Upon review of May’s amended petition, 
we find no allegations of fact which could 
give rise to a valid claim; rather, the 
complaint merely contains conclusory as- 
sertions attacking the constitutionality of 
the Internal Revenue Code and its BePPDU CAs, 
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bility to the taxpayer.* Tax protest cases 
like this one raise no genuine controversy; 
the underlying legal issues have long been 
settled. See, e.g., Abrams, 82 T. C. at 
406-07 (citing cases rejecting similar argu- 
ments). Because May’s petition raised no 
justiciable claims, the Tax Court properly 
dismissed the petition for failure to state a 
claim. 

B. Section 6673 damages. The second 
issue we consider is whether the Tax Court 
erred in assessing damages, sua sponte, 
under section 6673 against a taxpayer pro- 
ceeding pro se without first providing the 
taxpayer with notice or the opportunity for 
a hearing or without a showing of willful- 
ness. In this case, the Tax Court, sua 
sponte, imposed damages of $5,000 against 
May pursuant to section 6673, stating—in 
language repeating the statutory language 
—its finding that May had filed a frivolous 
and groundless action primarily for delay.’ 


The statutory language of section 6673 
does not require that the Tax Court hold 
a hearing or give notice to the taxpayer as 
a prerequisite to assessing damages under 
that section and we have previously noted 
that the decision whether to impose dam- 
ages under section 6673 rests within the 
discretion of the Tax Court. See Lukousky 
v. Commissioner [84-1 usrc 99525], 734 
F. 2d 1320, 1321 (8th Cir. 1984). The prob- 
lem with the Tax Court’s imposition of 
section 6673 damages in this case is that 


the court did not indicate anywhere in its 
opinion the facts from which it concluded 
that May knew the petition was frivolous 
and that he had commenced this proceed- 
ing primarily to delay the payment of taxes 
to enable us to review whether it appropri- 
ately exercised its discretion in this case. 


We are not unsympathetic to the Tax 
Court’s position in these tax protest cases. 
An all too familiar pattern of claims chal- 
lenging the Commissioner’s deficiency de- 
terminations on various constitutional 
grounds has arisen over the past half dozen 
years. The Tax Court first noted this 
trend in Hatfield v, Commissioner [Dec. 
34,628], 68 T. C. 895, 899 (1977): 


In recent times, this Court has been 
faced with numerous cases, such as this 
one, which have been commenced with- 
out any legal justification but solely for 
the purpose of protesting the Federal tax 
laws. This Court has before it a large 
number of cases which deserve careful 
consideration as speedily as possible, and 
cases of this sort needlessly disrupt our 
consideration of those genuine contro- 
versies. Moreover, by filing cases of this 
type, the protestors add to the caseload 
of the Court, which has reached a record 
size, and such cases increase the ex- 
penses of conducting this Court and the 
operations of the IRS, which expenses 
must eventually be borne by all of us, 


Many citizens may dislike paying their 
fair share of taxes; everyone feels that 


2May’s amended complaint alleged: 

The determination of tax allegedly owed by 
Petitioner is based on the following errors of 
Crimen Falsi action, for the following reasons: 

A. The Respondent has totally erred in its 
determination of ‘‘income’’ when no definition 
of “‘income’’ appears in the Internal Revenue 
Code. Wo basis exists for this improper deter- 
mination of “‘income’’ by the Respondent. 

B. The Respondent has added penalties for 
Petitioner not filing a return (1040) when in 


fact there is NO SECTION of the Internal 
Revenue Code that “REQUIRES” anyone to 
file 


C. The filing of an “‘imcome”’ [sic] tax return 
is “VOLUNTARY” and penalties can not be in- 
stituted against a voluntary act since to do 
60 would then make the act “mandatory”. 

D. The Respondent is in violation of the 
Privacy Act of 1974. Specifically in this case 
the ormmmission [sic] of the information as to 
whether the filing of a return is “mandatory 
or yuntary”. Any act of fraud vitiates the 
Oigations that one may or may not have to 
comply with any act. 

EZ. Tne Commissioner has not shown the 
iability on the part of Petitioner pursuant to 
4BWwWSE.C $QI1L 

¥. The Beeretary has not ever assessed a tax 
to @ YU. &. C. $OOW. 

nothing during the 
years in guestion of 4 known tangible yvalue™ 
that qualified a2 income and enjoys no grant 


rd 


‘a 


of privilege or franchise, 

H. The Petitioner did not volunteer to self- 
assess himself for these years, As such, this 
Notice of Deficiency appears to be a Crimen 
Falsi action of the Commissioner, 

The facts upon which Petitioner relies are 
as follows: 

A. Petitioner has no responsibility to file a 
return under the Internal Revenue Code, ‘This 
is supported by 26 U. S. C. 6011 and 6012 and 
6020 and the lack of any showing by the Com- 
missioner. 

B. The definition of ‘‘income’’ has been well- 
established by the United States Supreme Court 
to mean either ‘“gain’’ or ‘‘profit’’ or both, 
Petitioner was not in receipt of either in any 
taxable amount. 

Cc. The entire Internal Revenue Code, 

D. The Respondent and his agents are now, 
and were then, aware that Petitioner was not 
“reguired’’ to file a return or pay a tax and 
issued this Notice of Deficiency with the will- 
ful and deliberate intent to deceive and coerce 
Petitioner into paying a tax that is not due 
and owing, 

*The court said: 

We find that petitioner's amended petition is 
frivolous and was filed for but one purpose— 
delay of the assessment and collection of the 
taxes due and owing to the United States by 
the petitioner, * * * He has instituted this 
hgh inte psd primarily for delay and his action 

frivolous and groundless, 
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he or she needs the money more than 
the Government. On the other hand, as 
Justice Oliver Wendell Holmes so elo- 
quently stated: “Taxes are what we pay 
for civilized society.” Compania de Tabacos 
[sic]. v. Collector, 275 U.S. 87, 100 (1927). 
The greatness of our nation is in no 
small part due to the willingness of our 
citizens to honestly and fairly participate 
in our tax collection system which de- 
pends upon self-assessment. Any citizen 
may resort to the courts whenever he or 
she in good faith and with a colorable 
claim desires to challenge the Commis- 
sioner’s determination; but that does not 
mean that a citizen may resort to the 
courts merely to vent his or her anger 
and attempt symbolically to throw a 
wrench at the system. Access to the 
courts depends upon a real and actual 
wrong—not an imagined wrong—which 
is susceptible of judicial resolution. Gen- 
eral grievances against the policies of 
the government, or against the tax sys- 
tem as a whole, are not the types of 
controversies to be resolved in the courts; 
Congress is the appropriate body to 
which such matters should be referred. 


Although the court did not impose damages 
in Hatfield, it warned that it would give 
“serious consideration” to imposing section 
6673 damages in future cases, 68 T. C. at 
900, and reiterated that warning in Crowder 
v. Commissioner [Dec. 35,283(M)], 37 
To GerMa (CGH) T7378 73-35 (1978). 
Nonetheless, the number of tax protest peti- 
tions continued to increase. 


In 1979, the court for the first time, 
upon a motion by the Commissioner, 
awarded section 6673 damages. Wilkinson 
uv. Commissioner [Dec. 35,848], 71 T. C. 633 
(1979). The following year the court 
awarded section 6673 damages for the first 
time, sua sponte, Sydnes v. Commissioner 
[Dec.- 37,104], 74 T. C. 864 (1980), and 


5 We are only too aware of the frustration the 
Tax Court feels in having to dispose of innu- 
merable cases raising the same well-worn gen- 
eral challenges to the Internal Revenue Code. 
The filing of frivolous appeals from Tax Court 
decisions apparently is on the rise everywhere, 
and several courts of appeals, including this 
court, have resorted with increasing frequency 
in the last two years to awarding costs and 

ages under Fed. R. App. P. 38 in an at- 

4 5 m these appeals. See e. g., Crain 

or [84-2 usTC i 9721], 737. F. 2d 


summarily. 


this court sustained that award on appeal. 
Sydnes v. Commisstoner [81-1 ustce J 9393], 
647 F. 2d 813 (8th Cir. 1981). 


Despite the warnings and the imposi- 
tion of section 6673 damages, the number 
of tax protest petitions continued to in- 
crease, see Grimes v. Commissioner [Dec. 
40,979], 82 T. C. 235, 238 (1984), and the 
Tax Court issued further warnings that it 
would begin to dispose of these cases 
McCoy v. Commissioner [Dec. 
37,967], 76 T. C. 1027, 1029-30 (1981), 
aff'd, [83-1 ustc 79152] 696 F. 2d 1234 
(9th Cir. 1983).* In an attempt to stem the 
huge increase in the Tax Court’s docket 
attributable to tax protest suits, Congress 
amended section 6673 in 1982, increasing 
the permissible penalty from $500 to $5,000 
and expanding the court’s authority to 
assess damages under that section to cases 
in which the taxpayer’s suit is frivolous 
or groundless. See H. R. Rep. No. 404, 
97th Cong.,, lst Sess: 11, 15 (1981): 


Accordingly, there is no doubt that the 
Tax Court may assess section 6673 dam- 
ages against petitioners who abuse the sys- 
tem by filing frivolous petitions or who 
file petitions to delay payment of their 
taxes. The discretion given the court to 
impose damages under section 6673, how- 
ever, is not an unbridled discretion; it is 
subject to appellate review to ensure that 
it is not abused. The courts of appeals 
have an obligation to ensure that the Tax 
Court’s discretion does not become a talis- 
manic formula that effectively precludes 
appellate review in apparent tax protest 
cases. Thus, the Tax Court should indicate 
the facts upon which it relied in assessing 
section 6673 damages to facilitate review 
on appeal as to whether its exercise of 
discretion was appropriate. 
missioner, [84-2 ustc { 9898], 746 F. 2a 1187 
(6th Cir. 1984) (double costs and warning of 
attorneys’ fees); Kile v. Commissioner [84-2 
ustc { 9660], 739 F. 2d 265 (7th Cir. 1984) 
(costs and attorneys’ fees); Lukovsky v. Com- 
missioner [84-2 ustc 9976], No. 84-5108 (8th 
Cir. Nov. 28, 1984) (costs and attorneys’ fees) ; 
Hansen v. United States [842 usrc J 9824], 744 
F. 2d 658 (8th Cir. 1984) (costs); Baskin v. 
United States [84-2 usrc { 9673], 738 F. 2d 975 
(8th Cir. 1984) ($250 damages) ; Lukovsky Vv. 
(eth Cir, 1984 [84-1 ustc f] 9525], ae JF. 2d 1320 
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It is, perhaps, understandable—in view 
of the endless number of virtually identical 
positions attacking the constitutionality of 
the Internal Revenue Code—that the Tax 
Court has seemingly resorted to a broad 
brush approach in these cases in assessing 
the motives of the taxpayers bringing these 
actions. Nevertheless, judges must exercise 
cautiously and prudently the power to 
impose sanctions against parties for clut- 
tering the courts with frivolous actions and 
appeals because of the chilling effect which 
the spectre of the exercise of that power 
may spread. The doors of our courts must 
always remain open to persons seeking in 
good faith to invoke the protection of the 
law, see Crain v. Commissioner, 737 F. 2d 
at 1417, 1418 (5th Cir. 1984); cf. Kile v. 
Commissioner, 739 F. 2d 265, 269 (7th Cir. 
1984) (“The doors of this courthouse are 
of course open to good faith appeals of 
what are honestly thought to be errors of 
the lower courts.”), to resist its heavy- 
handed application, or to urge novel and 
path-breaking interpretations or extensions 
of the law. Arguments which might today 
appear frivolous, may very well become 
well-established law in the future. Thus, 
we think sanctions are properly imposed 
for the filing of frivolous actions or the 
bringing of frivolous appeals only in those 
instances in which it is incontrovertable 
that the taxpayer did not institute the action 


or bring an appeal in good faith because 
he knew or should have known that the 
claim or argument was frivolous or because 
he sought to delay payment of taxes. 


We do not, in light of the circumstances 
of this case, decide whether the Tax Court 
must always give notice and hold a hearing 
before it may assess section 6673 damages. 
We do think, however, that a showing of 
willfulness, or lack of good faith, is re- 
quired. In those instances in which that 
showing is made, imposition of section 
6673 damages is certainly appropriate.® 


A survey of the cases in which the Tax 
Court has imposed damages pursuant to 
section 6673 discloses that the court has 
generally imposed those damages in appro- 
priate cases in which the taxpayer’s lack 
cf good faith was evident. For example, 
in a number of cases the court has as- 
sessed section 6673 damages against tax- 
payers who have filed successive petitions 
raising the same arguments, even though 
the arguments had been rejected in the 
prior suits and the taxpayer informed that 
the arguments were frivolous.’ In other 
cases, the court has assessed section 6673 
damages after finding that the taxpayer had 
knowledge that the claim was frivolous 
and had asserted it merely to delay pay- 
ment of taxes, whether that was actual 
knowledge,® or where the taxpayer was 


6 In Graves v. Commissioner [Dec. 37,798(M)], 
41 T. C. M. (CCH) 1204 (1981), aff’d without 
published opinion, 698 F. 2d 1219 (6th Cir. 
1982), the Tax Court observed, in rejecting for 
a third time the claim by taxpayer Graves that 
he had a constitutional right to make deduc- 
tions from his taxes as a war protest: 

Petitioners still insist that as a matter of 
conscience they must ‘‘bear active witness to 
[their] objections to war’’ and must register 
“continual protest by whatever means are avail- 
able.’’ However, bringing baseless lawsuits 
* * * is not an available means for petitioners 
to register their protests and to bear witness 
to their objections to war. Petitioners admit 
that their purpose is to delay if not prevent 
collection of the taxes altogether * * *, * * * 
The Court is mindful of First Amendment 
rights and cannot, of course, close the doors of 
the Court to tax protestors. However, those 
protestors who want to use this Court as their 
soapbox from which to deliver speeches should 
pay the toll of $500 for the damages they are 
inflicting on the system and on other taxpayers. 
41 T. C. M. at 1206-07. 

™See, €. 9., Lukovsky v. Commissioner [84-1 
ustc J 9525], 734 F. 2d 1320 (8th Cir. 1984 (two 
prior suits); Sydnes v. Commissioner [Dec. 
37,104], 74 T. C. 864 (1980), aff’d, [81-1 usrc 
f 9393] 647 F. 2d 813 (8th Cir. 1981) (two prior 
suits); Coulter v. Commissioner [Dec. 41,115], 
82 T. C. 580 (1984) (one prior suit); Grimes v. 
Commissioner [Dec. 40,979], 82 T. C. 235 (1984) 
(one prior suit); Jacobs v. Commissioner [Dec. 
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40,363(M)], 46 T. C. M. (CCH) 1119 (1983) 
(four prior suits); Lynch v. Commissioner 
[Dec. 40,298(M)], 46 T. C. M. (CCH) 829 (1983) 
(one prior suit); Jacobs v. Commissioner [Dec. 
38,940(M)], 43 T. C. M. (CCH) 1071 (1982) 
(three prior suits); Ballard v. Commissioner 
[Dec. 38,771(M)], 43 T. C. M. (CCH) 465 (1982) 
(one prior suit); Graves v. Commissioner [Dec. 
37,798(M)], 41 T. C. M. (CCH) 1204 (1981) (one 
prior suit); aff'd without published opinion, 
698 F. 2d 1219 (6th Cir. 1982); Greenberg v. 
Commissioner [Dec. 36,763], 73 T. C. 806 (1980) 
(two prior suits). 

8 See, e.9., Bear v. Commissioner [Dec. 
41,237], 82 T. C. 766 (1984) (taxpayer admitted 
he had studied cases, statutes, and regulations 
pertaining to federal income taxes and that 
he knew the theory on which he based his 
claim had been rejected as frivolous); Vickers 
v. Commissiner [Dec. 40,299(M)], 46 T. C. M. 
(CCH) 833 (1983) (Commissioner advised tax- 
payers in deficiency notice that their claim 
had no legal basis); Stamper v. Commissioner 
[Dec. 40,091(M)], 46 T. C. M. (CCH) 46 (1983) 
(taxpayer had been advised in three previous 
years: that his claim was frivolous and Com- 
missioner advised him in deficiency notice that 
his position had been repeatedly rejected as 
frivolous and cited, in the notice, those cases to 
taxpayer); Senesi v. Commissioner  [Dec. 
38,514(M)], 43 T. C. M. (CCH) 143, 144145 
(1981) (taxpayers brought suit to make their 
“religious beliefs public, [and] to offer [their] 


‘thoughts in the public arena as elements of 
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represented by counsel and therefore had 
constructive knowledge that the claim was 
frivolous.. The court has also assessed 
section 6673 damages in cases brought by 
petitioners who belonged to organized tax 
protest organizations whose members in- 
undated the courts with hundreds of similar 
petitions raising identical grounds previ- 
ously rejected by the court merely to clog 
up the Tax Court’s docket and delay pay- 
ment of taxes.” 


Nonetheless, this extended discussion is 
warranted because even though the Tax 
Court generally has sparingly exercised 
its discretion to award damages under sec- 
tion 6673 in appropriate cases, in the past 
two years a somewhat disturbing trend 
appears to be emerging. In several cases 
similar to May’s, the Tax Court has 
awarded damages, sua sponte, solely be- 
cause the suit was based on “frivolous” 
contentions long since rejected, from which 
the court apparently has concluded that 
the suit was brought primarily to delay 
the payment of taxes because no taxpayer 
could have possessed a reasonable expecta- 
tion that the court would reverse itself 
and render a favorable decision to the tax- 
payer. See, e.g., Klimek v. Commissioner 
[Dec. 41,201(M)], [Current Memo Deci- 
sions] Tax Ct. Rep. (CCH) (48 T. C. M.) 
50 (May 7, 1984); Ross v. Commissioner 


[Dec. 40,936(M)], 47 T. C. M. (CCH) 920 


(1984); Tuckett v. Commissioner [Dec. 
40,467(M)], 46 T. C. M. (CCH) 1413 
(1983); Miller v. Commissioner [Dec. 
40,349(M)], 46 T. C. M. (CCH) 1054 
(1983); Perkins v. Commissioner [Dec. 
40,347(M)], 46 T. C. M. (CCH) 1046 


(1983), aff'd, [84-2 ustc | 9898] 746 F. 2d 
1187 (6th Cir. 1984); Burton v. Commis- 
sioner [Dec. 40,327(M)], 46 T. C. M. (CCH) 
924 (1983); Mele v. Commissioner [Dec. 
40,252(M)], 46 T. C. M. (CCH) 646 (1983). 


truth searching in which we are all engaged”’ 
even though they knew their argument was 
frivolous and that Congress, and not the courts, 
was the proper forum in which to present their 
views); Wilkinson v. Commissioner [Dec. 
35,848], 71 T. C. 633 (1979) (Commissioner sent 
copies of opinions which had rejected tax- 
payer’s contentions as frivolous and taxpayer 


admitted to having read them); see also Shelton 
. 38 i 


We disapprove of this reasoning. Although 
it may very well be that section 6673 
damages were appropriate in these cases 
just as they were appropriate in those 
cases previously discussed, the Tax Court, 
in these cases, has failed to note in its 
opinion any facts which would enable an 
appellate court to review its finding that 
the taxpayer knew the argument was frivo- 
lous and filed it merely to delay payment 
of taxes. The mere filing of a frivolous 
petition, absent a finding that the taxpayer 
had knowledge that the petition was frivo- 
lous or that it was filed primarily to delay 
payment of taxes, is a legally insufficient 
ground upon which to justify the imposi- 
tion of section 6673 damages. The possi- 
bility still exists that a pro se taxpayer 
may, in good faith, file a petition raising these 
types of arguments without the actual or im- 
puted knowledge that they are frivolous, Un- 
less that petitioner subsequently becomes aware 
that this petition is frivolous, and yet con- 
tinues to maintain the proceeding, he should 
not be subject to section 6673 damages. 
See Grimes v. Commissioner [Dec. 40,979], 
82 T. C. 235, 238-39 (1984). We have little 
doubt but that such a case will be exceed- 
ingly rare and that the great bulk of 
these petitions burdening the district courts 
and the Tax Court are filed by tax pro- 
testers who, notwithstanding a _ sincere 
belief in the validity of their claims, know 
that these arguments have repeatedly been 
rejected as frivolous but who maintain their 
suits to delay payment of taxes, clog up 
the courts, or as a symbolic protest against 
a system with which they do not agree. 
Whatever the reason, we emphatically agree 
that section 6673 damages are appropriate 
in such cases—either as a penalty for abuse 
of process, or as a fee for using the courts 
as their personal “soapbox.” The Tax 
Court must, however, provide to the appel- 


another taxpayer raising same claim in which 
argument had been rejected as _ frivolous); 
Cornell v. Commissioner [Dec. 40,231(M)], 46 
T. C. M. (CCH) 555 (1983). 

10 See, e. g., Copeland v. Commissioner [Dec. 
41,229(M)], -[Current Memo Decisions] Tax Ct. 
Rep. (CCH) (48 T. C. M.) 147 (May 22, 1984); 
Pardo v, Commissioner [Dec. 41,228(M)], [Cur- 
rent Memo Decisions] Tax Ct. Rep. (CCH) (48 
T. C. Le 145 (May 22, 1984 ; Gellatly v. Com- 
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late courts the relevant facts establishing 
the subjective intent necessary to support 
section 6673 damages. 


Despite the Tax Court’s failure to indi- 
cate in its opinion the facts upon which it 
relied in assessing damages, sua sponte, 
against May, we conclude, upon review of 
the entire record, that May, by his course 
of conduct in this proceeding, has evi- 
denced that he filed the petition primarily 
to delay the payment of taxes. The Tax 
Court, in several other cases, has deter- 
mined, based on the taxpayer’s course of 
conduct and failure to prosecute the case— 
e.g., failure to cooperate with the court 
and respond to requests, failure to file 
responses to pleadings and pretrial motions, 
failure to present any evidence to the 
court—that the taxpayer filed a frivolous 
petition primarily for delay. See, e.g., 
Hinshaw v. Commissioner [Dec. 41,205(M) ], 
[Current Demo Decisions] Tax Ct. Rep. 
(CCH) (48 T. C. M.) 71 (May 8, 1984); 
Stafford v. Commissioner [Dec. 40,563(M)], 
47 T. C. M. (CCH) 172 (1983); Lynch v. 
Commissioner [Dec. 40,298(M)], 46 T. C. M. 
(CCH) 829 (1983); Goodrich v. Commis- 
stoner [Dec. 40,282(M)], 46 T. C. M. 
(CCH) 771 (1983); Wilkinson v. Commis- 
sioner [Dec. 35,848], 71 T. C. 633 (1979). 


Similarly, May has had ample opportunity 
before the Tax Court and on this appeal 
to demonstrate that he brought this pro- 
ceeding in good faith and had a legitimate 
basis upon which to challenge the Commis- 
sioner’s determinations. We note that he 
twice sought extensions from the Tax Court 
from filing deadlines. Despite receiving an 
extension of time in which to respond to 
the Commissioner’s motion to dismiss, he 
did not file a response establishing that 
he had a good faith colorable claim. Never- 
theless, he brought an appeal from the Tax 


Court’s dismissal of his petition. This 
court explicitly advised May that he could 
obtain an attorney and file a response to 
the government’s letter brief in this appeal. 
Again, May has not responded. This lack 
of response confirms, in our view, that May 
instituted this proceeding primarily for 
delay and that the Tax Court did not 
abuse its discretion in assessing section 
6673 damages in this case. In any event, 
May clearly had knowledge that his posi- 
tion was frivolous after the Tax Court 
rendered its decision such that his appeal 
to this court would merit costs and dam- 
ages to the Commissioner pursuant to 
Rule 38 of the Federal Rules of Appellate 
Procedure had the Tax Court not assessed 
section 6673 damages. 


III. CONCLUSION. We affirm the Tax 
Court’s dismissal of May’s petition and, 
based upon a complete review of the 
record, its imposition of section 6673 dam- 
ages. 

We add an important comment and sug- 
gestion. In future cases, the Tax Court 
should make specific findings of fact which 
justify imposition of damages under the 
applicable statute. Such findings may be 
made on the record in clear cases of 
abuse of proceedings by the taxpayer. In 
other cases, the Tax Court, by an order to 
show cause, should give the taxpayer the 
opportunity to establish good faith in filing 
the proceedings in the Tax Court and then 
make appropriate findings. Such procedures 
will enable appellate courts, such as this 
court, to review efficiently the exercise of 
discretion by the Tax Court without the 
necessity of surmising findings of fact, as 
we have done in the instant case. 


Ross, Circuit Judge, concurs 
result. 


in the 


[1.9157] Tennessee Baptist Children’s Homes, Inc., and Dr. Evans B. Bowen, 
Executive Director—Treasurer of the Tennessee Baptist Children’s Homes, Inc. v. United 


States of America. 


U. S. District Court, Mid. Dist. Tenn., Northeastern Div., No. 2-83-0016, 11/14/84.— 


(604 FSupp 210.) 


[Code Secs. 6033 and 7401] 


Information returns: Returns of exempt organizations: Church affiliates: Attorneys’ 
fees under Equal Access to Justice Act.—A child care facility, whose principal activity was 
persuading the children in its charge to accept Jesus Christ as their Savior, was exempt 
from filing an information return because its principal activity was exclusively religious. 
The facility, which accepted children on a nonsectarian basis, operated four campuses — 
in which children lived in cottages with two houseparents and several other children 
where every effort was made to integrate the children into the Baptist community at 
large and to relate experiences to Baptist tenets and beliefs. Further, the court denied 
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an award of attorneys’ fees and costs to the taxpayer because of the closeness of the 
legal issues involved and the good faith with which the government litigated those issues. 


Back references: {| 5054.0165 and 5752.054. 


Frank C. Ingraham, 2114 Parkway Towers, Nashville, Tenn. 37219, John Stophel, 
Richard Bethea, 450 McClellan Bldg., Chattanooga, Tenn. 37402, for plaintiffs. Joe Brown, 


United States Attorney, Nashville, 


Tenn. 37203, Lawrence Sherlock, Department of 


Justice, Washington, D. C. 20530, for defendant. 


Memorandum 


Morton, District Judge: Prior to 1969, all 
tax exempt organizations “operated, super- 
vised, or controlled by or in connection 
with a religious organization,’ were ex- 
cused from filing information return Form 
990. Rev. Act of 1943, Ch. 63, § 117(), 
58 Stat. 37 (1944).1 In a letter dated July 
20, 1956, Tennessee Baptist Children’s Homes, 
Inc. (TBCH) was informed by the IRS 
that it would not be required to file Form 
990 because it fell within one of the then- 
existing exemptions of I. R. C. § 6033(a). 
In 1969, however, Congress narrowed I. R. C. 
§ 6033 so as to provide mandatory * exemp- 
tion only for “churches, their integrated 
auxiliaries, and conventions or associations 
of churches,” certain “exempt organizations 
with gross annual receipts of less than 
$5,000,” and “the exclusively religious ac- 
tivities of any religious order.” I. R. C. 
§ 6033 (a) (2) (A). 


It took the government six years to pro- 
mulgate the regulations interpreting that 
amendment. When it did so, it defined an 
“integrated auxiliary’ of a church as a 


501(c)(3) organization, affiliated with a 

church, whose principal activity is exclu- 
sively religious. Treas. Reg. § 1.6033-2(g) 
(5)(i). The regulations further provided 
that “[a]n organization’s principal activity 
[would] not be considered to be exclusively 
religious if that activity is educational, 
literary, charitable, or of another nature 
(other than religious) that would serve as 
a basis for exemption under section 501 
(e)\i@) ids ate(5) Gin): 

By letter dated December 8, 1978, Dr. 
Evans Bowen informed the IRS that TBCH’s 
Board of Trustees had voted that TBCH 
would not file Form 990 because its prin- 
cipal activity was exclusively religious; or, 
in the alternative, that requiring it to file 
would violate the religion clauses of the 
First Amendment to the United States 
Constitution. A series of exchanges be- 
tween the IRS and TBCH ensued. The 
IRS maintained that TBCH’s principal 
activity was child care, and since child 
care would be deemed a charitable enter- 
prise if undertaken by a secular organiza- 
tion, TBCH’s principal activity was not 


1 The 1943 amendment to §117 provided in 
full as follows: 

(f) Every organization, except as hereinafter 
provided, exempt from taxation under section 
101 shall file an annual return, which shall 
contain or be verified by a written declaration 
that it is made under the penalties of perjury, 
stating specifically the items of gross income, 
receipts, and disbursements, and such other 
information for the purpose of carrying out the 
provisions of this chapter as the Commissioner, 
with the approval of the Secretary, may by 
regulations prescribe, and shall keep such rec- 
ords, render under oath such statements, make 
such other returns, and comply with such rules 
and regulations as the Commissioner, with the 

approval of the Secretary, may from time to 
time prescribe. No such annual return need be 
filed under this subsection by any organiaztion 
exempt ee taxation under the provisions of 


us organization exempt 


organization for the prevention of cruelty to 
children or animals, exempt under section 
101(6), if such organization is supported, in 
whole or in part, by funds contributed by the 
United States or any State or political sub- 
division thereof, or is primarily supported by 
contributions of the general public; or 

(4) which is an organization exempt under 
section 101 (6), if such organization is operated, 
supervised, or controlled by or in connection 
with a religious organization described in para- 
graph (1); or 

(5) which is an organization exempt solely 
under section 101 (3); or 

(6) which is an organization exempt under 
section 101 (15), if such organization is a cor- 
poration wholly owned by the United States or 
any agency or an instrumentality thereof, or 
a wholly owned subsidiary of such a cor-— 
poration. 
(b) YEARS TO WHICH APPLICABLE.—The 
amendments made by subsection (a) shall be 
applicable with respect to ae years begin-— 
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exclusively religious.* See id. TBCH as- 
serted that its principal activity .was per- 
suading the children in its charge to accept 
Jesus Christ as their Saviour. When TBCH 
remained adamant in its refusal to file 
Form 990, penalties were assessed against 
it and Dr. Bowen for the tax years 1977 
to 1982. See I. R. C. § 6652(d). 


After paying the penalties and interest 
due and exhausting their administrative 
remedies to recover the same, the plain- 
tiffs filed the present action. The court 
assumed jurisdiction pursuant to 28 U. S. C. 
§ 1346(a)(1). The Government moved for 
summary judgment. The court withheld its 
ruling on that motion until trial. That 
motion was obviously denied in part by 
the submission of a genuine issue of fact 
to the jury: that is, whether the principal 
activity of TBCH was exclusively religi- 
ous.* The jury found that it was and 
judgment was entered for the plaintiffs 
accordingly.® Following the entry of judgment, 
the Government filed a motion J. N. O. V. 
which was denied. The plaintiffs have ap- 
plied for an award of costs and attorneys’ 
fees pursuant to the Equal Access to Jus- 
tice Act. 28 U. S. C. § 2412. As the order 
accompanying this memorandum states, the 
application for attorneys’ fees and costs is 
denied. The purpose of this memorandum 
is to explicate the legal basis for the rul- 
ings mentioned above. 


di 


Most of the facts of this case were 
undisputed. TBCH is the separately in- 
corporated child care facility of the Ten- 
nessee Baptist Convention.® The Tennessee 
Baptist Convention governs TBCH by ap- 
pointing TBCH’s Board of Trustees. It 
also appropriates funds for TBCH’s opera- 
tion. TBCH does not receive government 


>The Government conceded that TBCH was 
a 501(c)(3) organization ‘‘affiliated’’ with a 
church or a convention or association of 
churches. See Treas. Reg. § 1.6033-2(g) (5). 

4The court also asked the jury to decide 
whether TBCH was a church. It found that it 
was not. Had the result been otherwise, the 
court would have been compelled to enter 
judgment J. N. O. V. The evidence at trial 
clearly proved that TBCH was not considered 
a church by the Baptists themselves, because, 
among other things, it was subservient to a 
human institution. The court agrees with the 
Government that the 14 factors, See e. g. Wil- 
liams and Miller Homes v. United States [82-2 
ustc { 9447], 540 F. Supp. 310, 317-18 (W. D. 
Va. 1982); Treas. Reg. § 1.511-2(a) (3) (ii) (1984), 
used by the IRS and the courts to determine 
whether an entity is a church should only be 
considered when a party claims that an entity 
is a church according to its own tenets and 
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funding of any kind. It accounts for its 
expenditures by filing a certified audit with 
the Tennessee Baptist Convention annually. 


TBCH operates four campuses scattered 
across the State of Tennessee. The chil- 
dren on these campuses live in cottages. 
Each cottage houses two houseparents and 
several children (usually eight). Essenti- 
ally, each cottage functions as a family. 
Daily activities such as eating, sleeping, 
cleaning, etc., are performed in the cottage. 
The children attend public schools during 
the day. 


To say that religious indoctrination per- 
meates TBCH is an understatement. TBCH 
accepts children on a nonsectarian basis, 
but thereafter every effort is made to con- 
vert the children to the Baptist faith. Each 
day begins with a devotional period that 
usually involves some form of Bible study. 
There are no churches on campus. Instead, 
children attend local Baptist churches three 
times a week in an effort to integrate them 
into the Baptist community at large. Most 
importantly, every effort is made to relate 
experiences to Baptist tenets and beliefs." 


To insure that these tenets and beliefs 
are accurately communicated to the chil- 
dren, membership in a Baptist church is 
a prerequisite to employment with TBCH. 
All TBCH administrative officers are ordained 
Baptist ministers. Houseparents must be 
members in good standing of their churches 
and be recommended for the position by 
their pastor. In addition, houseparents re- 
ceive religious training before assuming 
their posts. 


1G 


Given the facts of this case, it is not 
surprising that the jury found TBCH’s 
principal activity was exclusively religious. 
The Government did not contest the reli- 


beliefs. The courts have enough to do without 
deciding if an organization is something its 
members admit it is not. 

5 This result was mandated by the Govern- 
ment’s concessions that TBCH was a 501(c)(3) 
organization ‘“‘affiliated’’ with an association of 
churches. See Treas. Reg. § 1.6033-2(g) (5). 

6 The Tennessee Baptist Convention is a vol- 
untary association of Baptist churches located 
in Tennessee. The business of the Convention 
is carried on by ‘‘messengers’’ sent by the in- 
dividual churches. Although the messengers 
vote on projects, budgets, and officers of the 
Convention, none of their actions are binding 
until ratified by the churches they represent. 

7 Baptists refer to this process as ‘‘witness- - 
ing.’’ It usually involves explication of a 
Christian doctrine, explanation of how the doc-. 
trine applies to the situation at hand, and 
prayer that the person witnessed to will grow 
in the Christian faith. = 
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gious motivation for TBCH’s actions. Its 
theory was that TBCH’s principal activity 
was child care. Obviously, the jury disagreed. 
Considering the fact that the regulations 
speak in terms of “principal” activity as 
opposed to any substantial activity, the 
court cannot say that reasonable men could 
only have reached a decision contrary to 
that rendered by the jury in this case. The 
jury could have easily decided that TBCH’s 
child care services were only rendered in 
an effort to achieve its principal purpose of 
converting children to the Baptist religion. 


In the alternative, the jury could have 
found that the rendering of child care serv- 
ices was itself an exclusively religious act. 
The Government’s argument that act and 
motivation must be separated in determin- 
ing whether an activity is exclusively reli- 
gious is impracticable. Indeed, the court 
is at a loss to determine what distinguishes 
religious acts from other acts if it is not 
the motivation for action. The taking of 
bread and wine, for instance, may be an 
act of simple sustenance or the most pro 
found sacrament depending on the partici- 
pant’s motivation. In short, the particular 
facts of this case were sufficient to support 
the jury’s verdict. 


The Government also objected to the 
court’s failure to instruct the jury as to 
Example 3 of Treas. Reg. § 1.6033-2(g). 
In the court’s opinion, to instruct on an 
illustration as closely analogous to the 
facts of a case as Example 3 was to the 
facts of this one, would be an invasion of 
the province of the jury. The rules of law 
that were read to the jury were clear and 
straightforward. It was the jury’s duty to 
apply those rules to the facts—not the 
court’s. 


Given the fact that the plaintiffs were 
found to be exempt from filing Form 990 
under the regulations, the court need not 
discuss the numerous challenges they 


raised to those regulations. In passing, the 
court will say it found those challenges 
unpersuasive. The regulations are a well- 
crafted attempt to effectuate the intent of 
PS er ous ee meee 


con- 


the 
$29,665.12. 


58 Stat. 37 (1944) (with I. R. C. § 6033 
(a)(2). It was wholly rational for the IRS 
to conclude that it was the purely or ex- 
clusively religious nature of these institu- 
tions which Congress felt justified their 
exemption; otherwise, why would Congress 
not have retained the far broader exemp- 
tion for organiaztions “operated, super- 
vised, or controlled by or in connection 
with a religious organization ... ?” See 
Rev. Act of 1943, Ch. 63, § 117(£)(4), 58 
Stat. 37 (1944). As for the constitutional 
challenges raised by the plaintiffs, if 
I. R. C. § 6033 and its progeny are uncon- 
stitutional it is because they establish all 
orthodox religious forms—not just hier- 
archial ones. See NLRB v. Catholic Bishop 
of Chicago, 440 U. S. 490, 518 n. 11, 99 
Su Ct 131359 SER Ed: 92d.6533) 552 nel) 
(1979) (Brennan, J., dissenting). 


From the foregoing discussion it should 
be clear that this was a very close case. 
It turned on the facts peculiar to it. To 
suggest that the Government was not sub- 
stantially justified in litigating this matter 
borders on the frivolous. In fact, the 
plaintiffs’ behavior regarding this case was 
somewhat contumacious. It is the court’s 
understanding that Dr. Bowen sent his 
noncompliance letter to the IRS before it 
had even notified TBCH that it would be 
required to file Form 990. In other words, 
the plaintiffs went looking for a fight and 
found it. In our litigation-clogged society, 
that is not the kind of behavior that should 
be encouraged. Consequently, not only shall 
the plaintiffs’ motion for attorneys’ fees be 
denied, they shall also be required to bear 
their costs assessable under 28 U. S. Cc 
§ 1920 themselves. 


Finally, the plaintiffs have requested the 
court to award them prejudgment interest 
on this judgment. As the Government 
points out, however, interest cannot be 
properly calculated until the refund is paid. 
On that date, the parties themselves should 
be able to calculate and agree upon the 
interest due. If they cannot, they may sub- 
mit their calculations to the court, and it 
will order payment of the proper amount 
of interest. Both parties agree that the 
amount of penalties and interest paid by 
plaintiffs to the defendant was 


An appropriate order shall. be entered. 
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(1) that judgment shall be entered in 
favor of the plaintiffs for $29,665.12 plus 
pre-judgment interest from the date penal- 
ties and interest were paid by the piaintiffs 
until those payments are refunded to them; 


(2) that the plaintiffs’ motion for attor- 
neys’ fees and cost is denied; and 


(3) that the parties shall bear their own 
costs. 


Memorandum 


The plaintiffs have moved the court to 
amend its memorandum of November 14, 
1984. Their motion shall be granted in part 
and denied in part. 


The plaintiffs first request the court to 
amend footnote six of its memorandum to 
read that the acts of messengers to the 
Tennessee Baptist Convention are bind- 
ing on the Convention, its programs and 
its agencies. Plaintiffs’ request is denied. 
There was no proof that the Tennessee 
Baptist Convention was a separately in- 
corporated entity. To the contrary, the 
plaintiffs stressed that the Tennessee Bap- 
tist Convention was a voluntary associa- 
tion. If the members that make up an 
association are not bound by their agents’ 
actions, a fortiori the association is not 
bound. Indeed, the court was of the 
Opinion that the nonbinding nature of the 
Messengers’ actions coupled with the cor- 
porate shield interposed between the Ten- 
nesee Baptist Convention’s agencies and 
its members were reasonable justifications 
for the government’s desire to examine 
those agencies more closely than those 
that were not incorporated separately from 
their sponsoring churches. 


The plaintiffs also request the court to 
strike the language in its opinion character- 
izing their litigation of this suit as con- 
tumacious. After reflecting upon the 
arguments in the plaintiffs’ brief, the court 
is of the opinion that beginning at the 
bottom of page nine and _ continuing 
through page ten the following language 
should be stricken from its opinion: 


In fact, the plaintiffs’ behavior regard- 
ing this case was somewhat contumaci- 


ous. It is the court’s understanding that 
Dr. Bowen sent his noncompliance letter 
to the IRS before it had even notified 
TBCH that it would be required to file 
Form 990. In other words, the plaintiff 
went looking for a fight and found it. In 
our litigation-clogged society, that is not 
the kind of behavior that should be en- 
couraged. Consequently, not only shall 
the plaintiffs’ motion for attorney’s fees 
be denied, they shall also be required to 
bear their costs assessable under 28 
U. S. C. §1920 themselves. 


In its place, the following sentence shall 
be substituted: 


Considering the closeness of the legal 
issues involved in this matter and the 
good faith with which the government 
litigated those issues, the parties shall 
bear their own costs. 


An appropriate order shall be entered. 
Order 


In accordance with the memorandum 
contemporaneously filed, plaintiffs’ motion 
to amend footnote six of the memorandum 
entered November 14, 1984, is denied. 
Plaintiffs’ motion to amend the body of that 
memorandum is granted by striking the 
following language on pages nine and ten 
of that document: 


In fact, the plaintiffs’ behavior regard- 
ing this case was somewhat contumaci- 
ous. It is the court’s understanding that 
Dr. Bowen sent his noncompliance letter 
to. the IRS before it had even notified 
TBCH that it would be required to file 
Form 990. In other words, the plaintiff 
went looking for a fight and found it. 
In our litigation-clogged society, that is 
not the kind of behavior that should be 
encouraged. Consequently, not only shall 
the plaintiffs’ motion for attorney’s fees 
be denied, they shall also be required to 
bear their costs assessable under 28 
U. S. C. § 1920 themselves. 


and substituting the following sentence: 


Considering the closeness of the legal 
issues involved in this matter and the 
good faith with which the government 
litigated those issues, the parties shall 
bear their own costs. 


It} isH#sop ORDERED: 


[7.9158] United States of America v. Gerald Miller. 


U. S. District Court, Dist. Md., Civil No. Y-83-3074, 5/16/84.—(584 FSupp 519.) 
[Code Sec. 6502] 


Assessment and collection: Statute of limitations: Waiver: Compromise agreement: 
Validity—The government’s action for the collection of unpaid taxes was timely because 
the statute of limitations was tolled for the period between the filing of an offer of com- 
promise by the individual and its rejection py the IRS plus one year. The individual's 
- contention that the waiver was not effective because the government did not show that 
the offer of compromise was signed by an IRS employee was rejected. Testimony of an 
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IRS employee familiar with internal practice of the IRS stated that certain entries would 
not have been made on certain records unless the waiver had been signed and accepted by 
an IRS representative. After rejecting the offer of compromise, the IRS destroyed the 
original document. Thus, the individual’s motion to dismiss was denied. Back reference: 


{ 5453.561. 


J. Frederick Motz, United States Attorney, Lawrence L. Hooper, Jr., 


Max. H. 


Lauten, Assistant United States Attorney, Baltimore, Md. 21201, Stuart M. Fischbein, 
Department of Justice, Washington, D. C. 20530, for plaintiff. Gerald P. Martin, Kaye A. 
Ailison, Melnicove, Kaufman, Weiner & Smouse, 36 South Charles Street, Baltimore, Md. 


21201, for defendant. 


Memorandum 


Younc, District Judge: In this civil 
action, the federal government is seeking 
assessed but unpaid income taxes, interest 
and penalties from the defendant, Gerald 
Miller. The defendant has moved the Court 
to dismiss the action for failure to comply 
with the statute of limitations set forth in 
the Internal Revenue Code. The govern- 
ment contends that the permissible period 
for the institution of this action was ex- 
tended by the defendant’s waiver contained 
in an “Offer of Compromise” which he 
made to the government in 1976. The de- 
fendant contends that the waiver was in- 
effective. Having reviewed the submissions 
of the parties and the uncontradicted affi- 
davit of a government witness, the Court 
has determined that the defendant’s waiver 
of the statute of limitations was effective, 
and his motion to disiniss will be denied. 


On March 12, 1976, the Internal Revenue 
Service assessed federal income tax liabili- 
ties for several years in the 1960’s against 
the defendant. On July 23, 1976, the de- 
fendant submitted to the I. R. S. a signed 
“Offer of Compromise,” on a preprinted 
government form, offering to compromise 
his tax liabilities for a cash payment of 
$15,000. Several months later, on January 
20, 1977, the defendant’s offer of com- 
promise was rejected by the Internal Reve- 
nue Service. The present action was filed 
on August 26, 1983. 


The Offer of Compromise contained the 
following provision which is relevant to 
the statute of limitations issued presented 
here: 

6. The undersigned proponents [the 
defendant here] waive the benefit of any 
statute of limitations applicable to the 

ment and collection of the Ey 


granted, because the applicable statutes of 
limitations provide that the government 
must act to enter judgment on assessments 
for back taxes, penalties and interest within 
six years of their assessment, 26 U. S. C. 
§ 6502(a), 6601(g), 6660. Absent any waiver 
by the defendant, then, the statute of limita- 
tions would have run on March 12, 1982, 
and this action would be time-barred 

If, however, the provision was in effect, it 
would have suspended the running of the 
statute of limitations for the period between 
the filing of the offer of compromise and 
its rejection plus one year, or a period of 
one year and 181 days. Tolling the statute 
for that period of time would extend the 
deadline for filing this case from: March 12, 
1982, until September 9, 1983, meaning that 
the statutory period had not run when the 
suit was filed (August 26, 1983) and the 
defendant’s motion should be denied. 


The defendant contends that the waiver 
was not effective because the government 
has not produced—and cannot produce—a 
copy of the “Offer of Compromise” signed 
by an I. R. S. employee. Indeed, the statute 
governing any extensions of the statutcry 
period provides that extensions are granted 
only for a period of time “agreed upon in 
writing by the Secretary or his delegate and 
the taxpayer.” 26 U. S. C. § 6502(a). 


The government first argues that, even if 
the agreement was not signed, the fact that 
the offer of compromise was rejected 
creates a presumption that the waiver was 
accepted. However, the government sup- 
ports that position by citing several deci- 
sions issued before the government pro- 
mulgated 26 C. F. R. § 201.6502-1(a) (2) (i), 
which provides: 


The 6-year period of iraitation on col- 
lection after assessment of any tax may, 
prior to the expiration thereof, be ex- 
feuded for aay Lae of time Se 
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mence until the form is executed—or signed 
in writing—by both the taxpayer and the 
I. R. S. employee. United States v. Kessler 
[78-2 ustc J 9571], 576 F. 2d 650, 652, cert. 
denied, 440 U. S. 929 (5th ‘Cir. 1978); United 
States v. Cook [74-1 ustc J 9457], 494 F. 2d 
573, 574 (5th Cir. 1974). The form used by 
the I. R. S. in 1976 for an “Offer of Com- 
promise” provides a block for its employee 
to sign that the “waiver of statutory period 
of limitations is hereby accepted for the 
Internal Revenue Service.” 

As mentioned above, the government has 
not produced the original form which had 
been executed by the I. R. S. The plaintiff 
did submit an affidavit, which has not been 
contradicted, that the procedure followed 
by the I. R. S. results in the destruction of 
the original form if the Offer of Com- 
promise is rejected, as it was here. Having 
expiained the absence of the original docu- 
ment, the federal government is permitted 
to present evidence that the original form 
was, in fact, signed by an I. R. S. repre- 
sentative. Rule 1004, Federal Rules of Evi- 
dence. However, having failed te produce 
the original, the burden is on the govern- 
ment to show that the “waiver of the statu- 


tory period of limitations’ was in fact 
executed by the I. R. S. representative. 
United States v. Conry [81-2 ustc J 9618], 
631 F. 2d 599, 600 (9th Cir. 1980). 


In its affidavit, the government presented 
the admissible testimony of an I. R. S. 
employee familiar with the practices used 
in 1976 by the Baltimore district office of 
the I. R. S. (where the “Offer of Com- 
promise” was filed). The employee, John 
Requard, stated that certain entries would 
not have been made on certain records 
unless, in fact, the waiver at issue here had 
been signed and accepted by an I. R. S. 
representative. 


In light of the uncontested affidavit, the 
government has established that the origi- 
nal “Offer of Compromise” signed by the 
defendant contained an acceptance of the 
waiver of the statute of limitations by an 
I. R. S. agent, and that the document was 
subsequently destroyed. Accordingly, the 
statute of limitations was tolied for the 
period discussed above, and the govern- 
ment’s suit was filed in a timely fashion. 


The defendant’s motion to dismiss will, 
therefore, be denied. 


[7 9159] Eugene C. Knox v. United States of America. 
U. S. District Court, East. Dist. Tenn., Winchester Div., No. CIV-4-84-100, 12/11/84. 


[Code Sec. 6532] 


Refund claims: Income taxes: Limitations —A pro se taxpayer, who brought suit to 
recover federal income taxes on various constitutional grounds under the Tucker Act 
(28 USC § 1346(a)(1)), did not, as required by law, file such suit within two years from 
the dates of notices that the claims for such refunds had been denied. Accordingly, ali 
of his claims for refunds of taxes for the years in question were time-barred. Back 
reference: {[ 5498.327. 

[Code Sec. 6412] 


Refund claims: FICA taxes: Jurisdiction.—Since the taxpayer had only one employer 
for the tax year in question, Code Sec. 6413(c)}(1), which provides for a tax credit or 
refund of excess FICA payments when an employee works for more than one employer 
and pays more than his share of taxes under the Social Security Act, did not apply to 
his tax situation for the year in question. Consequently, the taxpayer’s claim (assumed 
by the court to have been made by him) for refund of FICA withholding taxes failed 
to state a claim upon which relief could be granted. Back reference: {[ 5435G.01. 


Eugene C. Knox, Rt. 1, Tullahoma, Tenn. 37388, pro se. United States Attorney, 
Chattanooga, Tenn. 37401, George L. Nelson, Department of Justice, Washington, D. C. 
20530, for defendant. 


Memorandum and Order United States Constitution. He argues, 
inter alia, that wages are not taxable under 
the Sixteenth Amendment; that compen- 
sation for labor is an equal exchange that 
does not produce taxable gain or profit; 
that the taxation system deprives citizens 


of due process of law and impinges on 
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Hutt, District Judge: This is a pro se 
action for an income tax refund brought 
under the Tucker Act. 28 U. S. C. § 1346 
(a)(1). Plaintiff Eugene C. Knox alleges 
that he has been taxed in violation of the 
Fifth and Sixteenth Amendments to the 
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their privilege against self incrimination; 
that the withholding provision under IRC 
3402 deny him equal protection under the 
law because they create discriminatory 
classifications of people based on their 
wealth; that the tax system unconstitu- 
tionally restricts and impinges on his funda- 
mental right to earn a living; and that, 
even if the tax system were found to be 
constitutional, he should be entitled to 
exclude from his earnings in compensation 
for labor the costs of maintaining his well- 
being. He seeks to recover federal income 
taxes paid for the calendar years 1977, 
1978 and 1979. 


The defendant, United States of America, 
has moved to dismiss this action for lack 
of subject matter jurisdiction and for fail- 
ure to state a claim upon which relief can 
be granted. Rules 12(b)(1) and (6), Federal 
Rules of Civil Procedure. 


On the issue of subject matter jurisdic- 


tion, the defendant argues correctly that 
suits for refunds of income taxes paid must 
be brought within two years from the date 
of notice that the claim for such refund 
has been denied. 26 U. S. C. § 6532(a) (1). 
It is evident from a review of the exhibits 
filed by both parties that plaintiff’s claims 
for refunds of taxes paid for calendar years 
1977 and 1979 were disallowed on May 6, 
1982. Plaintiff's claim for a refund on his 
1978 taxes was disallowed on June 2, 1982. 
Plaintiff filed a revised claim for a refund 


of his 1979 taxes in April of 1983, adding — 


a claim for a refund of $1,403.77 in “excess 
of FICA payments.” This amended 1979 
refund claim was disallowed on October 
19, 1983. 

The instant lawsuit was filed on Septem- 
ber 18, 1984. Accordingly, all his claims for 


refunds of the taxes for 1977, 1978, and 
1979 were already time-barred. Plaintiff's 
second filing for a refund of his 1979 taxes, 
which added the claim for the return of 
FICA payments raised no new issues and 
should not be reopened. While, arguably, 
plaintiffs claim for a return of FICA 
payments is not time barred, nothing in 
plaintiff's complaint nor his sixty-seven 
page argument even mentions a claim for 
return of FICA payments. Apparently, this 
issue is not before the Court. 

Nonetheless; in an abundance of caution, 
the Court has examined plaintiff's 1979 
FICA payments claim in light of the de- 
fendant’s motion to dismiss pursuant to 
Rule 12(b)(6), Federal Rules of Civili 
Procedure. 

Section 6413(c)(1) of the internal Reve- 
nue Code provides for a tax credit or refund 
of excess FICA payments when an em- 
ployee has been receiving wages from more 
than one employer during a tax year and 
has, for that reason, contributed more than 
his share under the Social Security Act. 
However, plaintiff’s 1979 tax returns show, 
on their face, that plaintiff had only one 
employer in tax year 1979. None of the 
special refund provisions apply to plain- 
tiff’s 1979 tax situation. 

The Court therefore finds that it lacks 
subject matter jurisdiction over plaintiff's 
claim for a refund of his taxes for the years 
1977, 1978 and 1979, and that plaintiff's 
claim (if he has made one) for a refund of 
FICA withholdings in 1979 fails to state a 
claim upon which relief can be granted. 
This action is accordingly DISMISSED. 


[19160] Thomas W. Call and Betty Call, Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, Dist. Ore., Civil No. 83-1986-LE, 12/17/84. 


[Code Sec. 6702] 


Penalties, civil: Frivolous returns: Constitutional objections, fifth amendment.—The 
penalty for filing a frivolous return was imposed on taxpayers who filed a return containing 


ancial information and whose refusal to furnish the information was motivated by 
otest taxes, rather than their alleged fear of self-incrimination. In addition, 


that the imposition of vee of fhe by nie before the ane of their 
jolate 
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Order 


Leavy, District Judge: This is an action 
for refund of the 15% payment of a $500 
penalty assessed against the plaintiffs, Thomas 
and Betty Call, by the Internal Revenue 
Service. The penalty was assessed pursuant 
to 26 U. S. C. § 6702, which provides for 
imposition of a fine for filing a frivolous 
tax return. 


The-United States filed a motion to dis- 
miss or for summary judgment on March 
15, 1984. The motion was denied. The 
United States renews its motion. 


The Calls’ 1982 income tax return con- 
tained no financial information. Attached 
to the return was a letter in which the 
Calls stated that their refusal to furnish 
information was based on their constitutional 
privilege against self-incrimination. 


The Internal Revenue Service determined 
that the Calls’ return was frivolous and 
assessed the $500 penalty. The Calls paid 
15% of the penalty and filed a claim for 
refund, pursuant to 26 U. S. C. § 6708(c). 
The Calls then filed an action challenging 
their liability for the penalty. 


The complaint alleges: (1) that to interpret 
section 6702 so as to allow the plaintiffs 
to be penalized for invoking their privilege 
against self-incrimination would be to permit 
the imposition of a penalty for claiming a 
constitutional right, in violation of due 
process; (2) that section 6702 is uncon- 
stitutional and void for vagueness; and (3) 
that the requirement of prepayment of at 
least 15% of the fine before contesting the 
assessment is a violation of due process. 


Summary judgment is appropriate if the 
pleadings, together with the affidavits, if 
any, show that there is no genuine issue 
of material fact and that the movant is en- 
titled to judgment as a matter of law. Fed. 
RS CiveP756(e): 


The Self-Incrimination Claim. A taxpayer 
may, on the basis of the fifth amendment, 
refuse to provide information on his tax 
return that would tend to incriminate him. 
Garner v. United States [76-1 ustc f 9301], 
424 U. S. 259 (1976). However, the require- 
ment that citizens file a yearly income tax 
return does not, of itself, violate their 
privilege against self-incrimination. United 
States v. Neff [80-1 usrc J 9397], 615 F. 2d 
1235, 1239 (9th Cir.), cert. denied, 447 U. S. 
925 (1980). The fifth amendment privilege 
may not be used as a method of evading 
payment of lawful taxes. United States v. 
Carlson [80-1 ustc J 9299], 617 F. 2d 518, 
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523 (9th Cir.), cert. denied, 449 U. S. 1010 
(1980). 

To make a valid claim of the privilege 
against self-incrimination, a taxpayer must 
be faced with substantial hazards of self- 
incrimination that are real and appreciable, 
and not merely imaginary and insubstantial. 
Neff, 615 F. 2d at 1239. The complaint 
contains no allegation that either of the 
Calls is the subject of a criminal investiga- 
tion or that either of them has been formally 
accused of a crime. Thomas Call has sub- 
mitted an affidavit that recites that he 
believes he is faced with substantial hazards 
of self-incrimination that are real and 
appreciable, that he has cause to apprehend 
danger from a direct answer to certain ques- 
tions posed on the return, and that such 
disclosures would furnish a link in the chain 
of evidence needed to prosecute him for a 
federal crime. He further states that he 
refuses to disclose the nature of the crime 
for which he fears prosecution, the amount 
and source of his income, the amount and 
nature of his expenses, and the location, 
source and nature of any tax return in- 
formation. These blanket assertions, together 
with the mere recitation of the Neff require- 
ment, show that the Calls’ claim of the 
fifth amendment privilege is imaginary and 
insubstantial. Further, the tax protest nature 
of the letter which the Calls attached to 
their tax return suggests that their refusal 
to complete a tax return was motivated by 
a desire to protest taxes, rather than a fear 
of self-incrimination. See Neff, 615 F. 2d 
at 1240. 

Constitutionality of section 6702. Sections 
6702 and 6703 were added to the Internal 
Revenue Code by Sections 326(a) and (b) 
of the Tax Equity and Fiscal Responsibility 
Act of 1982 (TEFRA), Pub. L. No. 97-248, 
96 Stat. 611 (1982). Section 6702 imposes 
a $500 fine on any individual who files a tax 
return that “does not contain information 
on which the substantial correctness of the 
self-assessment may be judged” and the 
taxpayer’s conduct is due to “a position 
which is frivolous.” The Senate report on 
the legislation contained four examples of 
instances in which the section 6702 penalty 
would apply. One example was where an 
individual filed a return in which “many 
or all of the line items are not filled in, 
except for spurious constitutional objec- 
tions.” S. Rep. No. 97-494, Volume 2, 97th 
Cong., 2d Sess. 277-278, reprinted in 1982 
U. S. Code Cong. & Ad. News 1023-25. 

The Calls contend that the imposition of 
15% of the penalty before the validity of 
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their claim is judicially determined violates 
their right to due process. This contention 
is wrong. See Bob Jones University v. Simon 
[74-1 usrc J 9438], 416 U. S. 725, 748 (1974); 
Dodge v. Osborn {1 ustc J 7], 240 U. S. 118, 
122 (1916); Phillips v. Commissioner [2 
ustc J 743], 283 U. S. 589 (1931). 

The Calls next contend that TEFRA was 
passed in a manner violative of Article I, 
§7 of the United States Constitution, in 
that it was a bill to raise money which was 


proposed and first passed in the Senate _ 


rather than the House of Representatives. 
However, the legislative history shows that 
the House initially passed the bill that be- 
came TEFRA. The Senate amended the 
House bill by striking out all the language 
approved by the House except the enacting 


clause and inserting a new text. The House’ 


accepted the Senate version. Frent v. United 
States [83-2 ustc J 9561], 571 F. Supp. 739 
(E. D. Mich. 1983). The origination clause 
of the Constitution does not prohibit the 
Senate from amending a revenue raising 
bill by a wholesale substitution of the text 
of that bill. Flint v. Stone Tracy Co., 220 
U. S. 107 (1911). 


The Calls also contend that Section 6702 
is unconstitutionally vague because “frivo- 
lous” is not defined. As the court observed 
in Aune v. United States, 582 F. Supp. 1132, 
1135-36 (D. Ariz. 1984): 


One of the definitions of “frivolous” 
found in Webster’s Third New Interna- 
tional Dictionary (unabridged) (1976) is 
“having no basis in law or fact.” When 
an ordinary person exercising ordinary 
common sense can understand what con- 
duct is prohibited or penalized by statute, 
the statute is not unconstitutionally 
vague. Arnett v. Kennedy, 416 U. S. 134 
(1974); United States Civil Service Com- 
mission v. National Association of Letter 
Carriers, 413 U. S. 548- (1973). The 
failure of the plaintiffs to insert on their 
1982 income tax returns such innocuous 
items as their social security numbers 
and the number of their dependents 
demonstrates the spurious nature of their 
constitutional objections. 


The income tax return filed by the Calls 
was clearly frivolous, in that their consti-. 
tutional claims were spurious. 

IT IS ORDERED that the defendant’s: 
motion for summary judgment is allowed. 


[9161] Exxon Corporation, Plaintiff v. The United States, Defendant. 
U.S. Claims Court, No. 235-79T, 1/29/85.—(7 ClsCt 347.) 


[Code Secs. 166 and 7805] 
Bad debts: Bad debt deduction: Cuba: Insolvency: Fraudulent conveyance: In- 


ternal Revenue Service: Rules and 


regulations: 


Letter rulings—The corporate 


taxpayer, which operated a family of subsidiaries that produced petroleum products, was 


denied a bad debt deduction on its consolidated return for an amount that one subsidiary 
owed another subsidiary after the Cuban government expropriated the debtor sub- 
sidiary’s refinery thereby leaving it insolvent. In light of the uncertainty surrounding 
the Cuban situation, the subsidiary reorganized, transferring all of its assets other than 
a refinery located in Cuba to a new company that had no nexus to Cuba. However, 
prior to such reorganization, the taxpayer obtained a letter ruling from the IRS con- 
firming that the proposed transaction qualified as a tax-free reorganization. In denying 
the bad debt deduction, the court ruled that the taxpayer had a reascnable prospect of 
recovering the debt if it brought a fraudulent conveyance action against the debtor: 
subsidiary for the transfer of its non-Cuban assets. The court found that by transferring 
its non-Cuban assets to a new company, the subsidiary was left insolvent because,. 
although the book value of the refinery was much greater than the subsidiary’s liabilities, 
an arm’s-length, knowledgeable investor would have been willing to pay an amount 
considerably less than book value for the refinery. Therefore, the subsidiary’s sole 
asset, the refinery, was worth considerably less than the subsidiary’ s outstanding liabili- 
Mee pars the court Feiocten the eye areument ee the IRS was pgorecloned. 
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fraudulent conveyance. In relying on Parmelee Transportation Co. (65-2 ustc {| 9683) 
for guidance, the court ruled that what mattered was not the legal theory employed, but 
whether the taxpayer had a reasonable prospect of making his loss whole. Back refer- 
ences: {[ 1619.37, 1619.41, 1619.483, and 5980A.175. 


Robert L. Moore, II, John T. Magee, Thomas P. Johnston, J. Brad Anwyll, Miller 
& Chevalier, 655 Fifteenth Street, N. W., Washington, D. C. 20005, for plaintiff. Roger 
M. Olsen, Acting Assistant Attorney General, George L.. Squires, Mildred L. Seidman, 
Department of Justice, Washington, D. C. 20530, for defendent. 


Opinion 

Kozinski, Chief Judge: Exxon Corpora- 
tion sues for a refund of taxes and interest 
for a disallowed deduction on the 1960 
consolidated income tax return of Standard 
Oil Company (New Jersey)? and its sub- 
sidiary, Esso Export Corporation. Exxon 
claims that it was entitled to deduct 
$27,357,644 because of a debt in that amount 
owed by Esso Standard Oil S. A., or its 
Cuban division, to Esso Export Corpora- 
tion. On August 6, 1960, the Cuban assets 
of Esso Standard Oil S. A. were national- 
ized by Fidel Castro and the debt was 
never repaid. 


Facts 


On New Year’s Day 1959, Fidel Castro 
seized power in Cuba, ousting the govern- 


Esso Standard Oil Com (Cuba' 
(“Esso (Cubay") , 


Creole Petroleum Coi poration 
(“Creole”) 


STANDARD OIL COMPANY (NEW JERSEY) 
(“Standard” or “Jersey”) 


Esso Standard Oil SA. 
(“Essosa“) (1951) 


ment of Fulgencio Batista. At that time, 
Esso Standard Oil S. A. (Essosa), a 
Panamanian corporation, was headquartered 
in Havana. Essosa was a wholly-owned 
subsidiary of Standard Oil Company (New 
Jersey) (Standard), and was in the busi- 
ness of refining and marketing petroleum 
products in 18 Caribbean countries. Opera- 
tions in each country were conducted by 
a local division, each division having its 
own management, staff, assets, payroll and 
financial statements. The Havana headquarters 
coordinated the operations of Essosa’s divi- 
sions and provided certain managerial serv- 
ices. (For ease of reference, Figure 1 
presents a chart of the Standard subsidi- 
aries and divisions relevant to the issues 
here presented.) 


Figure 1 


21QOn November 1, 1972, Standard Oil Com- 
pany (New Jersey) was renamed Exxon Cor- 
poration. 
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Essosa’s Cuban division was its largest 
and the only one with a refinery. At the 
time its assets were expropriated by the 
Cuban government, the Cuban division sup- 
plied approximately one-half of Cuba’s 
daily petroleum needs. Subsidiaries of Royal 
Dutch Petroleum (Shell) and the Texas 
Oil Company (Texaco) supplied the bal- 
ance, 


Essosa’s divisions obtained the petroleum 
products they marketed, as well as other 
supplies, through Esso Export Corporation 
(Esso Export), another wholly-owned Stand- 
ard subsidiary. Esso Export acted as a 
middleman, accepting orders from Essosa’s 
divisions and filling them with products 
and services provided by other Standard 
subsidiaries worldwide. 


Among the products Esso Export pro- 
vided to Essosa’s Cuban division was the 
crude oil for its refinery, located in Belot, 
Cuba. The oil was normally purchased 
from Creole Petroleum Corporation (Creole), 
a domestic subsidiary of Standard that 
produced crude oil in Venezuela. Creole 
sent invoices for the oil directly to Essosa’s 
Cuban division. Esso Export also arranged 
for shipping the oil to Cuba. After the 
crude oil was shipped, Creole assigned its 
invoice to Esso Export, which paid it 
immediately, less a one percent carrying 
charge. Esso Export then collected the 
full invoice amount from the Cuban divi- 
sion. The Cuban division was required to 
pay the invoices in U. S. dollars and nor- 
mally did so within 30 days. 


Shortly after Castro came to power, the 
Cuban government began to impose cur- 
rency exchange restrictions. As of August 
1959, the Cuban Monetary Stabilization 
Fund, a division of the Cuban National 
Bank, required importers to obtain approval 
before paying their foreign suppliers in 
dollars. Because such approval was slow 
in coming, Essosa’s Cuban division was 
unable to pay its debts to Esso Export 
in a timely fashion. By June of 1960, its 
outstanding debt had ballooned to approxi- 
mately $27.4 million. 


cin late 1959, pe Geteranes that, 


Accordingly, Essosa’s headquarters opera- 
tions were moved to Coral Gables, Florida 
in January of 1960. At the same time, a 
plan was formulated whereby Essosa’s non- 
Cuban assets would be transferred to a 
new company that had no nexus to Cuba. 


On February 3, 1960, Standard submitted 
a reorganization plan to the Internal Reve- 
nue Service and requested a ruling con- 
firming that the proposed transaction would 
qualify as a tax-free reorganization as to 
which no gain or loss would be recognized 
under section 355, and which did not vio- 
late section 367 of the Internal Revenue 
Code. The plan provided that Essosa 
would transfer all of its assets not physi- 
cally located in Cuba to Esso Standard 
Oil S. A., Ltd. (Essosa Ltd.), a corpora- 
tion to be formed in Bermuda.” In ex- 
change, Essosa Ltd. would transfer all of 
its capital stock to Essosa, which would 
immediately distribute this stock to Stand- 
ard. On April 18, 1960, the IRS issued 
a ruling providing that the transaction was 
not one in “pursuance of a plan having 
as one of its principal purposes the avoid- 
ance of Federal income taxes within the 
meaning of section 367 of the Internal 
Revenue Code of 1954;” that it would 
“constitute a [tax-exempt] reorganization 
under section 368(a)(1)(D) of the Internal 
Revenue Code of 1954;” and that, in ac- 
cordance with “section 355 of the Code, 
no gain or loss will be recognized to, and 
no amount will be includible in the income 
of, [Standard] upon the receipt by it of 
all the stock of the new company as a 
distribution with respect to its stock.” On 
June 30, 1960, Standard carried out the 
planned reorganization. 


Meanwhile, relations between Cuba and 
the United States were rapidly deteriorat- 
ing. In February 1960, Castro signed a 
trade agreement with the Soviet Union 
enabling Cuba to import Soviet goods, in- 
cluding crude oil, on a barter basis. On 
May 17, 1960, the Cuban government re- 
quested that Essosa’s Cuban division, as 
well as Shell and Texaco, process crude oil 
that had been shipped from the Soviet 
Union. In early June, the Secretary of the 
Treasury, at the tae os eet Eisen- 
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they would not take delivery of the Soviet 
crude or refine it in their facilities. On 
June 29, 1960, a token amount of Soviet oil 
was delivered to the Texaco refinery. When 
Texaco refused the delivery, the Cuban 
government “intervened” Texaco’s Cuban sub- 
sidiary. Intervention gave the Cuban 
government control over the refinery but 
did not divest Texaco of title or ownership. 


On July 1, 1960, one day after Standard 
had carried out its reorganization, the 


Cuban authorities delivered a quantity of 


Soviet crude oil to Essosa and Shell. Both 
companies refused to refine the Soviet oil. 
The Cuban government promptly inter- 
vened both companies, 7.e., it placed their 
operations under government control. On 
August 6, 1960, Cuba formally confiscated 
all assets of Essosa’s Cuban division, in- 
cluding the Belot refinery. As a result of 
the June reorganization, the confiscated 
assets were the last of Essosa’s property. 


At the time of the confiscation, Essosa 
owed Esso Export more than $27 million.’ 
Since the confiscation of the refinery left 
Essosa without any assets, it was unable to 
repay the debt. As a consequence, on its 
1960 consolidated income tax return, Stand- 
ard claimed a bad debt deduction in the 
amount owed Esso Export by Essosa. This 
deduction was disallowed on audit. Plain- 
tiff brought this suit in part * to recover the 
amounts it paid as a result of this dis- 
allowance. 


Issues Presented 


A taxpayer is entitled to a bad debt de- 
duction under Section 166 of the Internal 
Revenue Code unless there is a reasonable 
prospect that it can recover the amounts 
owed. Sollitt Construction Co. v. United 
States [83-1 ustc $9154], 1 Cl. Ct. 333, 345 
(1983); see Parmelee Transportation Co. v. 
United States [65-2 ustc J 9683], 173 Ct. Cl. 
139, 154 (1965); see also Dustin v. Commis- 
sioner [72-2 ustc § 9610], 467 F. 2d 47, 48 
(9th Cir. 1972); Allen-Bradley Co. v. Com- 
missioner [40-2 ustc J 9497], 112 F. 2d 333, 
335 (7th Cir. 1940). Whether the taxpayer 
has a reasonable prospect of recovering the 
debt is a question “confined to the fact of 
the particular case.” Minneapolis, St. Paul & 
Sault Ste. Marie R. R. v. Umited States [64-1 
usTc J 9213], 164 Ct. Cl. 226, 240 (1964); 
Levin v. United States, 220 Ct. Cl. 197, 208 


(1979). The “burden is on the taxpayer to 
show that it did not have a reasonable 
prospect of recovery at year end, and that 
the debt therefore became worthless in a 
particular year.” Sollitt, 1 Cl. Ct. at 345. 


Defendant does not claim that Esso Ex- 
port could have collected its $27.4 million 
from Essosa, the debtor. After the confisca- 
tion of its property by the Castro regime, 
Essosa was left without assets and there- 
fore without any means to satisfy the debt. 
Defendant argues, however, that plaintiff 
had a reasonable prospect of recovering 
against Standard on a theory of fraudulent 
conveyance. In the government’s view, the 
June 30 reorganization was a fraudulent 
conveyance because it left Essosa insolvent. 
The transaction could therefore have been 
set aside by a creditor of Essosa seeking 
to collect on its debt. While the familial 
relationship between the transferor, the 
transferee and the creditor rendered such a 
lawsuit impractical here, defendant sug- 
gests that an arms’ length creditor would 
not have given up on $27.4 million so 
cavalierly. Defendant argues that a law- 
suit between Esso Export and Standard to 
collect the $27.4 million on a theory of 
fraudulent conveyance would have had a 
reasonable prospect of success and that, 
therefore, Standard’s claim for a bad debt 
deduction cannot be sustained. 


Plaintiff raises a series of arguments in 
opposition. It first argues that the Service 
is precluded from claiming that Essosa was 
rendered insolvent as a result of the reor- 
ganization by virtue of the letter ruling it 
issued approving the reorganization as tax 
free. Second, plaintiff suggests that Essosa 
was not rendered insolvent by the reor- 
ganization because the Cuban assets were 
worth more than Essosa’s debts. Third, 
plaintiff argues that the transfer of Essosa’s 
non-Cuban assets during the reorganization 
had no effect upon the debtor’s solvency 
because these assets were held by Essosa’s 
non-Cuban divisions and, under Cuban law, 
could not have been reached by Esso Ex- 
port in collecting on a debt owed by Es- 
sosa’s Cuban division. Finally, plaintiff 
argues that the right to proceed against a 
third party under a theory of fraudulent 
conveyance is not an action on the debt and 
therefore may not be considered in deter- 
mining whether the debt is worthless. 


4 The parties disagree whether the debt was 
owed to Esso Export by Essosa or by Essosa’s 
Cuban division as a separate and distinct legal 
entity. This issue is discussed at greater 
length below. See pp. 10-11 infra. For con- 
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Discussion 


A. The Commissioner's Ruling. Plaintiff 
first argues that the Commissioner is pre- 
cluded from arguing that Essosa was in- 
solvent by virtue of the letter ruling that 
approved the reorganization of Essosa 
under section 368(a)(1)(D). Plaintiff cor- 
rectly notes that a condition of a valid 
reorganization under section 368(a)(1)(D) 
is that there continue to be an equity in- 
terest in both surviving entities. An equity 
interest, reasons plaintiff, requires that both 
entities be solvent. Plaintiff concludes that 
the Commissioner is bound by the ruling’s 
underlying factual premise, namely, that 
Essosa was solvent after the reorganization. 

In obtaining the ruling that the proposed 
reorganization would be tax free pursuant 
to sections 355, 357 and 368 of the Code, the 
taxpayer presented information as to its 
financial condition, consisting principally of 
its balance sheets. The Service chose not 
to probe further into the accuracy of the 
information presented, although it could 
well have done so. Under these circum- 
stances, the Service might now be precluded 
from challenging the factual underpinnings 
of that financial information if it wished to 
tax the reorganization transaction. How- 
ever, the taxability of the reorganization is 
not in issue because the Service is not 
attempting to renege on its ruling. At issue 
here is a question that was never presented 
to or considered by the Service when it 
issued its ruling. As the Court of Claims 
noted in an analogous context, in issuing 
its ruling “the Service was not trying to 
take all possible tax consequences into ac- 
count, but only those involving provisions 
requested by the corporation and expressly 
mentioned in the ruling.” Jeffers v. United 
States [77-1 ustc J 9421], 214 Ct. Cl. 9, 24 
(1977).° Had the taxpayer wished to obtain 
a ruling on the bad debt deduction, it could 
have presented the issue to the IRS in its 
ruling request. The Service might then 
have examined the factual data more closely 
and reached an entirely different conclu- 
sion. It would render the revenue ruling 
process entirely unworkable if a taxpayer 
could bind the Service to legal positions 
it has never considered and ae arise by 


fendant is foreclosed from challenging 
Essosa’s solvency and now turns to the 
merits of that claim. 


B. Essosa’s Solvency. Essosa’s June 30, 
1960, balance sheet showed Cuban Division 
assets of $76 million and liabilities of $48 
million. At least on paper, then, Essosa 
was solvent. However, the balance sheets 
were based on the situation as it existed 
before Castro. The reorganization, which 
transferred all non-Cuban assets out of 
Essosa, took place some 18 months after the 
Castro regime had come to power and dramat- 
ically changed the Cuban business climate. 
This change affected the confidence of in- 
vestors and, consequently, the market value of 
Essosa’s Cuban assets. The key factual 
question presented at trial was whether, at 
the time of the reorganization, the value of 
Essosa’s Cuban assets was so affected by 
the political situation that they were worth 
less than its outstanding liabilities. Or, 
putting the question somewhat differently, 
the court was asked to determine whether 
an arms’ length, informed investor would 
have been willing to pay a price that was 
more than nominal for the Belot refinery 
and Essosa’s other Cuban assets, given 
that they were burdened with $48 million 
in liabilities. 

The evidence at trial presented a sur- 
prisingly consistent view of the events 
following Castro’s rise to power. A number 
of witnesses who lived in Cuba at the time, 
and who dealt first-hand with officials of 
the new Cuban government, related their 
experiences and observations. Although the 
witnesses disagreed on some details, the 
disagreements were largely on questions of 
judgment; there was little or no disagree- 
ment as to the underlying facts. The wit- 
nesses painted a clear and consistent picture 
of a country caught up in violent political, 
social and economic change; of a mercurial 
government dominated by Castro and sub- 
servient to his whim; and of a blossoming 
relationship with the Soviet Union, with 
disquieting economic implications for in- 
vestors from western countries. By June 
of 1960, those who would do business in 
Cuba had cause for serious concern. 
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the expatriation of some hard currency and 
took other apparently positive steps. Oil 
company officials had particular reason for 
optimism because Cuba does not produce its 
own crude oil and its economy is therefore 
entirely dependent upon oil imports from 
‘abroad. Officials at Standard felt that 
Castro would not dare to confiscate the 
company’s assets for fear that Standard 
would retaliate by cutting off the supply 
of crude oil that it was importing onto the 
island. The possibility that the Soviet Union 
would supply the island’s entire crude oil 
needs on a sustained basis, as it since has, 
was considered highly remote in 1960. 


Standard Oil officials, nevertheless, were 
not so sanguine about the Cuban situation 
as to continue doing business as usual. In 
fact, the company took every reasonable 
precaution to place its assets beyond Castro’s 
grasp. It is highly significant that Standard 
removed its Essosa headquarters office from 
Havana to Florida, and that it reorganized 
its subsidiaries so as to place all non-Cuban 
assets in a new corporation that had no 
nexus to Cuba. Plaintiff’s witnesses (Stand- 
ard Oil officials) candidly admitted that 
this was done to thwart any plan Castro 
might develop to expropriate or otherwise 
interfere with the company’s assets that 
were located outside of Cuba. Standard’s 
concern about the assets held within Cuba 
must have been significantly greater. 


A potential arms’ length purchaser would 
doubtless have had similar concerns and 
would have discounted the value of the 
Cuban assets accordingly. Moreover, the 
possibility of expropriation was not the only 
risk a potential buyer would have con- 
sidered. Short of confiscating all of the 
company’s assets, the Cuban government 
might well have placed a variety of condi- 
tions and restrictions on the operation of 
the refinery, the distribution and sale of re- 
fined products, and the expatriation of pro- 
fits. Each of these restrictions could have 
seriously interfered with the profitability 
of the business and, consequently, the mar- 
ket value of Essosa’s Cuban assets. 


The most persuasive evidence as to the 
attitude of investors toward the Cuban 
economic and political situation is the mar- 
ket for bonds issued by the Cuban govern- 
ment itself. Upon Castro’s takeover in 
January of 1959, long-term Cuban bonds 
trading in New York were yielding 4.16%. 
This was only about .26% more than bonds 
issued by the United States, indicating that 
investor confidence in the Batista govern- 


ment. was only slightly lower than in the 
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U. S. government itself. By June of 1960, 
the yield on Cuban bonds had risen to 
9.88%, more than double the rate of 18 
months earlier; at the same time, the yield 
on U.S. government bonds stayed relatively 
even at 3.99%. This sharp rise in the yield . 
of the Cuban bonds reflected a concom- 
itant drop in the market price of the 
bonds, which were trading at $566. This 
was a discount of more than 43% from their 
face value of $1,000. 


A drop in the price of bonds can be 
the result of a rise in market interest rates 
or an erosion in investor confidence in 
the issuer of the bonds. Market interest 
rates, as evidenced by the yield on U. S. 
government securities, held steady during 
this period. The decline in the price of 
Cuban bonds was, therefore, not the re- 
sult of the first of these factors. Rather, 
investors harbored serious fears that the 
Cuban government would fail to make in- 
terest payments in a timely and regular 
fashion, or that it would delay or renege 
altogether on the repayment of the 
principal. Such fears about the financial 
responsibility of a bond issuer cause in- 
vestors to discount the amount they are 
willing to pay for the bonds in order to 
compensate for these risks. In June of 
1960, investor doubts about the willingness 
or ability of the Cuban government to meet 
its obligations were sufficiently serious that 
Cuban government bonds were selling at 
some 57¢ on the dollar. 


The market for Cuban government bonds 
is a particularly useful indicator of in-. 
vestor attitudes toward the Cuban political 
and economic situation. Since the bonds 
represented the debt of the government 
itself, they were not subject to risks as- 
sociated with other types of investments 
such as changes in demand for a product, 
the possibility of unexpected competition, 
the exercise of bad business judgment, 
or the imposition of government taxes or 
regulations that would affect profitability. 
Also, a government’s credit-worthiness is a 
highly-valued asset, one not lightly jeopard- 
ized. Governments therefore are generally 
less likely to renege on their debts than 
they are to raise taxes, nationalize certain 
portions of their economy, impose burden- 
some regulations or otherwise interfere with 
businesses operating on their soil. Con- 
sequently, the willingness of investors to 
buy Cuban government bonds must be 
viewed as the high-water mark of investor 
confidence in the Cuban economic and 
political system. Under no. circumstances 
would investors have discounted the value 
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of business assets that lay within the grasp 
of the Cuban government less than the 
obligations of the government itself. Indeed, 
a prudent, knowledgeable investor attempt- 
ing to value Essosa’s assets in June of 
1960 would have started with 43%, the 
amount by which the market discounted the 
bonds of the Cuban government, and then 
added further discounts on the basis of the 
additional risks to which the oil refining 
and distribution business would be subject, 
among them the following: the risk that 
exchange controls would continue to block 
or delay the expatriation of profits; the 
possibility that the Cuban government might 
force Essosa to refine Soviet crude oil and 
then use the refined product to enter the 
retail market in competition with the western 
oil companies; the risk that government 
regulation or taxation would be drastically 
increased; and the very serious danger that 
key personnel would flee Cuba as the 
Castro regime became more oppressive. 


In light of these factors, the court finds 
that, in valuing Essosa’s Cuban assets, a 
knowledgeable buyer would have discounted 
the value of those assets by a risk factor 
of some 65%. The book value of the re- 
finery and other assets was $76 million; 
the discounted value would therefore have 
been $26.6 million, substantially less than 
the $48 million in liabilities.’ The court 
therefore finds that, as of June 30, 1960, an 
arms’ length, knowledgeable investor would 
have been unwilling to pay more than a 
nominal sum for Essosa’s Cuban assets, if 
such assets were burdened with Essosa’s 
liabilities. Essosa was therefore left in- 
solvent after the reorganization.® 


C. The Cuban Law Defense. Plaintiff sug- 
gests that even if Essosa was insolvent on 
the date of the reorganization, it could have 
defeated any fraudulent conveyance action 
by raising the law of Cuba as a defense. 
According to plaintiff, Cuban law considers 
each division of a company as a separate 
legal entity. Therefore, plaintiff argues, 
Essosa’s non-Cuban assets could not have 


been reached by the Cuban division’s creditors. 


The transfer of the non- eas assets out 


of Essosa, plaintiff's argument continues, 
could not have worked a fraud on Esso 
Export because those assets were never at 
risk as a result of debts incurred by the 
Cuban division. ; 


The position advanced by plaintiff is more 
doubtful than its argument suggests. In the 
first place, the state of Cuban law is far 
from clear. While plaintiff's expert cited 
a number of Cuban decisions that appear 
to‘support its position, the cases in which 
the issue arose did not involve claims by 
creditors but questions of income tax lia- 
bility. There are no Cuban authorities that 
deal specifically with the question of whether 
creditors of one corporate division can 
reach the assets of another division of the 
same corporation. At best, then, plaintiff 
has presented a legal argument that a court 
might or might not have accepted in ad- 
judicating a fraudulent conveyance claim 
by Essosa against Standard. 


To reach this issue at all, however, a 
court would first have had to rule that the 
law of Cuba governed the rights and re- 
sponsibilities of Essosa and its creditors. 
Essosa’s debt to Esso Export was payable 
in New York in U. S. dollars. Key aspects 
of the underlying transaction were consum- 
mated in New York. Esso Export, the 
creditor, was a U. S. corporation. There 
is a reasonable possibility—indeed a like- 
lihood—that an American court entertain- 
ing an action by Esso Export against 
Essosa would have applied U. S. law and 
treated Essosa as a single entity responsible 
for the debt. 


It is unnecessary, however, for this 
court to predict with absolute certainty the 
resolution of these and other legal hurdles 
that Esso Export would have faced had it 
brought a fraudulent conveyance action 
against Standard. The issue here is not. 
whether such an action would have been 
certain to succeed but only whether there 
was a reasonable prospect that plaintiff 
would have recovered the amounts owed. 
Parmelee Transportation Co. v. United States 
[65-2 ustc satel ‘ide aes ioe: svi vee oe 


ard had a 
As is more 


Court Decisions—Cited 85-1 USTC 


87,231 


Exxon Corporation v. U.S. 


(1965). While a remote possibility of suc- 
cess in a lawsuit will not normally establish 
a reasonable prospect of recovery, the Par- 
melee court noted that a chance of recovery 
in the 40-50% range would ordinarily be 
sufficient and that, where the “stakes are 
... high, a suit may be ‘100% justified’ 
even though the probability of recovery 
is miniscule.” Parmelee, 173 Ct. Cl. at 154. 
Indeed, Parmelee noted that “[a] lawsuit 
might well be justified by a 10 percent 
chance.” Jd., quoted in Sollitt, 1 Cl. Ct. at 345. 


Here, the stakes were high indeed. Esso 
Export’s claim against Essosa was almost 
$27.4 million, an amount that an arms’ 
length creditor would not have lightly 
abandoned. The possibility of pursuing the 
assets of the debtor by means of a fraudu- 
lent conveyance action would doubtless 
have been considered and pursued. While 
such a suit would have had a number of 
hurdles to overcome, the probability of 
success would have been well in excess 
of 10%, more likely in the range of 50-60%. 
Under such circumstances, an arms’ length 
creditor would easily have found it worth- 
while to bring suit.” 


_ D. The Collateral Action Issue. Plaintiff 
next argues that the existence of a cause 
of action against Standard under a fraudu- 
lent conveyance theory does not impart 
value to the otherwise uncollectible debt. 
Under plaintifi’s theory, in determining: 
whether a debt is worthless for purposes 
of Internal Revenue Code section 166, the 
court may consider only the possibility of 
recovery in an action brought directly on 


® While Parmelee was decided under section 
165 of the Code and the deduction here is 
claimed under section 166, the two sections are 
closely analogous and should be read in pari 
materia. This court has recently cited Parme- 
lee on this very point in a case involving sec- 
tion 166. Sollitt, 1 Cl. Ct. at 345. 

10The court notes that, in addition to the 
$27.4 million Essosa owed to Esso Export, it 
owed more than $20 million to other creditors 
who presumably were unrelated to plaintiff 
and its affiliates. No evidence was introduced 
as to what happened to these other debts. 
While the court will not go so far as to draw 
a negative inference from plaintiff's failure to 
present evidence so peculiarly within its con- 
trol, but see Coplin v. United States [84-2 ustc 
7 9693], 6 Cl. Ct. 115, 148 (1984), it is worth 
noting that evidence that other substantial 
creditors had abandoned their claims would 
have been highly probative in resolving the 
issues presented. 

11 While plaintiff argues that ‘‘[a] fraudulent 
conveyance action against a third party is not 
based on the debt, but is merely a collateral 
action in which recovery is measured by the 
debt,’’ it does not elaborate on the nature of 
this proffered distinction. A review of the law 


1985 Standard Federal Tax Reports. 
"erates 


the debt and must ignore any possible 
recovery in a collateral action such as under 
a theory of fraudulent conveyance. Plain- 
tiff’s argument is supported by neither the 
language nor the logic of the statute. 


Section 166 does not, by its terms, draw 
a distinction between recovery on the debt 
and recovery in a collateral action. The 
section speaks only of whether the debt is 
worthless, an inquiry that courts have con- 
sistently undertaken in a common-sense, 
nontechnical fashion. Minneapolis, Si. Paul 
& Sault Ste. Marte R. R. v. Umted States 
[64-1 ustc 9213], 164 Ct. Cl. 226, 240 
(1964); Sollitt Construction Co. v. United 
States [83-1 ustc J 9154], 1 Ct. Cl. 333 
(1983); Levin v. United States, 220 Ct. Cl. 
197 (1979). See also Boehm v. Commissioner 
[45-2 ustc § 9448], 326 U. S. 287, 292 
(1945); Dustin v. Commissioner [72-2 ustc 
J 9610], 467 F. 2d 47 (9th Cir. 1972); Allen- 
Bradley Co. v. Commissioner [40-2 vustc 
7 9497], 112 F. 2d 333 (7th Cir. 1940); 
Thom v. Burnet [1932 CCH { 9044], 55 F. 2d 
1039 (D. C. Cir. 1932). The fraudulent con- 
veyance action is one of the standard legal 
tools available to creditors seeking to sat- 
isfy obligations owed by insolvent or re- 
calcitrant debtors. As a matter of commercial 
reality, a creditor who can pursue a debtor’s 
assets in the hands of a third party will 
not normally turn his back on a substantial 
debt and give it up as worthless. It would 
serve no policy of the tax code to reject 
a simple, common sense construction of 
section 166 in favor of the arcane line-draw- 
ing suggested by plaintiff.” 


applicable to fraudulent conveyance actions 
discloses that the distinction suggested by 
plaintiff is tenuous at best. Where a con- 
veyance is fraudulent against a creditor, the 
ereditor may pursue the debtor’s assets in the 
hands of the third party in order to satisfy 
the debt. Unif, Fraudulent Conveyance Act 
§9, 7A U. L. A. 304 (1978). The theory behind 
this type of action is that ‘‘the creditor has a 
claim on the property of his or her debtor, 
constituting a fund from which the debt should 
be paid, and the debtor may not ignore the 
right or equity of his or her creditors to be 
paid out of it.” Kainier Natl Bank v. 
McCracken, 26 Wash. App. 498, 615 P. 2d 469, 
474 (Div. 1, 1980). If the creditor is successful 
in the fraudulent conveyance action, the debt 
is extinguished. ‘‘It is well-settled that the 
creditor may elect to recover either the prop- 
erty itself, or its cash value in satisfaction 
of the debt.?”? Tcherepnin v. Hranz, 489 
F. Supp. 43, 45 (N. D. Ill. 1980) (emphasis 
added). A fraudulent conveyance action is 
therefore more accurately viewed as one of the 
remedies available for creditors to obtain satis- 
faction of their debt than as a wholly eomarer at 


- action, as plaintiff suggests. 
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Athough there is no authority directly 
controlling, Parmelee Transportation Co. 
provides significant guidance. In that case, 
the taxpayer sought a deduction under 
section 165 for losses arising from the 
destruction of an intangible assets, a cen- 
tury-old business relationship that had come 
to an abrupt end in 1955. The court denied 
the deduction for 1955 because the taxpayer 
had brought an antitrust action that was 
based upon the facts and circumstances 
leading up to the destruction of its business 
relationship. Had the Parmelee court drawn 
the type of distinction suggested by plain- 
tiff here, it would have ignored the pending 
antitrust suit in determining whether the 
taxpayer had suffered the loss of an in- 
tangible asset. The asset in question—Par- 
melee’s business relationship with certain 
railroads—was only tangentially related to 
the lawsuit which sought to enforce rights 
established by statute, not by common law 
or contract.” The Parmelee court was not 
distracted by such fine distinctions, recog- 
nizing that what mattered was not the legal 
theory employed but whether the taxpayer 
had a reasonable prospect of making his 
loss whole. Applying the same realistic 
approach in this case leads the court to 
reject plaintiff’s theory.” 


The principal authority cited by plaintiff 
is Zeeman v. Umited States [67-2 vustc 
7 9565], 275 F. Supp. 235 (S. D. N. Y. 1967), 
modified on other grounds, 395 F, 2d 861 
(2d Cir. 1968), where the court seemed to 
suggest that pending lawsuits would not 
defeat a claim for a bad debt deduction 
where such actions “would not be recovery 
on ‘theydebt2) 1275 “Po Sapp. at’ 25ie This 
statement from Zeeman, insofar as it ad- 
vances plaintiff’s position, is dicta, entirely 
unsupported by authority and plainly not 
intended to be dispositive of this issue. 
Indeed, on the very next page, the court 
found that “none of [these claims] pro- 
vided a reasonable enough’ prospect of re- 
covery to warrant a postponement of a 
deduction for a bad debt.” Jd. at 252. This 
finding would have been entirely super- 
fluous if the court had interpreted section 
166 as plaintiff suggests. 


Conclusion 


Plaintiff has failed to establish that it is 
entitled to recover on its claim for a refund 
of taxes paid for fiscal year 1960. Pursuant 
to RUSCC 54(b), there being no just rea- 
son for delay, the clerk is directed to dis- 
miss Count VI of the Petition filed May 
29, 1979, with costs to the prevailing party. 


[9162] Dorothy Olster, Petitioner-Appellant vy. Commissioner of Internal Revenue 


Service, Respondent-Appellee. 


U. S. Court of Appeals, 11th Circuit, No. 83-5706, 1/28/85.—(751 F. 2d 1168.) aerate 


Tax Court, Dec. 39,324, 79 TC 456. 


[Code Sec. 71] 


Alimony and separate maintenance: Installment v. periodic payments: Aticata gems z 
Fair market value of transferred property.—A taxpayer, who received mortgages and a 
promissory note from her ex-husband in satisfaction of arrearages in alimony payments, 
had to include the fair market value of the mortgages in income because the court 
determined that the transferred mortgages were intended as satisfaction of past, present, 
and future alimony obligations. The government had no duty to determine a tax 


deficiency by the method most favorable to the taxpayer so the amount to be included in 
gross income was the fair market value of the mortgages and not the amount of cash 
received in payment on the mortgage debt. The taxpayer’s contention that mortgages 
transferred without the underlying notes have no value was not considered because this 
issue was raised for the first time on appeal. The dissent disagreed with the majority. 
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Dorothy Olster, 7712 S. W. 102nd Place, Miami, Fla. 33173, pro se, Andrew H. 
Moriber, Kenneth M. Bloom, 444 Brickell Ave., Miami, Fla. 33131, for petitioner- 
appellant. M. Carr Ferguson, Assistant Attorney General, Glenn L. Archer, Jr., Assistant 
Attorney General, Michael L. Paup, David English Carmack, Joan I. Oppenheimer, 
Department of Justice, Washington, D. C. 20530, Kenneth W. Gideon, William H. 
Connett, Robert B. Miscavich, Internal Revenue Service, Washington, D. C. 20224, for 


respondent-appellee. 


Before HatcHett and Crark, Circuit Judges, and StTarrorp,* District Judge. 


HatcuHetr, Circuit Judge: In this tax case, 
79 T. C. 456 [CCH Dec. 39,324], we decide 
the tax consequences arising out of the 
transfer of mortgages and a promissory 
note from an ex-husband of the taxpayer, 
where the transfer occurred when the ex- 
husband was in arrears in alimony pay- 
ments. We affirm. 


Facts 


Dorothy Olster and her husband executed 
a property settlement and custody agree- 
ment (original agreement) dated April 6, 
1972, providing that petitioner would re- 
ceive $2,500 per month alimony for life. 
Upon remarriage, however, petitioner 
would only be entitled to a lump sum 
amount equal to two years’ alimony, or 
$60,000. On April 11, 1972, Olster and her 
husband were divorced; the final judgment 


incorporated by reference the original 
agreement. Over the next few years, Ol- 
ster’s ex-husband experienced severe finan- 
cial difficulties. By June 10, 1976, he was 
in substantial arrears in his alimony pay- 
ments. 


On June 10, 1976, Olster and her ex- 
husband executed a “Stipulation for Modi- 
fication of Agreements and Lump-Sum 
Settlement Agreement” (modification agree- 
ment) designed to alleviate the harshness 
of the alimony obligations of the ex-husband 
under the original agreement and to guar- 
antee a more realistic income flow to peti- 
tioner.* Pursuant to paragraph 2(A) of the 
modification agreement, the ex-husband 
transferred to Olster mortgages with a 
face value of $87,243.18. Of the six mort- 
gages transferred, three were wrap-around 


* Honorable William H. Stafford, Jr., Chief 
U. S. District Judge for the Northern District 
of Florida, sitting by designation. 

1The modification agreement provides, in 
pertinent part: 

NOW THEREFORE, in consideration of the 
mutual covenants and conditions herein con- 
tained, and other good and valuable considera- 
tions, it is mutually covenanted and agreed 
between Evan Olster and Dorothy Olster as 
follows: 

1. The parties agree that paragraph 9 of the 
agreement of 6 April 1972 be deleted, rendered 
null and void, and of no further force and 
effect. 

2. In consideration of and for Wife having 
released the Husband from his obligation to 
provide future alimony to her pursuant to 
paragraph 9 of the agreement of 6 April 1972, 
the Husband agrees to pay as a lump sum 
settlement of his obligation to pay future ali- 
mony pursuant to ‘paragraph 9 of the agree- 
ment of 6 April 1972 the following: 

A. Husband will forthwith cause the mort- 
gages receivable set forth on Schedule ‘‘A’’ 
hereof to be assigned to the Wife and the 
Husband shall personally endorse the mort- 
gages and mortgage notes with recourse so 
that in the event that any of the mortgages 
become in default, the Husband shall be per- 
sonally obligated to pay to the Wife any defi- 
ciency which results from said default. 

B. The Husband shall execute and deliver to 
the Wife a promissory note in the sum of 
$25,000.00 bearing interest at the rate of 6% 
per annum and payable within one year from 
date hereof. 

3. In consideration of and for the lump sum 
settlement of future alimony payments under 
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paragraph 9 of the agreement of 6 April 1972 
as hereinabove provided in paragraph 2, the 
Wife hereby agrees to remise, release, and 
forever discharge the Husband from any obli- 
gation to pay to her any past due alimony 
presently due her under paragraph 9 of the 
agreement of 6 April 1972, as of the date of 
this agreement. 


7. In connection with the promissory note 
which the Husband will deliver to the Wife by 
reason of paragraph 2 hereinabove, the par- 
ties agree that the the [sic] payment of that 
promissory note will be secured by a mortgage 
on the following described property: 

The North quarter of Section 13, Township 
55 South, Range 38 located in Dade County 
Florida. 
which said mortgage will be inferior only to 
mortgages, liens, encumbrances and conditions 
of record. Husband owns the fee simple title 
to said property as trustee and will cause a 
mortgage in due form to be executed and de- 
livered to the satisfaction of the Wife’s 
attorneys. 

It is further provided, that the mortgage re- 
ferred to in this paragraph shall also be secur- 
ity for any default with respect to the 
mortgages receivable being assigned in connec- - 
tion with paragraph 2A hereof. However, upon 
the default of a mortgage under paragraph 2A, 
the Husband shall first have the right to sub- 
stitute any such defaulted mortgage receivable 
with another mortgage or mortgages of equal 
value to the then principal balance of any 
such defaulted mortgage or mortgages, subject 
to the Wife’s right of reasonable rejection of 
any proposed mortgage or mortgages for such 
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q 9162 


87,234 


U.S. Tax Cases 


Olster v. Com. 


mortgages.” The modification agreement 
also provided that the ex-husband would 
continue to pay the first mortgages under- 
lying the three wrap-around mortgages. If 
the ex-husband failed to make the pay- 
ments, Olster would have been entitled 
under the modification agreement to the 
difference between the first mortgage pay- 
ments owed and the amount due Olster 
under the wrap-around mortgages. In addi- 
tion to the mortgages, Olster received a 
$25,000 promissory note payable one year 
after execution of the modification agree- 
ment. This note was secured by a mortgage 
on a parcel of land owned by the ex- 
husband located in Dade County, Florida. 


Olster filed a 1976 individual tax return 
in which she excluded the value of the 
mortgages. In 1980, the Internal Revenue 
Service issued a notice of deficiency in the 
amount of $26,796.62.2 In July, 1980, Olster 
filed suit in the tax court seeking a rede- 
termination of this deficiency. The issues 
before the tax court were (1) whether the 
mortgages were in settlement of the ex- 
husband’s past as well as future alimony 
obligations or solely in settlement of future 
alimony obligations; (2) if the value of the 
mortgages were in satisfaction of past ali- 
mony obligations and are includable in 
gross income, whether such value is to be 
measured by the amount of alimony ar- 
rearages or the fair market value of the 
mortgages transferred; (3) what is the 
value of the alimony arrearages; and (4) 
what is the fair market value of the mort- 
gages Olster received. The tax court held 
that the transfer of the mortgages was in 
consideration for the release of the ex- 
husband’s past alimony obligations and de- 
termined that the fair market value of the 
mortgages, $36,183.24, was includable in 
Olster’s gross income for 1976. Pursuant to 
26 U.S. C. A. § 7482(a) (West Supp. 1984), 
Olster brings this appeal. 


Issues 


On this appeal, we must consider four 
main issues: (A) whether the tax court’s 
finding that the transferred mortgages 
were intended as satisfaction of past, pres- 
ent, and future alimony obligations was 
clearly erroneous; (B) whether the tax 
court erred as a matter of law in determin- 
ing that a mortgage transferred without 
the underlying note has value; (C) whether 
the tax court erred as a matter of law in 
determining that the value of the mort- 
gages to be included in gross income was 
the fair market value of the mortgages, 
and not the amount of cash received in 
payment on the mortgage debt during the 
1976 tax year; and (D) whether the govern- 
ment has a duty to determine a tax defi- 
ciency by the method most favorable ta 
Olster. 


Discussion 


A. Whether the mortgages were satis- 
faction for past as well as future alimony 
obligations. 


Olster argues that paragraph 3 of the 


modification agreement identifies the re-. 
lease of the right to future alimony pay-. 
ments as the exclusive consideration for: 
the transfer of the mortgages and the: 
promissory note. The government contends. 
that paragraphs 2 and 3 must be read. 
together, and when read together, support 
the interpretation that past alimony pay-- 
ments were also consideration for a receipt: 


of the mortgages and the promissory note.. 


Under 26 U. S. C. A. §71(a)(1) (West 
1984), Olster is required to include in 
gross income “periodic payments” made 
pursuant to a decree of divorce by her ex- 
spouse.* Alimony payments received on 
time are taxed in the year of receipt. The 
tax consequences of delinquent alimony 
payments, however, are determined based. 
on the intent of the parties. If the payment 


2A wrap-around mortgage is a second mort- 
gage which exists in addition to a first or 
other mortgages. The wrap-around mort- 
gagor’s only obligation is that of paying the 
wrap-around mortgage. The wrap-around 
fgagee has the obligation to make payments 
; mortgage. Should the wrap- 

gee fail to make such payments, 


4Title 26 U. S. C. A. § 71(a)(1) provides: © 

(1) Decree of divorce or separate mainte- 
nance.—If a wife is divorced or legally sepa- 
rated from her husband under a decree of 
divorce or of separate maintenance, the wife’s 
gross income includes’. periodic payments 
(whether or not made at regular intervals) 
received after such decree in discharge of (or 
attributable to prone, transferr: ; 

: f) a 
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is made to satisfy back alimony, it retains 
the character of the original payments for 
which it is substituted. Holloway v. United 
States [70-2 ustc J 9548], 428 F. 2d 140, 143 
(9th Cir. 1970); Davis v. Commissioner 
[CCH | Dec. 26,700], 41 T. C. 815, 820 
(1964); Holahan v. Commissioner of Internal 
Revenue [CCH Dec. 20,104], 21: T. C. 451, 
463 (1954), aff'd [55-1 ustc § 9378], 222 
F. 2d 82 (2d Cir. 1955). Lump sum pay- 
ments made solely in consideration for the 
wife’s release of her husband from future 
alimony obligations, are not taxable to the 
wife under section 71(a): these payments 
are not “periodic payments” within the 
meaning of section 71(c)(2).° See Sechrest 
v. Umited States [74-1 ustc [9183], 490 
F. 2d 102, 104 (4th Cir. 1974); Commissioner 
of Internal Revenue v. Senter [57-1 ustc 
7 9519], 242 F. 2d 400, 403 (4th Cir. 1957), 
airs” {CCH Dee21,613]9' 25ST. Gr 1204 
(1956). 


The law on the tax consequences of 
lump-sum payments in satisfaction of a 
mixture of alimony arrearages and future 
alimony obligations is unsettled. In Hollo- 
way v. United States, the Ninth Circuit held 
that where a lump sum payment is made 
to satisfy a taxpayer’s obligation to pay 
past, present, and future alimony, and the 
“nub” of the payment is for alimony ar- 
rearages, the payment is treated for tax 
purposes as alimony to the extent of such 
arrearages. Holloway, 428 F. 2d at 143. 
While Holloway deals with deductions of 
lump sum payments and does not clarify 
its meaning of “nub,” we think the proper 
approach is to treat these payments as 
satisfaction of upaid alimony to the extent 
of such alimony unless there is an amount 
specifically allocated to the satisfaction of 
future alimony obligations and the alloca- 
tion conforms to the substance of the 
transaction. 


While Olster does not dispute this prin- 


ciple, she does argue that the modification 


agreement, in paragraph 3, specifically allo- 
cated the lump sum settlement to future 


5 Title 26 U. S. C. A. § 71(c) provides: 

(c) Principal sum paid in installments.— 

(1) General rule.—For purposes of subsec- 
tion (a), installment payments discharging a 
part of an obligation the principal sum of 
which is, either in terms of money or property, 
specified in the decree, instrument, or agree- 
ment shall not be treated as periodic payments. 

(2) Where period for payment is more than 
10 years.—If, by the terms of the decree, in- 
strument, or agreement, the principal sum 
referred to in paragraph (1) is to be paid or 
may be paid over a period ending more than 
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alimony obligations. In her view, she re- 
ceived no consideration for the release of 
the right to past alimony obligations. Ol- 
ster’s contentions are without merit. Past 
and future alimony obligations were in- 
tended by the parties as consideration for 
the lump sum settlement. Both parties were 
benefited by such a bargain: Olster received 
a guaranteed flow of income while relieving 
her ex-husband of the obligation to pay 
past as well as future alimony payments. 
The conclusion that such benefit was the 
intent of the modification agreement is 
further supported by two other observa- 
tions: (1) in prefatory language, the agree- 
ment provides that “covenants and conditions” 
of the agreement are “mutual,” suggesting 
mutual obligations and benefits; and (2) 
the alimony arrearages of $44,800 substan- 
tially exceed the value of the transferred 
mortgages, $36,183.24, suggesting that the 
mortgages were to satisfy the alimony debt. 
See Holloway, 428 F. 2d at 143. We hold, 
therefore, that the transferred mortgages 
and the promissory note were in satisfac- 
tion of the ex-husband’s past, present, and 
future alimony obligations, and as such, 
the value of the mortgages and the promis- 
sory note are includable in petitioner’s 
gross income as periodic payments under 


26\U ..SeG, Ax §)71(a) (1). 


B. Transfer of the mortgages without 
the note. 


Petitioner argues that mortgages trans- 
ferred without the underlying note have 
no value. This contention is made for the 
first time on appeal. “The law is clear that, 
absent special circumstances, defenses not 
presented and for which proof is not offered 
in the trial court cannot be raised for the 
first time on appeal.” Newton v. Pennington 
[83-2 ustc 9663], 718 F. 2d 1015, 1018 
(11th Cir. 1983) (citing Johnson v. Smith, 
696° F. 2d 1334, 1338 (11th Cir.” 1983) 
(citations omitted)). Petitioner makes no 
claim of the existence of special circum- 
stances. See, e.g., Fehlhaber v. Fehlhaber, 


10 years from the date of such decree, instru- 
ment, or agreement, then (notwithstanding 
paragraph (1)) the installment payments shall 
be treated as periodic payments for purposes 
of subsection (a), but (in the case of any one 
taxable year of the wife) only to the extent of 
10 percent of the principal sum. For pur- 
poses of the preceding sentence, the part of 
any principal sum which is allocable to a 
period after the taxable year of the wife in 
which it is received shall be treated as an 
installment payment for the ie Mong year in 
which it is received. 
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681 F. 2d 1015 (5th Cir. Unit B 1982) 
(an issue not preserved for appeal will not 
be reviewed unless it is a purely legal one 
and the error is so obvious that a failure 
to review would be a miscarriage of jus- 
tice). Accordingly, we will not review this 
issue. 


C. Valuation of mortgages and 
promissory note. 


Olster contends that the mortgages have 
a value equal to the amount of cash actually 
received in 1976, $13,055.62. Olster received, 
under the modification agreement, six mort- 
gages with a face value of $87,243.° The tax 
court found that the mortgages had value.‘ 
We agree. 


On the specific question of valuation, 
various estimates of actual value in relation 
to face value were received by the tax court. 
Olster’s ex-husband estimated that the 
mortgages were worth approximately 50- 
cents on the dollar. The government es- 
timated that the fair market value of the 
mortgages was also 50% of their face value. 
Neither party, however, provided any basis 
for this calculation. Olster provided 
evidence that the value of the mortgages 
was substantially impaired at the time of 
transfer® The tax court found that the 
wrap around mortgages were worth 40% 
of their face value at the time of the 
transfer and the other mortgages were 
worth 45% of their face value at that time. 
The value transferred in the form of the 


6 At trial, petitioner stated that she did not 
receive a seventh mortgage, the Bass mortgage. 
The tax court found that the Bass mortgage 
was not received. 

7 Petitioner contends that the mortgages re- 
ceived were mere executory contracts, absent 
receipt of the underlying notes. This issue was 
raised for the first time on appeal, see discus- 
sion of issue B, supra, and for that reason is 
not reviewable by us. Nonetheless, it is in- 
disputable that one objective of the modification 
agreement was to guarantee petitioner an in- 
come flow. The tax court, for example, found 
such a guarantee in the financing of the wrap- 
around mortgages. . 

As we understand the evidence, Mr. Olster 
financed the original purchase of these three 
pieces of property by mortgages payable to 
the sellers of the property. Subsequently, he 
sold the properties to third parties, who in 
turn pee their purchases by mortgages 


mortgages, therefore, totalled $36,183.24. 
This finding is not clearly erroneous. 


The government contends that the fair 
market value of the promissory note at 
the time of transfer was $25,000. The 
evidence does not support that contention. 
The $25,000 note was payable in full within 
one year from the date of transfer at a rate 
of 6%. The note was secured by a parcel 
of land, already encumbered by substantial 
senior mortgages and unsuitable for com- 
mercial development.® As has been estab- 
lished, Olster’s ex-husband was experienc- 
ing financial difficulties in the period be- 
fore and after the execution of the 
modification agreement. In fact, Olster’s 
ex-husband failed to make the note pay- 
ment when it became due in 1977, and no 
evidence exists in the record that he has 
made any payments on this note. We agree 
with the tax court, therefore, that the 
promissory note was virtually worthless 
when transferred. Accordingly, the tax 
court’s finding that the promissory note had 
no value was not clearly erroneous. 


The fair market value of the property 
transferred pursuant to the modification 
agreement was $36,183.24. This value was 
transferred in satisfaction of past, present, 
and future alimony obligations of Olster’s 
ex-husband under the original agreement. 
Because the value of the transferred mort- 
gages is less than the value of the alimony 


arrearages, the amount taxable to peti- 
tioner is this lesser amount.” 

continued making payments on the original 
mortgage. If however, such payments ceased, 
petitioner would protect her rights to receive 
the payments on the second mortgages by mak- 
ing the payments owed by Mr. Olster on the 
first mortgages. Alternatively, the second pur- 
chasers could protect their interest in the 
properties by making the underlying mortgage 
payments and offsetting such payments against 
their own mortgage payments to Mrs. Olster. 
Thus, in either case, Mrs. Olster would receive 
only the excess of the payments under the 
second mortgage over the payments under the 
first mortgage. [Emphasis added.] 

8 Petitioner testified that the mortgages could 
not be valued at face value and in fact were 
worth much less. In regard to these mortgage 
payments, she stated: ‘‘Some of them bounced. 


Some of them didn’t ‘pay for several months. A 
lot of them: still do that. Some had to be fore- 
closed. 
them.’’ 
®The land was encumbered by a $1,500,000 
pledge to Walter E. Heller and Company, a 
Elvida Corporation, and a tax 
$ = z f 


I mean, I had real problems with © 
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D. Government's duty to calculate taxpayer's 
deficiency by the most favorable 
method. 


Olster contends that the government has 
a duty to compute her tax deficiency using 
the most favorable method to her. With- 
out citing any authority, Olster implies that 
this duty arises from the issuance of the 
notice of deficiency three years after the 
1976 tax return was filed, four days before 
expiration of the statute of limitations. 
This question is of first impression in the 
context of the computation of a tax defi- 
ciency. 


It is undisputed that the government has 
a strong interest in maintaining the validity 
of its tax assessments. The compelling na- 
ture of this interest, however, does not 
mean that the government is entitled to 
“calculate its assessment in any manner its 
agents choose.” Thomas v. U. S., 531 F. 2d 
746, 749 (5th Cir. 1976). Absent a finding 
that the computational methods used, and 
therefore the assessment, was arbitrary 
and without foundation, the tax deficiency 
is presumptively correct. Sailor v. U. S. 
[72-2 uste J 16,059], 343 F. Supp. 1279, 1280 
(W. D. Ky. 1971). The taxpayer has the 
burden of proving that the computational 
method used is arbitrary and without foun- 
dation. Mersel v. United States [69-2 ustc 
7 15,914], 420 F. 2d 517 (Sth Cir. 1970). 


Olster’s contention that the government 
has a duty to compute her tax deficiency 
by the most favorable method is without 
merit. In Satlor v. U. S. [72-2 ustc J 16,059], 
343 F. Supp. 1279, taxpayer questioned the 
assessment determined by the taxing au- 
thorities pursuant to the record require- 
ments for wagers, 26 U. S. C. A. § 4403, 
and the authority to prepare returns for 
those failing to make a return, 26 U.S.C.A. 
§ 6020. There, the court explained: 


It is obvious that where a taxpayer keeps 
no records and files no returns disclosing 
his income, no method can be devised 


which can produce an exact result. Ac- 
cordingly, the law does not require such 
exactitude. It is sufficient if the method 
employed produces a result which is sub- 
stantially correct. All taxpayers, includ- 
ing the one here involved, by failure to 
keep records of their income assume the 
hazard that they may be called upon to 
pay a tax based upon an income which 
cannot be determined to a certainty. 


Sailor, 343 F. Supp. at 1280-81. This is not 
a failure to keep a record case. It is obwi- 
ous, however, that as in Sailor, Olster has 
done little to come -forward with informa- 
tion casting doubt on the Commissioner’s 
assessment. Cf. U. S. v. Firtel [71-2 ustc 
7 16,002], 446 F. 2d 1005, 1007 (5th Cir. 
1971). She has had ample opportunity to 
challenge the government’s choice of com- 
putational method. See 26 U. S. C. A. Rule 
155(b) (West Supp. 1984).% She has de- 
clined to challenge this method through 
prescribed procedures and has chosen this 
court as the forum for addressing the va- 
lidity of the government’s computational 
method. We hold that the proper forum 
for challenging the government’s choice of 
computational method is in a rule 155 pro- 
ceeding, not for the first time on appeal. 
We also hold that no duty exists on the 
government to compute a tax deficiency 
using the method most favorable to a tax- 
payer. 


Conclusion 


In sum, we hold that the tax court 
properly determined that the consideration 
paid by Olster’s ex-husband was in satis- 
faction of his past, present, and future 
alimony obligations; that where a mixture 
of such obligations exists and no clear 


_ basis is established for allocating between 


them, the payments are to be considered 
as satisfaction of unpaid and accrued ali- 
mony to the extent of such alimony; that 
the total alimony arrearages as of June 10, 
1976, the time the modification agreement 
was entered into, was $44,800; that the 


figure was based on periodic recordings of pay- 
ments actually received under the original 
agreement. The record is devoid of a more 
accurate estimate of the arrearages as of June 
10, 1976. Accordingly, the tax court’s finding 
was not clearly erroneous. 

11 Title 26 U. S. C. A. Rule 155(b) provides, in 
pertinent part: 

(b) Procedure in absence of agreement. If, 
however, the parties are not in agreement as 
to the amount of the deficiency, liability, or 
overpayment to be entered as the decision in 
accordance with the findings and conclusions 
of the Court, either of them may file with the 
Court a computation of the deficiency, lia- 
bility, or overpayment believed by him to be in 
accordance with the Court’s findings and con- 
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clusions. The Clerk will serve upon the oppo- 
site ‘party a notice of such filing accompanied 
by a copy of such computation. If the opposite 
party fails to file objection, accompanied or 
preceded by an alternative computation, on or 
before a date specified in the Clerk’s notice, the 
court may enter decision in accordance with the 
computation already submitted. If in accord- 
ance with this Rule computations are sub- 
mitted by the parties which differ as to the 
amount to be entered as the decision of the 
Court, the parties may, at the Court’s discre- 
tion, be afforded an opportunity to be heard in 
argument thereon and the Court will determine 
the correct deficiency, liability, or overpayment 
and will enter its decision accordingly. : 


q@ $162 


87,238 


fair market value of the property Olster 
received pursuant to the modification agree- 
ment was $36,183.24; and that this amount 
is includable in petitioner’s gross income 
for the 1976 taxable year. Accordingly, the 
tax court is affirmed. 


AFFIRMED 


Dissenting Opinion 


Cyark, Circuit Judge, dissenting: I am 
unable to follow the majority’s conclusion 
that the consideration paid was for past, 
present, and future alimony obligations and 
that the amount of $36,183.24 should have 
been included in the petitioner’s gross in- 
come for the 1976 tax year. 


The majority, in reaching this conclusion, 
has committed two errors. First, by strictly 
adhering to a court developed formula, that 
is not required under the Internal Revenue 
Code, the majority has disregarded the 
plain and specific provisions of the agree- 
ment. Second, if one assumes that the 
majority has correctly interpreted the 
agreement, it has clearly erred by permit- 
ting the government to tax the petitioner 
on the total value of the mortgages rather 
than the amount of income which she has 
received. 


_ The tax court correctly observed that 

when “the husband is delinquent in making 
alimony payments, the tax consequences of 
a future lump-sum payment are less clear- 
cut, and depend largely upon the intentions 
of the parties.’ Olster v. Commissioner, 79 
T. C., 456 at 462. (Emphasis added). The 
majority, however, incorrectly concludes 
that “[p]Jast and future alimony obligations 
were intended by the parties as considera- 
tion for the lump sum settlement.” Ma- 
jority Opinion slip op. at 1751 at —. The 
majority reaches its conclusion because: 
(1) the agreement provides for mutual 
covenants and conditions (thus suggesting 
mutual obligations and benefits); and (2) 
the alimony arrearages exceed the value 
of the mortgages. These conclusions con- 


flict with the plain meaning of the agree- 
ment and the history of pened and ee 
sum payments. 


) rent from pareee hs two ead 
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ment of his obligation to pay future 
alimony ... the following .... 


Paragraph three provides in part: 


In consideration of and for the lump sum 
settlement of future alimony payments .. . 
_the Wife hereby agrees to remise, release, 
and forever discharge the Husband from 
any obligation to pay to her any past 
due alimony . 


Both paragraphs specifically state that the 
consideration is for the release or settle- 
ment of future alimony payments. Although 
paragraph three mentioned the forgiveness 
of past due alimony, the exclustve considera- 
tion given by the petitioner in return for 
the lump sum payment was the relinquish- 
ment of her right to pursue future alimony 
payments. This is a very affirmative state- 
ment of the intent of the parties. To re- 
quire a more specific agreement in-an area 
of the law which is so uncertain is unfair 
and contrary to the purposes of tax law. 
Congress has not amended the tax code to 
require such a harsh result. 


In interpreting the law governing this 
agreement, the primary issue before the 
court is whether the transfer has retained 
its character as a periodic payment or 
whether it has taken on a new character 
and become a lump sum payment. The 
agreement indicates that a lump sum pay- 
ment for future alimony was intended. I 
think the nature of the property transferred, 
1.é., mortgages, supports this conclusion. In 
Commissioner of Internal Revenue v. Senter 
[57-1 ustc 9519], 242 F. 2d 400 (4th Cir. 
1957), the distinction between periodic and 
lump sum payments was discussed. The 
court explained that lump sum payments 
are “‘in the nature of division of capital, 
rather than from the husband’s income so as 
to be deductible by him?” Id. at 403. Under 
our tax laws, mortgages are capital invest- 
ments. Clearly, the assignment of a mort- 
gage, as in this case, resembles a division 
of capital. If these mortgages had been 
transferred to the petitioner under the 
initial property settlement agreement, there 
is no doubt that the transaction would 
have been viewed as a lump sum payment. 
There is no valid reason for treating the 
present transaction in a different manner. 
When a wife receives a lump sum in settle- 

eye it is not ans to eas as 
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be taxed as a taxpayer who has elected the 
accrual method of accounting. “Under the 
accrual method of accounting, an expense 
is deductible for the taxable year in which 
all the events have occurred which deter- 
mine the fact of liability.” LX Cattle Co. 
v. Umited States [80-2 -ustc J 9798], 629 F. 
2d 1096, 1098 (5th Cir. 1980). On the 
other hand, “‘[c]ash basis taxpayers are re- 
quired to include items of income in the 
taxable year in which such income is actu- 
ally or constructively received by them.” 
Arnwine v. Commissioner of Internal Revenue 
[83-1 ustc J 9179], 696 F. 2d 1102, 1111 (5th 
Cir. 1983). A taxpayer is deemed to be in 
constructive receipt of income when it be- 
comes available to the taxpayer without 
substantial restrictions. Jd. at 1111. 


In this case, the taxpayer received mort- 
gages valued at $36,183.24. However, the 
income which she actually received from 
the mortgages during 1976 was $13,055.62. 
The majority concluded that $36,183.24 was 
includable in the taxpayer’s gross income 
for the year of 1976. This amount is ap- 
proximately twenty-three thousand dollars 


more than the income which the taxpayer 
received from the transferred mortgages. 
A twenty-three thousand dollar discrepancy 
is excessive. Under our tax laws, a cash 
basis taxpayer should not have sustained 
such an unfair burden. Contrary to the 
tax court’s observation, the taxpayer met 
her burden of proving that the mortgages 
did not have a cash equivalent value and 
that they should not have been included in 
her income during the year of receipt. As 
the Supreme Court stated in Helvering v. 
Taylor [35-1 ustc J 9044], 293 U. S. 507, 
55 S. Ct. 287, 79 L. Ed. 623 (1935): 


[W]here . . . the taxpayer’s evidence 
shows the Commissioner’s determination 
to be arbitrary and excessive, it may not 
reasonably be held that he is bound to 
pay a tax that confessedly he does not 
owe, unless his evidence was sufficient 
also to establish the correct amount that 
lawfully might be charged against him, 


Id. 55 S. Ct. at 291. The facts of this case 
indicate that the tax imposed on the peti- 
tioner is excessive, arbitrary and invalid. 
Accordingly, I must dissent. 


[9163] Joseph J. Kopernik, Plaintiff v. United States of America, Defendant. 
U. S. District Court, No. Dist. Ill, East. Div., No. 83 C 7546, 10/25/84. 


[Code Sec. 6702] 


Penalties, civil: Frivolous income tax return: Fifth Amendment objections.—A dis- 
trict court sustained the imposition of a frivolous income tax return penalty against an 
individual who failed to complete his return and objected merely to the form by claiming 
his privilege against self-incrimination, without offering any specific grounds for the 
Fifth Amendment’s invocation. Further, the court addressed and summarily rejected 
various other constitutional objections raised by the individual, since the arguments raised 
had either been considered and rejected by other courts or they were considered to be 


meritless. Back reference: {| 5595G.02. 


Joseph J. Kopernik, 7633 W. Jackson Blvd., Forest Park, Ill. 60130, for plaintiff. 
Ann L, Wallace, U. S. Attorney, for defendant. 


Memorandum Opinion and Order 


PLuNKETT, District Judge: Joseph J. 
Kopernik (“Plaintiff”) brings this action 
against the United States of America 
(“Defendant”), seeking a refund of a par- 
tial payment of a penalty assessed by the 
Internal Revenue Service (the “I. R. S.”) 
and challenging the constitutionality of the 
legislation under which that penalty was 
assessed, the Tax Equity and Fiscal Re- 
sponsibility Act of 1982, Pub. L. No. 97-248, 
96 Stat. 324 (1982) (codified in scattered 
sections of 26 U. S. C.) (“T. E. F. R. A.”). 
Jurisdiction is based on 28 U. S. C. §§ 1331, 

* Although Defendant has moved to dismiss 
Plaintiff's complaint, under Fed. R. Civ. P. 


Rule 12(b)(6), or, in the alternative, for sum- 
mary judgment, under Fed. R. Civ. P. Rule 
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1340, and 1346, and is not contested. Pres- 
ently before the court is Defendant’s motion 
for summary judgment.* For the reasons 
set forth below, Defendant’s motion is 
granted. 


In or about May 1983, Plaintiff filed with 
the I. R. S. an I. R. S. Form 1040, signed 
by Plaintiff and dated April 15, 1983, pur- 
porting to be an individual income tax 
return for the year 1980. (Defendant’s Ex- 
hibit 1 and Exhibit A to Exhibit 1.) All 
of the numbered line items on that form, 
other than some pertaining to filing status 
and exemptions, however, were either left 


56(b), because Defendant relies on materials 
outside the complaint, we treat Defendant's 
motion as one for summary judgment. 
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blank or contain the words “Object—Self- 
Incrimination” or (in the case of the line 
items for dividend income and disability 
income exclusion) “None.” As a result, the 
tax owed by Plaintiff, if any, cannot be 
calculated on the basis of his purported 
return. Plaintiff does not offer any spe- 
cific grounds for his invocations of the 
Fifth Amendment’s privilege against self- 
incrimination. 

Finding that Plaintiff had filed a “frivolous” 
income tax return, the I. R. S. assessed a 
penalty of $500.00 against Plaintiff under 
26 U. S. C. §6702(a), which was added to 
the Internal Revenue Code by T. E. F. R. A. 
Plaintiff paid fifteen percent of the amount 
of the penalty ($75.00) and filed a claim 
for a refund of that payment, which the 
I. R. S. denied. Within thirty days there- 
after, Plaintiff filed his complaint in this 
court. See 26 U. S. C. § 6703(c). 


We first reject Plaintiff's argument that 
the I. R. S. improperly imposed the pen- 
alty bebcause Plaintiff’s tax form was filed 
before September 3, 1982. While Plaintiff 
is correct in asserting that §6702(a) only 
applies to doeuments filed after September 
3, 1982, he concedes that Defendant has 
submitted a true copy of the tax form, 
which, as noted above, Plaintiff dated April 
15, 1983. In addition, the I. R. S.’s receipt 
stamp indicates that the I. R. S. received 
the form sometime in 1983. Moreover, 
Plaintiff has not presented an affidavit, or 
any other form of evidence, in support of 
his statement in his memorandum of law 
that he filed the tax form on or about 
April 23, 1981; accordingly, Plaintiff has 
not sufficiently shown that a genuine issue 
of fact exists in this case with respect to 
the date of filing. See Fed. R. Civ. P.- 
Rule 56(e). 


We next reject Plaintiff's contention that 
his purported tax return cannot be found 
to be “frivolous,” within the meaning of 


§ 6702(a), because of his invocations on the 
form of the Fifth Amendment’s privilege 
against self-incrimination. Plaintiff has not 
‘a colorable yShoping ee ae is in- 


made ‘ 


self-incrimination, and his purported tax 
return is “frivolous” as a matter of law. 
See e.g., Matz v. United States [84-1 ustc 
1 9426], 581 F. Supp. 714 (N. D. Ill. 1984); 
Knottnerus v. United States [84-2 ustc 
7 9864], 582 F. Supp. 1572 (N. D. Ill. 1984). 


Plaintiff also contends that the failure of 
the I. R. S. to provide Plaintiff with a 
hearing before it assessed the penalty vio- 
lated Plaintiff’s rights under the Due Process 
Clause of the Fifth Amendment; that he 
has been deprived of his right “to petition 
the Government for a redress of grievances,” 
guaranteed by the First Amendment; that 
§ 6702(a) violates the Eighth Amendment; 
that §6702(a) violates the constitutional 
principle of “separation of powers”; and 
that the enactment of T. E. F. R. A. vio- 
lated the Origination Clause of the Con- 
stitution (art. I, J 7, cl. 1). Some of these 
arguments are frivolous; others are merely 
without merit. All of the arguments have 
been considered and rejected by other 
courts, and they do not warrant further 
discussion here. See, e.g., Stamp v. Com- 
mission of Internal Revenue [84-1 vustc 
7 9259], 579 F. Supp. 168 (N. D. Ill. 1984); 
Milazzo v. United States [84-1 usrc { 9167], 
578 F. Supp. 248 (S. D. Cal. 1984). 


We next reject Plaintiffs argument that 
the Administrative Procedure Act, 5 U. S. C. 
§551 et seqg., requires us to set aside the 
I. R. S.’s assessment of the penalty in this 
case. What has been said above makes 
clear that the I. R. S.’s action was not 
“arbitrary, capricious, an abuse of discre- 


tion, or otherwise not in accordance with 


law,’ 5 U. S. C. §706(2) (A), or “contrary 
to constitutional right, power, privilege, or 
immunity.” 5 U.S. C. § 706(2)(B). Finally, 
we reject Plaintiff's argument that our 
granting summary judgment in favor of 
Defendant in this case would violate Plain- 
tiff’s rights under the Due Process Clause 
of the Fifth Amendment and would deprive 
him of his right to a trial by a jury, guar- 


_anteed by the Seventh Amendment. That 


argument is entirely without merit. See, 
e.g., Fidelity and Deposit Co. of Maryland 
v. United States, 187 U. S. 315, 319-321. 
ed cont Wu. lie pe FE 2d 323, 324 
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[9164] Warren Weil and Maria Galuppo, Plaintiffs-Appellants v. Retirement 
Plan Administrative Committee for the Terson Company, Inc., The Terson Company, 
Inc., and The Northern Trust Company, as Trustees of the Terson Company, Inc., 
posite Retirement Plan, and Rollins Burdick Hunter of New York, Inc., Defendants- 

ppellees. 


LGB Ss. Court of Appeals 2nd Circuit, Docket No. 84-7109, 12/3/84. Reversing and 
remanding the unreported decision of the district court. 


[Code Sec. 411(d)(3)] 


_ Employees’ trusts: Minimum vesting standards: Discharge of employees.—Several 
published IRS rulings supported by House and Senate Committee Reports accompanying 
the various drafts of ERISA make clear that the dismissal of a significant number of 
employees in connection with a major corporate event constitutes a partial termination 
of a retirement plan, even though ERISA does not define “partial termination.” In light 
of the uncontested facts of the case, the court of appeals concluded that a partial termi- 
nation of a food company’s retirement plan may have occurred when the company was 
reorganized, which resulted in termination of 104, or 22% of the Plan’s 386 active par- 
ticipants throughout the country, with fifty-one, or approximately 62%, of eighty-three 
New York participants terminated. The case was reversed and remanded to the district 
court to give the corporate employer the opportunity to present evidence of facts and 
circumstances to demonstrate that of the eighty-three terminated New York Plan par- 
ticipants, a substantial number left their employment voluntarily or were dismissed for 
reasons unrelated to the food company’s reorganization. If the terminated employees 
were to prevail, they must demonstrate funding of the benefits they seek as of the date 
of termination. Back reference: {| 2666QA.20. 


John J. Braverman, Eagle & Fein, New York, N. Y., for plaintiffs-appellants. Logan 
T. Johnston, Phoenix, Ariz., Winston & Strawn, Richard W. Cutler, New York, N. Y., 
for defendants-appellees. Rudolph W. Giuliani, United States Attorney, New York, 
N. Y., Glen L. Archer, Jr., Assistant Attorney General, Michael J. Roach, Michael L. 
Paup, Richard Farber, Department of Justice, Washington, D. C. 20530, amicus curiae. 


Before FEINBERG, KAUFMAN, and Pierce, Circuit Judges. 


Pierce, Circuit Judge: Appellants Maria 
Galuppo and Warren Weil challenge the 
district court’s grant of summary judg- 
ment in favor of appellees The Retirement 
Plan Administrative Committee for the 
Terson Company, Inc., The Terson Com- 
pany, Inc. [Terson’”]. The Northern Trust 
Company, Salaried Retirement Plan and 
Rollins Burdick Hunter of New York, Inc. 
Appellants were formerly salaried em- 
ployees of Terson’s predecessor company, 
Ward Foods, Inc. (“Ward”) and were as 
well participants in the Retirement Plan 
for Salaried Employees of Ward Foods, 
Inc., -(“Plan” or -“Ward’s , Plan”). As. a 
result of a corporate reorganization in 
which Terson purchased Ward and re- 
located a substantial portion of Ward’s 
Operations, appellants Weil and Galuppo 
were terminated. They brought suit claim- 
ing that under the Employee Retirement 
Income Security Act of 1974, Pub. L. No. 
93-406, 88 Stat. 829, (codified at 26 U.S. C. 
§§ 401 ef seq. (1982)) (“ERISA”), the ap- 
pellees had partially terminated the Ward’s 
Plan thereby entitling appellants to vesting 
of certain benefits. Appellants and appel- 
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lees both moved for summary judgment. 
The district court granted appellees’ motion 
ruling that, as a matter of law, their actions 
in reorganizing Ward Foods did not parti- 
ally terminate the Plan. Reviewing the 
present record, we conclude that it contains 
insufficient evidence to allow a determina- 
tion as to whether appellees’ actions have 
partially terminated the Plan. We there- 
fore reverse and remand. 


Background 


From January of 1973 through May of 
1981, when he was terminated, Warren 
Weil was a salaried employee of Ward. At 
the time of his termination, Weil was Di- 
rector of Marketing. Maria Galuppo was 
also a salaried employee of Ward. She 
worked as a secretary from January of 
1973 through July of 1981 when she also 
was terminated. During the time that it 
employed Weil and Galuppo, Ward main- 
tained a retirement penson plan—viz., the 
Ward’s Plan—which qualified for favorable 


_tax treatment under ERISA (a “qualified 
plan”). 


Prior to January 1, 1979, the 
Ward’s Plan- required that employees, in 
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order to participate, contribute a specified 
percentage of their pay to the Plan’s fund. 
Both Weil and Galuppo elected to partici- 
pate in the Plan and made the required 
contributions. The Plan also provided that, 
absent termination or partial termination 
of the Plan, benefits funded by Ward 
would vest only after an employee had 
completed ten years of service. Because 
Ward terminated both Weil and Galuppo 
before either had completed ten years of 
. service, neither of them was entitled to any 
non-vested benefits—unless their termina- 
tion occurred pursuant to a partial ter- 
mination of the Ward’s Plan.’ 


The circumstances surrounding Ward’s 
termination of Weil and Galuppo are essen- 
tially undisputed. See Weil v. Retirement 
Plan Administrative Committee of the Terson 
Company, Inc., 577 F. Supp. 781, 782 
(S. D. N. Y. 1984). On December 31, 1980, 
appellee Terson acquired Ward Foods. 
Terson was formed for the purpose of 
making this acquisition and had no signifi- 
cant business operations of its own before 
acquiring Ward. Consequently, Terson had 
no retirement plan qualified under ERISA 
other than the Ward’s Plan—nor any his- 
tory of providing employee retirement bene- 
fits pursuant to a qualified plan. Upon 
acquisition of Ward, Terson began to reor- 
ganize its business. Terson installed new 
management in several divisions of Ward 
and undertook to relocate a substantial 
portion of Ward’s operations. As part of 
this general reorganization and relocation, 
Terson closed all of Ward’s New York 
operations. This reorganization resulted in 
termination of 104, or 27%,- of the Plan’s 
386 active participants throughout the 
country. If one considers only New York 
participants, the effect of Terson’s reorgani- 
zation on the Plan’s participants was more 
drastic: fifty-one, or approximately 62%, 
of eighty-three New York participants were 
terminated. Weil and Galuppo, both New 
York employees, were. pose those so ter- 
minated. 


The district court, considering these facts 
ions im Lasts ducer, 


tially terminated. However, each involved 
a termination rate significantly higher than 
the 27% nationwide termination rate for 
the Ward’s Plan. See Rev. Rul. 73-284, 
1973-2 C. B. 139 (80% termination rate); 
Rev. Rul. 72-510, 1972-2 C. B. 223 (57.6% 
termination rate); Rev. Rul. 72-139, 1972-2 
C. B. 223 (70.6% termination rate). Re- 
viewing these rulings, the district court 
concluded that the 77% termination rate 
shown here could not amount to a partial 
termination of the Plan, and it therefore 
granted appellees’ motion and dismissed 
the complaint. ; 


Plaintiffs timely filed a notice of appeal. 
Following oral argument, in order to have 
the benefit of the government’s views re- 
garding the issues presented herein, we in- 
vited the United States to make an amicus 
submission on which the parties then com- 
mented. Having reviewed ‘this brief, which 
presented arguments not before the district 
court, we now proceed to discussion of 
the case. 


Discussion 


ERISA requires that a retirement benefit 
plan, to qualify for favorable tax treat- 
ment, must provide that upon “partial 
termination” of such plan “the rights of all 
affected employees to benefits accrued to 
the date of such . . . partial termination 

, to the extent funded as of such date, 
or the amounts credited to the employees’ 
accounts, are nonforfeitable.” 26 U. S. C. 
§ 411(d)(3) (1982). However, ERISA does 
not define “partial termination” nor does it 
provide guidelines for determining when 
particular events or sequences of events, 
such as layoffs, plant closings, reductions 
in force, or relocations of all or part of a 
company’s business, should be considered a 
“partial termination” of a qualified plan. 
Therefore, in determining the meaning of 
“partial termination,” we must —_ to other 
sources. 5 \// 


The applicable basen oll of the Secre- 
tary of the Treasury provide in pertinent 
part that : 


[wl hether or not a partial ‘kiiadbod of 
alified plan occurs when a group of 


ed by the 
pean 
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circumstances. Similarly, whether or not 
a partial termination occurs when bene- 
fits or employer contributions are re- 
duced, or the eligibility or vesting 
requirements under the plan are made 
less liberal, will be determined on the 
basis of all the facts and circumstances. 


Treas. Reg. § 1.401-6(b)(2) (1963). The 
several published IRS rulings in which the 
Secretary has applied these regulations 
make clear that the dismissal of a “signifi- 
cant number of employees” im connection 
with a major corporate event constitutes a 
partial termination. Rev. Rul. 73-284, 1973-2 
C. B. 137; Rev. Rul. 72-510, 1972-2 C. B. 
223. Though it is not binding upon us, we 
accord this interpretation—by the depart- 
ment charged with administering the sub- 
ject section of ERISA—“great weight.” 
Trafficante v. Metropolitan Life Insurance Co., 
409 U. S. 205, 210 (1972) ; see Federal Elec- 
tion Commission v. Democratic Senatorial 
Campaign Committee, 454 U. S. 37, 39 (1981). 
Moreover, this approach to defining “partial 
termination”—wiz., focusing on the number 
of employee terminations made in connec- 
tion with significant -corporate or plan 
events—is supported by the House and 
Senate Committee Reports that accom- 
panied the various drafts of ERISA. See 
H. R. Rep. No. 93-807, 93rd Cong., 2d Sess. 
65 (1974) (reprinted at 1974-3 C. B. Supp. 
236, 300) (“a partial termination might in- 
clude, under certain circumstances, a large 
reduction in the work force, or a sizable 
reduction in benefits under the plan... .”); 
S. Rep. No. 93-383, 93rd Cong., 1st Sess. 50 
(1973) (reprinted at 1974-3 CB. Supp. 80, 
129) (same). 


Viewing the uncontested facts, which 
comprise the record of this case thus far, in 
light of this understanding of “partial ter- 
mination,” we conclude that a partial termi- 
nation of the Ward’s Plan may have 
occurred. However, because the occurrence 
vel non of partial termination of a qualified 
plan is to be decided on ‘the basis of all 
relevant facts and circumstances, we con- 
clude that the record before the district 
court was inadequate to allow a grant of 
summary judgment on this issue—and con- 
sequently is inadequate to allow us to dis- 
pose of this case. Given the opportunity to 
embellish the record and, if necessary, pro- 
ceed to trial, appellees might present evi- 
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dence of facts and circumstances which 
demonstrate that of the eighty-three ter- 
minated New York Plan participants, a 
substantial number left their employment 
voluntarily or were dismissed for reasons 
unrelated to Terson’s reorganization of 
Ward. Such a showing that only an 
“lin]significant number of employees” was 
terminated im connection with the corporate 
event at issue here would militate against 
any finding that partial termination of the 
Plan occurred. Conversely, appellants 
might show that Ward simply dismissed 
all or nearly all its New York employees 
in connection with the closing of New York 
operations. Appellants Weil and Galuppo 
both testified on deposition that they had 
been discharged without. offer of employ- 
ment at any of the reorganized divisions 
of Ward located in other cities. Deposition 
of Plaintiff Warren Weil (April 21, 1983) 
at 23: Deposition of Plaintiff Maria Galuppo 
(April 21, 1983) at 11-15. However, there 
is no direct evidence in the record con- 
cerning the circumstances under which the 
remaining forty-nine New York employees 
of Ward left the company. Similarly, the 
record is unclear whether employee termi- 
nations in 1980 may have been related to 
the then impending Terson acquisition and 
reorganization of Ward. If related, such 
terminations should be considered in de- 
termining whether Terson in 1981 partially 
terminated the Ward’s Plan. Evidence pre- 
sented by appellant on these matters might 
compel a conclusion that the Plan was 
partially terminated. 


Finally, we note that even if partial ter- 
mination did occur, appellants still may not 
be entitled to judgment. Appellants are 
entitled to vesting of otherwise forfeitable 
benefits upon partial termination only to 
the extent that the benefits were funded 
as of the date of such termination. 26 
U. S. C. §411(d)(3) (1982); Treas. Reg. 
§ 1.411(d)-2 (1977). If they are to prevail, 
appellants must demonstrate funding of the 
benefits they seek. 


Conclusion 


For the foregoing reasons, we reverse the 
judgment of the district court and remand 
the case for further proceedings consistent 
with this opinion. 
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[19165] John H. Davis, III, Petitioner v. United States of America, Respondent. 


U. S. District Court, Dist. Hawaii, Civil No. 83-1134, 6/20/84. 
[Code Secs. 7602 and 7609 | 


Summons: Petition to quash: Summary enforcement: Subject matter jurisdiction — 
A taxpayer’s petition to quash a summons served on his bank was dismissed for lack of 
jurisdiction since the taxpayer did not institute an action to quash the summons within 20 
days after he was given notice. The government had established a prima facie case by 
the declaration of the special agent and there was no showing by the taxpayer that a 
genuine issue existed as to any material defense. The IRS’s motion for summary enforce- 


ment was granted. Back references: {[ 5924.65 and 5930D.02. 


Thomas P. Dunn, 841 Bishop St, 


Honolulu, HI 96813, for petitioner. 


Daniel A. 


Bent, United States Attorney, Michael Chun, Assistant United States Attorney, Honolulu, 


Hawaii 96850, for respondent. 


Order Granting Summary Enforcement 
and Denying Petition to 
Quash Summons 


Fone, District Judge: This matter came 
before the Honorable Harold M. Fong, 
United States District Judge, for a hearing 
on April 23, 1984 on the respondent’s Mo- 
tion for Summary Enforcement and the 
petitioner’s Petition to Quash Summons. 
Appearing for the petitioner was Thomas 
P. Dunn; appearing for respondent was 
Ray Kamikawa. 


Due consideration having been made of 
the pleadings in this case and oral argu- 
ments of the parties, the Court finds that it 
lacks subject matter jurisdiction over the 
Petition to Quash Summons and that the 
government has met the requirements for 
enforcement of an Internal Revenue Ser- 
_ vice summons. 


Petition to Quash Summons: Special Agent 
Jerry Yamachika issued an Internal Rev- 
enue Service Summons to Bank of Hawaii. 
The summons was served on October 5, 
1983. Notices of the summons were sent 
by certified mail to the petitioner, his wife 
and his attorney on October 6, 1983. 


The petitioner instituted the instant ac- 
tion by filing a Petition to Quash Summons 
on October 28, 1983, twenty-two days after 
notice was given. A taxpayer may institute 
an action to quash a summons within 20 
days after he is given notice of the sum- 
mons. Section 7609, Internal Revenue Code 

; SSCS) Where notice is sent 


v. United States, 84-1 ustc $9242 (D. Me., 
Feb. 6, 1984); Williams v. United States, 
83-2 ustc §9617 (S. D. Ind., Aug. 30, 
1983). Therefore, since the petition was 
filed beyond the 20 day period, it must be 
dismissed for lack of jurisdiction. 


Motion for Summary Enforcement? “When 
a petition to quash is filed or when the 
government petitions for enforcement of a 
summons, only a minimal showing is neces- 
sary to deerme that the summons is valid. 
All the government need do to establish 
a prima facie case for validity is to show 
that a summons was issued for a legitimate 
purpose, the data sought may be relevant 
to that purpose, the data are not already in 
the Internal Revenue Service’s possession, 
and the administrative steps for issuance 
and service of the summons have been 
followed. United States v. Powell [64-2 ustc 


$9853], 379 U. S. 48, 57-58 (1964). When 


the investigation is being conducted by the 
Criminal Investigation Division, there is 
arguably the additional requirement to show 
that there is no “Justice Department refer- 
ral” in effect. Section 7602(b), (c), Internal 
Revenue Code of 1954 (26 U. S. C.). The 
government has established a prima facie 
case by the gaisei isan of jerry I. a 
chika. : ! 


Once the Aecil facie case has Freiihs pink 
onstrated by the pleadings, the burden 
shifts to the noticee (usually the taxpayer) 


to demonstrate substantial facts showing 


that a genuine issue exists as to any mate- 
tial defense. United ‘States v. LaSalle Na- 
ional: eae ith usTe 95011, bs UL S. 


Court Decisions—Cited 85-1 USTC 
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Blackburn v. U.S. 


ORDERED that respondent’s Motion for 
Summary Enforcement is granted and au- 
thorized representatives of the summonee 
are ordered to appear before Special Agent 
Jerry I. Yamachika, or any other desig- 
nated agent at a time, date, and place desig- 
nated by Special Agent Jerry I. Yamachika 
or any other authorized agent of the In- 
ternal Revenue Service, and then and there 


give testimony and produce for examination 
and copying the books, records, papers, and 
other data demanded by the summons ex- 
cept to the extent that it requests “all 
other related documents deemed to be 
necessary under the circumstances”; the 
examination to continue from day to day 
until completed. 


[] 9166] Linda J. Blackburn, Plaintiff v. The United States, et al., etc., Defendants. 
U. S. District Court, Mid. Dist. Tenn., Civil Action No. 3:84-0515, 11/7/84. 


[Code Sec. 6321] 
Lien for taxes: Property subject to: Third party.—A taxpayer’s wife, who received 


title to the taxpayer’s automobile following a levy on the car by the IRS, was unable to 
remove the lien in a wrongful levy action. The IRS’s interest in the car took precedence 
over the wife’s interest, the wife having assumed ownership of the car subject to the levy. 
Back reference: { 5357.65. 


Linda J. Blackburn, P. O. Box 68, Moulton, Ala., 35650, pro se. Sylvia Brown, As- 
sistant United States Attorney, Nashville, Tenn. 37203, Carl Crawford, 2002 Richard 
Jones Rd., Nashville, Tenn. 37215, Greg Nelson, Department of Justice, Washington, 


D. C. 20530, for defendants. 


Memorandum, Findings of Fact, Conclu- 
sions of Law and Decision 


NEEsgp, Senior Judge: The plaintiff Mrs. 
Linda J. Blackburn commenced this ac- 
tion pro se on May 16, 1984 under 26 U. S. C. 
§ 7426(a) for the redress of an alleged 
wrongful levy made upon her alleged auto- 
mobile by the Internal Revenue Service 
(IRS) of the Department of the Treasury 
of the United States by order of entry to 
effect levy of April 9, 1984 of a United 
States magistrate of this District in partial 
Satisfaction of a federal-tax deficiency of 
her husband, Mr. Gary Blackburn. Ewi- 


dence on the issues was heard and seen by ~ 


the Court on October 11, 1984, and this ad- 
judication is expedited in honor of the con- 
gressional intent that such actions be 
decided promptly. See Myers v. United States 
[81-2 ustc J 9490], 647 F. 2d 591, 602-603 
(5th Cir. 1981). 


Based upon the pleadings, evidence re- 
ceived, reasonable inferences flowing there- 
from, and the applicable law, the Court 
makes the following 


Findings of Fact: 


1. The IRS registered with the register 
of Hamilton County, ‘Tennessee on Sep- 
tember 23, 1983 a notice of a lien to secure 
the payment of a tax-assessment against 
the property and property-rights of a tax- 
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payer Mr. Blackburn who then resided in 
such County and owned on April 30, 1982 
and thereafter a used 1978 Mercury Mar- 
quis automobile bearing vehicle identifica- 
tion no. 8Z65A519312 (the subject automobile). 


2. Such taxpayer Mr. Blackburn operated 
the above described automobile on the 
highways of Tennessee in Montgomery 
County, Tennessee on March 6, 1984, on 
which date it was seized from him under 
the aforementioned levy. The subject auto- 
mobile was delivered by IRS: to Mr. Black- 
burn for the plaintiff Mrs. Blackburn when 
her husband claimed such levy was upon 
property belonging to her; it was re-seized 
by the IRS on April 10, 1984 and advertised 
for sale on May 21, 1984 for a minimum. of 
bid-price of $600; but, such sale was post- 
poned because of the claim of May 16, 
1984 of the plaintiff that the subject prop- 
erty belonged to her, not her husband. 


3. On June 10, 1983, by a notarized bill- 
of-sale, Mr. Blackburn ostensibly had sold 
the subject automobile to Mrs. Blackburn 
for a consideration ‘“‘of the sum of $25.00” 
which Mr. Blackburn testified was paid to 
him by her in the form of 25 silver dollars 
which were then of the fair cash-market- 
value of $12, each, or more. Therein, Mrs. 
Blackburn “warrant [ed] that [s]he would] 
immediately register” such. sale. 
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4. Mr. Blackburn had executed before a 
notary public* an “assignment of title’”’ to 
the subject automobile on June 17, 1983 to Mrs. 
Blackburn “[i]n consideration of $1/no 100.” 


5. Mrs. Blackburn is not shown to have 
registered the subject automobile or applied 
for a certificate of title thereto between 
June 10, 1983, supra, and December 2, 1983. 


6. On December 2, 1983, supra, the Black- 
burns undertook to apply at the office of 
the County Court Clerk of Montgomery 
County, Tennessee, (into which County they 
had moved their residence sometime after 
June 17, 1983, supra,) for registration of and 
certificate of title to the subject automobile. 
They presented to the employee of such 
office serving them the aforementioned 
bill-of-sale. 


Such employee would not accept such ap- 
plication of Mrs. Blackburn based on such 
bill-of-sale in the absence of a showing 
that a sales or use tax had been paid by 
Mrs. Blackburn on the sales-price of the 
subject vehicle or that she had authority 
from the commissioner of revenue of the 
state of Tennessee to file an application for 
such registration and certificate of title 
without payment of a sales or use tax. 


Such employee advised the Blackburns 
that she deemed the transaction between 
them implicating the subject automobile 
to have been a “gift” from Mr. Blackburn 
to Mrs. Blackburn and required Mr. Black- 
burn to execute an affidavit on a form pro- 
vided by the said commissioner reflecting 
that he was transferring to his wife, Linda 
Blackburn, as the receiving relative, “to be 
effective the date of this affidavit [emphasis 
by this writer],” the subject automobile, 
described therein by make, year, model, and 
identification number. Mr. Blackburn de- 
clared under the penalties of perjury “that 
the statements made in support of this af- 
fidavit are true, correct and complete, to the 
best of my knowledge and belief.” 


‘7. (a) Obviously based upon such 
affidavit, such employee registered the sub- 
ject automobile to Mrs. Blackburn, reflect- 
ing that it was such a “gift,” and accepted 


her application for a certificate of title 
thereto w without payment of a sales or use tax. 


8. The fair market-value of. the subject 
automobile on and about April 30, 1982 
was $1,500. 


9. The plaintiff Mrs. Bivek bane pice 
presumptive title to the subject automobile 
on December 2, 1983, supra, subject to the 
aforementioned federal tax lien of Septem- 
ber 23, 1983, supra; she did not prove her 
ownership of the subject automobile on or 
before September 23, 1983, supra. Until 
December 2, 1983, supra, the subject auto- 
mobile was owned, by the taxpayer Mr. 
Blackburn. 


The Court comes to the following 


Conclusions of Law: 


A. This Court has jurisdiction of the 
subject matter, 28 U. S. C. §1346(e), and 
to grant appropriate relief herein, 26 
U.S. C. § 7426(b). 


B. The Assessments of additional tax 
against Mr. Blackburn are presumed con- 
clusively to be valid. 26 U. S. C. § 7426(d). 


C. After those assessments, the United 


_States had a lien therefor “upon all prop- 


erty and rights to property” belonging to 
Mr. Blackburn, 26 U. S. C. § 6321, which 
continued for the period it remains unsatis- 


fied, 26 U.S. C. § 6372. 


D. The nature and extent of Mr. Black- 
burn’s interest in property to which the 
federal tax-lien may attach is determined 
by the law of Tennessee. Crow v. Wyoming 
Timber Products Co. [70-2 ustc ¥ 9561], 424 
F. 2d 93, 96 [5] (10th Cir. 1970). 


E. (1) T. C. A., title 66, ch. 21, part 2; 
‘4s for the purpose of authorizing the fil- 
ing of notices of liens in accordance with 
the provisions of §§ 6321-6326 of the United 
States Internal Revenue Code of 1954, and 
any acts or parts of acts of congress 
amendatory thereof.” Ty Cs A. § 66-21- 205. 


(2) The filing by the IRS i in the register’s 
office of Hamilton County, Tennessee, of 
notice of its federal tax-lien against the 
property of Mr. Blackburn made such lien 
superior to the ownership in the subject 
automobile acquired thereafter from Mr. 


Blackburn by Mrs. Blackburn. Atlas Fi- 


nance Company v. Wilkerson [64-2 ustc 
eae 214 Te n. 619,°382 S. W. 2d 529, 


citing” inter alia: United 
die + 
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“[A] prima facie case of ownership 
appears when it has been shown that the 
vehicle [in question] is registered in the 
name of” a particular person. * * * 


“ce * * [T]he presumption [sic: inference] 
created [by the applicable] statute is not a 
true presumption [sic] but is one created 
for procedural purposes only to supply the 
place of proof * * *.” Reece v. State, 197 
Tenn. 383, 273 S. W. 2d 475, 478 (1954). 


G. “* * * [A] person does not in the 
ordinary course of events * * * register a 
motor vehicle in his [or her] name unless 
he [or she] is the owner of same and is 
entitled to do so. * * * [T]herefore, proof 
of such act is evidence from which it can 
reasonably be found that the person in 
whose name the motor vehicle was reg- 


istered was the owner thereof on the date. 


of the registration. [Emphasis added by this 
writer]. * * *” Id. 


H. By Tennessee law, “it is required 
that every motor vehicle, with certain spec- 
ified exceptions not here relevant, must be 
registered before being driven on the high- 
ways, and before the same may be regis- 
istered, a certificate of title must be shown 
or applied for; before a transfer of interest 
* * * there must be a transfer of the title 
papers. [In the relevant statute(s)], ‘the 
word ‘owner’ shall mean ‘a person who 
holds the legal title of a vehicle, * * *.’ 
The [pertinent] Act makes it a misde- 
meanor to violate its provisions except 
where otherwise the violation is made a felony. 


OK ke OK 


“* * * [O]nly the one having a certificate 
of title may register [a] motor vehicle, [so 
that], proof of registration is practically 
conclusive of ownership except in some 
cases of fraud or under some equitable con- 
siderations. * * *’ I[b., at 478 [8, 9] (em- 
phasis by this writer). 


I. “The commissioner of revenue [of 
Tennessee] is authorized to require the as- 
sistance of any official of the state or of any 


2Mrs. Blackburn will be paid by IRS any 
amount and all amounts received by the IRS 
from the sale of the subject automobile over 
and beyond the amount(s) of the afore- 
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political subdivision thereof in the admin- 
istration of [the ‘Retailers’ Sales Tax Act’] 
and it shall be unlawful for any official of 
this state or of any political subdivision 
thereof to accept an application for a cer- 
tificate of title to a motor vehicle * * * un- 
less the applicant shall present evidence 
that a sales or use tax * * * has been paid 
on the sales price of the vehicle * * * by 
such applicant or such applicant has au- 
thority from the commissioner of revenue 
to file an application for such certificate 
of title or registration without the payment 
Ob themsales: OG tisestax. tte. lee ne 
§ 67-6-406. 


J. Within the meaning of the Retailers’ 
Sales Tax Act of Tennessee, taxable “busi- 
ness” does not include sales “between per- 
SOUSEMNOLaneceimMlathied ao t + eh. CG. AL 


§ 67-6-102(1). 


K. The burden was on the plaintiff Mrs. 
Blackburn to have proved her ownership of 
the subject automobile on or before Sep- 
tember 23, 1983, supra. 20 Fed Proc, L Ed 
731-732, § 48:1280; until she did so, the de- 
fendant’s burden of persuasion on the issue 
of the connection between Mr. Blackburn 
and the subject automobile upon which its 
agents levied was not triggered. Jd. 


Decision: 


The used 1978 Mercury Marquis auto- 
mobile, bearing vehicle-identification no. 
8Z65A519312, seized by levy of an agent 
of the Internal Revenue Service of the De- 
partment of the Treasury of the United 
States on April 10, 1984, was subject to 
the federal tax-lien of September 23, 1983 
against the property of such taxpayer; such 
levy upon and seizure of it were not wrong- 
ful under 26 U. S. C. § 7426(a); and the 
plaintiff Mrs. Linda J. Blackburn hereby is 


DENIED all relief, Rule 58(1), F. R. 
Civ. PP? 


All costs hereof will be taxed against the 
plaintiff. 


mentioned tax-assessment against her husband, 
the taxpayer, Mr. Blackburn, and auphobriste 
Pens and interest. thereon. 
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[1.9167] Charles A. Carlton and Marie B. Carlton and Arthur H. Logue, Jr., and 
Geraldine W. Logue, Plaintiffs v. The United States, Defendant. 


U.S. Claims Court, Nos. 66-81T, 72-81T, 1/31/85. —(7 ClsCt 323.) 


[Code Secs. 104 and 105] 


Exempt income: Compensation for injuries or sickness: Disability v. service pension 
payments: Police officers—Pension payments made to the taxpayers, retired police 
officers, were not excludable from gross income under Code Sec. 104 as compensation 
for a physical disability. The payments were based solely on length of service even 
though the taxpayers were disabled at the time of their retirement in 1972 and they 
could have retired on a disability pension if they had applied for one. The pension 
payments were not partially excludable under Code Sec. 105(d), as then in effect, because 
pensions based on length of service do not qualify for such exclusion. Also, the taxpayers 
did not supply an employer’s certification of their eligibility for wage continuation benefits 
under the employer’s plan, based on personal injuries at the time of their retirements, and 
thus the taxpayers failed to meet the requirements for exclusion under Reg. § 1.105-6. 


Back references: {| 1020.5745 and 1040.4165. 


Richard S. Cohen, Jeffrey K. Riffer, Michael Scheinberg, Kadison, Pfaelzer, Woodard, 


Quinn & Rossi, 707 Wilshire Boulevard, Los Angeles, Calif. 90017, for plaintiffs. 
Assistant Attorney General, 


L. Archer, Jr., 
Washington, D. C. 20530, for defendant. 


Opinion 


Mayer, Judge: These two consolidated 
cases to recover federal income taxes are 
before the court on cross-motions for sum- 
mary, judgment after argument. Plaintiffs * 
Charles A. Carlton and Arthur H. Logue, 
Jr., were police officers employed by the 
city of Los Angeles until their retirements 
in 1972. The questions raised concern the 
proper characterization of their pensions 
and the extent of their taxability. 


Background 


At the time of plaintiffs’ retirements, the 
city of Los Angeles provided two types of 
pensions to qualifying members of its 
police and fire departments, a “service pen- 
sion” and a “disability pension.” The serv- 
ice pension was available to any member 
with twenty or more years of service upon 
formal application for retirement. One who 
retired with a service pension received be- 
tween 40 and 70 percent of his “normal 
pension base” depending upon length of 
service. For our purposes, plaintiffs’ normal 
pension base is their gross monthly salary 
on the date of retirement. 


A disability pension was available to any 
member determined to be physically or 
gs es incapacitated ‘ ‘who is incapable as 

2 performing i duties.” 


Glenn 
Betty N. Ferber, Department of Justice, 


cians. If an applicant was found to be 
incapable of performing his duties, the 
Board of Pension Commissioners. deter- 
mined if the disability was service-connected 
or not. Persons retired for nonservice-con- 
nected disabilities received a disability pension 
equal to 40 percent of their pension base. 
A service-connected disability, on the other 
hand, entitled one to a disability pension 
of between 50 and 90 percent of the pension 
base depending upon the degree of disabil- 
ity. Under no circumstances, however, 
could a service-connected disability pension 
be less than the amount the annuitant would 
have received if he had retired on a service 
pension. 

Under the city’s pension plan, police and 
fire department members who were eligible 
for both a service pension and a service- 
connected disability pension could apply to 
be retired under either of the two. provi- 
sions. However, because the plan prohib- 
ited a member from receiving both pensions 
at the same time, he had to. choose between 
them. If he opted for a service pension, he 
could not later claim entitlement to a. dis- 
ability pension. If a disability pension was 
chosen, the plan forbade a member from 
receiving a service pension as long as con- 
tinued eligibility for the dt es pension 
existed. 
es a Los Angeles police or fire depart- 
mber or former member incurred 
, ese or impairment 
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could apply for workers compensation. 
However, any payments received as a work- 
ers compensation award would reduce the 
amount of disability payments by the 
amount of the award. The service pen- 
sion, by contrast, was not affected by 
workers compensation. 


Both plaintiffs are receiving service pen- 
sions in amounts based on the number of 
years they served with the Los Angeles 
police department. Although shortly after 
their retirements they received workers 
compensation awards for service-connected 
disabilities, their approved retirement ap- 
plications requested pensions “by reason of 
years of service.” Therefore, despite a 
finding that they were disabled at the time 
of their retirements, their pension payments 
are founded solely on length of service. 
Nevertheless, because of their disabilities, 
plaintiffs claim that their service pensions, 
or at least a portion of them, should be 
excluded from their gross income as com- 
pensation for personal injuries or sickness. 


Discussion 


Section 104(a)(1) Exclusion. Section 104 
(a)(1) of the Internal Revenue Code of 
1954, 26 U. S. C. §104(a)(1) (Code), ex- 
cludes from gross income “amounts re- 
ceived under workmen’s compensation acts 
as compensation for personal injuries or 
sickness.” Plaintiffs claim that their serv- 
ice pensions qualify for this exclusion be- 
cause they were disabled at the time they 
applied for them. Since disability pension 
payments would be excluded from gross 
income under section 104(a)(1), plaintiffs 
believe their service pensions should be 
also. They should not lose the benefit of 
the exclusion simply because they chose to 
retire without pursuing the more complex 
procedure required to obtain a disability 
pension. The workers compensation award, 
they argue, is proof of disability at the 
time of their retirements and qualifies their 
service pensions for the exclusion. 


Unfortunately, Treasury Regulation 
§ 1.104-1(b) anticipates their situation and 
expressly prohibits the exclusion when a 
retiring employee is granted a service pen- 
sion even if the retirement is prompted by 
a physical disability. This regulation states 
in pertinent part: 

[S]lection 104(a)(1) does not apply toa 
retirement pension or annuity to the ex- 
tent that it is determined by reference to 
the employee’s age or length of service, 
or the employee’s prior contributions, 
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even though the employee’s retirement is 
occasioned by an occupational injury or 
sickness. 


Court decisions have been consistent with 
this regulation in holding that pension pay- 
ments are not within the section 104(a) (1) 
exclusion simply because a taxpayer might 
have been able to retire on a disability pen- 
sion had he applied for one. See Simms v. 
Commissioner [52-1 ustc J 9277], 196 F. 2d 
238 (D. C. Cir. 1952); Scarce v. Commis- 
stoner. [CCH Dect? 18684], 17 “LE. C.,.830 
(1951); Pangburn v. Commissioner [CCH 
Dec. 17,119], 13 T. C. 169 (1949). “Retire- 
ment pay for length of service is not exempt 
from taxation.” Scarce, 17 T. C. at 833. 


In Simms, a District of Columbia fireman 
was granted a pension based upon years 
of service after he had reached the age of 
64. Six years later, the District of Colum- 
bia Board of Commissioners issued an 
order stating that at the time of his retire- 
ment Simms suffered from a physical dis- 
ability incurred in the line of duty, and that 
if he had not been retired for age, he 
would have been retired for disability. 
Simms sought to have his pension pay- 
ments excluded from gross income under 
the predecessor of section 104(a) (1), claim- 
ing he should have been retired for disabil- 
ity instead of age. The Court of Appeals 
disagreed. It held that because he was 
retired for age and not for disability, the 
pension was not paid as compensation for 
personal injuries or sickness entitled to the 
gross income exclusion. 


Similarly, the Tax Court’s decision in 
Pangburn [CCH Dec. 17,119], 13 T. C. 169, 
supports the proposition that pension pay- 
ments received for length of service cannot 
be excluded from gross income simply 
because the taxpayer might have qualified 
for a disability pension. Petitioner there 
contracted a serious illness during a 29 
year Army career. He was informed that 
it was certain he would receive a disability 
retirement after his next annual physical. 
Nevertheless, he opted for an earlier re- 
tirement under a statute permitting retire- 
ment based on years of service. Because 
of his physical condition, petitioner 
claimed he was receiving a disability 
pension. There was no dispute about his 
disability, but the court determined that 
the payments were taxable. See also Wied- 
maier  v.  Commusstoner [CCH Dec. 
41,544(M)], T. C. M. (P-H) 9 84,540 (Oc-_ 
tober 9, 1984) (pension computed with 
reference only to petitioner’s length of 
service, though labeled “reduced disability 
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allowance,” is subject to taxation); Scarce 
[CCH Dec. 18,634], 17 T. C. 830 (pension 
based on length of service is subject to 
taxation even though taxpayer retired due 
to a physical disability). 


These cases show, in accord with 
Treasury Regulation § 1.104-1(b), that the 
section 104(a)(1) exclusion does not apply 
to all pension payments simply because a 
taxpayer became physically disabled in the 
line of duty and could have had a dis- 
ability retirement had’ he applied for one. 
To have the benefit of the exclusion, the 
payments must actually be received as 
compensation for a physical disability. See 
Boystel v. Commissioner [CCH Dec. 
24,849(M)], 20 T.-C. M. (CCH). -735, 736 
(1961). Here, plaintiffs applied for and 
received service pensions. The pension 
payments were determined solely by 
reference to the number of years they 
served with the Los Angeles police de- 
partment. They may have been disabled 
at the time of their retirements, indeed 
there is now no dispute that they were, but 
the pensions were not paid because of the 
disability. 


Plaintiffs rely heavily on Dakins v. Board 
of Pension Commissioners, 134 Cal. App. 3d 
374, 184 Cal. Rptr. 576 (1982), which held that 
a California Workers’ Compensation Ap- 
peals Board’s finding that a police officer 
had suffered a service-connected disability 
is binding on the Los Angeles Board of 
Pension Commissioners when the officer 
seeks a service-connected, disability pen- 
sion for the same ailment. According to 
plaintiffs, this transforms their pensions 
from service to disability. 


The police officer in that case actually 


applied for a disability pension which the ~ 


pension board denied in the face of the 
prior finding of disability. If plaintiffs had 
applied for service-connected disability 
pensions, Dakins would have imposed the 
prior Workers’ Compensation Appeals 
Board conclusion about their disability on 
the pension board. This would assure that 
both boards are consistent on the disposi- 
tive issue. But because plaintiffs did not 
for disability Pensions, Dakins is of 


supportive of their position. But they are 
significantly different from what we have 
here. Those cases involve military per- 
sonnel who were initially retired on service 
pensions but were subsequently recalled to 
active duty during World War II. While 
serving their second tours of duty, each 
was found to be physically incapacitated 
and no longer fit for active service. All 
three were retired a second time because 
of the incapacitation. However, they con- 
tinued to receive the same service pension 
benefit as before. The issue in each case 
was the proper characterization of the 


pensions after the second, “disability” 
retirement. : 
For reasons differing slightly among 


them, the courts determined that upon the 
second retirements the pensions were for 


disability. The initial service retirements 


were ignored and the pensions were re- 
classified according to the reason for the 
second retirements. The second pensions 
were held to be disability payments en- 
titled to the gross income exclusion. 
“(Where such officer recalled to active 
duty is afterwards returned to retired 
status on account of disability incurred 
while in active duty, retirement pay there- 
after received by him falls within the 
meaning of the statute granting tax ex- 
emption for pay allowance awarded on the 
ground of disability.” McNair, 250 F. 2d 
at 149. The courts found no reason to 


treat these pensions differently than pen- 


sions granted to any other person who is 
forced to retire from active military duty 
because of physical disabilities; the prior 
receipt of service pensions had = no 
significance. ‘ 


Unlike the disabled military retirees, 
plaintiffs have retired only once and solely 
by reason of longevity. They have not been 
recalled to .duty and subsequently been 
forced to retire a second time for dis- 
ability. If they had, these military cases 
might offer some comfort. However, 
whether, or the extent to which, they 
might apply would be pure speculation on 
this record which the court need not 
indulge. 


Plaintiffs’ urge the Court of Claims’ de- 
cision in Prince most forcefully. But they 
misperceive that case as authority for this. 
court to do that which should be dh as 
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that the Secretary of the Army and the 
Board for the Correction of Military 
Records abused their statutory discretion 
under what is now 10 U. S. C. § 1552 to 
correct Prince’s records to “remove an in- 
justice.’ 119 F. Supp. at 423. One per- 
missible correction is the conversion of 
military service pensions to disability pen- 
sions where warranted to secure the tax ad- 
vantage. Ray v. United States, 453 F. 2d 
754, 756 (Ct. Cl. 1972). Unlike Prince, 
however, plaintiffs have access to no, spe- 
cial federal statute authorizing the cor- 
rection of records, assuming they are defi- 
cient. And there is no other authority for 
the court to treat their pensions as any- 
thing other than what they are. 


Section 105(d) Exclusion. Alternatively, 
plaintiffs claim that they are entitled to 
exclude a portion of their pensions under 
section 105(d) of the Code.? This section, 
in the years here at issue, permitted an 
exclusion of $100 per week. The exclusion 
was only applicable, however, if a taxpayer 
could show that the amounts received were 
paid as wages, or in lieu of wages, pur- 
suant to a wage continuation plan and 
that the absence from work was the result 
of personal injury or sickness. See Treas. 
Regs. §§ 1.105-4(a) (2); 1.105-4(a) (4); 
1.105-5. Disability pensions appear to meet 
this test, see id. §1.105-4(a); service pen- 
sions do not. 


Plaintiffs’ entitlement to their pensions 
has nothing to do with injury or sickness. 
Any absence from work after the effective 
dates of their retirements is attributable 
solely to their decisions to retire. Pensions 
based on length of service resulting from 
a voluntary retirement do not qualify for 
the section 105(d) exclusion. See O’Neal 
uv. United States [70-1 ustc J 9130], 314 F. 
Supp. 383 (D. S. C. 1969); Auerbach v. 
Umted States [69-1 ustc 99185], 293 
F. Supp. 1085, 1088 (W. D. Wash. 1968) 
(“Plaintiff is not absent because he is 
injured or sick; he is absent because his 
superiors permitted him to retire 
early. He is thus not entitled to the bene- 
fits of §105(d)”). Therefore, plaintiffs 
may not exclude any portion of their pen- 
sion payments under section 105(d). 


Exclusion under Treasury Regulation 
§ 1.105-6 Treasury Regulation § 1.105-6 per- 
mits some otherwise ineligible taxpayers 


to qualify for the $100 per week exclusion | 


challenges 


of section 105(d). Prior to April 1974, the 
Commissioner of Internal Revenue took 
the position that disability payments made 
after an employee reached initial retire- 
ment age, but before mandatory retirement 
age, did not qualify for this exclusion. 
After losing a number of cases in court, 
in 1974, the Commissioner changed this 
position and permitted taxpayers who re- 
tired on disability pensions before manda- 
tory retirement age to qualify for the 
exclusion until they reached that age. 


Some taxpayers who had already passed 
initial retirement age, however, had not 
applied for disability pensions because 
they thought they were ineligible for the 
exclusion. Instead, they retired on regu- 
lar service pensions. To ameliorate this 
circumstance, Treasury Regulation § 1.105-6 
was promulgated to allow a taxpayer who 
retired before January 17, 1975, to treat 
the pension received before mandatory re- 
tirement age as eligible for the section 
105(d) exclusion, if: 


(1) His employer had in operation at 
the time of his retirement a program 
providing accident and health benefits 
under a wage continuation plan to which 
section 105(d) would apply; 


(2) The employer certifies, under pro- 
cedures approved in advance under para- 
graph (c) of this section, that the em- 
ployee would have been eligible for wage 
continuation benefits, under the terms 
and conditions of his employer’s plan, 
because of personal injuries or sickness; 


(3) At the time of the employee's re- 
tirement there was no substantive dif- 


ference between the benefits being 
actually received and the benefits he 
would have received had he retired 


under his employer’s wage continuation 
plan; and 

(4) The employee agrees to the ad- 
justments and conditions required by 
the Commissioner with respect to 
amounts excluded under section 72(b) or 
(d) in taxable years ending before Jan- 
uary 27, 1975. 
Reg. §1.105-6(a). Defendant 
plaintiffs’ compliance with re- 
quirements 2 and 3. In response, plaintiffs 
have submitted letters from the Los An- 
geles Board of Pension Commissioners. 
Plaintiff Carlton’s letter states: “Mr. 
Carlton claims that at the time of his 
retirement he was disabled and provides 


Treas. 


2 All references are to section 105(d) as ef- 
fective during the years in suit. Section 105(d) 
was amended by the Tax Reform Act of 1976, 
Pub. L. No. 94-455, 90 Stat. 1520, for tax years 
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after December 31, 1976, and was repealed for 
tax years beginning after December 31, 1983, by 
the Social Security Amendments Act of 1983, 
Pub. L. No. 98-21, 97 Stat. 65. 
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proof by submitting a copy of Workers’ 
Compensation Award of 89%.” Logue’s 
letter is almost identical and claims a dis- 
ability of 81%. These letters simply re- 
state plaintiffs’ claims that they were dis- 
abled at the time of their retirement. They 
do not certify that they would have been 
eligible for wage continuation benefits be- 
cause of personal injuries or sickness at 
the time of their retirements as required by 
Treasury Regulation § 1.105-6(a) (2). 

An acknowledgement of plaintiffs’ dis- 
ability claim is not an employer’s certi- 
fication of an employee’s eligibility for 
wage continuation benefits. Because of this 
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deficiency, plaintiffs have not satisfied the 
requirement, and cannot qualify for the 
section 105(d) exclusion under this regula- 
tion. In view of this, the court need not 
address the “substantive difference” issue 
of Treasury Regulation § 1.105-6(a)(3) 
also contested by the parties. 


Conclusion 


Accordingly, defendant’s motion for sum- 
mary judgment is granted, plaintiffs’ mo- 
tion for summary judgment is denied and 
the cases will be dismissed with costs tos 
defendant. , 


It is so ordered. 


[1.9168] William N. Finlay, Plaintiff v. United States of America, Defendant. 
U. S. District Court, Cen. Dist. Calif., No. CV 84-0396-RG(Px), 10/12/84. 


[Code Sec. 7422] 


District Court: Jurisdiction: 


Refund action: 


Petition filed in Tax Court.—The 


District Court held that it lacked jurisdiction under Code Sec. 7422(e) regarding an indi- 
vidual’s action for refund where such individual has petitioned the Tax Court for rede- 
termination of the deficiency. Back references: {[ 5781.457 and 5781.5477. 


James Griffin, 1541-B Parkway Loop, Tustin, Calif. 90680, for plaintiff. Robert C. 
Bonner, United States Attorney, Charles H. Magnuson, Edward M. Robbins, Jr., Assist- 
ant United States Attorney, Los Angeles, Calif. 90012, for defendant. 


Order of Dismissal 


Gapsots, District Judge: On January 19, 
1984, plaintiff filed his complaint for refund 
of federal income taxes paid for the year 
1982, plus interest, attorney fees and costs, 
alleging jurisdiction pursuant to Section 
1346(a)(1), 28 U. S. C. On March 14, 1984, 
the Commissioner of Internal Revenue 
caused a statutory notice of deficiency to 
be mailed to plaintiff at his last known ad- 
dress by certified mail. The statutory notice 
of deficiency indicates that a deficiency had 
been determined in respect of the plaintiff’s 
federal income tax return for the year 1982, 
which is at issue in the instant action. 


On June 4, 1984, plaintiff petitioned the 
United States Tax Court for redetermina- 
tion of the deficiency set forth in the identi- 
fied statutory notice of deficiency (See 


William N. Finlay v. Commissioner of Internal 


Revenue, Docket No. 16729-84). Thus, 


under 26 U. S. C. § 7422(e), this misinct 
* Goust_ now lacks jurisdiction to hear this 


Court should not 


in the event they prevail in Tax Court. 
This position has been squarely rejected 
by the United States Court of Claims (now 
the United States Claims Court) in Fair- 
child Industries Inc. v. United States [78-2 
ustc §.9755], 42 AFTR. 2d ff 78-5284 (Ct. 
of Cl. 1978) and Dorsey v. United States 
[76-2 ustc § 9697], 38 AFTR. 2d ¥ 76-5260 
(Ct. of Cl. 1976). See also Dorl v. Commts- 
sioner [CCH Dec. 31,284], 57 T. C. 720, 
721-722 (1972). This Court likewise feels 
taxpayer’s suggestion should be rejected in 
this case. - 

Furthermore, 26 U. S. C. § 6512(b)(1) 
clearly authorizes the United States Tax 
Court to determine overpayments and if it 
so determines “such amount shall * * * 
be credited or refunded to the taxpayer.” 
In the unlikely event the Internal Revenue 
Service would refuse to comply with a 
proper refund order, if any, of the United 
States Tax Court, the proper remedy would 
be for plaintiff to sue in the United States 
District Court or the United States Claims 
Court. See, e. g., Morse v. United States 

/ Hise, 494 se 2d 876, 879 abies 
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[19169] In Re: Ike Martin Company, Inc., Debtor. 
U. S. Bankruptcy Court, Dist. Kan., Case No. 83-10055, 1/8/85. 


[Code Sec. 6323] 


Collection of taxes: Liens: Priority—The IRS was entitled to priority over a judg- 
ment creditor in the distribution of the debtor’s assets because the court ruled that the 
Kansas relation-back statute did not create a choate lien. Therefore, the relevant date 
for determining priority was the date of the entry of the state court judgment and at that 
time the IRS had already filed the required notice of lien with the creditor. The court 
determined the amount of the IRS’s claim to be the amount stated on the notice of tax 
lien together with penalties and interest which had accrued to the date of the petition. 


Back reference: {| 5362.78. 


Memorandum and Order 
Appearances 


Morton, Bankruptcy Judge: On the 
trustee’s Motion for Instructions on Dis- 
tribution of Remaining Sale Proceeds, for 
Allowance of Interim Attorney’s Fees, and 
for Permission to Abandon Accounts Re- 
ceivable Without Notice, the trustee, John 
K. Pearson, appears pro se; the debtor, 
Ike Martin Company, Inc., appears by Craig 
Kennedy, Esq.; claimant Internal Revenue 
Service appears by David House, Esq.; 
claimant Superior Rotary Tools appears by 
Robert S. Fuqua, Esq.; and claimant Car- 
borundum Company appears by David L. 
Hiebert, Esq. 


Nature of the Case 


The debtor, Ike Martin Company, Inc., 
filed a Chapter 11 petition on January 18, 
1983, which was converted to a Chapter 7 
case on September 20, 1983. On December 
14, 1983, the trustee held an auction on 
certain real estate and personal property. 
After the payment of fees and expenses, the 
trustee is now holding the remaining funds 
($12,400) for distribution to secured credi- 
tors. This sum is not enough to pay all 
claims and as a result a conflict has arisen 
over the priority between two secured 
creditors. The trustee has asked this Court 
to resolve the competing claims. 


Facts 


On August 6, 1982, the debtor was as- 
sessed by the Internal Revenue Service 
(IRS) for failure to pay federal employ- 
ment taxes in the amount of $18,717.13. On 
the same day the debtor made a partial 
payment by tendering a check for $6,042.22. 
Thus, when the federal notice of lien was 


1The conclusion reached by this Court obvi- 
ates any need to determine whether or not the 
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filed on September 8, 1982, with the Reg- 
ister of Deeds for Sedgwick County, Kansas, 
the unpaid balance recorded on Form 668 
was $11,674.91. The notice was filed with 
the Secretary of State in Topeka on Sep- 
tember 16, 1982. The check given to the 
IRS was later returned due to insufficient 
funds.’ 


The IRS argues that the federal tax lien 
affords them a priority to the funds held 
by the trustee, because it had the first 
choate lien. The claim is for $22,601.35, 
which is calculated by including the amount 
of the returned check in addition to pre- 
petition interest and penalties. 


Superior Rotary Tools (Superior) like- 
wise asserts a priority to the funds, relying 


‘on a state court judgment entered Septem- 


ber 23, 1982, in the amount of $5,365.40. The 
argument runs that under the Kansas judg- 
ment relation-back statute the effective date 
of the judgment lien was July 2, 1982, 
thereby defeating the tax lien. 


Issues 


1. Whether the judgment lien of Superior 
Rotary Tools relates back to the filing of 
the complaint. 


2. The amount of IRS priority if the 
judgment does not relate back. 


Memorandum 


The creation, form, and priority of a 
federal tax lien are matters to be deter- 
mined by federal law. Adams v. United 
States [76-1 ustc J 9457], 420 F. Supp. 27, 30 
(S. D. N. Y. 1976). Where there is a con- 
flict between a federal tax lien and a state 
lien the ‘first in time is first in right” rule 
prevails. Generally, the date setting the 
priority of the tax lien is the assessment 


$6,042.22, plus interest and penalties, is part 


of the IRS claim. 
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date. 26 U. S. C. § 6322. Superior, however, 
falls into a special category of creditors 
against whom the IRS must file a notice of 
tax lien prior to outranking the competing 
non-federal lien.* In the present case, the 
IRS filed the required notice before actual 
entry of the state court entry of judgment. 


Superior advances the argument that the 
Kansas judgment relation-back statute af- 
fects its date of judgment for priority pur- 
poses. The statute in question, Kan. Stat. 
Ann. § 60-2202 (1983), provides that a judg- 
ment lien “shall be effective from the time 
at which the petition stating the claim 
against the judgment debtor was filed but 
not to exceed four months prior to the entry 
of the judgment.” Under this statute, the 
operative date of Superior’s judgment was 
July 2, 1982, apparently giving them the 
priority. Employing federal tax lien jargon, 
the issue becomes whether or not the 
“related-back” judgment was “choate” at 
the time of the notice of tax/lien filing. 


Only choate state-created liens take pri- 
ority over later federal tax liens. A state 
lien is choate if it is specific and perfected 
(when nothing further needs to be done to 
make it enforceable or when the identity of 
the lienor, the property subject to the lien, 
and the amount of the lien are established). 
United States v. Equitable Life Assurance So- 
ctety [66-1 ustc § 9444], 384 U. S. 323, 
327-28 (1966). This issue of whether or not 
a relation-back statute creates a choate lien 
was presented to the United States Supreme 
Court in United States v. Security Trust & 
Savings Bank of San Diego [50-2 ustc 
7 9492], 340 U. S. 47 (1950). The Court 
stated that the lien created by such a 
statute is a “mere ‘caveat of a more perfect 
lien to come.’” Jd. at 50 (citing New York 
v. Maclay, 288 U. S. 290, 294 (1933)). Any 
number of circumstances could interfere 
and prevent the merging of the judgment to 
the date of attachment; the lien is con- 
tingent and inchoate until a judgment is 
entered. In order to ensure prompt and cer- 
tain collection of taxes, the federal tax lien 
must be given priority. Id. at 51. A state 
relation-back statute does not create a 

6323 (a) Ay etnies filing 
bef re a fed- 


choate lien for federal tax lien purposes. 
Id. At the time the United States filed the 
notice of tax lien in the present case, Su- 
perior did not have a judgment. Thus, the 
IRS has the superior claim. 


The remaining issue for this Court is to 
determine the amount of the federal pri- 
ority. The Internal Revenue Code states: 


If any person liable to pay any tax 
-neglects or refuses to pay the same after 
demand, the amount (including any in- 
terest, additional amount, addition to tax, 
or assessable penalty, together with any 
costs that may accrue in addition there- 
to) shall be a lien in favor of the United 
States upon all pro-erty and rights to 
property, whether real or personal, be- 
longing to such person. 
26 U. S. C. § 6321 (emphasis added). The 
form used by the IRS to file the notice 
alerts the public that the taxpayer remains 
liable for “additional penalties, interest, and 
costs that may accrue.”* Thus, the accrual. 
of interest, penalties and additional taxes is. 
not frozen at the date of filing the notice. 
of federal tax lien. Peterson v. United States- 
[81-1 ustc J 9469], 511 F. Supp. 250, 256. 
(D. Utah 1981). The legislative intent was 
“to grant a lien in excess of the actual 


amount of the tax.” In re Parchem [58-2 


ustc J 9836], 166 F. Supp. 724, 726 (D. 
Minn. 1958). To prevent “secret lien” over-. 
tones, disclosure of information regarding 
the outstanding obligation is provided for in 
a Treasury regulation: 


The amount of the outstanding obliga- - 


tion secured by the lien remaining unpaid 


at the time of an inquiry is authorized to. 
be disclosed to any person who has a. 


proper interest in determining this amount. 
Any person who has a right in the _prop- 
erty or intends to obtain a right in the 
property by purchase or otherwise will, 
upon presentation by him of satisfactory 


evidence, be considered to have a proper: 


interest. 
26 C. F. R. § 301.6323 (i)-1.4 

Clearly, the IRS has a priority for. 
$11,674.91, the amount stated in the federal 
notice filed on September 8, 1982, The 
penalties’ and interest * which ° accrued on 


party the opportunity to. discover the current 
amount owing. 
Pore 1 etdustee is allowed. ees section 
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that amount to the date of the petition 
aggregated $1,390.55." Thus, the total claim 
of the IRS ($13,065.46) exceeds the ear- 
marked funds held by the trustee. As be- 
tween Superior and the IRS, the latter has 
the paramount right to those sale proceeds. 
From the trustee’s reports it appears that 
the estate funds are more than sufficient to 


clusions of law as required by Bankruptcy 
Rule 7052 and Rule 52(a), Federal Rules of 
Civil Procedure, 


It is ordered that the trustee is directed 
to pay over the $12,400 proceeds from the 
sale of debtor’s real and personal property 
to the Internal Revenue Service for applica- 


f : Aga ‘ tion on its tax claim herein.* 
satisfy all senior priority claims. 


Order 


Based upon the foregoing memorandum 
which constitutes findings of fact and con- 


[7 9170] Henry G. Fort, Plaintiff v. United States of America, Defendant and Third- 
Party Plaintiff v. A. C. Simmons, Sol R. Clark and Carl McCormick, Third-Party 
Defendants. 


U. S. District Court, No. Dist. Ill., East. Div., No. 76 C 4186, 6/16/81. 


[Code Sec. 6672] 


Penalties, civil: Failure to collect and pay over tax: Corporate officer or employee.— 
An officer of a corporation was not liable for any unpaid employment ‘taxes because 
he was not a responsible officer who had the authority to control the disposition of funds. 
The mere fact that the officer was a signatory on some of the corporate accounts did not 
mean that he had significant control over the financial decision-making. Back reference: 
] 5569.013. 


Henry G. Fort, pro se. Dan K. Webb, United States Attorney, N. K. Needles, Assist- 
ant United States Attorney, Chicago, Ill. Daniel A. Poloseno, Vicki Chiekis, Department 
of Justice, Washington, D. C. 20530, for defendant, third-party plaintiff. Carl McCormick, 
8743 S. Cornell, Chicago, Ill. 60617, Leo E. Holt, 15402 S. Center, Harvey, Ill., Raymond 


D. Pijon, 127 N. Dearborn St., Chicago, Ill. 60602, for Carl McCormick. 


Memorandum O pinion and Order 


CrowLey, District Judge: Henry G. Fort, 
one of the four officers of the holding com- 
pany, G.I.L. Enterprises (G.I.L.) initiated 
this action to recover federal taxes assessed 
against G.I.L. Supermarkets, one of G.I.L.’s 
corporations, pursuant to 26 U. S. C. § 6672. 
The United States counterclaimed for the 
balance of the assessment and filed third- 
party complaints against A. C. Simmons, 
Sol R. Clark and Carl McCormick, the 
three other officers of G.I.L. Supermarkets. 
Fort withdrew his complaint, McCormick 
counterclaimed for monies he had paid on 
the § 6672 assessment and default judg- 
ments were entered against Simmons and 
Clark. A hearing was then held to deter- 
mine whether Fort and McCormick were 
responsible persons within the meaning of 
§ 6672, for if so, they would be liable for 
the failure of G.I.L. Supermarkets to collect 
and pay employment taxes which were 
withheld from the corporation’s employees. 


™Memorandum in Support of Priority of the 
United States’ tax lien, at 4. 
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The court has carefully considered the 
pre-trial memoranda submitted by both 
sides as well as the testimony and exhibits 
admitted at the hearing and makes the 
following findings of fact and conclusions 
of law. 


G.I.L. operated two businesses, G.I.L. 
Real Estate and G.I.L. Supermarkets. The 
tax liability at issue here is solely that of 
G.I.L. Supermarkets, a retail grocery store 
incorporated in Illinois in 1968, Fort, Mc- 
Cormick, Clark and Simmons each served 
as both officers and directors of G.I.L. 
Supermarkets, Fort providing the corpora- 
tion’s total capital and Simmons, Clark and 
McCormick providing services. In return 
for their contributions to the corporation, 
each officer received 250 shares of stock. 


Simmons, Clark and McCormick were 
charged with organizing and operating the 
business. Simmons, a practicing accountant 
with experience in the supermarket busi- 
ness, assumed responsibility for the pay- 


* Other administrative directions requested by 
trustee are covered by separate order. 
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ment of bills. McCormick, an attorney 
licensed to practice in Illinois, served as 
legal counsel, devoting most of his efforts 
to work relating to the realty business. 
Clark essentially served as an assistant to 
Fort and eventually replaced Simmons. 


Despite the fact that each officer tech- 
nically had the authority to issue checks for 
the corporation, the undisputed evidence 
at the hearing established that Simmons had 
the primary responsibility for ordering 
goods and deciding what bills would be 
paid, keeping the corporation’s financial 
records and preparing the tax withholding 
statements for G.I.L. Supermarket em- 
ployees. From time to time, each of the 
officers wrote checks on behalf of the 
corporation. Some of these checks required 
two signatures; others required only one. 
Regardless, however, of .who wrote the 
check or how many signatures were re- 
quired, Simmons was the officer who deter- 
mined what checks should be issued and 
the other officers merely assumed the 
clerical duty of writing them. 


The government argues that McCormick 
is a responsible officer within the meaning 
of § 6672 even-though he did not assume 
the greatest or closest control over cor- 
porate affairs because he was a shareholder, 
officer, director and a signatory on cor- 
porate accounts. It reasons that McCormick 
willfully failed to collect and pay over 
withholding taxes when he voluntarily, 
consciously and intentionally continued to 
issue checks to other creditors after he be- 
came aware of the corporation’s outstand- 
ing tax liability. 


McCormick, on the other hand, asserts 
that he cannot be a responsible officer be- 
cause he did not have the final word as to 
which creditors got paid nor did he inten- 
tionally prefer other creditors of the cor- 
poration over the United States. McCormick 
testified that he had no knowledge of the 
financial condition of the corporation, de- 
pending on Simmons to oversee the cor- 
poration’s financial health. He further 
testified that when he became aware that 
the corporation was in financial trouble, 
Fort, who McCormick contends all along 

life of the corpora- 


out approval of Simmons or Fort and since 
neither of them sought advice from- him 
about about how to manage the corpora- 
tion’s affairs, he cannot be held responsible 
for failure to collect and pay the with- 
holding taxes. 


Liability under § 6672 attaches to those 
persons “with significant control over the 
financial decision-making process within 
such a corporation.” United States v. Mc- 
Mullen [75-1 ustc J 9489], 516 F. 2d 917, 921 
(7th Cir. 1975). The test of whether Mc- 
Cormick is a responsible person is whether 
he had the final word as to what bills were 
paid and when. Anderson vy. United States 
[77-2 ustc J 9614], 561 F. 2d 162 (8th Cir. 
1977). Thus, it is the authority to control 
the disposition of funds, not the ministerial 
act of signing checks which determines the 
responsibility for withholding and paying 
the taxes. 516 F. 2d at 921. The mere fact 
that McCormick was a signatory on some 
of the corporate accounts does not mean 
that he had significant control over the fi- 
nancial decision-making. Without signifi- 
cant control he cannot be a responsible 
officer for a corporate office, without more, 
does not impose any § 6672 duties. Monday 
uv. United States [70-1 ustc J 9205], 421 F. 2d 
1210 (7th Cir. 1970), cert. denied, 400 U. S. 


821 (1970), remand [72-1 ustc $9219] 342. 


F. Supp. 1271 (E. D. Wis., 1972), aff'd, 


[73-2 ustc 9589] 478 F. 2d 1404, cert. 


denied, 414 U.S. 910 (1973). 


The government relies heavily on Monday 
to establish that McCormick, as officer with 
knowledge of the corporation’s financial 
difficulties, may not avoid § 6672 liability by 
ignoring the fact that the employment taxes 
were not paid once he realized they were 
overdue. This reliance is misplaced, for in 
Monday, the corporate president was the 
general supervisor of the corporation, con- 
trolling the company, and conferring with 
the vice president regarding what creditors 
should be paid. MCbaniGe te contrast, 
had no such general supervisory control 
and did not confer with other officers to 
determine what creditors should be paid. 


Accordingly, this court ee that Mc- 
Cormick was not a responsible officer and, 
therefore, not ae for any of the unpaid 
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[7.9171] John A. Steel, Plaintiff v. Internal Revenue Service, Defendant. 
U. S. District Court, So. Dist. N. Y., 84 Civ. 3246-CSH, 1/29/85. 


[Code Sec. 6682] 


Penalties, civil: Withholding certificate, false information on: Injunction—The dis- 
trict court had no power to enjoin collection, or compel issuance of a notice of deficiency, 
of a $500 penalty, or adjudicate the propriety of the $500 penalty asserted against the 
taxpayer for providing misinformation on his W-4 Form which purportedly caused his 
taxes to be underwithheld by over thirty percent in 1981. Although the taxpayer’s 
exemption was proper in 1981 when he initiated it, it had been made illegal by an inter- 
vening change in the Internal Revenue Code. However, the Anti-Injunction Act pre- 
vented a remedy for the taxpayer, because the penalty was a “tax” for purposes of the 
Act. Moreover, the penalty statute states on its face that the deficiency procedures do 
not apply to this penalty. Thus, the taxpayer could not challenge the penalty in the Tax 
Court prior to collection. Congress made a conscious decision to restrict the means for 
challenging the penalty for providing misinformation to paying the penalty, filing for a 
refund, and bringing suit (if necessary) pursuant to Code Sec. 7422. Finally, because 
the penalty collection process amounted to a governmental seizure of property without 
opportunity for a prior hearing at which the taxpayer could contest the seizure, a consti- 
tutional question was present. However, the Constitution permits such seizures in certain 
circumstances, and the district court judge ruled that such circumstances were present 


here. Back reference: {| 5577C.20. 
Memorandum Opinion and Order 


Harcut, Judge: In October, 1982, plain- 
tiff received a form letter from the Internal 
Revenue Service (“IRS”) informing him 
that the IRS was investigating his self- 
exemption from salary withholding. Upon 
inquiry, plaintiff learned that his exemption, 
proper when he initiated it in 1981, had 
been made illegal by an intervening change 
in the Internal Revenue Code. Miffed by 
the form letter’s reference to the risk of a 
$500 penalty for providing misinformation, 
plaintiff complained to his Congressman. 
Soon thereafter the IRS assessed a $500 
penalty against him. 


Plaintiff asserts that the reason for the 
penalty was retaliation for his letter to the 
Congressman. In its own letter to the 
Congressman explaining the penalty, IRS 
justified it by citing plaintiff’s 1982 W-4 
Form, which purportedly caused his taxes 
to be underwithheld in 1981 by over thirty 
percent. Perhaps the reference to a 1982 
form was a misprint. In any event, plain- 
tiff contends that the withholding in 1981 
was due to accident, rather than intentional 
misstatement. He resents the implication 
of fraud and challenges the penalty. 


Plaintiff sought to contest the penalty in 
a suit in Tax Court, but that action was 
dismissed because no notice of deficiency 
for the 1981 taxes had ever been issued. 
Such notice is a jurisdictional prerequisite 
to a Tax Court lawsuit. No notice of defi- 


ciency has yet been issued. Nor will one 


be, for plaintiff has never contested his 1981 
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tax assessment. He agreed to pay the 
difference between his withheld and actual 
taxes. It is the $500 penalty which he 
wished to attack in Tax Court. Frustrated 
by dealing with IRS and the Tax Court, 
he brings this action to enjoin collection 
of the penalty and to compel issuance of a 
notice of deficiency of the $500, which 
would permit suit in the Tax Court, or for 
a determination of the propriety of the $500 
penalty. 


None of these remedies is available to 
plaintiff at this time. The Anti-Injunction 
Act, 26 U. S. C. § 7421, quite clearly states 
that, except for a few irrelevant exceptions, 
“no suit for the purpose of restraining the 
assessment or collection of any tax shall 
be maintained in any court by any person. 

. .” A penalty such as this is a “tax” 
for purposes of § 7421. 26 U.S. C. § 6671(c). 


The Supreme Court has carved a narrow 
exception to § 7421: an injunction may issue 
‘Sf it is clear that under no circumstances 
could the government ultimately prevail. 
.. 2’ -Enochs v. Williams Packing and Navi- 
gation, Co., 380 SUS,  te"7 (1962) eee 
exception is unavailable to plaintiff. The 
$500 penalty may be assessed if a person 
makes a false statement which results in 
his or her taxes being underwithheld. 26 
U. S. C. § 6682(a). Plaintiff admits being 
significantly underwithheld in 1981. Whether 
this was due to a false statement I have 
no way of knowing, but clearly the govern- 
ment’s claim is not so frivolous as to have 
no possible chance of success. It will not 
enjoin collection of the $500. 
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Plaintiff alternatively asks me to compel 
the issuance of a notice of deficiency so 
that he may challenge the penalty in the 
Tax Court prior to collection. This I can- 
not do either. The penalty statute states on 
its face that the deficiency procedures do 
not apply to these penalties. 26 U. S. C. 
§ 6682(c). No notice can be compelled. 
Rather, Congress has made a conscious 
decision to restrict the means for challeng- 
ing a § 6682 penalty to paying the penalty, 
filing for a refund, and bringing suit (if 
necessary) pursuant to 26 U. S. C. § 7422. 
There is no way for plaintiff to avoid pay- 
ing this penalty, although he may, of course, 
win it back later. 


This restriction does raise constitutional 
questions, since the penalty collection proc- 
ess amounts to a governmental seizure of 
property without opportunity for a prior 


hearing at which the taxpayer can contest 
the seizure. The Constitution, however, 
permits such seizures in certain circum- 
stances, and I agree with the conclusion 
of Judge Holschuh of the Southern Dis- 
trict of Ohio that those circumstances are 
present here. See Riley v. Commissioner of 
Internal Revenue [83-1 ustc [9254], 566 
F. Supp. 21, 24 (S. D. Ohio 1983). 


If plaintiff wishes to contest this penalty, 
he must do so by paying it first and then 
filing and suing for a refund under 26 
U.S. C. § 7422. I have no power to enjoin 
collection, compel issuance of a notice of 
deficiency, or adjudicate the propriety of 
the penalty prior to its being paid. Thus 
plaintiff's complaint must be dismissed 
without prejudice. 


It is SO ORDERED. 


[19172] Peoples National Bank of Washington, a national banking association, 
Plaintiff v. United States of America, Defendant. 


U. S. District Court, West. Dist. Wash., Seattle, No. C83-680R, 11/29/84. 


[Code Secs. 6321, 6323, and 7426] 


Lien for taxes: Priority: Property subject to lien: Bank account: Unexercised right 
of setoff: Security interest—The court denied a motion for reconsideration of the court’s 
prior order, Peoples National Bank of Washington, 84-2 ustc {| 9636, that dismissed a 
bank’s action for wrongful levy on the taxpayers’ bank account. The federal tax lien at- 
tached to the taxpayers’ property interest in the deposit account and the bank’s unexer- 
cised right to set off the funds in the account against payments due on a promissory note 
was insufficient to defeat the tax lien. The right to setoff was not choate when the tax 
lien arose and did not reduce the taxpayers’ property interest in the account that was sub- 
ject to levy. The levy was lawful because the bank had no prior perfected 
security interest in the taxpayers’ account under Washington law. Back references: 
1 5357.53, 5362.0199, 5362.863, and 5784K.06. ; 


Bernard H. Friedman, James Austin, Karr, Tuttle, Koch, Campbell, Mawer & 
Morrow, 1111 Third Ave., Seattle, Wash. 98101, for plaintiff. Susan L. Barnes, Assistant 
United States Attorney, Fr Michael Kovach, jt, Department of Justice, Washington, 
D. C. 20530, for defendant. , po iid settel hasta 


tax levy on a taxpayer’s bank account, in 
which Peoples claims a right of setoff and 


Order Denying Plaintiff's Motion 
for Reconsideration 


Rorustrin, District Judge: THIS MAT- 
TER comes before the court on plaintiff's 
motion for reconsideration of the court’s 
order of June 13, 1984, dismissing plaintiff’s 
action for wrongful levy under 26 U. S. Ce 


execute 


a security interest. The facts are undisputed. 

~ On March 5, 1980 and April 6, 1981, the 
Internal Revenue Service (IRS) assessed 
income taxes against Jerry L. and Susan M. 
Redwine (the Redwines). — The Redwines 
failed to pay the full assessment upon notice 
and demand. ; 


i im 
tf 
. 2 ‘ 
or Sa 4 
Led 
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on 12-30-83.” Id. The noted and accom- 
panying Farm Security Agreement granted 
Peoples a security interest in, among other 
things, funds on deposit with Peoples and 
general intangibles. Exhibits A & B to 
Affidavit of Versil Brixey in Support of 
Plaintiff's Motion for Summary Judgment. 


On March 25, 1983, the IRS issued a 
Notice of Levy for $5,125.36 on Peoples to 
satisfy the delinquent tax assessment from 
the Redwines’ deposit account. Exhibit C 
to Affidavit of Versil Brixey in Support of 
Plaintiff's Motion for Summary Judgment. 
As of the time the Notice of Levy issued, 
Peoples had not taken any positive action 
to set off the furids in the account or other- 
wise restrict the Redwine’s ability to with- 
draw the funds. Approximately four months 
later, in July of 1983, the IRS filed notices 
of the tax lien pursuant to 26 .U. S. C. 
§6323(f) (1982). Exhibit A to Affidavit of 
Bernard H. Friedman in Support of Plain- 
tiffs Motion for Summary Judgment. 
Peoples responded by delivering a cashier’s 
check for $5,125.36 to the Clerk of this 
Court and commencing this action for 
wrongful levy under 26 U. S. C. § 7426 
(1982). 


On June 13, 1984, this court dismissed 
Peoples’ action on the grounds that a federal 
tax lien had attached to the Redwines’ prop- 
erty interest in the deposit account in ques- 
tion, and Peoples possessed no prior security 
interest in this account. 


Now Peoples has moved for reconsidera- 
tion of the Order of Dismissal. Peoples 
presents two arguments. First, Peoples 
argues that the Redwines’ property interest 
in the deposit account is “limited by” 
Peoples’ right of setoff and that the govern- 
ment can claim no interest greater than that 
which. could be claimed by the Redwines 
themselves. Second, Peoples argues that it 
has a common-law security interest in the 
deposit account and that this security in- 
terest takes priority over the tax lien. 


In light of these arguments, the court 
believes that greater explanation of its posi- 
tion is warranted. 


I. The Redwines’ Interest in the Deposit 
Account was Property to which a Federal 
; Tax Lien Could Attach 


A. The IRS Has Authority to Levy on the 
Redwines’ Property. When a taxpayer fails 
to pay an income tax on demand, a lien is 
created on “all property and rights to prop- 
erty” belonging to the taxpayer. 26 U.S.C. 
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§ 6321 (1982). This includes after-acquired 
property. Bank of America Natl Trust & 
Savings Ass'n v. Mamakos [75-1 ustc { 9211], 
509 F. 2d 1217 (9th Cir. 1975). For the 
purpose of determining priority among 
liens, a federal tax lien arises on the date 
of the assessment of taxes. 26 U. S. C. 
§ 6322 (1982). In this case, a tax lien on 
all the Redwines’ property and rights to 
property arose when, in 1980 and 1981, the 
IRS assessed taxes against the Redwines. 
Unless provided otherwise by statute, this 
tax lien takes priority over any lien arising 
after the date of assessment. See United 
States v. City of New Britain [54-1 ustc 
79191], 347 U. S. 81, 85-86 (1954); United 
States v. Pioneer American Ins. Co. [63-2 


ustc {J 9532], 374 U. S. 84, 87-89 (1963). 


To recover delinquent tax assessments, 
the IRS may levy upon “all property and 
rights to property” that belong to the tax- 
payer or are subject to a federal tax lien. 
26 U.S. C. § 6331(a) (1982). On March 25, 
1983, the IRS levied on the Redwines’ 
deposit account. The threshold question 
with respect to the lawfulness of this levy 
is whether the Redwines’ interest in their 
account is property or rights to property. 
If the answer to this question is affirmative, 
then the levy is lawful. See 26 U. S.C. §§ 6331, 
6332 (1982). The levy operates as a seizure 
of property. American Acceptance Corp. v. 
Glendora Better Builders, Inc. [77-1 vustc 
7.9348], 550 F. 2d 1220, 1222-23 (9th Cir. 
1977). The only way to overcome such a 
levy is to establish an interest prior to 
that of the government. See United States 
v. Citizens & Southern Natl Bank {76-2 ustc 
79665], 538 F. 2d 1101, 1105-7 (9th Cir. 
1976), cert. denied, 430 U. S. 945 (1977). 


B. The Redwines’ Interest in the Account 
Was Property. State law determines the 
nature of the legal interests the IRS seeks 
to reach by levy. Aquilino v. United States 
[60-2 ustc 9538], 363 U. S. 509, 512-14 
(1960); United States v. Stonehill [83-1 ustc 
7 9285], 702 F. 2d 1288, 1298 (9th Cir. 
1983), In other words, 26 U.S. C. § 6321 
(1982) creates no property rights but merely 
attaches consequences to the existence of 
property rights under state law. 363 U. S. 
at/ 513, 


Under Washington law “[o]nce money 
is deposited in a general bank account, 
title to the mioney passes to the bank, and 
the bank and the. depositor assume the 
relationship of debtor and creditor, re- 
spectively.” Peters v.. Sjoholm, 95 Wn. 2d 
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871, 875, 631 P. 2d 937, 940 (1981), cert. 
denied, 455 U. S. 914 (1982). While the 
bank has title to the account, the depositor 
“does have an ownership interest in the 
indebtedness created by the deposit. .. .” 
Id. Such a state-recognized interest has been 
treated as “property” to which a tax lien may 
attach. Bank of America Natl Trust & 


Savings Assn v. Mamakos [75-1 — ustc 
1.9211], 509 F, 2d 1217 (9th Cir. 1975); 
MacKenzie v. Umted States [40-1  ustc 


7.9229], 109 F. 2d 540, 542 (9th Cir. 1940). 


Peoples had the right to set off the Red- 
wines’ account against payments due on 
the Redwines’ promissory note. See Allied 
Sheet Metal Fabricators, Inc. v. Peoples Nat'l 
Bank of Washington, 10 Wn. App. 530, 537, 
518 P. 2d 734, 739, cert. denied, 419 U. S. 
967 (1974). As the court explained in its 
Order of Dismissal, however, a bank’s un- 
exercised right of setoff does not extin- 
guish the depositor’s interest in a deposit 


account. Such extinguishment requires 
positive action by the bank. . 
Washington case law indicates that 


setoff is an optional remedy. Bank of Cali- 
fornia v. Starrett, 110 Wash. 231, 236, 188 
P. 410, 412 (1920); Allied Sheet Metal, 10 
Wn. App. at 537-38, 518 PY 2d at 739 
(holding that a bank may choose among 
multiple remedies). By implication, there- 
fore, setoff does not occur automatically or 
by operation of law whenever a person be- 
comes both a depositor and a delinquent 
debtor with respect to a single bank. If a 
bank declines to exercise its right of setoff, 
then the depositor’s interest in his account 
remains undiminished. In this _ case, 
Peoples did not exercise its right of setoff 
before the IRS issued the Notice of Levy. 
Therefore, the Redwines still owned an 
interest in the account at the time of the 
levy. 


Where a deposit account is currently 
vulnerable to, a bank’s right of setoff under 
state law, but the bank has chosen not to 
exercise this right, the arene interest 
in the account is still “property” “rights 
to pbc ok. for the PREDOSES of 26 U. S.C. 
nd 63 Uni: S 


all liens 
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II. Peoples Right of Setoff Does Not 1 
Defeat the Tax Levy : 


A. Peoples’ Right of Setoff Was Not | 
“Choate” When the Tax Lien Arose. In 
order to attain priority over a federal tax 
lien, a state-created lien must become 
“choate” before the tax lien arises. United 
States v. City of. New Britain [54-1 ustc 
79191], 347 U: S. 81, 85-86 (1954). Under 
26 U. S.-C. § 6322 (1982), a federal tax lien. 
arises on the date of assessment of taxes. 
In the present case, therefore, Peoples’ 
interest in the levied property would have 
to have been “choate’’ on March 5, 1980, 
and April 6, 1981, in order to attain priority 
over the entire tax lien. 


The ‘“choateness” doctrine is part of a 
judicial gloss on 26 U. S.C. § 6321! (1982) 
(Section 6321), which creates federal tax 
liens on the property of delinquent tax- 
payers. New Britain, 347 U. S. at 85-86 
(discussing former codification of Section 
6321, Section 3670 of the Internal Revenue 
Code of 1939). As a general rule, a lien 
created by Section 6321 takes priority over 
arising subsequently. Jd. The 
“choateness” doctrine serves to determine 
when a state-created lien may be considered 
to have arisen for the purpose of this rule. 
Id. In order for a lien to be “‘choate’” in the 
federal sense, “the identity of the lienor, 
the property subject to the lien, and the 


amount of the lien’ must be established. 
“Id. at 84. The cases have required that the 


amount of the lien be fixed exactly, beyond 
possibility of change. See e.g., United States 
v. Pioneer American Ins. Co. [63-2 ustc 
7 9532], 374 U. S. 84 (1963). i day 


In Bank ap Nearalle v, United States [58- i 
ustc § 9228], 251 F. 2d 820, 826 (9th Cir. 
1957), cert. denied, 356 U.S. 938 (1958), the 
Ninth Circuit held that a bank’s right of 
setoff against a debt, which has arisen after 
assessment of taxes against the debtor, was, 
at the relevant point in time, “inchoate in 
the extreme!” Like the present case, Bank 
of Nevada involved a tax levy on a delin- 
quent taxpayer’ s bank account. After a tax 
lien had attached to all the taxpayer’: S prop- 
pe the eye borrowed money from the 
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right of setoff had not even existed at the 
time taxes were assessed against the tax- 
payer. Thus the bank’s right of setoff could 
hardly have been more inchoate at the rele- 
vant point in time. 


In the present case, Peoples had neither 
obtained nor exercised its right of setoff 
before the tax lien arose. Although Peoples 
did obtain the right of setoff before the 
IRS levied, the date of the levy is insig- 
nificant under the “choateness” doctrine. 
The only question is whether Peoples’ in- 
terest in the Redwines’ property was “choate” 
on March 5, 1980, and April 6, 1981, when 
the tax lien arose under 26 U. S. C. 6322 
(1982). Obviously, Peoples’ interest was 
not “choate” on either of these dates be- 
cause Peoples did not lend money to the 
Redwines until March 7, 1983. As in Bank 
of Nevada, therefore, the tax lien prevails. 


Peoples suggests that the “choateness” 
doctrine has been undermined or eliminated 
by the Federal Tax Lien Act of 1966, Pub. 
L. No. 89-719, 80 Stat. 1125 (1966 Act). 
Prior to the enactment of the 1966 Act, the 
“choateness” doctrine had become contro- 
versial because very few state-created liens 
could meet the doctrine’s strict require- 
ments. See Kennedy, From Spokane County 
to Vermont: The Campaign of the Federal 
Government against the Inchoate Lien, 50 
Iowa L. Rev. 724 (1965); Coogan, The Ef- 
fect of the Federal Tax Lien Act of 1966 
Upon Security Interests Created Under the 
Uniform Commercial Code, 81! Harv. L. Rev. 
1369, 1375-80 (1968); Plumb, Federal Liens 
and Priorities—Agenda for the Next Decade, 
77 Yale L. J. 228, 230 (1967). However, the 
1966 Act did not eliminate the doctrine. The 
1966 Act was merely one in a series of en- 
actments designating specific types of state- 
created liens for special protection. See 
United States v. First Nat'l Bank of Memphis 
[72-1 ustc J 9357], 458 F. 2d 560, 564-68 (6th 
Cir.), cert. denied, 409 U. S. 851. (1972) 
(Appendix entitled “History of the Federal 
Tax Lien’). In enacting the 1966 Act, Con- 
gress clearly retained the general rule that 
a federal tax lien under Section 6321 takes 
priority over subsequently created interests. 
S. Rep. No. 1708, 89th Cong., 2d Sess. 3, 
reprinted in 1966 U. S. Code Cong. & Ad. 
News 3722, 3724. The “choateness’” doc- 
trine, which merely elaborates this basic 
rule, was also preserved, except where over- 
ridden by a provision granting special pro- 
tection to a particular class of state-created 
liens. : 
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Since enactment of the 1966 Act, the 
Ninth Circuit has confirmed the continued 
vitality of the “choateness” doctrine. See 
In re Priest, 712 F. 2d 1326, (9th Cir.), modt- 
fied, [83-2 ustc 9530] 725 F. 2d 477 (1983). 
In particular, the Ninth Circuit has con- 
tinued to rely on Bank of Nevada. See Umted 
States v. First Nat'l Bank of Arizona [72-2 
ustc 9655], 458 F. 2d 513 (9th Cir. 1972), 
aff’g [72-2 ustc J 9654], 348 F. Supp. 388 
(D. Az. 1970). Therefore, “choateness” is 
the standard by which Peoples’ right of set- 
off must be judged. As the right of setoff 
clearly was not “choate” when the tax lien 
arose, the right of setoff must yield to the 
tax lien. 


B. Peoples’ Right of Setoff Does Not 
Diminish the Property on which the IRS 
May Levy. Peoples argues that the Red- 
wines’ interest in the account in question 
was “limited by’? Peoples’ right of setoff 
and that the government can claim no in- 
terest greater than that which could be 
claimed by the Redwines themselves. More 
specifically, Peoples asserts that, if the 
Redwines had attempted to withdraw funds 
from their account before a setoff was exe- 
cuted, Peoples could have refused payment 
and exercised its right of setoff at that time. 
Peoples further asserts that the govern- 
ment, when it levies on a taxpayer’s prop- 
erty, stands in the same shoes as the 
taxpayer. From these premises, Peoples 
deduces that the maneuver that could have 
thwarted the Redwines is likewise effective 
against the IRS. Peoples thus concludes 
that its right of setoff can defeat a tax 
levy even though the right of setoff is as yet 
unexercised when a notice of levy is issued. 
According to Peoples, the right of setoff 
can be exercised successfully even after re- 
ceipt of a notice of levy. 


The Ninth Circuit has ruled at least three 
times that an unexercised right of setoff 
does not defeat a tax levy. Bank of Nevada 
v. United States [58-1 ustc J 9228], 251 F. 2d 
820 (9th Cir. 1957), cert. denied, 356 U. S. 
938 (1958); Bank of America Nat'l Trust & 
Savings Ass'n v. United States [65-1 ustc 
J 9429], 345 F. 2d 624 (9th Cir.), cert. denied, 
382 U. S. 927 (1965); United States v. First 
Natl Bank of Arizona [72-2 ustc J 9655], 
458 F. 2d 513 (9th Cir. 1972), aff’g [72-2 usrc 
7 9654] 348 F. Supp. 388 (D. Az. 1970). 
See also United States v. Sterling Nat'l Bank 
& Trust Co. [74-1 ustc J 9336], 494 F. 2d 
919 (2d Cir. 1974); United States v. Trans- 
W orld Bank [74-2 ustc { 9632], 382 F. Supp. 
1100 (C. D. Cal. 1974). At least as long as 
a delinquent taxpayer has not been dis- 
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possessed of his property interest in a de- 
posit account, the IRS may levy. Jd. 


In Bank of America [65-1 ustc J 9429], 
345 F. 2d 624, a tax lien on a certain tax- 
payer’s property had arisen well before the 
taxpayer became indebted to the plaintiff 
bank. After the taxpayer’s debt to the bank 
had matured but before the bank had exer- 
cised its right of setoff, the IRS levied on 
the taxpayer’s bank account. Upon receiv- 
ing the notice of levy, the bank attempted 
to exercise its right of setoff. As in the 
present case, the bank’s right of setoff could 
have been exercised before the levy but was 
not exercised until afterward. The Ninth 
Circuit held that the tax levy prevails. 


As the facts of Bank of America are sub- 
stantially indistinguishable from those of 
the present case, Bank of America is con- 
trolling. The levy on the Redwines’ account 
cannot be thwarted by a right of setoff that 
was not yet exercised at the time of the 
levy. 


It is of no consequence that the Red- 


wines’ property is “limited by” its vulner- 
ability to setoff. For many months before 
Peoples loaned money to the Redwines, the 
Redwines’ property, including after-acquired 
property, had all been vulnerable to levy 
by the IRS. This too was a “limitation.” 
Such terminology, however, adds nothing. 
Peoples and the IRS are essentially com- 
peting creditors. The conflict between them 
is governed by a rule of priority. Under 
this rule, as explained in Section II-A of 
this Order, the IRS prevails. The court 
need not resort to recondite theories about 
“limited” rights to property. 


III. Peoples Does Not Have a Security 
Interest Prior to the Tax Lien 


A federal tax lien under Section 6321 
generally takes priority over state-created 
liens arising subsequently. United States v. 
City of New Britain [54-1 ustc J 9191], 347 
U.S. 81, 85-86 (1954). However, 26 U.S. C. 
§ 6323(a) (1982) (Section 6323(a)) provides: 


The lien imposed by section 6321 shall 
not be valid as against any purchaser, 
holder of a security interest, mechanic’s 
lie iF Aaotea ee creditor until 


instruments and eee x 7 RCW ei 62A. 9-106. 


ments of subsection (f) has been filed by 
the Secretary of his delegate. 


In the present case, the IRS did not file a 
notice of lien until July of 1983, months 
after the levy. Exhibit A to Affidavit of 
Bernard H. Friedman in Support of Plain- 
tiff’s Motion for Summary Judgment. Peoples 
asserts that, before such notice was filed,’ 
Peoples had acquired a security interest in 
the Redwines’ deposit account. Hence, 
Peoples claims the protection of Section 


6323(a). 


The question is whether Peoples has ac- 
quired a “security interest” for the purpose 
of Section 6323(a). If so, the tax lien is not 
valid against Peoples. 


The term ‘Security Interest” is defined 
in 26 U. S. C. § 6323(h)(1) (1982) (Section 
6323(h)(1)). The definition requires in part 
that the alleged security interest have “be- 
come protected under local law against a 
subsequent judgment lien arising out of an 
unsecured obligation. .. .” Jd. In order to 
satisfy this requirement, Peoples interest 
must either be perfected under Washing- 
ton’s version of the Uniform Commercial 
Code (UCC) or otherwise protected under 
Washington common law. 


A. Peoples Does Not Have a Perfected 
Security Interest Under the UCC. Origi- 
nally, Peoples claimed to have a perfected 
security interest under Article 9 of the — 
UCC. Since the Redwines’ interest in their 
bank account was technically a chose in 
action, Peoples argued that it had acquired 
its security interest under the “General In- 
tangibles” heading of the standard form 
Farm Security Agreement. Peoples per- 
fected its rights under this agreement by 
filing the requisite financing statement on 
February 10, 1983, months before the IRS 
filed a notice of lien. Exhibit D to Affidavit 
of Versil Brixey in Support of Plaintiff’s 
Motion for Summary Judgment. | ‘ 


- As the court explained in its Order of 
Dismissal, Peoples has not acquired a UCC 
security interest because Article 9 does not 
apply to the transfer of any interest in a 
deposit account. Under the UCC, “ ‘general 
intangibles’ means any personal property 


(including things in action) other than 


goods, accounts, chattel paper, documents, ~ 
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The Official Comments to Section 9-106 
make clear that “this catch-all definition 
does not apply to types of intangibles which 
are specifically excluded from the coverage 
of the Article (Section 9-104)... .’ One 
type of property specifically excluded from 
the coverage of Article 9 is “an interest in 
any deposit account.” RCW § 62A.9-104(1). 
See also, RCW §62A.9-105(e) (defining 
“deposit account” as a “demand, time, sav- 
ings, passbook or like account maintained 
with a bank”). Clearly, therefore, Peoples 
claim of a security interest under the UCC 
must be rejected. 


B. Peoples Does Not Have a Perfected 
Security Interest at Common Law. Peoples 
maintains that Section 6323(a) protects not 
only UCC security interests, but common- 
law security interests as well. Peoples 
maintains further that, by virtue of the 
note and security agreement, the Redwines 
assigned their chose in action to Peoples, 
thereby granting Peoples a security interest 
at common law. According to Peoples, this 
- security interest was effective immediately 
and does not need to be filed. See Belling- 
ham Bay Boom Co. v. Brisbois, 14 Wn. 173, 
44 P. 153 (1896). 


Because transfers of interests in deposit 
accounts are excluded from the ‘coverage of 
Article 9, the common law applies. 


These exclusions [under former UCC 
§ 9-104(K), excluding transfers of tort 
claims and deposit accounts] ... reflect 
the thought that such transfers are be- 
yond the pale with respect to a statute 
devoted to commercial financing. The 
pre-Code common law of assignment or 
pledge will continue to apply to the ex- 
cluded transfers. . . . 


G. Gilmore, Security Interests in Personal 

- Property §10.8, at 316. See also UCC 
§ 9-104 Official Comment No. 7 (such trans- 
actions covered by “existing law’). The 
existence of a security interest in this case 
is therefore governed by common law. 


Any security interest, whether recognized 
under the UCC or at common law, is pro- 
tected by Section 6323(a) as long as it 
meets the requirements of Section 6323 
(h)(1). When the Internal Revenue Code 
of 1954 was enacted, Section 6323(a) ex- 
plicitly protected a “mortgagee” or 
“pledgee.” Ch. 736, 68A Stat. 779. The 
Federal Tax Lien Act of 1966 replaced 
these terms with the language “holder of a 
security interest.” Pub. L. No. 89-719, 80 
Stat. 1125. The new language was intended 
to broaden the coverage of Section 6323(a) 
to include security interests under the UCC. 
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S. Rep. No. 1708, 89th Cong., 2d Sess. 13, 
reprinted in 1966 U. S. Code Cong. & Ad. 
News 3722, 3734. Coverage of common-law 
security interests was not eliminated. Jd. 
In particular, a common-law assignment 
may still qualify as a “security interest” 
under Section 6323(a). Trust Co. of Colum- 
bus v. United States [84-2 ustc [9614], 735 
F. 2d 447 (11th Cir. 1984). 


The question is whether there was an 
effective assignment to Peoples in this case. 
Peoples argues that the note and security 
agreement executed by the Redwines con- 
stitute an assignment. The note provides 
as follows: 


The holder of this note shall at all 
times have a security interest in deposit 
balances of any maker, endorser, surety 
or guarantor and may offset or apply 
such balances to the indebtedness evi- 
denced by this note at maturity, or upon 
default, without notice. 


Exhibit A to Affidavit of Versil Brixey in 
Support of Plaintiff's Motion for Summary 
Judgment. In addition, the security agree- 
ment, under the heading ‘“Possessory Col- 
lateral,” provides that Peoples has a 
“security interest” in, among other things, 
any “deposits.” Exhibit B to Affidavit of 
Versil Brixey in Support of Plaintiff's Mo- 
tion for Summary Judgment. Peoples has 
never disputed, however, that until the IRS 
levied on the Redwines’ account, the Red- 


. wines had access to the funds in the ac- 


count, subject only to the potential exercise 
of Peoples right to setoff. 


One of the central elements of a com- 
mon-law assignment is the transfer of con- 
trol of the property assigned. 6A C.J.S. 
Assignments § 43. Discussing the requisites 
of a valid assignment, the Washington 
Supreme Court has said that “particular 
words are not important as long as the in- 
tent is manifest to deprive the assignor 
of control.” Amende v. Town of Morton, 40 
Wn. 2d 104, 106, 241 P. 2d 445, 446 (1952). 
In the case of an equitable assignment, it 
must be clear that “the assignor unequivo- 
cally relinquishes control or power of revo- 
cation over the debt, fund, or subject matter 
of the assignment to the use or benefit of 
the assignee.” Wise Plumbing & Heating, 
Inc. v. Alpine Development Co., Inc., 72 Wn. 
2d 172, 178, 432 P. 2d 547, 551 (1967). 


The court is convinced that the note and 
security agreement do not constitute an 
assignment. First, the Redwines retained 
substantial control over the funds in the 
account. Their access to the account was 
never restricted except for the possibility 
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that Peoples might exercise its right of 
setoff. Thus an essential element of a 
common-law assignment is lacking. Cf. 
United States v. Third Natl Bank of Nash- 
ville [84-2 ustc J 9613], 589 F. Supp. 155, 158 
n. 3 (M.D. Tenn. 1984) (dicta). Second, the 
court is not persuaded that the parties 
intended their transaction to constitute an 
an assignment. The note and _ security 
agreement provisions creating a “security 
interest” in the Redwines’ account do not 
purport to assign the Redwines’ property. 
Nothing in these provisions suggests trans- 
fer of title or control. Instead, these pro- 
visions merely describe Peoples right of 
setoff. Peoples has even confirmed this 
interpretation. Plaintiff’; Reply Memoran- 
dum Supporting Summary Judgment at 4. 
As explained in Part II of this Order, the 
unexercised right of setoff is insufficient to 
defeat a tax lien.” 


In support of its assertion of a common- 
law security interest, Peoples cites Trust 
Co. of Columbus v. United States [84-2 ustc 
9614], 735 F. 2d 447 (11th Cir. 1984), in 
which an assignment of a depositor’s in- 
terest in a bank account took priority over 
a subsequently filed tax lien. The Trust 
Co. of Columbus case is plainly distinguish- 
able because in that case there was a valid 
assignment under local law, while in this 
case there is none. The assignment in that 
case was executed under Georgia law. The 
Eleventh Circuit did not explain the ele- 
ments of an assignment under Georgia 
law or how these elements were reflected 
in the transaction at issue. This court has 
no reason to believe, however, that the 
transaction in Trust Co. of Columbus failed 
to satisfy a major element of an assignment 
under Georgia law. In contrast, the trans- 


action between Peoples and the Redwines | 


failed to transfer control of the assigned 


2 The unexercised right of setoff is not itself 
a prior security interest under Section 6323(a) 
because it never became ‘‘choate.’’ See United 
States v. Sterling Nat’l Bank & Trust Co. [73-2 
ustc J 9494], 360 F. Supp. 917, 924 (S. D. N. Y. 
1973), aff'd in part & rev'd in part on other 
grounds, [74-1 ustrc { 9336] 494 F. 2d 919 (2d 
Cir. 1974). One might argue that the ‘‘choate- 
ness’’ doctrine has been supplanted by Section 
6323(h)(1), which defines ‘‘security interest’’ 
for the purpose of Section 6323(a). However, 
the ‘‘choateness’’ doctrine remains relevant 
under Section 6323(a), at least as a tool to 
resolve issues not clearly anticipated by Con- 
gress. See Bank of California, Nat’l Ass'n 
v. United States [75-1 ustc { 9614], 520 F. 2d 
302 (9th Cir. 1975) (‘‘choateness doctrine gov- 
erms when judgment lien under Section 6323(a) 
considered to attach) ; J. D. Court, Inc. v. 


United States [83-2 ustc { 9454], 712 F. 2d 258, 


262-63 (7th Cir. 1983) (applying “choateness’’ 
q 9172 


property as required by Washington law. 
Also, the promissory note in Trust Co. of 
Columbus provided that the collateral was 
“delivered, pledged, assigned, conveyed and 
transferred” to the Trust Company. 735 
F. 2d at 448. This language clearly indi- 
cates an intent to create a common-law 
assignment. In contrast, the documents on 
which Peoples relies in this case do not 
purport to assign or otherwise transfer the 
Redwines’ bank account. 


Peoples has not asserted that the Red- 
wines pledged their chose in action, but 
the court addresses this possibility for the 
sake of completeness. Pledge is the alter- 
native common-law method by which one 
could transfer a security interest in a chose 
in action. To execute a pledge, the pledgor 
must surrender possession of the pledged 
property. Kuietz v. Gold Point Mines, Inc., 
5 Wn. 2d 224, 229-30, 105 P. 2d 71, 74 
(1940). The key is relinquishment of con- 
trol by the pledgor, as opposed to acquisi- 
tion of control by the pledgee. 5 Wn. 2d 
at 230, 105 P. 2d at 74 (delivery to third 
party permissible). For reasons similar to 
those stated with respect to assignment, 
therefore, the note and security agreement 
do not constitute a pledge. 


IV. Conclusion 


The Redwines’ interest in their bank ac- 
count was property subject to levy by the 
IRS. Therefore, the levy was lawful. 
Peoples’ unexercised right of setoff did not 
diminish the Redwines’ property interest 
in the account or otherwise thwart the tax 
levy. Peoples has no prior security interest 
in the property and cannot claim the pro- 
tection of Section 6323(a). Accordingly, 
the federal tax lien prevails. The court, 
having had the benefit of extensive briefing 


doctrine to security interest under Section 
6323(a)); Rice Inv. Co. v. United States [80-2 
ustc { 9654], 625 F. 2d 565, 571, n. 19 (5th Cir. 
1980) (citing Texas Oil & Gas Corp. v. United 
States [72-2 vusrc { 9653], 466 F. 2d 1040 (5th 
Cir. 1972), cert. denied, 410 U. S. 929 (1973) 
as ‘example of ‘‘choateness’’ doctrine used to 
interpret Section 6323). Application of the 
‘“‘choateness’’ doctrine is therefore appropriate 
where a bank’s right of setoff is proffered as 
a security interest under Section 6323(a). As 
a technical matter, Peoples’ right of setoff 
does not receive the protection of Section 
6323(a) because it was ‘‘choate’’ before notice 
of lien was filed. For practical purposes, the 
right of setoff is unprotected because it was 
not ‘‘choate’’ before the levy. It could not be- 
come ‘‘choate’’ after the levy. See American 
Acceptance Corp. v. Glendora Better Builders, 
Ine. [77-1 ustc v be, aoe F. = pee Ee 
(9th Cir. (1977). 
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on these issues, is of the opinion that oral 
argument would not be helpful. 


The Clerk of the Court is directed to 
forward copies of this Order to counsel 


It is now, therefore, ordered that plain- of record. 


tiffs motion for reconsideration is denied. 


[9173] James Michael Dixon v. The United States. 
U. S. Claims Court, No. 345-84T, 2/4/85.—(7 ClsCt 377.) 


[Code Sec. 6511(b)(2)(A)] 


Statute of limitations: Refunds and credits: Three-year period——-The government 
was correct in its contention that a taxpayer’s claim for refund of income taxes was 
time barred by the three-year statute of limitations. The court rejected as without merit 
the taxpayer’s assertion that it was manifestly unjust to hold that he could not recover 
simply, because no federal income taxes for the taxable year were paid within the three 
years immediately preceding the filing of the claim for refund. The governing statute 
was explicit and unqualified. The court also rejected the taxpayer’s argument that the 
amount he paid at the time of his application for an automatic two-month extension of time 
within which to file his federal income tax return for the taxable year should be considered 
only as an advance deposit, not a “defined tax.” The amount was in the nature of an 
estimated tax payment and was made more than three years before he filed his refund 
claim. Back reference: {| 5473.457. 


John A. Stewart, Jr., Hulse, Nelson & Wanek, 610 Baronne Street, New Orleans, 
Louisiana 70113, for plaintiff. Glenn L. Archer, Jr., Assistant Attorney General, David 
Gustafson, Theodore D. Peyser, Robert S. Watkins, Department of Justice, ie Toso 


D. C. 20530, for defendant. 
Opinion 


Woop, Judge: In this action, plaintiff sues 
to recover an alleged overpayment of fed- 
eral income taxes for the year 1979 of 
$2,452, plus interest, attorney fees, and costs. 


Defendant has moved to dismiss the 
complaint pursuant to RUSCC 12(b) on 
the ground that plaintiff has failed to state 
a claim upon which relief can be granted. 
It asserts that plaintiff seeks, but is barred 
by section 6511(b)(2)(A) of the Internal 
Revenue Code of 1954, as amended, 26 
U. S. C. §6511(b)(2)(A) (1982) from re- 
covering, a refund of federal income taxes 
paid more than three years prior to the 
filing of the claim for refund of such 
taxes. In opposing the motion to dismiss, 
plaintiff denies that his claim for refund 
is time-barred. 


For the reasons and under the -circum- 
stances set forth below, defendant’s motion 
—to be treated as one for summary judg- 
ment because of defendant’s presentation of 
matters outside the pleadings—is granted. 
Plaintiff's complaint will be dismissed pur- 
suant to RUSCC 58. : 

1 All statutory references are to the Internal 


Revenue Code as in force during the period 
here relevant. Section 6511(b)(2)(A) provides 


in pertinent part that the amount of a credit 


or refund ‘‘shall not exceed the portion of the 
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Facts 


The facts necessary to consideration of 
defendant’s motion are few, and undisputed. 


During calendar year 1979, federal in- 
come tax was withheld with respect to 
plaintiff's tax liability for that year by 
means of payroll deductions totaling $17,544. 
On April 15, 1980, plaintiff filed an applica- 
tion for an automatic 2-month extension of 
time, to June 15, 1980, within which to 
file his federal income tax return for 1979. 
With the application, he made a payment 
of $4,000, the stated “Total tax you expect 
to owe for 1979 * * *,” 


Plaintiff did not file his 1979 federal 
income tax return by June 15, 1980. When 
finally filed December 20, 1983, that return 
reported a federal income tax due for 1979 
of $19,092, and requested a refund of $2,452 
($17,544 plus $4,000 less $19,092). By letter, 
dated March 16, 1984, to plaintiff, the In- 
ternal Revenue Service disallowed the claim 
for refund. This action followed. 


Discussion 
Plaintiff’s federal income tax return’ for 
1979, filed December 20, 1983, constituted 


tax paid within the period, immediately pre-. 
ceding the filing of the claim, equal to 3 years 
plus the period of any extension of time for 
filing the return.” 
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a timely claim for refund. Defendant con- 
cedes that the said claim was “filed * * * 
within 3 years from the time the return 
was filed” under section 6511(a).* See Bor- 
bridge v. United States [82-1 ustc ] 9286], 
230 Ct. Cl. 794 (1982); McGregor v. United 
States [80-2 ustc § 9647], 225 Ct. Cl. 566 
(1980). Defendant contends, however, that 
under section 6513(b)(1), the amounts 
plaintiff seeks to have refunded to him 
were paid outside the three-year time period 
prescribed by section 6511(b)(2)(A), and 
that, accordingly, plaintiff is not entitled to 
recover. McLeod v. United States [82-1 ustc 
§ 9177], 229 Ct. Cl. 810 (1982); see also 
Borbridge, 230 Ct. Cl. at 794-95; Harvey vw. 
United States [81-1 ustc J 9167], 226 Ct. Cl. 
605 (1981); McGregor, 225 Ct. Cl. at 567, 
and cases there cited. 


Plaintiff's response to this argument is 
two-fold. First, he asserts that it would be 
“manifestly unjust” to hold that he may not 
recover simply because no federal income 
taxes for 1979 were paid within the three 
years immediately preceding the filing of 
the claim for refund of such taxes. The 
assertion has no merit. On the facts of this 
case, and “Under the [governing] statute, 
which is explicit and unqualified, [plaintiff] 
can recover nothing * * *,” Borbridge, 230 
Ct. Cl. at 795. If this result is harsh, it 
is for Congress, and not this court, to 
provide a remedy. Harvey, 226 Ct. Cl. at 
607; Kingston Products Corp. v. United States 
[66-2 ustc J 9742], 368 F. 2d 281, 288 (Ct. 
Cl. 1966). 


Plaintiff also contends that his April 1980 
payment of what his complaint describes 
as “expected” federal income taxes for 1979 
“should be considered only as an advance 
deposit,” not a payment of a “defined tax,” 
and, that, in the circumstances, his right 
to recover in this action is not time-barred. 
That contention too lacks merit.* See Mc- 
Leod v. Umited States, 229 Ct. Cl. at 811 
(estimated tax payments in 1973 and 1974 
held “payments * * * made more than 
three years before the plaintiffs filed their 
refund claims * * *” for section 6511(b) 
(2) (A) purposes, with the result that ‘the 
claims were untimely.’”); see also Northern 
Natural Gas Co. v. United States [66-1 usrc 
9121], 354 F. 2d.310, 315; (Ct. Gl. 1965); 
Reading Co. v. United States [51-2 ustc 
7 9394], 98 F. Supp. 598, 599 (Ct. Cl. 1951); 
Hanley v. United States [45-2 usrc J 10,233), 
105 Ct. Cl. 638 (1945); and see Binder v. 
United States [79-1 ustc J 9124], 590 F. 2d 
68 (3d Cir. 1978); Chemical Bank New York 
Trust Co. v. United States [67-1 ustc J 9410], 
275° ES Supp) 26, 29-30 0(S: DIN: Y.). a7 2 
[68-1 ustc 79108] 386 F. 2d 995 (2d Cir. 
1967). 


In contending that the amount plaintiff 
seeks to recover in this action was paid 
more than three years before the filing of 
the claim for refund, defendant is right. 
Plaintiff has offered no legitimate reason 
for reaching any different result, nor is any 
valid basis for doing so apparent. Section 
6511(b)(2)(A) therefore bars the claimed 
“credit or refund.” Plaintiff has failed to 
state a claim upon which relief can be 
granted, and his complaint must be dismissed. 


[79174] Ralph E. Heitman, Plaintiff-Appellant v. United States of eae, De- 


fendant-Appellee. 


U.S. Court of Appeals, 6th Circuit, No. 84-5302, 10/18/84. 


[Code Sec. 6702] 


Civil penalty: Frivolous return: Fifth Amendment.—A penalty, imposed against a 
taxpayer who claimed that filing a return violated his Fifth Amendment right against self- 
incrimination was sustained. Imposition of the penalty prior to judicial review of the 
_taxpayer’s complaint - did not violate due process. Enactment of Code Sec. 6702 did not 
_ Violate the origination clause (Art. 1, Sec. 7 of the U. S. Constitution) requiring origina- 
tion of tax laws in the House of Representatives. Although the House bill adopting Code 


6511(a) prescribes a “Period of Lim: 
Claim’” for credit or refund of 
. cE, e) r 


Binder v. United States [79-1 ‘USTC 1 9124], 590 
F. 2d 68 (3d Cir. 1978). 


* Rosenman v. United States [45-1 usrc 
1 j f 6 
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Sec. 6702 was replaced by a Senate bill, the Senate version was merely an paeadments 


Back reference: {[ 5595G.02. 


Ralph E. Heitman, pro se, 104 Forest Harbor Drive, Hendersonville, Tenn. 37075. 


Glenn L. Archer, Jr., 


Assistant Attorney General, Michael L. Paup, Carleton D. Powell, 


Libero Marinelli, Jr., Michael J. Roach, Betsy E. Burke, Department of Justice, Washing- 


ton, DC 20530, for defendant-appellee. 


Before Epwarps and Kelty, Circuit Judges; and Brown, Senior Circuit Judge. 


Per CurtaM: This appeal has been re- 
ferred to a panel of the court pursuant to 
Rule 9(a), Rules of the Sixth Circuit. After 
examination of the record and the briefs 
filed by the parties, the panel agrees unani- 
_mously that ora! argument is not needed. 

Rule 34(a), Federal Rules of Appellate 
Procedure. ; 


Mr. Heitman appeals from the district 
court’s judgment which dismissed his action 
to recover a portion of a fine paid pursuant 
to 26 U. S. C. § 6702. This statute author- 
izes the Internal Revenue Service to levy 
a fine on one who files a frivolous income 
tax return. Appellant had been fined be- 
cause, on his 1982 tax return, he refused 
to answer any financial information on the 
basis of his privilege against compulsory 
self-incrimination under the Fifth Amend- 
ment. On appeal, the appellant essentially 
makes three arguments: first, the imposi- 
tion of § 6702 constitutes a wrongful penalty 
for exercising his constitutional right against 
compulsory self-incrimination. Second, he 
argues that the absence of a hearing prior 
to imposition of the § 6702 fine violated his 
due process rights. Finally, he contends 
that § 6702, as part of the Tax Equity and 
Fiscal Responsibility Act (TEFRA), was 
passed in violation of the origination clause 
of the Constitution. 


His first claim is without merit. When 
one files an income tax return grossly defi- 
cient in financial information, a blanket 
assertion of the Fifth Amendment privilege 
will not preclude a conviction for failure to 
file the return under 26 U. S. C. § 7203. 
United States v. Heise [83-1 ustc { 9419], 
709 F. 2d 449 (6th Cir.) cert. denied, 104 
S.Ct. 285 (1983) and cases cited therein. 
The rationale in these cases is applicable 


to this situation; a blanket self determina- 
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tion of possible incrimination is not a valid 
assertion of the Fifth Amendment privilege. 
Baskin v. United States [84-2 ustc { 9673], 
738 F. 2d 975 (8th Cir. 1984). In order 
validly to assert the Fifth Amendment 
privilege, one must demonstrate real dan- 
gers of incrimination. Zicarelli v. New Jersey 
State Commission of Investigation, 406 U. S. 
472, 478 (1972). Many of the questions on 
a tax return are innocuous, and therefore 
claiming the privilege as to these questions 
is frivolous. Since the appellant has im- 
properly claimed the Fifth Amendment 
privilege, his argument is untenable. 


The argument that a hearing is required 
prior to imposition of a fine is also un- 
convincing. 26 U. S. C. § 6703 provides an 
adequate process wherein one may chal- 
lenge the propriety of a fine levied under 
§ 6702. Therefore, this act does not violate 
the appellant’s right to due process. See 
Bob Jones University v. Simon [74-1 ustc 
7 9438], 416 U. S. 725, 746 (1974). 


Finally, the appellant argues that TEFRA 
violates the origination clause—Article I, 
§7 of the Constitution. He bases his 
argument on the contention that the Senate 
version of TEFRA did not remotely re- 
semble what the House had passed. The 
Senate may amend bills originating in the 
House as long as the bill remains germane 
to the subject matter of the bill. Flint v. 
Stone Tracy Co., 220 U. S. 107 (1911). 
TEFRA was not passed in violation of 
this principle as it remained a revenue bill 
after the Senate amended the Act. See Mil- 
azzo v. United States [84-1 ustc J 9167], 578 
F. Supp. 248 (S. D. Cal. 1984). 


Accordingly, it is Ordered that the judg- 
ment of the district court be affirmed 
pursuant to Rule 9(d)(3), Rules of the 
Sixth Circuit. 
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[1.9175] George Aune, Plaintiff v. United States of America, Defendant. James O. 
Beeker and Sylvia P. Beeker, Plaintiffs v. United States of America, Defendant. O. J. 
Foutch, Plaintiff v. United States of America, Defendant. Steven Jon Lane, Plaintiff v. 
United States of America, Defendant. Eugene V. H. Brasseur, Plaintiff v. United States 
of America, Roscoe Egger, Prescott Berry, W. E. Pecorella, Defendants. Jerry D. Reed, 
Plaintiff v. United States of America, Defendant. Bonnie J. Williams, Plaintiff v. United 
States of America, Defendant. Steven L. & Sa M. Vander Ven, Plaintiffs v. United 
States of America, Defendant. 


U. S. District Court, Dist. Ariz., Nos. CIV 83-1683 PCT CLH, CIV 83-1900 PHX 
CLA MEl Ve 83=1955* PAX CEH, CIV 83-1973 PHX CLH, CIV 83- 2050 PEE CUE Gre 
83-2091 PHX CLH, CIV 83- 2266 PHX CLH; CIV 83- 2285 PHX CLH, 3/13/84, 582 F. 
Supp. 1132. 


[Code Sec. 6702] 


Returns: Frivolous: Penalty: Constitutionality: Self-incrimination.—Frivolous return © 
penalties were properly imposed on individuals who filed incomplete forms that did not 
contain sufficient information upon which to compute their tax liability based on their 
privilege against self-incrimination. Constitutional objections regarding the requirement 
of a hearing before assessment of the penalty, the legislative enactment procedure, and 


vagueness were rejected. Back references: {| 402A.035 and 5595G.02. 
George Aune, Box 1238, Pinetop, Ariz. 85935, for plaintiff. James P. Loss, Assistant 


United States Attorney, Phoenix, Ariz., 
Washington, Ariz. 20530, for defendant. 


Memorandum Opinion and Order 


Harpy, District Judge: These cases in- 
volve common questions of law and fact. 
The Government has moved for summary 
judgment on plaintiffs’ claims seeking a 
judicial determination of their liability for 
penalties assessed by the Internal Revenue 
Service pursuant to Section 6702 of the 
Internal Revenue Code (26 U. S. C.). Sum- 
mary judgment may be granted “if the 
pleadings . . . together with the affidavits, 
if any, show that there is no genuine issue 
as to any material fact and that the moving 
party is entitled to judgment as a matter of 
law.” Fed. R. Civ. P. 56(c). The motions 
for summary judgment will be granted. 


All of the plaintiffs filed income tax re- 
turns for 1982 but did not enter on the 
returns any information about their in- 
comes, the sources of their incomes, exemp- 
tions or even their social security numbers. 
They invoked the protection of the consti- 
tutional privilege against self-incrimination 
guaranteed by the Fifth Amendment as the 
reason for not providing the information. 


They appended to their tax returns (1) 
what is apparently an excerpt from a book 
published by the Arizona Caucus Club, 
which purports to instruct citizens how to 
use the “tremendous powers granted through 
the Constitution and the Bill of Rights... 
[to] restore a Constitutionally-limited gov- 
ernment in which our efforts and earnings 
_ will not be squandered by the bureaucrats;” 
(2) a printed form letter directed to the 


Internal Revenue Service asking how plain- 
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Jack H. Kindsvatter, Department of Justice, 


tiffs can answer all the questions in the 
return without waiving their right to pri- 
vacy under the Fourth Amendment and 
their right against self-incrimination under 
the Fifth Amendment; (3) a photocopy of 
an affidavit by W. Vaughn Ellsworth, a 
notorious tax dodger in this district, who 
was convicted in this court of making a 
false return, averring that he did not do 
so and stating “I cannot recommend that 
anyone fill out information on a 1040 Form 
as commanded by the US (sic) Govern- 
ment, because from first-hand experience 
I know that they can claim a false return 
from the most honest of information;” (4) 
a photocopy of affidavit of Witnesses of 
Trial of W. Vaughn Ellsworth signed by 21 
persons averring that they were present at 
the trial of W. Vaughn Ellsworth and that 
from what they observed they concluded 
“that innocent and honest information given 
by almost any taxpayer can be twisted and 
slanted by a powerful IRS to make it ap- 
pear ‘suspect’;” and (5) a printed document 
entitled Tax Return Appendix to Accom- 
pany Preceding 1040 Form, Letter and 
Affidavits, to which was attached a page 
entitled Excerpts from the Constitution 
and Amendments. These attachments to 
the plaintiffs’ tax returns are typical tax 
dodger materials. 


The Internal Revenue Service determined 
that plaintiffs’ returns were frivolous and, 
pursuant to Section 6702 of the Internal 
Revenue Code (26 U. S. C.), assessed pen- 
alties of $500. After timely paying 15 per- 
cent of the amount of the penalties and 
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filing claims for refund of the amounts so 
paid, as required by Section 6703(c), the 
plaintiffs filed actions in this court for 
determination of their liability for the pen- 
alties. With the exception of the Brasseur 
complaint, the material allegations of all of 
the complaints are verbatim. While not 
verbatim with the other complaints, Count 
I of the Brasseur complaint makes essenti- 
ally the same allegations. All of the com- 
pliants allege that the plaintiffs had claimed 
their “Fifth Amendment right to refuse to 
provide information which might be used 
against them in. later prosecutions . . . by 
taking the Fifth Amendment with respect 
to each individual question which they felt 
might be used against them” and: that they 
could not be penalized for claiming a con- 
stitutional right. All the plaintiffs also al- 
lege that Section 6702 is unconstitutional 
because it was enacted by the Congress in 
violation of Article I, Section 7 of the 
Constitution of the United States, that the 
term “frivolous” in the statute is unconsti- 
tutionally vague, and that the requirement 
of Section 6703 requiring prepayment of at 
least 15 percent of the penalty imposed 
pursuant to Section 6702 as a condition 
precedent to contesting the assessment in 
this court violates the plaintiffs’ Fifth 
Amendment rights to due process of law. 


Validity of the Self-Incrimination Claims 


A taxpayer may invoke the protection of 
the Fifth Amendment and refuse to provide 
information on his tax return which would 
tend to incriminate him. See Garner vw. 
United States [76-1 ustc J 9301], 424 U. S. 
648 (1976); United States v. Sullivan [1 ustc 
{ 236], 274 U. S. 259 (1927). However, to 
validly claim the constitutional privilege, 
a person must be faced with substantial 
hazards of self-incrimination that are real 
and appreciable and not merely imaginary 
and unsubstantial. Umited States v. Neff 
[80-1 ustc J 9397], 615 F. 2d 1235, 1239 (9th 
Cir. 1980). While the constitutional privi- 
lege protects a taxpayer from disclosing 
the source of his income, it does not protect 
him from disclosing the amount of his 
income. United States v. Brown [79-1 ustc 
| 9322], 600 F. 2d 248 (10th Cir. 1979). 
None of the complaints allege that the 
plaintiff is the subject of a criminal in- 
vestigation or has been formally accused 
of a crime. The plaintiffs who have re- 
spanded to the government’s motions for 
summary judgment—Aune, Brasseur, Foutch, 
Reed and Williams—justify asserting the 
Fifth Amendment claims because, among 


1985 Standard Federal Tax Reports 


other things, their social security numbers 
could be used to locate fugitives from jus- 
tice, pursuant to Section 6103(i)(5) of the 
Internal Revenue Code; information re- 
lating to amounts and nature of income 
could be disclosed to federal, state or local 
child support enforcement agencies pursuant 
to Section 6103(1)(6); their occupations 
could “provide any number of links to infor- 
mation that could be useful in an in- 
vestigation;” “wages lead to employment 
information;” “interest leads to banking;” 
“dividends Jead to assets and SEC regula- 
tions;” “rents lead to violations of state laws 
regulating landlords” and “totals for income 
on a return fe// all kinds of stories. . . .” 
(Emphases added). These claims can only be 
characterized as imaginary and wumsubstan- 
tial, The types of information required on 
an income tax return are neutral and do 
not, of themselves, suggest that a taxpayer’s 
response would be incriminating. Further- 
more, the tax protest nature of the materials 
appended to the plaintiffs’ returns suggest 
that their refusal to complete the forms 
is motivated by desire to protest taxes, 
rather than a fear of self-incrimination, 
United States v. Neff, 615 F. 2d at 1240 
Plaintiffs’ self-incrimination claims appear 
to rest on generalized fears that if they are 
forced to fill out their income tax returns 
properly, they somehow would be more 
likely to have criminal charges brought 
against them. Their Fifth Amendment 
claims must be rejected as frivolous. 


Constitutionality of the Statute 


Sections 6702 and 6703 were added to the 
Internal Revenue Code of 1954 (26 U.S. C.) 
by Sections 326(a) and (b) of the Tax 
Equity and Fiscal Responsibility Act of 
1982 (TEFRA), Pub. L. No. 97-248, 96 
Stat. 611 (1982). Section 6702 imposes a 
penalty of $500 on any person who files an 
income tax return that “does not contain 
information on which the substantial cor- 
rectness of the self-assessment [of income 
tax due] may be judged” and the person’s 
conduct is due to “a position which is 
frivolous, or . . . a desire (which appears 
on the purported return) to delay or im- 
pede the administration of Federal income 
tax laws.” The legislative history of TEFRA 
indicates that Congress intended that Sec- 
tion 6702 would deter taxpayers from filing 
frivolous tax returns. S. Rep. No. 97-494, 
Volume 2, 97th Cong., 2d Sess. 277-278, 
reprinted in 1982 U. S. Code Cong. & Ad. 
News 1023-25. The Senate report contained 
four examples of instances in which the Sec- 


q 9175 


87,270 


U.S. Tax ‘Cases 


Aunev. U.S. 


tion 6702 penalty would apply. One was 
where a person filed a return in which 
“many or all of the line items are not filled 
in, except for spurious constitutional ob- 
jections.” Id. 


Plaintiffs first contend that the right to 
due process of law guaranteed by the Fifth 
Amendment requires hearings to determine 
the validity of their claims of privilege 
against self-incrimination before a penalty 
can be assessed. Their contention is in- 
correct. See Riley v. Commissioner [83-1 
ustc § 9254], 566 F. Supp. 21 (S. D. Ohio 
1983); Powell v. Kopman [81-1 ustc { 9383], 
Sil. sSupps 200 (oop Dae New Ys LOSE). 


Next, plaintiffs contend that TEFRA is 
unconstitutional because it was enacted in 
violation of the first clause of Article I, 
Section 7, of the United States Constitution: 


All Bills for raising Revenue shall orig- 
inate in the House of Representatives; 
but the Senate may propose or concur 
with Amendments as on other Bills. 


The bill that ultimately became TEFRA 
originated in and was passed by the House 
of Representatives. The Senate amended 
the bill by striking all the language ap- 
proved by the House, except the enacting 
clause, and inserting a new text. The 
House accepted the Senate version. Frent 
v. United States [83-2 ustc J 9561], 571 F. 
Supp. 739 (E. D. Mich. 1983) That pro- 
cedure has been upheld as constitutional. 
See Flint v. Stone Tracy Co., 220 U. S. 107 
(1911). 


Finally, plaintiffs contend that Section 
6702 is unconstitutionally vague because 
“frivolous” is not defined. One of the defi- 
nitions of “frivolous”? found in Webster’s 
Third New International Dictionary (un- 
abridged) (1976) is “having no basis in law 
or fact.” When an ordinary person exercis- 
ing ordinary common sense can understand 
what conduct is prohibited or penalized by 
statute, the statute is not unconstitutionally 
vague. Arnett v. Kennedy, 416 U. S. 134, 
159 (1974); United States Civil Service Com- 
mission v. National Association of Letter 

s, 413 U. S. 548, 578-79 (1973). The 
f plaintiffs to insert on their 


submit at the hearing on the order to show 
cause, data to support awards of reasonable 


Sanctions for Violating Rule 11 


Before August 1, 1983, the plaintiffs could 
have filed their actions with impunity. How- 
ever, on that date an amendment to Rule 11 
of the Federal Rules of Civil Procedure 
took effect. As amended, the rule now 
states in part: 


~ “The signature of an attorney or party 
constitutes a certificate by him that he 
has read the pleading, motion, or other 
paper; that to the best of his knowledge, 
information, and belief formed after rea- 
sonable inquiry, it is well grounded in 
fact and is warranted by existing law or 
a good faith argument for the extension, 
modification, or reversal of existing law, 
and that it is not interposed for any im- 
proper purpose, such as to harass or to 
cause unnecessary delay or needless in- 
crease in the cost of litigation.... Ifa 
pleading ... is signed in violation of this 
rule, the court, upon motion or upon its 
own initiative, shall impose upon the per- 
son who signed it ... an appropriate 
sanction, which may include an order to 
pay to the other party or parties the 
amount of the reasonable expenses in- 
curred because of the filing of the plead- 
a ae . including a reasonable attorney's 
ee 


The complaints ‘in these cases are not 
warranted by existing law or a good faith 
argument for modification or for the re- 
versal of existing law. They were filed for 
an improper purpose: to continue plaintiffs’ 
campaign to evade payment of federal in- 
come taxes. 


IT IS ORDERED as follows: 


1. Granting the Government’s motions 
for summary judgment as to all plaintiffs 
except Brasseur. 


2. Granting the Government’s motion for 
partial summary judgment on Count I of 
the plaintiff Brasseur’s complaint. 


3. That plaintiffs appear and show cause 
on Monday, April 9, 1984, at 2:00 p.m., why . 
the Court should not find that their com- 
plaints were signed in violation of Rule 11 
of the Federal Rules of Civil Procedure (as 
amended effective August 1, 1983) and i im- 
pose an appropriate sanction. | 


4. That counsel for the Government may 
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Snyder v. U.S. 
[79176] James Dwight Snyder v. United States of America and Commissioner, 


Internal Revenue Service. 


U. S. District Court, Dist. Md., Civil Action No. M-84-3171, 11/14/84. 


[Code Secs. 6861, 7402 and 7429] 


é Jeopardy assessments: Reasonableness: Evidence: Jurisdiction—The court deter- 
mined that it had jurisdiction to review a jeopardy assessment against the taxpayer. The 
taxpayer did not fail to follow proper administrative procedures in filing his request for 
review with the IRS. Consequently, the court found that the IRS’s denial of the tax- 
payer’s request for a redetermination was improper and that it had jurisdiction to 
review the assessment under Code Sec. 7429(b)(1). The court also concluded that the 
assessment should be abated because the government did not prove that it was reasonable 
under the circumstances. Back references: {| 5620.054, 5770.0206 and 5784T.033. 


Michael Marshall, Steinberg, Schlachman, Potler, Belsky & Weiner, 131 E. Redwood 
St., Baltimore, Md. 21202, for plaintiff. Max H. Lauten, Assistant United States Attorney, 
Baltimore, Md. 21201, Edward J. Snyder, S. Martin Teel, Jr., Gregory S. Hrebiniak, 
Department of Justice, Washington, D. C. 20530, for defendants. 


Memorandum and Order 


Miter, Jr., District Judge: This case in- 
volves jeopardy assessments which were 
issued on June 8, 1984 by the Internal 
Revenue Service against the plaintiff, James 
Dwight Snyder, pursuant to 26 U. S. C. 
§ 6861, for the taxable years 1973, 1974, and 
1975 in the amounts of $5,572.46, $14,012.41 
and $19,271.48, respectively (Paper No. 1, 
Exhibit 1). The plaintiff has brought this 
action under 26 U. S. C. § 7429 for a sum- 
mary review of the assessments (Paper No. 


dd 


The defendant has filed a Motion to Dis- 
miss and for Summary Determination in 
its favor (Paper No. 4). Plaintiff has filed 
a Reply Memorandum (Paper No. 5). 


I. Jurisdition. The defendant asserts that 
this court lacks jurisdiction to review the 
jeopardy assessment because the plaintiff 
failed to follow proper administrative 
procedures. The notice of jeopardy assess- 
ment sent to the plaintiff is dated June 9, 
1984. The plaintiff asserts that it was 
received on June 14, 1984, and the de- 
fendant has not disputed this statement. 
Section 7429(a) provides that the Service 
shall redetermine the assessment if the tax- 
payer requests review within thirty (30) 
days after the date “on which the taxpayer 
is furnished the written statement” notifying 
him of the assessment.? Such request for 
review is a prerequisite to the taxpayer 
bringing this action. 


The taxpayer, by his attorney, Scott Mc- 
Larty, mailed a request for review to the 
Service (Paper No. 1, Exhibit 2). The 


1 Section 7429(b) requires that the court de- 
termine the matter within twenty days. Al- 
though more than twenty days have elapsed, 
the court has attempted to resolve the issues 
herein expeditiously and in a summary manner. 
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letter was dated July 8, 1984 and admit- 
tedly received by the Service on July 13, 
1984. The request was denied, however, as 
being not timely filed and because the Serv- 
ice stated that it had no power of attorney 
authorizing Mr. McLarty to represent him. 
The court finds that the request for review, 
received by the Service on July 13, 1984, 
was timely filed. The defendant has pro- 
vided no evidence that the notice of deficiency 
was received prior to the June 14, 1984 date 
asserted by the plaintiff. Furthermore, the 
defendant has indicated no statute or regula- 
tion which requires a power of attorney to 
be filed as a prerequisite to requesting re- 
view under § 7429(a). Therefore, the court 
holds that the defendant’s denial of the 
plaintiff’s request for a redetermination was 
improper, and that this court has jurisdic- 
tion to review the assessment under 


§ 7429(b) (1). 


Il. Review under Section 7429(b). Section 
7429 provides for prompt review of jeop- 
ardy assessments under 26 U. S. C. 8§§ 6861 
and 6862 and termination assessments un- 
der 26 U: S. C. § 6851 to determine the 
reasonableness of the making of the assess- 
ment and the appropriateness of the amount 
assessed. This case involves an assessment 
of taxes under § 6861, which governs jeop- 
ardy assessments of deficiencies in income, 
taxes, estate and gift taxes, and certain 
excise taxes. Section 6861 permits the IRS 
immediately to assess a tax when it be- 
lieves that “the assessment or collection of 
a deficiency . .. will be jeopardized by 
delay.” 


2'The letter sent to Mr. Snyder stated that. 
the request for a redetermination had to be 
made ‘‘within 30 days of the date of this let- 
ter.’ (Paper No. 1, Exhibit 1). This language 
appears to conflict with the express language 


of § 7429(a). sie whe 
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Because an inappropriate jeopardy as- 
sessment could in some cases cause the 
taxpayer “undue hardship,” Congress en- 
acted § 7429 to provide a form of judicial 
review of such assessment actions. S. Rep. 
No. 94-938, 94th Cong., 2d Sess. 363, re- 
printed in 1976 U. S. Code Cong. & Ad. 
News 3439, 3792-93. 


The primary consequence of a jeopardy 
assessment of income taxes is that the IRS 
may immediately proceed to seize property 
of the taxpayer under § 6331(a) of the Code. 
The collection of such an assessment, how- 
ever, may be stayed pending review in the 
Tax Court by the posting of a bond under 
§ 6863(a). In any event, without the tax- 
payer’s consent the Commissioner is prohib- 
ited by § 6863(b)(3) from selling property 
seized for collection pursuant to a jeop- 
ardy assessment until the taxpayer has 
finally exhausted his rights of review in the 
Tax Court, unless certain limited situations 
exist. Congress, therefore, in enacting 
§ 7429 was reacting only to a concern that 
the taxpayer would suffer “undue hardship” 
as a result of his being suddenly deprived 
of the use of the property. S. Rep. No. 
94-938, supra at 360-61, U. S. Code Cong. 
& Ad. News at 3790. 


Section 7429 provides, on an expedited 
basis, a very limited judicial review of the 
jeopardy assessment actions. Section 7429(b) 
provides that 


“the district court shall determine whether 
or not— 


(A) the making of the assessment un- 
der section 6851, 6861, or 6862, as the 
case may be, is reasonable under the cir- 
cumstances, and 


(B) the amount so assessed or de-~ 
manded as a result of the action taken 
under section 6851, 6861, or 6862, is ap- 
propriate under the circumstances.” 


Section 7429(g) states that the government 
has the burden of proof as to the reason- 
ableness of any jeopardy assessment, and 
the taxpayer has the burden of proof on the 
issue of the appropriateness of the amount 
of the assessment. See Revis v. United 
States ioe: : ‘usTC set spe F. ea 1071, 


790; United States v. Doyle 81-1 usSTC 
9165], 494 F. Supp. 1041, 1041-42 (Wis. 
1980); Haskin v. United States [78-1 ustc 
f 9197], 444 F. Supp. 299, 304 (N. D. Cal. 
1977). 


In determining whether the jeopardy as- 
sessment is reasonable and appropriate, 
“the court is to take into account not only 
information available to the Service at the 
time of the assessment but also any other 
information which bears on the issues.” S. 


Rep. No. 94-938, supra at 365, U. S. Code © 


Cong. & Ad. News at 3794. The court may 
take into account information which the 
Service knew when it made the decision as 
well as any information which has subse- 
quently become available. S. Rep. No. 
94-938, supra at 364 n. 4, U. S. Code Cong. 
& Ad. News at 3794; Revis, 558 F. Supp. 
at 1074-75; Loretto v. United States [78-1 
ustc J 9110], 440 F. Supp. 1168, 1173 (E. D. 
Pa. 1977). The legislative history of § 7429, 
therefore, clearly indicates that the court 
should not be limited to a review of the 
information upon which the Service relied, 
Revis, 558 F. Supp. at 1074-75; Loretto, 440 
F. Supp. at 1173. 


The standard for determining whether an 
assessment is reasonable and appropriate 
under the circumstances has been described 
as something more than “not arbitrary and 
capricious” and something less than “sup- 
ported by substantial evidence.” See e.g., 
Penner v. United States [84-2 ustc 9 9775], 
582 F. Supp. 432, 434 (S. D. Fla. 1984); 
Revis, 558 F. Supp. at 1074; Berkery v. 
Untted States [82-1 ustc 9398], 544 F. 
Supp. 1, 5 (E. D. Pa. 1982); Nolan, 539 F. 
Supp. at 790; Loretto, 440 F. Supp. at 1172. 


Ill. Application. The plaintiff asserts that 
the imposition of the jeopardy assessment 
is unreasonable and unjustified. The de- 
fendant claims that jeopardy justifying the 
assessment may be inferred from the plain- 
tiff's prior criminal conviction in this court. 
The plaintiff was convicted by jury, on 
December 2, 1981, for failure to file tax 
returns for 1973, 1974, and 1975, under 26 
U. S. C. § 7203; evasion of income tax for 
1974 and 1975, under 26 U. S. C. § 7201; and 
concealment of assets, under 26 U. S. C. 
Eclat United States v. Snyder, Criminal. 
No. R-81-0250 (D. Md. 1981). This con- 

tion is currently on ARS! to the e Roast 
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(W. D. Va. 1946), aff'd [47-1 ustc 9229], 
160 F. 2d 836 (4th Cir. 1947); Robinson v. 
Boyle, 46 A. F. T. R. 2d 80-5078, 80-2 
ustc 9524 (E. D. Va. 1980); Hamilton v. 
United States, 48 A. F. T. R. 2d 82-5395, 
81-1 ustc 79325 (E. D. Va. 1981). In each 
of these cases, the court made a finding 
that there was at least probable cause to 
believe that the taxpayers were engaged 
in illegal business activities and considered 
this sufficient to support a finding that the 
jeopardy assessment was reasonable. There 
is no evidence here that any of Mr. Snyder’s 
business dealings are illegal. ; 


Courts, however, have taken into con- 
sideration in determining the reasonableness 
of jeopardy assessments facts which are 
relevant here: (1) that the taxpayer had 
transferred or attempted to transfer prop- 
erty to put it beyond the reach of the 
government, Robinson [80-2 ustc [9712], 46 
AFTR 2d 80-5078, French v. United States, 44 
AFTR 2d 79-5653, 79-2 ustc 79538 (E. D. 
Okla. 1979) ; Noell v. United States, 43 AFTR 
2d 79-1194, 79-1 ustc $9389 (S. D. Cal. 
1979); (2) that the taxpayer had failed to 
report his income on tax returns, McAvoy v. 
Internal Revenue Service [79-2 ustc § 9470], 
475 F. Supp. 297 (W. D. Mich. 1979); 
Zion Coptic Church, Inc. v. United States, 
44 AFTR 2d 79-5022, 79-1 ustc J 9325 (S. D. 
Fla. 1979) ; Erath v. United States, 43 AFTR 
2d 79-1192, 79-1 ustc {9397 (S. D. Cal. 
1979) ; and (3) that the taxpayer had con- 
cealed or attempted to conceal assets, 
Robinson, 46 AFTR 2d 80-5078; McAvoy 
[79-2 ustc J 9470], 475 F. Supp. 297; Zion 
Coptic Church, Inc., 44 AFTR 2d 79-5022; 
Bremson v. United States [79-1 ustc J 9110], 
459 F. Supp. 121 (W. D. Mo. 1978) ; Nichols 
uv. United States, 43 AFTR 2d 79-835, 79-1 
ustc 79193 (E. D. Cal. 1978). These facts 
all exist in the present case. 


The jeopardy assessments in the cases 
cited above, however, all appear to have 
been issued within a short time after the 
factual situation which justified the assess- 
ment was discovered. In the present case, 
the defendant was convicted in December, 


? Because the court finds that the imposition 
of the assessment was unreasonable, it need 
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1981, yet the jeopardy assessment was not 
issued until June 8, 1984. Section 7429(g) 
requires the court to determine whether the 
jeopardy assessment is “reasonable under 
the circumstances.” The defendant has 
presented no evidence regarding the cause 
of the delay in making the assessment, nor 
has it come forward with any evidence that 
during the two and a half years following 
the conviction the taxpayer has made any 
further attempts to evade taxes or conceal 
assets. 


It appears that, as the plaintiff suggests, 
the defendant issued the jeopardy assess- 
ment to avoid paying to the plaintiff a 
refund which the parties, in the fall of 1983, 
apparently agreed was due the plaintiff for 
the years 1971 and 1972. There is no 
evidence that Congress intended the jeopardy 
assessment procedure to be utilized for such 
a purpose. Furthermore, the plaintiff con- 
tends that throughout the period of time 
during which he has had disputes with the 
IRS, he has made no attempt to conceal 
himself or his assets and has not conveyed 
any property. The defendant has presented 
no evidence which indicates otherwise, nor 
has it presented any evidence that normal 
procedures for assessment of a deficiency, 
26 U. S. C. § 6211 et seg. could not be 
followed here. 


Without such further evidence, the court 
cannot find that the defendant’s ability to 
collect the tax would be prejudiced by de- 
lay. Therefore, the court finds that the 
defendant has failed to meet its burden of 
proving that the jeopardy assessment was 
reasonable under the circumstances, and the 
assessment must be abated.° 


Accordingly, it is this 14 day of No- 
vember, 1984, by the United States District 
Court for the District of Maryland, Ordered: 


(1) That the defendant abate the jeopardy 
assessment issued against the plaintiff on 
June 8, 1984. 


(2) That the Clerk mail a copy of this 
Memorandum and Order to counsel for the 
parties. 


not examine the appropriateness of the amount 
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U.S. v. Martin 


[7.9177] United States of America, Plaintiff-Appellee v. William Thomas Martin, 
Defendant-Appellant. 


U. S. Court of Appeals, 11th Circuit, No. 83-3534, 12/5/84.—(747 F2d 1404.) Aff’g in 
part and rev’g in part unreported DC decision. 


[Code Sec. 7212] 


Crimes: Attempts to interfere with administration of Internal Revenue laws: Inter- 
ference: Filing of false letters of complaint—A federal court of appeals upheld a convic- 
tion of a businessman for endeavoring to impede or obstruct the due administration of the 
Internal Revenue Code. The businessman sought to hinder the investigation of his tax 
liability by trying to undermine the investigating agent’s credibility, by filing a false 
complaint against the agent, which accused the agent of various acts of misconduct, and by 
trying to orchestrate a plan whereby one of his employees was to plant narcotics on the 
agent’s person. Although Code Sec. 7212 did not expressly provide for the punishment of 
filing false complaints, the court broadly construed the statutory language as authorizing 
the conviction in light of the evidence presented. The court, however; reversed two 
other counts of the conviction for aiding and abetting the crime of possession with the 
intent to distribute controlled substances, since the businessman was the only person 
charged with the principal offense and could not very well be pumehed for aiding and 
abetting himself. Back references: {| 5721.24. 


John E. Lawlor III, Assistant United States deotaee. Taekeonvinte: Fla, 32202, for 
plaintiff-appellee. Harris Brown, 1500 American Heritage Life Bldg., Jacksonville, Fla. 


32202, for defendant-appellant. 


Before GopBotp, Chief Judge, HILL Es THORNBERRY *, Circuit Judges. 


GopBoLp, Chief Judge: This case involves 
a taxpayer who arranged to plant drugs on 
an IRS auditor and filed false complaints 
with the IRS in order to discredit the 
auditor and hinder an investigation. Count I 
charged that the defendant: 


knowingly, willfully, and intentionally 
did attempt to possess with intent to 
distribute a controlled substance, to wit, 
marijuana, a Schedule I controlled sub- 
stance, and cocaine, a Schedule II con- 
trolled substance, in violation of Title 21, 
United States Code, Sections 841(a)(1) 
and 846, and Title 18, United States Code, 
Section 2, 


Section 841(a)(1) punishes possession with | 


intent .to distribute, Sec. 846 punishes at- 
tempt to commit any of the offenses in that 
chapter, and Sec. 2 punishes aiding and 
abetting any offense against the United 
States. 


Count II charged that Martin: 


_ knowingly and corruptly did endeavor to 
intimidate and impede Patrick J. O’Neill, 
an employee and Revenue Agent of the 

Internal Revenue Service, Department of 

the Treasury, while said potnide ee 

‘ a Neil n al capac 


discussions, and 


defendant William Thomas Martin did 
endeavor to acquire a controlled sub- 
stance and secrete the same in the auto- 
mobile of Patrick J. O’Neill so that 
Patrick J. O’Neill would be unjustly 
charged and prosecuted for the unlawful 
possession of a controlled substance, in 


violation of Title 26, United States Code, 


Section 7212(a) and Title 18, United 

States Code, Section 2. 

Count III charged that Martin endeav- 
ored to obstruct and impede the administra- 
tion of the Internal Revenue Code by filing 


the false complaint about Agent O’Neill in © 


violation of Sec. 7212(a). 


We reverse the convictions on counts I 


and II and affirm the conviction on count 
ela 
I. Background 


The government presented the following 
scenario. IRS agent O’Neill met defendant 
Martin while conducting an audit of Mar- 
tin’s business. Martin suggested that he 
and O’Neill settle the audit “man to man” 
and Martin also discussed kickbacks and 
suggested that O’Neill come to his place of 
business on a Saturday. 


O’Neill informed his supervisor of these 
the SuPer Use. ordered: 
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inspector. From September 1981 through 
February 1982 O’Neill met with defendant 
from time to time. During those meetings 
defendant never offered to bribe O’Neill. 


In mid-November 1981 Martin asked one 
of his employees, Norwood, to purchase 
cocaine and place it in the agent’s car in 
order to discredit the agent. Norwood re- 
fused. 


On November 17 Martin asked Grist, 
another of his employees, to purchase either 
marijuana or cocaine and plant it in 
O’Neill’s car. Martin gave Grist a check 
for $100 to accomplish this end. Grist in- 
stead spent the money for truck parts. 
Several days after giving Grist the money, 
Martin asked Grist if he had purchased the 
drugs to plant on the agent. Once he was 
given the money and told to buy the drugs, 
Grist believed that Martin was serious 
about the scheme. Inspector Clark, who 
monitored all meetings between O’Neill 
and Martin, testified that on November 18 
he saw Martin approach O’Neill’s car and 
try to open all the doors and the trunk of 
the car. 


Grist never agreed to plant the drugs 
and never purchased any drugs or took any 
step in that direction. He pretended to go 
along with Martin’s scheme because he 
feared losing his job. ; 


On January 22 and February 18, 1982 
O’Neill informed defendant that as a result 
of the audit additional taxes of $25,000 
were owed to the IRS. On February 17 
Martin filed a complaint with the IRS’s 
problem resolution office in Jacksonville, 
Florida, charging O’Neill with harassing 
and threatening Martin and his employees, 
frequently missing appointments with Mar- 
tin, failing to return Martin’s files, and 
arriving for one audit under the influence 
of drugs. The government showed at trial 
that these allegations were false. 


A jury convicted Martin on all counts. 
II, Counts I and IT f 


Counts I and II charged Martin with 
aiding and abetting, by reference to 18 
USS! Cy Sec, 2) That statute cdoes not ¢s- 
tablish a separate crime of aiding and abet- 
ing,” U. S. v. Pearson, 667 F. 2d 12, 13 (5th 
Cir. 1982) (en banc), but rather an alterna- 
tive charge that permits one to be found 
guilty as a principal for aiding or procuring 
someone else to commit the offense. It 


allows a jury to find one guilty of an of- 
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fense even though he did not commit all 
the acts constituting the elements of the 
substantive crime aided. 


Aiding and abetting need not be spe- 
cifically alleged in the indictment; as- 
suming the evidence supports it, the accused 
can be convicted of aiding and abetting 
so long as the jury is instructed on it. 
U. S. v. Griffin, 705 F. 2d 434, 436 (11th 
Cir. 1983). One must, however, aid or abet 
or procure someone else to commit a sub- 
stantive offense. U. S. v. Masson, 582 F. 2d 
961, 963 (5th Cir. 1978). One cannot aid or 
abet himself. 


The difficulties in this case with counts I 
and II arise from the presence of several 
factors: the affirmative inclusion of aiding 
and abetting in these two counts, though it 
was not required to be alleged, the failure 
to charge any person other than Martin of 
a principal offense, and the giving of a jury 
instruction on aiding and abetting “other 
persons” when under the evidence no per- 
son other than Martin committed a princi- 
pal offense. 


Taking count I as an example, the only 
principal offense charged is attempt to pos- 
sess with intent to distribute. The only 
person charged with committing that of- 
fense is Martin. The indictment can be 
read, therefore, as charging an offense not 
known to the law, i.e., Martin’s aiding and 
abetting himself. 


Alternatively the indictment can be read 
as intending to charge Martin with aiding 
or abetting someone else who committed a 
principal offense. But it is silent on what 
that principal offense is alleged to be and 
on the existence of a principal actor. 


Before trial Martin moved to dismiss 
the indictment on the ground that counts 
I, II and III did not state facts sufficient 
to constitute an offense and that counts I 
and II were duplicitous. The motion was 
denied. The denial is not necessarily re- 
versible error; defects in an indictment can 
be harmless or can be cured by instructions 
to the jury. Ford v. U. S., 273 U. S. 593, 
602, 47 S. Ct. 531, 534, 71 L. Ed. 793 (1927). 
At trial Martin moved for judgment of 
acquittal, and he filed post-verdict motions 
as well. 


Martin could hardly have been prejudiced 
by inability to prepare a defense insofar as 
developing evidence was concerned. As 


‘the evidence came out at trial, the only 
-actors other than Martin were Grist and, to 


a nominal extent, Norwood. Their testi- 
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mony was relevant to the validly alleged 
substantive charge of attempt committed by 
Martin himself and both testified. 


The deficiencies in the indictment were, 
however, inextricably entangled in the pre- 
sentation of the case to the jury. With 
respect to culpability based upon agency, 
the jury was instructed: 


The guilt of an accused in a criminal 
case may be established without proof 
that he personally did every act constitut- 
-ing the offense alleged. The law recog- 
nizes that, ordinarily, anything a person 
can do for himself may also be accom- 
plished by him through direction of an- 
_ other person as his agent, or by acting in 
concert with, or under the direction of, 
another person or persons in a joint ef- 
fort or enterprise. 


Immediately thereafter it was instructed on 
aiding and abetting and joint participation. 
First, the court read 18 U. S. C. Sec. 2. 
Thereafter it said: 


So, if the acts or conduct of an agent, 
employee or other associate of the De- 


fendant are willfully directed or author- | 


ized by him, or if the Defendant aids and 
abets another person by willfully joining 
together with such person in the commis- 
sion of a crime, then the law holds the 
Defendant responsible for the acts and 
conduct of such other persons just as 
though he had committed the acts or 
engaged in such conduct himself. 


Of course, mere presence at the scene 
of a crime and knowledge that a crime is 
being committed are not sufficient to es- 
tablish that a Defendant either directed 
or aided and abetted the crime unless 
you find beyond a reasonable doubt that 
the Defendant was a participant and not 
merely a knowing spectator. 


In other words, you may not find any 
Defendant guilty unless you find beyond 
a reasonable doubt that every element of 
the offense as defined in these instructions 
was committed by some person or per- 
sons, and that the Defendant willfully 
participated in its commission. 
‘The instructions on aiding or abetting 
were not justified. Under the undisputed 
evidence, the only “other persons” that 


Martin could have aided or abetted were 


d Norwood, and neither of = 


the indictment and gave continued life to 
them. The jury were, in effect, told that 
they could convict Martin for aiding or 
abetting Grist or Norwood. The jury could 
have concluded that Martin’s actions alone 
(or in combination with actions of Grist 
and Martin) were sufficient to constitute the 
principal crime of attempt to possess. But, 
bearing in mind the evidence of aborted 
efforts by Martin to get someone else to 
acquire possession of contraband and plant 
it in the agent’s car, the jury may have 
concluded that Martin’s actions (either 
alone or in combination with those of Grist 
and Norwood) simply did not progress far 
enough beyond preparation to cause Martin 
to be guilty as principal for the substantive 
crime of attempt. If so, the jury, unable 
to find all elements of the principal offense, 
may have turned to aiding or abetting, 
which need not include all elements of the 
principal offense. We cannot exclude the 
possibility that the jury convicted Martin 
of offenses alleged improperly, not cured 
by jury instructions, and not supported eid 
the evidence. 


What we have said with respect to count 
I applies as well to count II. The convic- 
tions on both counts must be reversed. 


III. Section 7212(a) 


Count III charged that Martin: 
knowingly and corruptly did endeavor to 
obstruct and impede the due administra- 
tion of Title 26, United States Code, by 
filing with the Internal Revenue Service 
a written complaint in which [he] falsely 
stated that Revenue Agent Patrick J. 
O’Neill, who was then conducting audits 
of defendant William Thomas Martin’s 
personal tax returns and the corporate 
tax returns of Mechanical Systems Spe- 
cialties, Inc. had (1) threatened, harassed 
and verbally abused — defendant Martin 
and his employees and accountants dur- 
ing the course of his audit; (2) without 
notice failed to appear for scheduled audit 
appointments with defendant Martin; and 
(3) appeared for an audit appointment 
with defendant Martin while under the 
influence of a controlled substance; in 
violation of Title 26, United ‘States Code, 
Section 7212(a). j 


Martin contends that Sec. 7212(a) does 
not | criminalize the conduct — ‘din 
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The House report states: 


-Subsection (a) of this section, relating 
to the intimidation or impeding of any 
ofhcer or employee of the United States 
acting in an official capacity under this 
title, or by force or threat of force at- 
tempting to obstruct or impede the due 
administration of this title is new in part. 
This section provides for the punishment 
of threats or threatening acts against 
agents of the Internal Revenue Service, 
or any other officer or employee of the 
United States, or members of the families 
of such persons, on account of the per- 
formance by such agents or officers or 
employees of their official duties. This 
section will also punish the corrupt solici- 
tation of an internal revenue employee. 


Subsection (a) of this section is broader 
than Section 111 of Title 18 of the United 
States Code, relating to persons assault- 

ing, resisting, or impeding certain officers 
or employees of the United States while 
engaged in the performance of their offi- 
cial duties, in that it covers threats of 
force (including any threatening letter 
or communication) or corrupt solicitation. 


H. R. Rep. No. 1337, U. S. Code Cong. & 
Admin. News 1954, pp. 4017, 4574. 


The statute’s terms are broad: 


Whoever corruptly or by force or threats 
of force (including any threatening letter 
or communication) endeavors to intimi- 
date or impede any officers or employee 
of the United States acting in an official 
capacity under this title, or im any other 
way corruptly or by force or threats of 
force (including any threatening letter or 
communication) obstructs or impedes, or 
endeavors to obstruct or impede, the due 
administration of this title, ... (Emphasis 
added). 


The legislative history does not purport to 
limit this broad language. Congress was not 
required to list in the legislative history 
every conceivable corrupt endeavor to avoid 
waiving the statute’s application to one type 
of corrupt endeavor. Moreover, the last 
sentence of the first paragraph, quoted 
above from the House report, is in the con- 
jective. 


Caselaw under the general obstruction of 
justice statute, 18 U. S. C. Secs. 1503, 1505, 
aids in the construction of this statute, be- 
cause it contains similar “corruptly endeavor” 
language. U.S. v. Williams, 644 F. 2d 696, 
699 n. 11,700 n. 15 (8th Cir. 1981). The 
Fifth Circuit defined corruptly within the 
corrupt endeavor language of Sec. 1503 as 


with “‘improper motive or with bad or 
evil or wicked purpose.’” U. S. v. Partin, 
552 F. 2d 621, 642 (5th Cir.), cert. denied, 
424 U. S. 903, 98 S. Ct. 298, 54 L. Ed. 2d 189 
(1977). In U. S. v. Griffin, 589 F. 2d 200 
(Sth Cir.), cert. denied, 444 U. S. 825, 100 
S. Ct. 48, 62 L. Ed. 2d 32 (1979), relied upon 
by the Eighth Circuit in Wiliams, the 
Fifth Circuit, in considering Sec. 1503, did 
not limit the broad language of the section 
but asked the general question whether the 
defendant’s conduct tended to obstruct jus- 
tice. The court said: 


Congress may use a term that conveys 
the type of conduct regulated rather than 
enumerate all the specific instances within 
the legislation. (citations omitted). The 
obstruction of justice statute was drafted 
with an eye to “the variety of corrupt 
methods by which the proper administra- 
tion of justice may be impeded or thwarted, 
a variety limited only by the imagination 
of the criminally inclined.” Anderson v. 
United States, 6 Cir. 1954, 215 F. 2d 84, 
cert. denied, 348 U. S. 888, 75 S. Ct. 208, 
99 L. Ed. 698. 


Td. at 206-07. The Supreme Court in Osborn 
Vii UerSe 305 UW. (S21623, 33187 Ss Ct. 429, 
434, 17 L. Ed. 2d 394 (1966), defined en- 
deavor within Sec. 1503 as “any effort... 
to do or accomplish the evil purpose that 
section was intended to prevent.” Guided 
by the definitions and caselaw applying to 
the similar general obstruction of justice 
statute, we hold that the allegations of 
Count III state an offense and that the 
proof was adequate to-sustain the convic- 
tion.’ 


Judge Thornberry’s dissent seems to 
express his concern that the filing of any 
false complaint might be treated as a viola- 
tion of Sec. 7212(a). What we hold, first, 
is that the allegations concerning the filing 
of this particular false complaint, which 
charged inter alia that Agent O’Neill 
“threatened, harrassed, and verbally abused 
defendant Martin and his employees and 
accountants during the course of his audit” 
and that O’Neill “appeared for an audit 
appointment with defendant Martin while 


-under the influence of a controlled sub- 


stance,” and that by filing the complaint 
Martin knowingly and corruptly endeavored 
to obstruct and impede the due administra- 
tion of Title 26, state an offense under Sec. 
7212(a). Second, we hold that the evidence 
was sufficient to submit Count III to the 


jury. 


1 Defendant moved for judgment of acquittal 
on Count ITI. 
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The dissent states that “Martin did not 
corruptly endeavor to impede or obstruct 
the administration of Title 26 by filing his 
complaint against Agent O’Neill.” The jury 
was instructed on what constituted an en- 
deavor to obstruct and impede the due 
administration of the Internal Revenue 
Code and on what “corruptly” meant. The 
jury found against Martin on these issues. 


The dissent also expresses concern that 
O’Neill encouraged Martin to file a com- 
plaint if he was dissatisfied with O’Neill’s 
performance. There was, indeed, evidence 
to this effect. But Martin asserted a de- 
fense of entrapment to Count III, the court 
charged the jury on entrapment, and the 
jury rejected the defense. 


IV. Jury Instructions 


Martin requested an instruction on dimin- 
ished capacity which he contends should 
have been given so that the jury might 
consider whether he could form the intent 
required for conviction on the three counts. 
Of the three counts, only count I, which 
charged attempt, is a specific intent crime. 
Diminished capacity applied only to specific 
intent crimes. See U. S. v. Castaneda-Reyes, 
703 F. 2d 522, 525 (11th Cir. 1983). Since 
count I must be reversed on other grounds 
and the requested instruction is inapplicable 
to count III, we need not address its cor- 
rectness. 


Martin’s remaining contentions are with- 
out merit. 


The convictions under counts J and II are 
REVERSED. The conviction under count 
Ill is AFFIRMED. 

Dissenting Opinion 

THORNBERRY, Circuit Judge, concurring in 
part and dissenting in part: Although I 
concur with the bulk of the Court’s opinion, 
I dissent from the Court’s holding as to 
Count III of the indictment. Count III 
charged that Martin knowingly and cor- 
ruptly did endeavor to obstruct and impede 
the due administration of Title 26, United 
States Code, by filing with the Internal 
Revenue Service a written complaint in 
whch [he] falsely stated that Revenue 
Agent Patrick J. O’Neill, who was then 
conducting audits of defendant William 
Thomas Martin’s personal tax returns and 
F _ the corporate tax returns of Mechanical 


Systems Specialties, Inc. had (1) threat- 
ened, harassed and verbally abused defen- 
dant Martin and his employees and 
accountants during the course of his audit; 
(2) without notice failed to appear for 
scheduled audit appointments with defen- 
dant Martin; and (3) appeared for an audit 
appointment with defendant Martin while 
under the influence of a controlled sub- 
stance; in violation of Title 26, United 
States Code, Section 7212(a). 


In my opinion, the factual allegations of 
this count do not state a crime within the 
meaning of Section 7212(a). That section 
provides criminal liability for 


Whoever corruptly or by force or threats 
of force (including any threatening letter 
or communication) endeavors to intimi- 
date or impede any officers or employees | 
of the United States acting in an official 
capacity under this title, or in any other 
way corruptly or by force or threats of 
force (including any threatening letter or 
communication) obstructs or impedes, or 
endeavors to obstruct or impede, the due 
administration of this title, .... 


The Court concludes that Martin’s filing a 
false complaint falls within the “in any 
other way” language of Section 7212(a). 
That holding, however, may inhibit a tax- 
payer from filing a complaint when he feels 
an IRS agent has mishandled his audit. 
Furthermore, in this case Agent O’Neill 
encouraged Martin to file a complaint if he 
was dissatisfied with the agent’s perform- 
ance. There is no evidence that Martin 
failed to follow IRS procedures in filing his 
complaint, and he did not file the complaint 
until the audit was almost complete. While 
I do not condone the filing of false com- 
plaints, in many cases a complaint may, in 
fact, further the proper administration of 
Title 26 by exposing an agent’s improper 
conduct or mistake. It is, therefore, inad- 
visable for this Court to stifle the filing of 
complaints with the IRS by raising the 
specter of criminal liability under Section 
7212(a). Martin did not corruptly endeavor 
to impede or obstruct the administration of 
Title 26 by filing his complaint against 
Agent O’Neill. Rather, he merely availed 
himself of a normal, legal, and proper ave- 
nue of appeal that the agent had himself 
urged upon him. I do not think that filing 
a complaint that turns out to be false is a 
violation of Section 7212(a). 


z 
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it 9178] United States of America, Plaintiff-Appellee v. Wiley F. Green, Defendant- 
Appellant. 


U. S. Court of Appeals, 7th Circuit, No. 84-1075, 2/4/85.—(757 F2d 116.) Affirming 
unreported District Court decision. 


[Code Sec. 7203] 


Crimes: Failure to file returns: Willful failure to file returns: Miscellaneous de- 
fenses: Good faith: Instruction to jury.—A dentist, who filed various protest documents 
in place of or in connection with his tax returns and filed amended returns for such 
years with each line item filled in with the words object self-incrimination, was con- 
victed for failure to file a proper return and was sentenced to one year of incarceration 
with six months of the sentence suspended. The court of appeals, in affirming the tax- 
payer’s conviction, rejected the plethora of objections that the taxpayer raised in citing 
error at the trial court level. Although the government failed to identify the taxpayer 
during its case-in-chief, the district court did not act improperly in denying the taxpayer’s 
motion to dismiss for failure to properly identify him as the defendant because his iden- 
tification could be inferred from all the facts and circumstances that were in evidence. 
Further, the district court did not abuse its discretion in allowing the government to: 
reopen its case so that the government could present an IRS agent to specifically identify 
the taxpayer because the jury could logically infer the taxpayer’s identity as that of the 
defendant from all the testimony and exhibits presented during the government’s case. 
Secondly, the district court did not commit prejudicial error when it allowed the govern- 
ment to introduce the amount of the taxpayer’s income, its source, reason for receipt, 
and time of receipt because such evidence related to the issue of the taxpayer’s intent 
or willfulness in failing to file a return as well as to the taxpayer’s Fifth Amendment 
good faith defense. Further, although the taxpayer was compelled to testify on cross- 
examination against his will concerning the computation of his tax liability for the years 
in question, the trial court did not commit reversible error because once the taxpayer took 
the stand to testify, his privilege against self-incrimination was lost for purposes of 
cross-examination as to matters reasonably related to his direct examination. Thirdly, 
the jury instruction, concerning the adequacy of information necessary in order for a 
return to constitute a proper return, failed to strip the taxpayer of his right to assert 
a good faith Fifth Amendment self-incrimination defense since the jury instruction 
related only to the failure to file a proper return and not to the element of intent. 
Further, the taxpayer’s argument that a second jury instruction, concerning the Fifth 
Amendment good faith defense, was erroneous because it improperly commented on the 
evidence was rejected by the ‘court as being a proper statement of the law. Also, the 
good faith Fifth Amendment privilege instruction was not too limited because the dis- 
trict court, in addition to instructing the jury on the interplay between the good faith 
defense and the Fifth Amendment privilege, also instructed the jury that the taxpayer’s 
conduct was not willful if his actions were due to a good faith misunderstanding of the 
law. Finally, the district court did not improperly comment on the evidence when it 
instructed the jury that the Fifth Amendment does not apply to income derived from 
legitimate activities. By way of illustration, the district court used the taxpayer’s pro- 
fession of dentistry as an example of a legitimate activity. Back references: { 5709.095, 
5709.1187, and 5709.40. 


David J, Ryan, Assistant United States Attorney, Indianapolis, Ind. 46204, for 
plaintiff-appellee. John F. Ittenbach, Cottrell, Ittenbach, Helbert & Sheeks, 7212 North 
Shadeland, Indianapolis, Ind. 46250, for defendant-appellant. 

Before Escupacu and Correy, Circuit Judges, and Grant, Senior District Judge.* 


Correy, Circuit Judge: The defendant, Southern District of Indiana for three 


Wiley F. Green, appeals his conviction in 
the United States District Court for the 


* The Honorable Robert A. Grant, Senior Dis- 
trict Judge of the United States District Court 


for the Northern District of Indiana, is sitting 


by designation. 

126 U. S. C. § 7203 states: 

‘‘Any person required under this title to pay 
any estimated tax or tax, or required by this 
title or by regulations made under authority 
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counts of failure to file an income tax re- 
turn in violation of Title 26 U. S. C. § 7203." 


thereof to make a return (other than a return 
required under authority of § 6015 or § 6016), 
keep any records, or supply any information, 
who willfully fails to pay such estimated tax 
or tax, make such return, keep such records, or 
supply such information, at the time or times 
required by law or regulations, shall, in addi- 
tion to other penalties provided by law, be. 
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For the calendar years 1976, 1977, and 1978, 
the defendant was sentenced to one year of 
incarceration with six months of the sen- 
tence suspended. We affirm. 


Wy 


The facts of this case are undisputed. 
The appellant, Wiley F. Green, is a dentist 
who resides in Zionsville, Indiana. He and 
his wife filed joint tax returns for the years 
1972 through 1974. He testified that based 
upon his experiences while serving in the 
Army, together with the information he 
received while attending various seminars 
regarding a citizen’s constitutional rights, 
he began to question the government’s con- 
stitutional authority to tax. Thus, begin- 
ning in the year 1975 Green requested that 
his employer, the University of Indiana, 
withhold no taxes from his paycheck since 
he contended he had incurred no federal 
income tax liability for the taxable year 
of 1974. 


Between 1976 and 1978, the appellant filed 
various protest documents in place of or 
in connection with his tax return.’ Warn- 
ing letters were sent to the defendant by 
the Internal Revenue Service (IRS) for 
-each year that the defendant filed an im- 
proper return. Following his third year of 
filing deficient returns, IRS Special Agents 
contacted the appellant regarding his tax 
return deficiencies. He then filed amended 
returns for each of the three years inscribing 
on each line the statement “object self- 
incrimination.” Based on his continued fail- 
ure to file proper tax returns, the defendant 
was indicted, tried and convicted for failure 
to file a proper return in violation of Title 
26 U. S. C. § 7203 for the years 1976 through 
1978. 


Green appeals this conviction alleging 
that the government failed to sufficiently 
identify him as the defendant at trial. He 
also asserts that the district court abused 
its discretion in allowing evidence to be 
received at trial detailing his income and 


in allowing him to be cross-examined on 


guilty of a misdemeanor and, upon conviction 
thereof, shall be fined not more than $10,000, 
or imprisoned he more than one ene, or both, 


bee amended in 1982 by Pub. L} 
rrease the maximum penalty to — 


\ 


certain tax computations. Next, he con- 
tends that the district court submitted 
several erroneous jury instructions concern- 
ing the sufficiency of the information to — 
be disclosed on his tax returns and the na- 
ture of his Fifth Amendment Sue faith 
defense. 


TE 


A. Identification of the defendant. The 
appellant initially contends that the dis- 
trict court improperly denied the defend- 
ant’s motion to dismiss based upon the 
government’s failure to properly identify 
the individual in the courtroom as the de- 
fendant, Wiley F. Green.: We hold that 
the appellant’s argument is without merit. 


This court, in United States v. Weed, 689 
F. 2d 752 (7th Cir. 1982), held that while 
“an in-court identification of the accused 
is an essential element in the establishment 
of guilt beyond a reasonable doubt 
identification can be inferred from all the 
facts and circumstances that are in evi- 
dence.” Jd. at 754. In this case, at the close 
of the government’s case-in-chief, the dis- 
trict court had before it various stipulations 
entered into between the parties at the 
beginning of trial that had been signed by 
the defendant, Wiley F. Green. When the 
government offered these stipulations into 
evidence, the only objections raised by 
Green were to their materiality and rele- 
vance. In fact, Green’s counsel at trial 
stated that he objected “since we have 
offered to stipulate that the defendant in 
this case has earned sufficient income... .” 
Similarly, the defense counsel failed to ob- 
ject properly to the prosecution’s reference 
to the “defendant” throughout its case-in- 
chief and since there was only one defend- 
ant in this case there was no opportunity 
for confusion or mistake. Id. at 756. Thus, 
the district court did not act improperly 
in denying the defendant’s motion to dis- 
miss for failure to properly identify the 
defendant during the government’s case-in- 
chief. It should be noted that the district 
court allowed the government to reopen 
this as an exemption from withholding in the 
following year. The evidence, however, revealed 
that Green did in fact incur a federal income 
tax liability of $2,114.67 for 1974. 

3In the 1975 protest document he stated that 
he had received only 740, See a dollars 
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its case-in-chief and present an IRS agent 
who specifically identified the defendant as 
Wiley F. Green. Green contends that the 
district court abused its discretion in al- 
lowing the government to reopen its case 
_ in order that they might identify him as the 
defendant. However, the district court is 
invested with broad, discretionary powers 
in allowing a party to reopen its case. See, 
e.g., United States v. Papia, 560 F. 2d 827, 
849 (7th Cir. 1977). “The trial judge must 
meet situations as they arise and to do this 
must have broad power to cope with the 
complexities inherent in the adversary 
process. . . . The judge’s control over the 
proceedings must necessarily be substantial. 
. In the final analysis, the admissibility 
and the scope of examination of witnesses 
must be determined by the trial court in 
the exercise of its discretion. . . .” Caruth 
v. Pinkney, 683 F. 2d 1044, 1051 (7th Cir. 
1982). We disagree with Green that the dis- 
trict court judge abused his discretion in 
allowing the government to reopen its case 
in order to present the IRS agents who 
could specifically identify Green as the 
defendant. Certainly, this evidence was 
relevant and did not prejudice Green in any 
manner. Further, the jury could very log- 
ically infer his identity as that of the de- 
fendant from all of the testimony and 
exhibits presented during the government’s 
case. Thus, the added specific identification 
of Green as the defendant after the re- 
opening of the government’s case was, at 
best, cumulative evidence of his identity. 


B. Evidentiary matters. The defendant 
next argues that the district court com- 
mitted prejudicial error when it allowed 
the government to introduce the amount 
of the defendant’s income during the years 
in question into evidence since the defend- 
ant was willing to stipulate that he had 
made enough income during these years 
to be required to file a return. The district 
court allowed not only the introduction of 
the amount of the defendant’s income into 
evidence, but also allowed evidence con- 
cerning its source, reason for receipt, and 
time of receipt. Clearly, all of this informa- 
tion was introduced and properly received 
into evidence as it related to the issue of 
the defendant’s intent or “willfulness” in 
failing to file a return, a fact that the de- 


4 But whether or not the amount of income 
was relevant, its admission did not unduly 
prejudice the defendant’s case. The evidence 
concerning the amount of the defendant's in- 
come ranged from approximately $15,000 in 1976 
to $21,000 in 1978. The defendant apparently 
argues that the amounts were introduced in an 
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fendant was obviously not willing to stipu- 
late. The evidence as to the income’s 
source, reasons for receipt, etc., was particu- 
larly relevant since the defendant based 
his defense upon his good faith belief in 
claiming the Fifth Amendment right against 
self-incrimination on his tax return. The 
evidence as to the amount of income derived 
from the various sources and the time 
that those amounts were received was also 
relevant as it related to the defendant’s 
Fifth Amendment good faith defense since 
it detailed the percentage of the defendant’s 
income from its various sources from 
wages, dividends, and interest for the tax 
years in question.* Further, on many of 
the documents introduced into evidence, 
such as Green’s canceled checks, he often 
stamped the back with a notation protest- 
ing the constitutionality of Federal Reserve 
Notes. Certainly, this evidence was relevant 
in assessing his intent in failing to file his 
tax returns. See United States v. Moore 
[80-2 ustc J 9627], 627 F. 2d 830, 832, 833 
n. 1 (7th Cir. 1980) (This notation on the 
back of the checks was relevant since Green 
deposited the amount of money reflected on 
the check into his account at the bank and, 
thus, the evidence tended to undercut his 
own assertion that he believed those dol- 
lars to be worthless). 


The defendant also contends that he was 
compelled to testify on cross-examination 
against his will concerning the computation 
of his tax liability for the years in ques- 
tion. The appellant is correct in his asser- 
tion that every citizen of the United States 
must be guaranteed a free choice to admit, 
deny, or refuse to answer any questions, 
except that once he takes the stand to 
testify this privilege against self-incrimina- 
tion is lost for purposes of cross-examina- 
tion as to matters reasonably related to his 
direct examination. Brown v. United States, 
356 U. S. 148, 155-56 (1958); Neely v. 
Israel, 715 F. 2d 1261, 1264 (7th Cir. 1981). 
(“The rationale is that a witness who 
foregoes his right not to testify cannot 
then claim that he is immune from cross- 
examination on matters that he has chosen 
to put in dispute through his direct testi- 
mony.” Jd.) When determining the “relation 
to the subject matter of one’s direct exam- 
ination” both the United States Supreme 


attempt to unduly sway the jury with the 
argument that the defendant had gotten away 
with not paying his fair share of the tax 
burden that all of us bear. We fail to under- 
stand how these amounts would inflame the 
jury that the defendant had somehow circum- 
shes dN the aha as to spt pay his fair share. 
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Court and our court have liberally inter- 
preted the extent of the defendant’s direct 
examination for purposes of establishing 
the proper scope of the cross-examination. 
See Neely, 715 F. 2d at 1264, interpreting 
United States v. Havens, 446 U. S. 620, 628 
(1980); see also United States ex rel. Doss 
v. Bremer, 685 F. 2d 1003, 1013 (7th Cir. 
1982). 

The defendant in this case testified on 
direct examination that he compared the 
possible penalties for failure to file against 
his possible tax liability. He explained that 
since the possible penalties were much 
greater than the tax liability incurred if 
he did file a legitimate return, he must 
have sincerely believed in his cause since 
he was willing to accept those penalties 
by not filing a return. He was then asked 
to disclose how he computed his liability 
and the basis for those computations for 
the years in question.’ Green objected to 
the inquiry concerning the basis for his 
computation and claimed his Fifth Amend- 
ment privilege; but, the district court or- 
dered him to answer. It is clear, based 
upon the rule regarding the scope of the 
cross-examination as set forth in Brown, 
Havens, and Neely, supra, that it was not 
an abuse of discretion for the court to re- 
quire Green to disclose the basis for his 
tax computation during the years in ques- 
tion since he was responsible for raising 


the issue of his tax computation during his 


direct examination. 


C. Improper Jury Instructions. The dis- 
trict court instructed the jury that if a 
tax return does not contain any information 
relating to a taxpayer’s income from which 
a tax may be computed, it cannot be classi- 
fied as a return within the meaning of the 
Internal Revenue Code. This instruction 
was derived from the decision in United 
States v. Porth [70-1 ustc § 9329], 426 F. 2d 
519, 523 (10th Cir.), cert. denied, 400 U. S. 
824 (1970) (“A taxpayer’s return which 
does not contain any information relating 
to the taxpayer’s income from which the 
tax can be computed is not a return within 
the meaning of the Internal Revenue Code 


.’). The defendant now raises on appeal 
an issue he failed to raise before the trial 
court, namely, that this instruction “de- 
stroyed the credibility of [his] testimony 
at trial in regard to [his] defense of a 
good faith misunderstanding of the law.” 
Appellant’s brief at 14. He also renews his 
argument that Porth itself was incorrectly 
decided, an argument previously presence 
to the district court. ‘er 


Although we are unable to ponpeehana 
what Green intends to assert when he 
argues that this instruction “destroyed [his] 
credibility . . . in regard to [his] defense 
of a good faith misunderstanding of the 
law,” we hasten to note that because of his 
failure to object to this instruction on this 
basis at the district court level, our review 
is limited to one of plain error under Fed. 
R. Crim. P. 52(b).° However, it obviously 
was neither plain error nor error in the first 
instance for the district court to give this 
instruction. since it was consistent with — 
our decision in United States v. Verkuilen 
[82-2 ustc [9618], 690 F. 2d 648 (7th 
Cir. 1982). 


The petitioner apparently assumes that 
this instruction negates his assertion of 
his Fifth Amendment good faith defense to 
a charge of willful failure to file a proper 
income tax return. However, this jury 
instruction cannot be read in isolation. See, 
e.g., Wilk v. American Med. Ass’n., 719 F. 2d 
207, 218-19 (7th Cir. 1983). In this case, 
the jury was initially instructed that there 
are three elements to the offense of failure 
to file a proper tax return: (1) the defend- 
ant earned more than $750.00 and was re- 
quired to file a return; (2) the defendant 
failed to file a return; and (3) the defendant 
did so willfully. The jury was also in- 
structed that the government must prove 
all three elements of the crime beyond a 
reasonable doubt and that the defendant 
could claim as a defense his Fifth Amend- 
ment right against self-incrimination if in 
fact he had a good faith belief that dis- 
closure of certain information on his tax 
return may subject him to criminal prose- 
cution. The jury instruction to which the 


_*In this case the district court Judge asked 


information by which to assess the defendant’s 
good faith claim. 

6 Fed. R. Crim. P. 52(b) provides: 

“Plain errors or defects affecting ere 
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defendant refers does not strip him of his 
right to assert his good faith Fifth Amend- 
ment self-incrimination defense since the 
jury instruction relates only to the failure 
to file, and not the element of intent. As 
stated by this court in Verkuilen, 690 F. 2d 
at 654, a case very similar to the one 
before us in that the defendant also typed 
on most of the lines of his tax return the 
phrase “object: self-incrimination,” “A tax 
form which does not disclose sufficient 
information from which tax liability can be 
calculated is not a tax return under the 
Internal Revenue Code.” Further, we stated 
in United States v. Moore [80-2 ustc { 9627], 
627 F. 2d 830 (7th Cir. 1980), that “[t]he 
determination of what is an adequate re- 
turn is a legal question and it was proper 
for the district court to decide that ques- 
tion.’” Id. at 834. Thus, the jury instruction 
regarding the adequacy of the information 
contained in the return was entirely proper. 


Green also urges us to overrule the line 
of cases in this circuit following the Porth 
decision since, Green contends, Porth was 
incorrectly decided. He argues that the 
decisions cited in Porth do not support 
Porth’s “conclusive” presumption that the 
failure to include sufficient information 
within a return does not constitute a proper 
tax return for purposes of § 7203. This 
circuit, however, has recognized the under- 
pinnings of the Porth decision and has 
followed its rationale: 


“Porth relied in part on earlier Supreme 
Court cases which considered the defini- 
tion of a return in another context. These 
cases indicate that it is not enough for a 
form to contain some income informa- 
tion; there must also be an honest and 
reasonable intent to supply the informa- 
tion required by the tax code. ... In 
the tax protester cases, it is obvious that 
there is no ‘honest and genuine’ attempt 
to meet the requirements of the code. 
In our self-reporting tax system the 
government should not be forced to ac- 
cept as a return a document which plainly 
is not intended to give the required 
information.” 


Id. at 835 (citations omitted). In this case, 
Green fails to make the distinction between 
the § 7203 crime of failure to file a return, 
which includes as one of its elements the 
willful or intentional failure to file, and 
one of the § 7203 elements that the govern- 
ment must prove, namely the failure to 
file the return itself. The jury instruction 
in this case obviously pertained only to the 
element of “failure to file.” Porth accurately 
states the law and the district court was 
correct in giving this instruction, as far 
as delineating the failure to file element of 
a § 7203 violation. 


Finally, the defendant argues that the 
Fifth Amendment “good faith” defense jury 
instruction was erroneous since it improperly 
commented on the evidence; it implied that | 
only persons engaged in criminal activity 
can take the Fifth Amendment; and was 
too narrow in scope since it did not inelude 
language instructing that the jury could 
consider the defendant’s “honest” belief in 
the appropriateness of his actions in assert- 
ing his Fifth Amendment privilege on his 
tax return." We reject the defendant’s argu- 
ment and hold that the jury instruction was 
a proper statement of the law. 


The instruction given in this case. was 
clear, concise, and consistent with the in- 
struction recently approved by our court in 
United States v. Verkuilen [82-2 ustc 
{ 9618], 690 F. 2d 648 (7th Cir. 1982) where 


we stated: 


“An individual who refuses to disclose 
the amount of his income derived from 
a legitimate source on the grounds that 
such disclosure would violate his Fifth 
Amendment privilege against self-incrimi- 
nation has improperly invoked and as- 
serted the Fifth Amendment privilege, 
unless he can show some possibility that 
such a disclosure may lead to a criminal 
prosecution. 
* ok x 


“An improper invocation of the Fifth 
Amendment is not an adequate justifica- 
tion for failure to file a tax return.” 
Id. at 654. Green, however, characterizes 
the instruction given in this case as limiting 


™ The jury instruction to which the defendant 
objects is as follows: 
. “You are instructed that a taxpayer may not 
avoid filing a required income tax return by 
claiming his privilege against self-incrimination 
unless the taxpayer in good faith believes that 
if he furnishes this information on his tax re- 
turn that the revelation of such information 
would subject him to possible prosecution for 
violation of criminal laws. However, the Fifth 
Amendment privilege does not give a person the 
right to withhold the required information on 
the return concerning items the disclosure of 
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which would not incriminate him. 

“Revelation of income from legitimate activ- 
ities in which no criminal activity was involved 
would not constitute self-incrimination. For 
instance, legitimate income from business or 
the profession of dentistry would not come 
within the Fifth Amendment privilege as as- 
serted by this defendant. 

“In other words, a defendant is Roauined to 
have a good faith belief that revealing his in- 
come would, in fact, violate other criminal laws 
before he could lawfully rely on a Fifth Amend- 
ment privilege not to incriminate himself.’’ 


q 9178 


87,284 


U.S. Tax Cases 


U.S. vu. Green 


the Fifth Amendment privilege against self- 
incrimination to criminals only. We agree 
with the defendant’s assertion only insofar 
as that the Fifth Amendment privilege 
“serves as a protection to the innocent as 
well as to the guilty ...’ and, thus, pro- 
tects all citizens. Ullmann v. United States, 
350. U.S. 422, 427 (1956). Certainly a person 
does not need to assert the Fifth Amend- 
ment privilege if he or she does not fear 
criminal prosecution for his acts; but if 
there is a justifiable fear of prosecution, 
that person may invoke the privilege. 
Garner v. United States [76-1 ustc § 9301], 
424 U. S. 648, 650 (1976). The instruction 
in this case stated that the person claiming 
the Fifth Amendment privilege must have 
a good faith belief in his/her claim, which 
' rests upon a legitimate fear that disclosure 
could subject that person to possible crimi- 
nal prosecution. As made clear in Verkuilen, 
it is the defendant’s burden to make some 
“colorable”’ showing. Verkuilen, 690 F. 2d 
at 654. If, as in this case, the return fails 
to reveal any apparent threat of self-in- 
crimination, it then becomes the defendant’s 
responsibiilty to ‘“ ‘show that answers to 
[the questions] might incriminate him’, 

This does not mean that the defendant 
must confess the crime he has sought to 
conceal by asserting the privilege. The law 
does not require him ‘to prove guilt to avoid 
admitting it, . But neither does the law 
permit the defendant to be the final arbiter 
of his own assertion’s validity.” United 
States v. Neff [80-1 ustc J 9397], 615 F. 2d 
1235, 1240 (9th Cir. 1980) (citations 
omitted). 


The defendant, in the alternative, asserts 
that the good faith Fifth Amendment privi- 
lege instruction in this case was too limited 
and that the district court erred when it 
rejected his proposed jury instruction that 
the jury may consider the defendant’s 
“honest” belief in taking his Fifth Amend- 
ment privilege. As it concerns the intent or 
wilfullness element of a § 7203 violation, 
Green appears to be arguing that the dis- 
trict court should have defined “willful” 
using “bad faith” or “bad purpose” termi- 


nology. However, we do not agree that the 
defendant’s position is a correct statement 
of the law. Willful in the tax crime stat- 


be given. United States v. Pomponio, 429 
UneSs at 113): 9729S), Cty rat 24: %aMoore 5627 
F. 2d at 833 (citations omitted). Thus, since 
the Supreme Court’s decision in Pomponio 
and our decision in Moore, the “bad faith’ 
instruction, which the defendant in this case 
apparently proposes, need not be given by the 
district court. See also United States v. Koli- 
boski, 732 F. 2d 1328, 1331 n. 2. (7th: Cir: 
1984). In this case, the district court in- 
structed that before the defendant could be 
found guilty the government had to prove 
beyond a reasonable doubt that he had 
voluntarily and intentionally violated a 
known legal duty. The district court, in 
addition to instructing the jury on the 
interplay of the good faith defense and the 
Fifth Amendment privilege defense, also 
instructed that the defendant’s conduct 
was not “willful” if his actions wert due 
to a good faith misunderstanding of the 
law. These instructions correctly embodied 
the applicable law when a person is prose- 
cuted for violating § 7203; thus we approve 
of the jury instruction given by the district 
court. 


Here, the government introduced the 
defendant’s tax returns into evidence for 
the years 1972 through 1974, and also intro- 
duced copies of letters from the IRS for 
the years 1975 through 1978 explaining that 
his returns failed to meet the legal require- 
ments. Considering that Green never did 
file proper returns for the years 1975 
through 1978, the government more than 
carried its burden of proof in demonstrat- 
ing that the defendant voluntarily and 
intentionally violated a known legal duty 
even after he had been repeatedly advised. 
It was then up to the defendant to rebut 
the government’s evidence by demonstrat- 
ing that he had a legitimate good faith be- 
lief that he may have been subject to 
prosecution if he disclosed the requested 
tax information. Green, however, failed to 
present this defense. 


Finally, the defendant argues that the 
district court improperly commented on the 
evidence in its instruction to the jury when 
the court explained, using the practice of 
dentistry as an example, that the Fifth 
Amendment does not apply to income de- 
rived from legitimate activities, As made 
clear | decision in Verkuilen, the in- 

ved from legitimate activities does 
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incrimination. By way of illustration, and 
to ensure that the jury properly considered 
the evidence in this case, the district court 
properly instructed the jury that if it found 
that the defendant earned Jegitimate income 
from his practice of dentistry, he would 
not have properly -asserted his Fifth 
Amendment privilege. The district court 
was correct in instructing the jury in this 


manner given that invocation of the Fifth 
Amendment privilege against self-incrimi- 
nation does not apply to income earned 
from legitimate activities. Thus, the district 
court’s instruction was proper and did not 
deprive the defendant of a fair trial. 


The decision of the district court is 
AFFIRMED. 


{7.9179} Donald A. and Judith W. Peck, Petitioners-Appellants v. Commissioner of 
Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 9th Circuit, Ca. No. 83-7751, 2/1/85.—(752 F2d 469.) Affirm- 
ing the decision of the Tax Court, 43 TCM 291, Dec. 38,719(M), TC Memo 1982-17. 


[Code Sec. 482] 


Allocation: Deductions: Arm’s-length transaction: Income: Leasing arrange- 
ments.—A transfer-leaseback of improved rent-producing real properties to a controlled 
corporation by individual taxpayers was valid for federal income tax purposes. Payments 
made by the individual taxpayers constituted deductible rent. However, the Commissioner 
acted within his authority under Code Sec. 482 in determining that the amount of rent 
that the taxpayers paid to the controlled corporation exceeded that of an arm’s-length 


transaction. To the extent the rental deduction was excessive, it was disallowed. Back 


references: {[ 1382.0715 and 2993.0181. 


Harry J. Kaplan, San Jose, Calif., for petitioners-appellants. Elaine Ferris, Depart- 
ment of Justice, Washington, D. 'C. 20530, for respondent-appellee. 


Before TANG, SCHROEDER, and BrEeEzer, Circuit Judges. 


Opinion 


PER Curtam: The Commissioner of Inter- 
nal Revenue (“Commissioner”) examined 
the Pecks’ income tax returns for calendar 
years 1974, 1975, and 1976. The Commis- 
sioner issued notices of deficiency for each 
tax year, disallowing deductions for rent 
paid by the Pecks to Peck Leasing, Ltd. 
(“Leasing”), a corporation controlled by 
the Taxpayers. The Tax Court rejected 
the complete disallowance of the rental 
deduction but held that the rental deduction 
was excessive. It reduced the rental deduc- 
tion by an amount representing gardening 
expenses and twenty-five percent of the 
property taxes and mortgage payments 
which the Pecks also paid. The Tax Court 
found that to the extent of such “excessive” 
rent, “income [had] been shifted from one 
commonly controlled entity to another” and 
the Commissioner properly disallowed the 
Pecks’ rent deduction by this amount. The 
court therefore sustained a reduced rental 
deduction under 26 U. S. C. § 482. We 
affirm the Tax Court’s decision. 


1 No appraisal testimony was received by the 
Tax Court. 
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il 
Facts and Proceedings Below 


As of 1974, the Pecks owned eight par- 
cels of improved real property that was 
valued at $950,000.00 and subject to a total 
secured indebtedness of $506,585.00. For 
local property tax assessment purposes the 
land was valued at $283,000.00 and the 
improvements at $662,000.00.* 


The Pecks formed Leasing in 1974 and 
conveyed to it the land, but not the im- 
provements, in exchange for all of Leas- 
ing’s stock. The land was conveyed subject 
to the terms of several security instru- 
ments, but the Pecks agreed to pay the 
indebtedness secured by the underlying mort- 
gages or deeds of trust and hold Leasing 
harmless from the secured debt. The Tax 
Court determined that Leasing was formed 
for a legitimate business purpose: the 
leasing of automobiles and the generation 
of income in the event of an unexpected 
termination of the professional activities 
of Donald Peck. The Tax Court also 


values are reasonable determinations of fair 


market value. ’ 
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found that Leasing used the rental income 
- to acquire vehicles for lease. 


Leasing leased the land back to the 
Pecks for a thirty-year term with two 
ten-year renewal options.” Under the lease- 
back, the Pecks were required to pay 
gardening expenses and real estate taxes. 
The Pecks continued to make mortgage 
payments on the notes secured by the eight 
parcels. The annual rent, $24,870.00, was 
calculated to yield nine percent ® of the fair 
market value of the leased land. The lease 
provided for adjustments to the rent ac- 
cording to the Consumer Price Index every 
five years during the lease term. 


The Commissioner disallowed all of the 
deductions for rent under I. R. C. § 482 
and determined deficiencies for the years 
1974, 1975, and 1976. According to the 
Commissioner, the annual rental did not 
reflect what would have been charged had 
the parties dealt at arm’s-length. He argued 
that the disallowance was necessary to pre- 
vent evasion of taxes or to reflect clearly 
the income of the Taxpayers and Leasing. 
The Pecks petitioned for a redetermination 
of their taxes, challenging the section 482 
adjustments. 


The Tax Court found that the rent 
deduction was valid but reduced the amount 
of the deduction by the full amount of the 
gardening expenses and twenty-five percent 
of the property taxes and mortgage pay- 
ments. 
unlikely an unrelated lessee in petitioners’ 
position would have paid $24,870 per year 
for the use of the land while also carrying 
responsibility for taxes, mortgage payments, 
and gardening expenses ....” 


II 
Analysis 


The Commissioner is authorized to allo- 
cate income and deductions between related 
taxpayers to prevent evasion of taxes or to 
reflect income clearly. Section 482 of the 
Internal Revenue Code states: 

In any case of two or more organizations, 
trades, or businesses (whether or not 
incorporated, whether or not organized 

h ited States, and whether or not 


The court found that it was “highly 


tween or among such organizations, 
trades, or businesses, if he determines 
that such distribution, apportionment, or 
allocation is necessary in order to prevent 
evasion of taxes or clearly to reflect the 
income of any of such organizations, 
trades, or businesses. 
26 U. S. C. § 482. Section 482 permits the 
Commissioner to place a controlled taxpayer 
on an equal footing with an uncontrolled tax- 
payer so that the true taxable income of the 
controlled taxpayer is equivalent to that of an 
uncontrolled taxpayer. Treas. Reg. § 1.482-1 
(b)(1). The Commissioner may examine 
income for understatement and may make 
adjustments, apportionments, or allocations 


of gross income and deductions that are 


necessary to effect parity between con- 
trolled and uncontrolled taxpayers. Id. See 
generally 3 B. Bittker, Federal Taxation of 
Income, Estates and Gifts ch. 79 (1981); 
Comment, Section 482 and the Nonrecogn- 
tion Provisions: Resolving the Conflict, 77 
Nw. U. L. Rev. 670 (1982). 

Section 482 gives the Commissioner broad 
discretion to place controlled taxpayers in 
the same position as uncontrolled taxpayers 
dealing at arms-length. Aristar, Inc. v. 
United States [77-1 ustc § 9361], 553 F. 2d 
644, 646 (Ct. Cl. 1977); Philipp Brothers 
Chemicals, Inc. v. Commissioner [70-2 ustc 
1 97231;44352 Razd53.oo7a(2d Gir 970): 
The burden of persuasion is upon the tax- 
payer to show error in the Commissioner’s 
allocation, and the allocation must be sus- 
tained unless it is unreasonable, arbitrary, 
or capricious. Oil Base, Inc. v. Commis- 
sioner [66-2 ustce $9497], 362 F. 2d 212, 
214 (9th Cir.), cert. denied, 385 U. S. 928, 
S755 9 @ts  2odsntdg hope dared 9211, (1960), 
see Engineering Sales, Inc. v. United States 
[75-1 ustc J 9347], 510 F. 2d 565, 569 (Sth 
Cir. 1975). Factual determinations by the 
Tax Court will be accepted on appeal 
unless they are clearly erroneous. See 
Thompson v. Commissioner [80-2  ustc 
79773], 631 F. 2d 642, 646 (9th Cir. 1980), 
cert. dened, 452 U. S. 961, 101 S. Ct. 3110, 
69 L. Ed. 2d 972 (1981). Similarly, factual 
determinations by the Commissioner will be 
accepted on appeal if they are supported 
by substantial evidence. B. Forman Co. v. 
Commissioner [72-1 ustc J 9182], 453 F. 2d 
1144, 1152 a Cie) cert. denied, 407 U. ue 
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real estate taxes imposed upon the land. 
These expenses are normally borne by the 
landlord or, if shifted to the tenant by the 
lease, result in a concomitant reduction of 
the fair market rent for the property.* 
The Commissioner quite properly did not 
allow the controlled taxpayer to have it 
both ways. See Treas. Reg. § 1.61-8(c) 
(“As a general rule, if the lessee pays 
any of the expenses of his lessor such 
payments are additional rental income of 
the lessor.”); Treas. Reg. § 1.162-11(a) 
(“Taxes paid by a tenant to or for a land- 
lord for business property are additional 
rent... .”). If the Pecks were negotiating 
from an arm’s-length position, they would 
not have paid the gardening expenses and 
the annual real estate taxes in addition to 
approximately $25,000.00 in annual rent. The 
economic result of the Pecks’ transaction 
with Leasing was to shift from Leasing 
to the Pecks an obligation to pay expenses 
in excess of fair market rent. 

As to the mortgage payments, the Pecks 
argue that they transferred the land to Leas- 
ing free of encumbrances and that this 
transaction must be recognized for tax 
purposes. They argue that because they, 
not Leasing, are responsible for the mort- 
gage, the Tax Court erred in reducing their 
rent deduction by twenty-five percent of 
the mortgage payments. 

The petitions ignore the purpose of sec- 
tion 482. The purpose is to place controlled 
taxpayers on an equal footing with uncon- 
trolled taxpayers so that the true taxable 
income of the controlled taxpayer is equiv- 
alent to that of an uncontrolled taxpayer. 
Treas. Reg. § 1.482-1(b)(1). The Tax Court 
found that the Pecks’ computation of the 
rental charge “lacked any element of bar- 
gaining” and that they did “not come for- 
ward with any reliable evidence that those 
are terms that would have been arrived 
at had the parties dealt at arm’s-length.” 
The Tax Court determined that it was 
“highly unlikely an unrelated lessee in 
petitioners’ position would have paid $24,870 
per year for the use of the land while also 
carrying responsibility for taxes, mortgage 
payments, and gardening expenses ... .” 

As previously noted, the burden of per- 
suasion is upon the taxpayer to show error 


4“Fair market value’’ is defined as ‘‘the 
price at which the property would change 
hands between a willing buyer and a willing 
seller, neither being under any compulsion to 


buy or sell and. both having reasonable 
knowledge of relevant facts.’’ Treas. Reg. 
§ 20.2031-1(b). See generally Goldberg, Fair 


Market Value in the Tax Law: Replacement 
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in the Commissioner’s allocation. Oil Base, 
Inc. v. Commissioner [66-2 ustc J 9497], 362 
F. 2d 212, 214 (9th Cir.), cert. denied, 385 
U. S. 928 (1966). Furthermore, this court 
will not reverse the factual findings of the 
Tax Court unless they are clearly erro- 
neous. See Thompson v. Commissioner [80-2 
ustc J 9773], 631 F. 2d 642, 646 (9th Cir. 
1980), cert. denied, 452 U. S. 961 (1981). 
The Pecks failed to meet their burden in 
the Tax Court, and we cannot say that the 
findings of the Tax Court are clearly 
erroneous. 


The decision of the 
AFFIRMED. 


DaxueGOUntee1S 


Dissenting Opinion 


BEEzER, Circuit Judge, dissenting in part: 
I concur in the court’s opinion with respect 
to reducing the rent deduction taken by 
the taxpayers in an amount equal to gar- 
dening expenses and twenty-five percent of 
property taxes. These expenses are usually 
and customarily paid by landlords from 
the proceeds of rental income. 


However, when the Tax Court reduced 
the rental deduction of Peck by twenty-five 
percent of the mortgage payments made 
by the taxpayers, it. assumed that it was 
Leasing’s legal obligation to make those 
payments. There is no evidence in the 
record from which I can find that Leasing 
is under any obligation to assume or pay 
any portion of the mortgage. The Tax 
Court, in effect, has rewritten the.agree- 
ment between Leasing and Peck to require 
Leasing to bear the burden of twenty-five 
percent of the mortgage payments on real 
property which it purchased for full and 
fair consideration. Concomitantly, the Tax 
Court has reduced the value of the Leasing 
common capital stock purchased by Peck 
in an amount equal to the shifted mortgage 
installments. This allocation between the 
taxpayers and their related corporation is 
totally unnecessary to place controlled tax- 
payers in the same position as uncontrolled 
taxpayers dealing at arms-length. To the 
extent that the Tax Court shifted the con- 
sequences of mortgage payments in the 
guise of an adjustment to fair market 
rental, I respectfully dissent. 


Value or Liquidation Valwe, 60 Texas L. Rev. 
833 (1982). Similarly, a ‘‘fair market rent’ 
would be the rent charged by a willing lessor 
to a willing lessee, neither being under any 
compulsion to lease and both having reasonable 
knowledge of relevant facts. Cf. Treas. Reg. 
§ 1.482-2(c)(2) (defining ‘‘arm’s length rental 


charge’’). 
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[79180] United States of America, Plaintiff-Appellee v. Ronald E. Latham, De- 
fendant-Appellant. 


U. S. Court of Appeals, 7th Circuit, No. 83-2686, 2/4/85.—(754 F2d 747.) Affirming 
an unreported District Court case. ‘ 
[Code Secs. 7203 and 7205] 


Tax evader: District Court: Subject matter jurisdiction: Jury instructions: Speedy 
Trial Act.—A convicted tax evader unsuccessfully argued that the district court was 
without subject matter jurisdiction, that a special grand jury can investigate only orga- 
nized crime activities and that the district court improperly refused his jury instructions, 
improperly excluded evidence and violated his rights under the Speedy Trial Act. 
Denying the tax evader’s motion for dismissal, the court found that: (1) the tax evader’s 
argument that the district court was without subject matter jurisdiction was meritless 
because Title 26 violations are offenses against the laws of the U. S. and are clearly 
within federal district court jurisdiction; (2) special grand juries have broad investigative 
powers and are not restricted to investigating only organized crime activities; (3) all of 
the district court’s jury instructions were proper; (4) the same standard of relevance 
was uniformly and equally applied to both parties; and (5) the Speedy Trial Act was 


not violated because the tax evader’s trial began within 70 non-excludable days. 


Back 


references: {| 5709.0945, 5709.1183, 5709.1187 and 5711A.20. 


Thomas J. Scdrza, Assistant United States Attorney, Chicago, Ill. 60604, for plaintiff- 
appellee. Andrew B. Spiegel, 77 W. Washington, Chicago, Ill. 60602, for defendant-appellant. 
Before CummINGs, Chief Judge, Correy, Circuit Judge, and CAMPBELL, Senior District 


Judge.* 


Correy, Circuit Judge: The defendant, 
Ronald E. Latham, appeals his conviction 
for willful failure to file income tax re- 
turns and for filing false W-4 statements 
in violation of 26 U. S. C. §§ 7203 and 7205, 
respectively. We affirm. 


if 


On December 13, 1982, the defendaut was 
charged in a six-count indictment with 
failure to file income tax returns for the 
calendar years 1980 and 1981, in violation 
of 26 U. S. C. § 7203, and with filing false 
W-4 statements on four separate occasions 
during the years 1980, 1981, and 1982, in 
violation of 26 U. S. C. § 7205. The defend- 
ant was convicted by a jury on all counts 
and sentenced by the district court to two 
concurrent one-year terms to be followed 
by a five-year probationary period; however, 
the sentence was stayed pending this appeal. 


On appeal, Latham challenges his con- 
viction on five grounds. He claims that 
(1) the district court lacked jurisdiction 
over his prosecution under 18 U. S. C. 
§ 3231 since jurisdiction under that statute 
is limited to offenses defined in Title 18 
only; (2) the special grand jury that in- 
dicted him exceeded its oe since it 


defendant’s claim of ooo of { jarisdiction is 


crime activities only; (3) the district court 
erred when it improperly instructed the 
jury and abused its discretion when it re- 
fused the theory of law he proffered as a 
defense instruction; (4) the district court 
abused its discretion in excluding certain 
evidence offered by the defendant; and (5) 
his rights under the Speedy Trial Act were 
violated, 18 U. S. C. § 3161 e¢ seg. 


II. 


A. Issues controlled by Koliboski. The 
first three issues raised by the defendant 
relating to jurisdiction, grand jury powers, 
and the jury instructions, are controlled by 
our recent decision in Umted States v. Koli- 
boskt, 732 F. 2d 1328 (7th Cir. 1984). The 
defendant in Koliboski was indicted on sim- 
ilar charges by the same grand jury that 
indicted this defendant. As in this case, 
Koliboski argued that the district court 
was without subject matter jurisdiction 
unders18 Woe Gos 323 a Wiesstejected 
Koliboski’s claim as “silly,” holding that 
Title 26 violations are offenses against the 
laws of the United States and thus are 
clearly within federal district court juris- 
diction under § 3231.* Id. at 1329. Thus, the 
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Koliboski further resolves Latham’s claim 
that a special grand jury can investigate 
only organized crime activities. In Koli- 
boski we held that special grand juries are 
not restricted in their scope to investigat- 
ing organized crime only. Jd. at 1330 (‘“Spe- 
cial grand juries have broad investigative 
powers. Section 3332(a) directs these grand 
juries to ‘inquire into offenses against the 
criminal laws of the United States alleged 
to have been committed within that dis- 
trict.’ ... The legislative history confirms 
the breadth of the general mandate be- 
stowed by this section. These grand juries 
are not restricted to investigating only or- 
ganized crime activities.”). Thus, based 
upon our holding in Koliboski the special 
grand jury which indicted Latham did not 
exceed its authority. 


The Koliboski decision also disposes of 
two of Latham’s other claims with regard 
to improper jury instructions. Latham’ 
contends that the district court improperly 
refused his instruction defining “income” 
as distinct from ‘gross income,” This 
instruction was intended to enforce his claim 
that he in good faith believed that wages 
are not income for taxation purposes. As 
we stated in Koliboski, a claim of this nature 
is without merit. Jd. at 1329 n. 1. Latham’s 
wages were and are income; thus, his pro- 
posed jury instruction was a misstatement 
of the law and the district court properly 
refused to adopt the same in the instructions. 


Latham argues also that the district 
court erred in refusing to instruct the jury 
that in order for a violation of the tax laws 
to be “willful” the violation must be the 
product of a “bad purpose.” The district 
court’s instruction correctly paraphrased 
the “voluntary, intentional violation of a 
known legal obligation” jury instruction 
that we approved in Koliboski and United 
States v. Moore [80-2 ustc { 9627], 627 F. 2d 
830 (7th Cir. 1980). The Supreme Court in 
United States v. Pompomio [76-2 ustc J 9695], 
429 U.S. 10 (1976), held this instruction to 
be the proper definition of willfulness in a 
prosecution for violations of the Tax Code. 
No further “bad purpose” instruction is re- 
quired. See Koliboskt, 732 F. 2d at 1331 n. 2. 


The other jury instructions proffered by 
the defendant are equally inane. Thus we 
hold that the district court did not err in 


2“The statute’s provision was not intended 
to exclude individual[s] or to limit the ordinary 
meaning of the term ‘person’ so as to exclude 
individuals or ‘natural persons’ . from their 
responsibility to comply with the tax laws.”’ 
United States v. Rice [81-2 ustrc { 9718], se 
F. 2d 524, 528 (5th Cir. 1981). 
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refusing the other instruction offered by 
Latham implying that 26 U. S. C. § 7343 
defining “person” does not include natural 
persons.” Similarly, Latham’s instruction 
which indicated that under 26 U. S. C. 
§ 3401(c) the category of “employee” does 
not include privately employed wage earn- 
ers is a preposterous reading of the statute. 
It is obvious that within the context of 
both statutes the word “includes” is a term 
of enlargement not of limitation, and the 
reference to certain entities or categories is 
not intended to exclude all others. 


Latham also contends that the court 
erred in refusing to instruct the jury that 
an assessment under 26 U. S. C. § 6201 is 
a legal necessity before an individual can 
have an income tax liability. Latham’s 
theory is that if there was no assessment, 
there can’‘be no income tax liability and 
thts he cannot be found to have filed false 
W-4 forms sincé there was no tax liability 
in the preceding year. But an assessment 
under §6201 is an administrative deter- 
mination that a certain amount is currently 
due and owing as a tax with consequences 
somewhat similar to the reduction of a 
claim to judgment. Cohen v. Gross [63-1 
ustc § 9395], 316 F. 2d 521, 522-23 (3d Cir. 
1963). The exempt status. requirement of a 
tax liability in the preceding year does not 
support Latham’s novel and ridiculous 
theory that there must have been an JRS 
determination in that year of tax due on 
income earned when (as here) the taxpayer 
failed to file a return. Latham cannot place 
himself in the exempt category in 1981 sim- 
ply by failing to file a return in 1980. 


Finally, Latham alleges that by failing to 
present his “theory of defense” instructions 
to the jury the district court committed 
reversible error.* This claim is likewise 
without merit. The judge’s instructions to 
the jury are to embody a proper statement 
of the relevant law, not a continuation of 
counsel’s closing argument. Our reading 
of the record convinces us that the district 
court’s jury instructions were proper as to 
the relevant defenses. Latham’s theory of 
defense instructions were nothing more than 
a summary of the evidence he presented at 
trial relating to his defenses and were 
properly refused. 

3 His ‘‘theory of defense’’ instructions were 
based upon (1) Latham’s testimony that he 
personally believed he had incurred no income 
tax liability for the years 1979 through 1982, 
and (2) his reliance upon so-called constitu- 


tional ‘‘tax experts’’ as a defense to the charge 
of willful failure to file a tax return. 
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B. Exclusion of evidence. Latham also 
claims that the district court’s evidentiary 
rulings, denying the admission of certain 
defense evidence, deprived him of a fair 
trial because the court failed to apply 
“the same standard of relevance to Latham 
as it did to the government.’ Defendant’s 
brief at 21. Because the district court 
allowed the prosecution to offer into evidence 
income tax returns which Latham had filed 
in 1976, 1977, and 1978, in order that they 
might establish that he acted willfully in 
1980, 1981, and 1982, Latham argues that 
fairness required the district court also 
to admit all the exhibits he offered in 
evidence. These exhibits consisted of the 
complete text of various writings, as well 
as letters Latham received from the attorney 
for the Belanco religious order, a legal 
defense fund for tax protesters that Latham 
had joined. Latham claimed he had relied 
upon the exhibits in arriving at his mis- 
understanding of his duties under the Tax 
Code. 


A district court has. broad discretion when 
assessing the admissibility of proffered 
evidence and we may reverse its rulings 
only after we are convinced that the court 
abused its discretion. United States v. Brown, 
688 F. 2d 1112, 1115 (7th Cir. 1982). While 
Latham properly states that the same 
standard of relevance must be applied to 
both parties (Umited States v. Parker, 447 
F. 2d 826 (7th Cir. 1971)), our examination 
of the excluded exhibits and the trial record 
in the instant case convinces us that the 
same standard of relevance was uniformly 
and equally applied to both Latham’s and 
the government’s proffered evidence. 


As to the letters Latham received from 
the Belanco religious group attorney, the 
district court properly noted that the letters 
were received subsequent to Latham’s in- 
dictment by the grand jury, and thus were 
irrelevant as to the questions of notice and 
willfulness. On the other hand, Latham’s 


earlier tax forms preceded the dates of his 
violations and thus were relevant in deter- 
mining Latham’s intent in failing to file tax 
returns for the bigs: 1980 ou Sis 


everything in the books in formulating his 
state of mind is without merit since the 
excluded portions of the text concern gen- 
eral criticisms of the tax system, including — 
questions as to its constitutionality. As this 
court has continually noted, a good faith 
disagreement with the tax laws or a good 
faith belief that they are unconstitutional 
are not defenses. See e.g., United States v. 
Moore [80-2 uste $9627], 627 F. 2d 830, 
833, n. 1 (7th Cir. 1980). Because portions of 
these texts contained only ‘general criticisms 
of the Tax Code and did not relate to the 
charges facing the defendant, they were 
by definition irrelevant to the case at bar. 
Moreover, the trial judge ‘has broad dis- 
cretionary powers and, thus, may exclude 
exhibits of slight probative value where, 
as here, they might very well have con- 
fused or misled the jury. See Fed. R. Civ. 
P. Rule 403. Thus, allowing the trial court 
the wide latitude of discretion proper to a 
determination of relevancy, we hold that 
the court did not abuse its discretion in 
excluding the entire texts from considera- 
tion by the jury. 


C. Speedy Trial. The only meritorius 
argument presented by the petitioner con- 
cerns his assertion that the Speedy Trial ~ 
Act was violated. The Speedy Trial Act 
ailows 70 days to elapse between the date 
of arraignment and the date of trial, in 
addition to the time that is excluded from 
the computation of delay under 18 U. S. C. 
§ 3161(h). Needless to say, the Speedy 
Trial Act was inartfully drafted and, thus, 
has confronted our circuit and others with 
perplexing problems in its interpretations 
and application. The issue presented in 
this case is whether § 3161(h)(1)(J) and 
(F) should be read together to provide a 
30-day maximum exclusion from the 30-day 
limit where more than one pre-trial motion 
is filed by the defendant. 


The defendant contends that since his 
trial did not commence within the time 
required in the Speedy Trial Act this case 
must be dismissed. He first appeared in 
court on December 21, 1982 and his trial — 
began on July 12, 1983, 203 days later. 
Under the defendant’s calculation, subtract- - 
ing out the excludable time, the total non- 
excludable days to trial were 92. The 
ceS a same pee 
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of arraignment on December 21, 1982 and 
the date of filing the first set of pre-trial 
motions on January 10, 1983,* the deter- 
minative period is the 68 days from March 
11, 1983, the date on which the final briefs 
were filed on Latham’s 8 pre-trial motions, 
to May 18, 1983, the date when the final 
disposition of the motions by the trial court 
was made. Latham argues that under 18 
U.S. C. § 3161(h)(1)(J) only 30 of those 
68 days are excludable: 


“(h) The following periods of delay shall 
be excluded in computing the time within 
which an information or an indictment 
may be filed, or in computing the time 
within which the trial of any offense must 
commence : 


(1) any period of delay resulting from 
other proceedings concerning the de- 
fendant, including but not limited to— . . 


(J) delay reasonably attributable to any 
period, not to exceed 30 days, during 
which any proceeding concerning the 
defendant is actually under advisement 
by the court.” 


The government, however, contends that 
subsection (J) does not limit the period of 
advisement to 30 days where there are 
multiple motions. It argues that the con- 
trolling section of §3161 is subsection 


(1) (F): 


“(F) Delay resulting from any pre-trial 
motion, from the filing of the motion 
through the conclusion of the hearing on, 
or other prompt disposition of such 
motion.” 


Thus, the government argues that the 30- 
day limit of subsection (J) does not apply 
to subsection (F) and the entire 68 days 
used by the trial court in considering and 
deciding defendant’s motions is excludable 
time. We hold that the government’s cal- 


*Recently, this court decided that the time 
allowed by the district court for preparation of 
motions and briefs is excludable under the 
Act when the district court judge has set a 
specific date for the preparation and submission 
of pre-trial motions. See United States v. 
Tibboel, No. 84-1072, slip op. at 3-4 (7th Cir. 
Jan. 29, 1985). In this case, the district court 
ordered all motions to be filed by January 4, 
1983. Latham filed his motions on January 10, 
1983. Consequently, the district court extended 
the government’s response time to January 20th 
and Latham’s reply time to January 31st. Thus, 
the time period between December 22, 1982 and 
January 10, 1983 is excludable along with the 
briefing period from January 10th to January 
31st. Latham also filed two motions on Febru- 
ary 18th, the day of his status hearing. The 
district court allowed Latham two weeks to file 


his briefs; at Latham’s request this period was 


extended to March 11, 1983. Therefore, the 
period from February 18th to March 11th is also 
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culation under the Speedy Trial Act is 
the proper one and, thus, we affirm the deci- 
sion of the district court denying the de- 
fendant’s motion to dismiss. 


Recently this court addressed the issue 
of the calculation of time under the Speedy 
Trial Act where a defendant had filed 
multiple motions prior to trial. See United 
States v. Tibboel, No. 84-1072 (7th Cir. Jan. 
29, 1985). We concluded that the 30-day 
limit in subsection (J) did not control sub- 
section (F); rather, the governing standard 
was one of “reasonable promptness.” Jd. at 
5-7 citing United States v. Regilio, 669 F. 2d 
1169, 1172-73 (7th Cir. 1981) (multiple pre- 
motions filed at same time) and United 
States v. Brim, 630 F. 2d 1307, 1313 (8th 
Cir. 1980) (multiple motions filed at dif- 
ferent times prior to trial). In fact, we 
noted that there is less justification for ap- 
plying the 30-day limit where multiple 
motions are filed at different times prior to 
trial, id? at 65 


_ In this case, the defendant filed two 
separate sets of motions with the court; 
one set (consisting of six motions) was 
filed on January 10th with briefing com- 
pleted by January 3lst, while two other 
motions were filed on February 18th with 
briefing completed on March 11th. The 
parties in this case argue that the deter- 
minative period is the 68 days from the 
completion of all briefing on March 11th 
to the date the district court decided all 
the motions on May 18th. Accepting these 
68 days as the determinative period, if 30 
days is considered to be a_ reasonable 
amount of time to decide one motion (see 
United States v. Jamik, 723 F. 2d 535, 543-44 
(7th Cir. 1983) where this court held that 


subsection (J)’s 30-day limit controls sub- 


excludable. The days that are definitely not 
excludable are the 23 days from May 19, 1983 
to June 10, 1983, and 11 days from June 138, 
1983 to June 24, 1983. The parties agree the 
three days between June 10th and June 13th 
are excludable due to the defendant filing a 
severance motion. The remaining 15 days from 
June 24, 1983 to July 12, 1983 are excludable 
due to the defendant’s request for a continuance 
to accomodate his counsel’s trial schedule. 

5 Judge Posner stated: ‘‘Brim is an easier 
ease than this for recognizing an exception to 
the 30-day requirement because the pre-trial 
motions had not been filed all at once, but in- 
stead seriatim, and for all that appears the 
last motion was decided within 30 days of its 
being filed . . . . It would be unreasonable to 
require judges to rule on a pre-trial motion 
within one day just because a previous motion 
had been filed with him 29 days earlier and 
not yet decided.’’ Tibboel, No. 84-1072, slip op. 
at 6. ce 
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section (F) when one pre-trial motion is 
filed), then an additional 38 days to decide the 
eight motions in this case is both reason- 


Since we hold that the defendant’s trial 
began within the 70 non-excludable days, 
the Speedy Trial Act was not violated. The 


able and proper.® decision of the district court is affirmed. 


[9181] James Martin, Plaintiff-Appellant v. Commissioner of Internal Revenue, 
et al., Defendants-Appellees. 


U.S. Court of Appeals, 6th Circuit, No. 84-3205, 2/6/85. Affirming District Court, B41 
ustc J 9183, 584 F. Supp. 977. 


[Code Sec. 7422 and F. R. A. P. 9(d)(2)] 


District courts: Jurisdiction: Mandamus.—The U. S. Court of Appeals at Cincinnati 
(CA-6) affirmed a decision of the U. S. District Court for the Northern District of Ohio 
which held that it lacked jurisdiction to issue a writ of mandamus to compel the IRS to 
bring suit against the taxpayer for an alleged tax deficiency. The taxpayer brought suit 
in the District Court in an apparent attempt to obtain a jury trial prior to the collection 
of an assessment. The District Court correctly held that, since the taxpayer had not filed 
a claim for refund and had not paid his alleged tax deficiency before filing suit, the tax- 
payer failed to follow the correct procedure, established by Congress, which would have 
allowed him to bring suit in Federal District Court. Although the appellate court affirmed 
the District Court’s decision on the ground that the taxpayer’s appeal was frivolous and 
entirely without merit, it declined to assess double costs or other damages against the 
taxpayer. Back references: {| 5781.434 and 5880.36. 


James Martin, P. O. Box 845, Columbia Station, Ohio 44028, pro se. William J. Petro, 
United States Attorney, Cleveland, Ohio 44114, Glenn L. Archer, Jr., Assistant Attorney 
General, Gary R. Allen, Michael Paup, Kenneth L. Greene, Department of Justice, Wash- 
ington, D. C. 20530, for defendants-appellees. 


and Kennepy, Circuit Judges; and Puitires, Senior Circuit Judge. 


Puituies, Senior Circuit Judge: This 


Before EDWARDs * 


granted. The opinion of Judge Krenzler is 


action was filed by the plaintiff, pro se, seek- 
ing a writ of mandamus to compel the 
Commissioner of Internal Revenue to bring: 
suit against the plaintiff for a tax deficiency 
allegedly owed by plaintiff to the Internal 
Revenue Service, before proceeding to col- 
lect the deficiency. District Judge Alvin I. 
Krenzler dismissed the complaint for failure 
to state a claim upon which relief may be 


6 Even if we would consider February ist as 
the day in which to begin counting for purposes 
of determining a reasonable exclusionary period 
under subsection (F), the additional 18 days, 
from February ist to the 18th, would not 
change the result. The period from February 
18th to March 11th would not be considered 
since this was additional motion and briefing 
time allowed by the district court. See supra, 

h Tibboel, No. 84-1072, slip op. at 3-4. 
George Edwards took senior 


reported unofficially at [84-1 usrc 1 9183] 
53 AS RP ReZdas 19 (1984). 


Plaintiff appeals. Upon examinatidn of 
the briefs and record, this Court concludes 
that the questions on which the decision 
of the cause depends are so unsubstantial 
as not to need oral argument. Rule 34(a), 


_ Federal Rules of Appellate Procedure; Rule 


9, Rules of the Sixth Circuit.1 We further 


1. the appeal is frivolous; or 

2. the dispositive issue or set of issues has 
been recently authoritatively decided; or 

3. the facts and legal arguments are ade- 
quately presented in the briefs and record and 
the decisional process would not be significantly 
aided by oral argument. 

(c) In furtherance of the disposition of pend- 
ing cases under this Rule, any party may in- 
clude in his brief at the conclusion of the 
argument section a statement setting forth the 
reasons why in his opinion, oral argument 
should be heard. 

Aa) If upon the consideration of any interlocu- 
m or as a result of a review under 
(a) of pats Tule, ine Court con- 
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conclude that the appeal is frivolous and 
entirely without merit. Rule 9(d)2, Rules 
of the Sixth Circuit. Accordingly, we affirm 
the decision of the District Court. 


Plaintiff alleges that on June 28, 1978, the 
I. R. S. sent a letter to plaintiff informing 
him that his federal income tax return for 
1977 did not conform to the requirements 
of the Internal Revenue Code. The letter 
which plaintiff received requested plaintiff 
to refile his tax return. On April 23, 1982, 
plaintiff received from the I. R. S. a statu- 
tory notice of deficiency. The notice as- 
serted a deficiency in plaintiff’s federal tax 
return for 1977 in the amount of $267.99, 
plus additions to tax under 26 U. S. C. 
§§ 6651(a) and 6653(a) in the total amount 
of $80.40. The notice informed plaintiff of 
his right to petition the United States Tax 
Court within ninety days if he disputed the 
deficiency. 


Plaintiff did not file a petition with the 
Tax Court, but alleges that he sent a letter 
to the I. R. S. explaining why he believed 
he did not owe any tax. On August 28, 
1982, plaintiff received another notice from 
the I. R. S. informing him that he should 
pay the asserted deficiency within ten days. 
Plaintiff wrote another letter to the I. R. S. 
denying that he owed any taxes. On 
September 28, 1982, the I. R. S. sent plain- 
tiff a letter informing him in detail of his 
rights and the procedure for filing a claim 
for refund. Plaintiff thereupon filed the 
‘present action in the District Court for a 
writ of mandamus. He argues that he can- 
not be required to pay disputed taxes to 
the Government without a trial by jury. 


I 


The District Court correctly held as fol- 
lows: 


A taxpayer may file suit in federal dis- 
trict court for disputed assessments if he 
has followed the necessary steps estab- 
lished by Congress. Under 28 U. S. C. 
§ 1346(a)(1) the district court has juris- 
diction in a civil action against the United 
States to recover any internal revenue 
taxes alleged to have been erroneously or 
illegally assessed. The claim for refund 
statute provides the procedure necessary 


for a taxpayer to file suit in federal district 
court. 
pee oe 


The Supreme Court has held that under 
28 U. S. C. § 1346(a)(1), which grants 
jurisdiction to district courts, and the 
claim for refund statute, 26 U. S. C. § 7422, 
a taxpayer must file a claim for refund 
and pay the full amount of the tax defi- 
ciency before he may challenge the cor- 
rectness by a suit for refund in district 
court. Flora v. United States [58-2 ustc 
7 9606], 357 U. S. 63 (1958). In Flora v. 
United States, supra, the Court held that 
if a taxpayer cannot pay the full amount 
of the deficiency he may litigate in the 
Tax Court of the United States. 


Plaintiff argues that a taxpayer who 
must litigate in Tax Court because he 
cannot pay the disputed tax deficiency is 
being denied his right to trial by jury 
and due process of law. 


Our Constitution allows Congress to 
lay and collect taxes. If a taxpayer ques- 
tions the amount of taxes assessed, our 
tax system allows the taxpayer to choose 
between one of three forums to challenge 
the assessment. They are as follows: 


1) United States District Court 
2) United States Claims Court 
3) United States Tax Court. 


By allowing the taxpayer these options, 
he is given due process of law. 


In the present case, plaintiff has failed to 
follow the correct procedure, established by 
Congress, which would have allowed him 
to bring suit in this Court. Plaintiff has 
neither filed a claim for refund nor paid 
his alleged tax deficiency. Accordingly, this 
Court has no jurisdiction to entertain a suit 
for the deficiency. 


The District Court clearly was correct 
in. refusing to issue a writ of mandamus 
and in dismissing the complaint for failure 
to state a claim upon which relief may be 
granted. Mandamus is an extraordinary 
remedy that may be granted only when the 
plaintiff's right thereto is clear and in- 
disputable. Allied Chemical Corp. v. Dafion, 
Inc., 449 U. S. 33 (1980). 


II 


“Under Rule 38 of the Federal Rules of 
Appellate Procedure and 28 U.S.C. § 1912, 


so unsubstantial as not to need further argu- 
ment; or 

4, that clear error or an intervening decision 
of this Court or the Supreme Court requires 
reversal or vacation of the judgment or order 
appealed from or- remand for additional pro- 
ceedings; A 
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missing the appeal, affirming, reversing or va- 
cating the judgment or order appealed from or — 
remanding the cause for additional proceedings. 
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federal appellate courts are authorized to 
assess damages and single or double costs 
against an appellant who brings a frivolous 


appeal.” Annot. 67 ALR Fed. 319, 323 
(1984).’ 
On June 13, 1983, the Supreme Court 


invoked the provisions of its Rule 49.2, 
which the Court adopted in 1980, and ord- 
ered appellant to pay damages for bring- 
ing a frivolous appeal. In Tatum, Elmo C. 
uv. Regents of Nebraska-Lincoln (No. 82- 
6145), the Supreme Court issued an order 
containing this language: “[T]he motion for 
respondents for damages, . . . is hereby 
granted and damages are awarded to re- 
spondents in the amount of $500.00 pur- 
suant to Sup. Ct. R. 49.2.” 


The assessment of damages in frivolous 
tax cases is well established. Steinbrecher v. 
Commissioner [83-2 ustc 9531], 712 F. 2d 
195 (5th Cir, 1983); Lively v. Commissioner 
[83-1 ustc J 9338], 705 F. 2d 1017 (8th Cir. 
1983); Knighten v. Commissioner [83-1 ustc 
J 9292], 702 F. 2d 59 (5th Cir. 1983), cert. 
dented f-— US) OF Se Cte 2247478 
L. Ed. 2d 237 (1983); McCoy v. Commis- 
stoner [83-1 ustc § 9152], 696 F. 2d 1234, 
1237 (9th Cir. 1983); Edwards v. Commis- 
stoner [82-2 ustc J 9472], 680 F. 2d 1268 (9th 
Cir. 1982); Abrams v. Commissioner [CCH 
Dec. 41,031], No. 1280-83, 82 T. C. —, No. 
29 (March 5, 1984). 


In WSM, Inc. v. Tennessee Sales Co., 709 
F. 2d 1084, 1088 (6th Cir. 1983), a frivolous 
trademark case, this Court declined to 
award damages to the appellee because the 
appellant in. that case had proceeded pro se. 
We recognized, however, that “[p]ro se lit- 
igants are not of course beyond the reach 
of Rule 38.” We note that damages were 
awarded against pro se appellants in Stein- 
brecher, supra, 712 F. 2d 195; Knighten, supra, 
702 F. 2d 59; and Edwards, supra, 680 
F. 2d 1268. 


The fact that appellant is proceeding pro 
se would not be a basis for this Court to de- 
cide not to assess damages against him, in 
the form of double costs or otherwise. The 
record shows that the I. R. S. informed 
appellant i in writing on more than one oc- 
casion of his right to petition the Tax Court 
without first Ppaving, the ae ee ey but that 


payment of the deficiency and denial of a 
claim for refund are a prerequisite for juris- 
diction in the District Court. 


Under the authorities set forth in Part 
II of this opinion, this Court clearly has 
discretion to assess damages against ap- 
pellant in this frivolous litigation. We de- 
cline to do so, however, in the present case. 
Plaintiff proceeded in forma pauperis in both 
the District Court and in this Court. Dis- 
trict Judge Krenzler granted leave to pro- 
ceed in forma pauperis on December 16, 
1982, based upon plaintiff’s oath of indigency. 
In this oath, executed November 16, 1982, 
plaintiff stated that “because of his poverty, 
he is unable to pay the costs of said pro- 
ceeding or give security therefor”; and that: 


“T have not been employed for over a 
year, and that I have not had any ade- 
quate work for several years. 


“T do not own any cars, nor do I have 
any checking accounts or savings accounts. 


“T do not receive any unemployment 
benefits, nor do I have any property or 
or other supplemental income, i. e., Stocks, 
bonds, rent etc. 


“T have sold everything li own to take 
care of my obligations.” 


This Court, in its discretion, has decided 
not to assess double costs or other damages 
against appellant in the present case, even 
though, on the basis of legal issues in- 
volved, which are frivolous and entirely 
without merit, it would be appropriate to 
do so. This holding, under the particular 
facts of this case, is not to, be construed as 
a precedent on the issue of assessment of 
double costs, damages, attorney fees, or 
other sanctions in cases that are adjudged 
to be frivolous and entirely without merit. 
On future appeals by indigent litigants 
proceeding pro se or in forma pauperts, this 
Court, in the exercise of its discretion, will 
not hesitate to assess double costs, dam- 
ages, attorney fees, or other sanctions | in 
appropriate cases. 


The judgment of the District Court is af- 
firmed on the ground that the appeal is 
frivolous and entirely without merit. No 
costs are taxed. The parties will bear 
own costs on this appeal. 
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[9182] United States of America v. Gerald Savoie, Individually and doing business 
as Louisiana Caucus Club. 


U. S. District Court, West. Dist. La., Lake Charles Div., Civil Action No. 84-1043, 
10/5/84.—(594 FSupp 678.) 


[Code Secs. 6700, 7407 and 7408] 


Injunctions: Tax shelter promoters: Tax return preparers.—The government was 
granted a permanent injunction against a tax scheme promoter and his organization. 
The individual was the founder of an organization that advocated four income tax evasion 
plans and helped clients file returns based upon one or more of those plans. In holding 
himself out to the public as an IRS consultant familiar with the Internal Revenue Code, 
the individual presumably was aware of similar plans that have long been considered 
frivolous and fraudulent. Injunctive relief was appropriate to prevent the recurrence of 
conduct subject to the penalty for promoting abusive tax shelters and tax avoidance 


schemes. Back references: {| 5595C.44, 5776C.05 and 5776E.10. 


Joseph S. Cage, Jr., 
Moon, Jr., 


United States Attorney, Shreveport, La. 70110, Lawrence W. 
Assistant United States Attorney, Lafayette, La. 70601, Larry Meuwissen, 


Lynne Battaglia, Department of Justice, Washington, D. C. 20530, for plaintiff. Gerald 
Savoie, 730 Wanda St., Sulphur, La. 70663, pro se. Dean Allen, 1440 Ave. G, Beaumont, 


Tex. 77701, Curtis Desormeaux, 2101 New School St., 


Lake Charles, La. 70605, Taylor 


W. O’Hearn, P. O. Box 44, Shreveport, La. 71161-0044, for defendant. 


I. Introduction 


VERNON, District Judge: This action was 
brought by the United States to obtain 
an injunction against Gerald Savoie, indi- 
vidually and doing business as the Loui- 
siana Caucus Club, as well as against his 
agents, servants and employees. The Gov- 
ernment claims that it is entitled to injunc- 
tive relief under sections 7402, 7407 and 
the recently enacted section 7408 of the 
Internal Revenue Code of 1954. 26 U.S. C. 
§§ 7402, 7407 & 7408. At the close of trial 
on September 19, 1984, we granted the 
Government a preliminary injunction. Based 
upon our further consideration of the evi- 
dence presented, and the arguments of the 
parties in light of applicable law, we now 
grant the Government an Order of Perma- 
nent Injunction based upon sections 7407 
and 7408." 


Our opinion discusses at some length the 
specific provisions of these statutes, be- 
cause they have received little judicial 
treatment to date. 


II. GERALD SAVOIE AS A PRO- 
MOTOR OF ABUSIVE TAX-AVOID- 
ANCE SCHEMES 

A. Code Sec. 7408 
Sections 331 and 332 of the Tax Equity 

and Fiscal Responsibility Act of 1982 


(TEFRA), Pub. L. No. 97-248, 96 Stat. 
$24, added sections 6700 and 7408 to the 
Internal Revenue Code. Section 7408 au- 
thorizes the Internal Revenue Service to 
sue for an injunction on the grounds that 
the defendant has engaged in conduct sub- 
ject to penalty under section 6700. 26 
U. S. C. §7408(a). If the district court 
finds that the defendant has engaged in 
such conduct and that injunctive relief is 
appropriate to prevent its recurrence, then 
the court may enjoin the defendant from 
engaging in it or in any other activity 
subject to penalty under section 6700. 
Sec. 7408(b). 


_ 26 U.S. C. § 6700 penalizes the follow- 
ing acts: 

(a) Imposition of Penalty.—Any per- 
son who 

(1) (A) organizes (or assists in the or- 
ganization of )— 

(i) a partnership or other entity 

(ii) any investment plan or arrange- 
ment, or 

(iii) any other plan or arrangement, or 


(B) participates in the sale of any 
interest in any entity or plan or arrange- 
ment referred to in subparagraph (A), 
and 

(2) makes or furnishes (in connection 
with such organization or sale)— 


1The Government’s suit seeks an injunction 
in part against Savoie’s alleged interference 
with tax administration. 26 U. S. C. § 7402(a) 
gives district courts the jurisdiction to issue 
injunctions in civil actions ‘‘as may be neces- 
sary or appropriate for the enforcement of the 
Internal Revenue laws.’’ Although the Govern- 
ment’s suit seems to fit squarely within that 


1985 Standard Federal Tax Reports 


statutory provision, we do not rely upon it in 
issuing our Order of Permanent Injunction; 
Savoie’s interference can be enjoined under the 
more specific provision of section 7407, subsec- 
tion (b)(1)(D), which targets “fraudulent or 
deceptive conduct which substantially interferes 
with the DEODET administration of the Internal 


Revenue laws. 
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(A) a statement with respect to the 
allowability of any deduction or credit, 
the excludability of any income, or the 
securing of any other tax benefit by 
reason of holding an interest in the 
entity or participating in the plan or 
arrangement which the person knows or 
has reason to know is false or fraud- 
ulent as to any material matter ... 

ete Sk 

shall pay a penalty equal to the greater 

of $1,000 or 10 percent of the gross 

income derived by such person from such 
activity. 

Savoie argues that section 6700 applies 
only to promoters of abusive tax shelters 
and other abusive investment devices. His 
argument ignores the plain (and sweep- 
ing) language of the statute, which applies 
to “(ii) any investment plan or arrange- 
ment, or (iii) any other plan or arrange- 
ment.” Sec. 6700(a)(1)(A) (emphasis 
added). Moreover, the Senate Finance Com- 
mittee’s Report on TEFRA confirms that 
Congress designed section 6700 as a “pen- 
alty provision specifically directed toward 
promoters of abusive tax shelters and other 
abusive tax avoidance schemes.’ S. Rep. 
No. 97-494, 97 Cong., 2d Sess. 266, reprinted 
in [1982] U. S. Code Cong. & Ad. News 
781 (emphasis added). 


B. Violation of Sec. 6700 


We start our analysis under section 7408 
by determining whether Savoie is subject 
to penalty under section 6700. This deter- 
mination requires us to first ask whether 
Savoie has “organized” a tax-avoidance 
plan or arrangement within the meaning 
of section 6700(a)(1)(A) (iii). Savoie is 


_the co-founder and Director of the Loui- 


siana .Gaucus, Club, s@ Ee C€C2 orf as, lhe 
Club”), the Louisiana affiliate of the Amer- 
ican Patriot Network, which not only advo- 
cates four plans for evading income tax 
but also promises to help new members file 
amended tax returns based upon one or 
more of them. He authored two LCC tax 
publications: “Tax Loopholes for Working 
People” (“Tax Loopholes”), which details 
three of the plans, and the “Nameless 
Fifth Amendment Packet” (“Nameless 
Fifth”), which details the fourth. Thus 
» has “organized” not one but several 


other tax benefit” in his promotion of the 
“Nameless Fifth” plan. We find that Savoie 
has made fraudulent statements of peach 
type. 

In Tax Loopholes, in LCC meetings and 
in meetings with tax clients, Savoie advises 
that wages are excludable from gross in- 
come because the exchange of services for 
money is a nonprofit transaction, the value 
of wages being exactly that of the labor 
expended for them. In the Nameless Fifth 
packet and in LCC meetings, Savoie baldly 
declares that if taxpayers answer certain 
questions on their returns, the information 
might be used against them, meaning that 
they can write the word “object” in re- 
sponse to questions about their last name, 
address, Social Security number, occupa- 
tion and income. Not only are these state- 
ments false, they are “clearly frivolous.” 
Davis v. Umited States Government [84-2 
ustc J 9808], No. 84-2190, slip op. at 5806 
(5th Cir. Aug. 17, 1984). It is equally 
clear that Savoie has made fraudulent state- 
ments about the allowability of deductions 
in promoting the Schedule c and W-4 
schemes. 


Savoie generally advises LCC members 
that they can claim numerous exemptions 
from withholding on Form W-4 for antici- 
pated business losses and estimated medi- 
cal expenses. He also advises members 
that they can obtain tax refunds by filing 
a Schedule C that characterizes their wages 
as gross receipts from the contracting busi- 


_ness and then takes an offsetting deduction 


for “costs of goods sold.” But Savoie fails 
to warn that in order to qualify for these 
deductions, taxpayers must actually be in 
business or anticipate medical expenses. 
These omissions reduce Savoie’s statements 
to gross frauds. 


Our third inquiry under section 6700 is 
whether Savoie knew or had reason to 
know that his statements were false or 
fraudulent, and we find that he knew. 
Savoie holds himself out to the public as 
an IRS consultant familiar with the Inter- 
nal Revenue Code, its accompanying Regu- 
lations, and the federal caselaw construing 
them. He was presumably aware, therefore, 
that his “Wages Not Taxes” and “Name- 
less Fifth” “plans: are stale ones as far as 

t wey to J 
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tions under his Schedule C and W-4 plans, 
because it consisted exclusively of half- 
truths. 


We have determined that Savoie organ- 
ized several tax-avoidance plans about 
which he knowingly made false and fraudu- 
lent statements. To establish his violation 
of section 6700, we need to make only one 
additional finding: that those statements 
concerned “material matter.’ Dissatisfied 
LCC members and Savoie clients who are 
presently entangled in IRS audits, or who 
already have been assessed the “frivolous 
return” penalty of section 6702 plus interest 
on overdue taxes, would surely agree that 
they should have been warned about the 
frivolity of Savoie’s “Wages Not Taxes” 
and “Nameless Fifth” plans. They would 
undoubtedly agree that they should have 
been told the complete story about his 
Schedule C and W-4 plans. The legality of 
Savoie’s schemes was a matter of impor- 
tance to LCC members and others receiving 
Savoie’s advice, and thus his false and 
fraudulent statements must be considered 
material within the meaning of the statute. 


C. Propriety of Injunctive Relief 
Under Sec. 7408 


The decision to issue an injunction is 
governed by the traditional factors shaping 
the district court’s use of the equitable 
remedy. Foremost among these factors is 
the requirement “that courts of equity 
should not act ... when the moving party 
has an adequate remedy at law and will 
not suffer irreparable injury if denied equit- 
able relief.’ Younger v. Harris, 401 U. S. 
(1971); O’Hair v. Hill, 641 F. 2d 307, 310 
(5th Cir. 1981). It is also familiar doctrine 
that in considering injunctive relief, the 
courts may examine the effect of such 
relief on the public interest. See Hecht Co. 
v. Bowles, 321 U.S. 321, 330 (1944) (court 
reviews statute allowing injunctions to stop 
violations of Emergency Price Control Act, 
and concludes that simple grant of injunc- 
tive remedy “affords a full opportunity for 
equity courts to treat enforcement proceed- 
ings under this emergency legislation in 
accordance with their traditional practices, 
as conditioned by the necessities of the 
public interest which Congress has sought 
to protect”); United States v. Ernst & Whin- 
ney [84-2 ustc J 9618], 735 F. 2d 1296, 1301 
(11th Cir. 1984) (quoting Bowles). 


The Government has no adequate remedy 
at law for combating Savoie’s promotion of 
abusive tax-avoidance plans; actions against 
those following his plans would entangle 
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the Government in a maze of lawsuits. 
And denying the Government injunctive 
relief would cause it irreparable injury. 
Defense counsel suggests that the Govern- 
ment will reap financial rewards if Savoie 
continues promoting his plans, because the 
interest and penalties assessed against tax- 
payers following them amounts to far more 
than auditing costs. But this argument ig- 
nores the fact that Savoie exhorts tax- 
payers to file numerous forms, including 
Forms W-4 designed to halt wage with- 
holding and returns and amended returns 
claiming no taxable income. His exhorta- 
tions have already generated a multitude of 
forms that impede tax administration; the 
forms necessitate examinations and audits 
which deplete available tax-enforcement 
manpower. 


The third factor used in determining 
whether injunctive relief should issue pur- 
suant to section 7408—the public interest— 
deserves special attention. The cost of 
Savoie’s promotional activities to enforce- 
ment resources is matched on a much 
larger scale by the financial drain on tax- 
payers who are being audited, or have been 
audited, for heeding his tax advice. Most 
of Savoie’s followers appear to be “working 
class” people of limited means, but their 
audits result in the imposition of the sub- 
stantial five-hundred dollar “frivolous re- 
turn” penalty plus the assessment of inter- 
est on outstanding taxes. 


We must assess the propriety of enjoin- 
ing Savoie under section 7408 not only in 
light of the traditional equitable criteria, 
but also in light of the need to prevent a 
recurrence of his section 6700 violations. 
Sec. 6700(b) (2). Savoie has never acknowl- 
edged that the “legal” arguments behind his 
“Wages Not Taxes” and “Nameless Fifth” 
plans are wholly frivolous, making it clear 
that he is fundamentally opposed to the 
existing tax structure. Nothing in the rec- 
ord indicates that Savoie would voluntarily 
confine his tax advice in LCC meetings 
and publications to stay within the bounds 
of the law. These considerations raise the 
spectre of recurring section 6700 violations, 
which is all the more disturbing because 
Savoie finds a receptive audience—average 
taxpayers who yearn for the tax advantages 
allegedly available to the rich. 


Thus it is clear that the Government 
meets both the equitable and statutory cri- 
teria for injunctive relief under section 7408. 
Our only remaining question is whether 
issuing an injunction under that Ss 
creates a prior restraint. ; 
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We conclude that no harm will come 
to Savoie’s First Amendment rights from 
an injunction issued under section 7408. We 
would first enjoin Savoie from engaging in 
specific conduct such as inducing, aiding or 
abetting the filing of false or fraudulent 
wage withholding exemption forms, income 
tax returns and amended returns. While 
speech may be incidentally involved as a 
part of these prohibited activities, the Su- 
preme Court has made it clear that: 


[I]t has never been deemed an abridg- 
ment of freedom of speech or press to 
make a course of conduct illegal merely 
because the conduct was in part initiated, 
evidenced or carried out by means of 
language either spoken, written or printed. 


Ohralik v. Ohio State Bar Association, 436 
U. S. 447, 456 (1978), quoting Ciboney v. 
Empire Storage & Ice Co., 336 U. S. 490, 
502 (1949). Second, we would restrain 
speech by prohibiting Savoie from promot- 
ing or organizing false or fraudulent tax- 
avoidance plans, and from advertising, mar- 
keting or selling material to be used by 
taxpayers to avoid the payment of tax. 
This means that we would restrain com- 
mercial speech that is misleading and con- 
cerns unlawful activity. Such speech has 
never been shielded by the First Amendment. 


The seminal case on point is Virginia 
Pharmacy Bd. v. Virginia Consumer Council, 
425 U. S. 748 (1976), where the Supreme 
Court held that: 


Untruthful speech, commercial or 
otherwise, has never been protected for 
its own sake ... The First Amendment, 
as we construe it today, does not pro- 
hibit the State from insuring that the 
stream of commercial information flow[s] 
cleanly as well as freely. 


Id., at 771-72. The Court recently repeated 


this theme in In re R. M. J., 455 U.S. 191 


(1982), where it held that advertising may 
be prohibited entirely when the particular 
content or method of advertising suggests 
that it is inherently misleading, or when 
experience has proven that in fact such ad- 
Vee is adie to plik ag at ae Tn 


III. Savoie as an Income Tax 
Return Preparer 


A. Code Sec. 7407 


The Tax Reform Act of 1976, Pub. L. 
No. 94-455, added section 7407 to the In- 
ternal Revenue Code. 26 U. S. C. section 
7407 authorizes the Internal Revenue Serv- 
ice to sue for an injunction prohibiting an 
income tax return preparer from engaging in 
specific practices or from acting as a preparer. 
The Service may seek an injunction if the 
preparer (1) engages in conduct subject to 
penalty under section 6694 or 6695, (2) 
misrepresents his eligibility to practice be- 
fore the Service, or otherwise misrepresents 
his experience or his education as a pre- 
parer, (3) guarantees the payment of any 
tax refund or the allowance of any tax 
credit, or (4) engages in any other fraudulent 
or deceptive conduct which substantially 
interferes with Internal Revenue laws. Sec. 
7407(b) (1). If the district court finds that 
the defendant is a preparer, has engaged 
in any such conduct and that injunctive re- 
lief is appropriate to prevent its recurrence, 
then the court may enjoin the defendant 
from further engaging in such conduct. 
Sec. 7407(b). Alternatively, if the court finds ~ 


that the defendant has “continually or re- 


peatly [sic]”’ engaged in any such conduct, 
and that an injunction prohibiting it would 
be insufficient to prevent the defendant’s 
interference with tax administration, then 
the court may enjoin the defendant from 
acting as an income tax return preparer. Jd. 


An income tax return preparer is defined 
as “any person who prepares for compensa- 
tion, or who employs one or more persons 
to prepare for compensation, any return of 
tax imposed... or any claim for refund of 
tax imposed... .” 26 U. S. C. §7701(a) 
(36)(A). Only those who prepare “all or a 
substantial portion” of a return or refund 
claim can be considered preparers. 26 
CGakoRs § 301.7701- 15(b)(1). But the rend- 
ering of advice directly relevant to the 
determination of the existence, characteriza- 
tion, or amount of an entry will be re- 
garded as the preparation of that entry. Id. 
This sort of advising would seem to make a 
person a preparer if the advice related to 
a substantial portion Bing a return or claim 
for ‘tefund. F 
tion 66: 4 Provides for the assessment 
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penalty against the preparer each time he 
willfully attempts in any manner to under- 
State the taxpayer’s liability. Sec. 6694(b). 


Section 6695 provides for the assessment 
of a twenty-five dollar penalty against the 
preparer each time he fails to (1) furnish 
the taxpayer a copy of the prepared re- 
turn or claim for refund, Sec. 6695(a), (2) 
sign the return or claim, for refund, Sec. 
6695(b), or (3) furnish his identifying 
number in the return or claim for refund, 
Sec. 6695(c), unless he shows “that such 
failure is due to reasonable cause and not 
due to willful neglect.” 

B. Savoie is a “Preparer” Within the 

Meaning of Sec. 7407 

We start our analysis under section 7407 
by finding that Savoie is a paid preparer 
within the meaning of the statute. We 
heard uncontroverted testimony that Savoie 
prepared three returns for a client, charg- 
ing a twenty-five or thirty dollar fee. But 
even if we put that fact aside Savoie qual- 
ifies as a preparer. We also heard uncon- 
troverted testimony that Savoie both prepared 
amended returns for 
and advised them how to prepare “substan- 
tial portions” of such returns. Savoie must 
be considered to have been “paid” for his 
preparation and advice, though he did not 
bill for his services, because a purported 
benefit of paying LCC dues is The Club’s 
help in preparing amended tax returns for 
the last three years. 


C. Savoie’s Violation of Sections 6694 
and 6695 and his Commission of Other 
Acts Listed in Section 7407(b) (1) 


Our second task under section 7407 is 
to determine whether Savoie violated sec- 
tions 6694 or 6695 or engaged in other con- 
duct listed in its subsection (b)(1). 

Savoie violated both sections 6694 and 
6695. Savoie followed his “Wages Not In- 
come” plan in each of the returns and 
amended returns that we have uncontro- 
verted evidence he prepared. But Savoie 
holds himself out to the public as an IRS 
consultant familiar with the Internal Rev- 
enue Code, the regulations clarifying it, 
and the caselaw interpreting tax policy. As 
such he presumably knows that Section 61 
defines gross income as “all income from 
whatever source derived” and that subsec- 
tion (a)(1) lists “compensation for serv- 
ices” as one type of income. He presumably 
knows that Treasury Regulation Section 
1.161-1(a) elaborates upon section 61, ex- 
plaining that gross income includes all in- 
come “unless excluded by law,’ and that 
no regulation excludes “wages.” We there- 
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fore conclude that when Savoie understated 
the taxpayers’ liabilities, reporting no in- 
come from “wages” although they had 
W-2 forms confirming compensation received 
for services, he intentionally disregarded 
tax rules and regulations in violation of 
section 6694. 


Savoie, as stated, violated section 6695. 
He affixed neither his signature nor a tax- 
preparer identification number to any of 
the returns that we have evidence he pre- 
pared, and he has shown no reasonable 
cause for these omissions, meaning that he 
committed) numerous violations of subsec- 
tions (b) and (c) of the statute. Savoie 
also misrepresents his eligibility to prac- 
tice before the Internal Revenue Service; 
although Savoie does not appear to have 
had any formal training in accounting or 
in the law at any recognized institution, he 
represents that he is an IRS consultant. 
And Savoie has engaged in still other con- 
duct listed in section 7407(b)(1), specifi- 
cally, “other fraudulent or deceptive conduct 
which substantially intereferes with the 
Internal Revenue laws.” 


Savoie runs afoul of the ‘catch-all’ pro- 
vision in Tax Loopholes, where he urges 
taxpayers to join the Carolina Patriots’ 
class-action suit challenging the taxability 
of wages. He fraudulently represents the 
plaintiffs’ chances of prevailing, stating that 
they have marshalled: 


an incredible portfolio of Supreme Court 
and appellate court cases which prove 
beyond a reasonable doubt (to a prudent 
person) that wages and salaries were 
never intended to be taxed by the enact- 
ment of the 16th Amendment. 


Tax Loopholes for Working People (Gov- 
ernment Exhibit 1) at 1 (emphasis in 
original). As the Fifth Circuit in Davis, 
infra, makes clear, the argument that wages 
are not taxable is patently frivolous. Worse, 
he interferes with the proper administra- 
tion of Internal Revenue laws by repre- 
senting that: 


By becoming a party to the law suit, a 
person is automatically entitled to go _ 
exempt on his W-4 Form with his em- 

ployer by virtue of the fact that he is 
claiming that he owed no taxes the pre- 
vious year(s) (if he earned no “income’”), 
and that he anticipates that he will owe 
none in the current year. Additionally, 
the taxpayer is entitled to file for a re- 
fund of all the so-called income taxes 
that he’d [sic] paid in the past thre 
sai OD eats sas ; ] 
Td. ae 
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D. Propriety of Injunctive Relief Under 
Sec. 7407. 


The statutory criterion governing use of 
the section 7408 remedy—whether an in- 
junction is appropriate to prevent a re- 
currence of the offending conduct—also 
governs use of the section 7407 remedy. 
Sec. 7407(b)(2). In our discussion of sec- 
tion 7408, we exhaustively reviewed both 
this statutory criterion and the equitable 
criteria for injunctive relief, so we observe 
briefly that each factor is specifically satis- 
fied for injunctive relief under section 7407. 
Our analysis of the public interest differs 
materially under section 7407, but that is 
because we add this consideration: the only 
person whose interests would be furthered 
by denial of section 7407 relief, Savoie, has 
no constitutionally protectable interest at 
stake. A section 7407 injunction would be 
designed to prevent fraudulent conduct, and 
it would only incidentally impinge upon the 
speech by which that conduct is carried 
out in part. See Ohralik, infra. 


The real question for our consideration 
is whether we should invoke the statutory 
option to enjoin Savoie from acting as 
an income tax return preparer. Under sec- 
tion 7407(b), if the court finds that the 
defendant has “continually or repeatedly” 
engaged in conduct listed in subsection 
(b)(1), and that an injunction against it 
would be insufficient to prevent the de- 
fendant’s interference with tax administra- 
tion, then the court may enjoin not only 
that conduct but also the defendant’s prepa- 
ration of tax returns for compensation. The 
record shows that Savoie has “continually” 
engaged in conduct listed in subsection 


(b)(1) since 1982. And in light of Savoie’s 


unyielding opposition to the current tax 
structure, we hardly need to explain that 
an injunction against conduct listed in sub- 
section (b)(1) would be insufficient to safe- 
guard tax administration from Savoie’s 
interference. Thus we will invoke the sec- 
tion 7407 option. 


III, Order of Permanent Injunction 
IT IS ORDERED that defendant Gerald 
Savoie, individually and doing business as 
the Louisiana Galicus Siub, and all page? 


2. Inducing, aiding or abetting the filing 
of false or fraudulent federal income tax 
returns or amended returns. 


‘3. Inducing or abetting the filing of false 
or fraudulent Schedules C. 


4. Inducing, aiding or abetting the in- 
stitution or prosecution of any civil action 
in any court in the United States based 
upon (a) the claim that wages or salaries 
or other compensation for labor or services 
are not subject to federal income tax or 
(b) any other such frivolous claim with 
respect to federal income taxation. 


5. Organizing, assisting in the organiza- 
tion of, selling or otherwise. promoting any 
plan or arrangement based upon (1) the 
false premise that wages, salaries or other 
compensation for labor or services are 
exempt from federal income taxation, (2) _ 
any false or fraudulent claim regarding the 
allowability of any other tax benefit for 
federal income tax purposes, or (3) any 
other false or frivolous contentions regard- 
ing federal tax law. 


6. Advertising, marketing, selling or 


‘otherwise distributing any document or 


other information to be used by taxpayers 
to avoid the payment of, or to obtain the 
refund of, federal income taxes, that is 
based on the false proposition that wages, 
salaries or other forms of compensation 
for labor or services not specifically, ex- 
cluded from taxation under Title 26 of 
the United States Code are not taxable 
income. 


is Preparing or assisting any individual 
by any means in the preparation of a false 
or fraudulent form, return or declaration 
claiming that the taxpayer is exempt from 
federal taxation or entitled to excessive 
multiple withholding allowances so as to 
reduce such taxation. 


8. Preparing for compensation or em- 
ploying one or more persons to prepare 
for compensation any return of federal in- 
come tax or any claim for refund of 
federal income tax, for any person other 
than: 


a. himself 
b. his regular 
ployer, or 
ca person for evhorsl he acts as a fidu- 

; 3 | a corer vaten, 


and continuous em- 
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9. Making or furnishing a statement in 
connection with organizing, assisting in 
the organization of, selling or participating 
in the sale of an interest in a partnership, 
entity, investment plan, or any other plan 
or arrangement: 


a. With respect to the allowability of any 
deduction or credit, the excludability of 
any income, or the securing of any other 
tax benefit, by reason of holding an in- 
terest in the entity or participating in 
the plan or arrangement which the de- 
fendant knows or has reason to know is 
false or fraudulent as to any material 
matter, or 

b. As to the value of property or services 
if the value directly relates to the amount 
of a deduction or credit for federal in- 
come tax purposes and if the value so 
stated exceeds 200% of the correct 
value. 


Judgment 
For written reasons assigned this date: 


IT IS ORDERED that defendant Ger- 
ald Savoie, individually and doing business 
as the Louisiana Caucus Club, and all those 
in active concert or participation with him, 
including all those acting by, for, and 
through the Louisiana Caucus Club, are 
hereby enjoined and restrained from di- 
rectly or indirectly: 

1. Inducing, aiding or abetting the filing 
of false or fraudulent wage-withholding 
exemption forms. 

2. Inducing, aiding or abetting the filing 
of false or fraudulent federal income tax 
returns or amended returns. 


3. Inducing or abetting the filing of false 
or fraudulent Schedules C. 

4. Inducing, aiding or abetting the insti- 
‘tution or prosecution of any civil action in 
any court in the United States based upon 
(a) the claim that wages or salaries or 
other compensation for labor or services 
are not subject to federal income tax or 
(b) any other such frivolous claim with 
respect to federal income taxation. 

5. Organizing, assisting in the organiza- 
tion of, selling or otherwise promoting any 
plan or arrangement based upon (1) the 
false premise that wages, salaries or other 
compensation for labor or services are 
exempt from federal income taxation, (2) 
any false or fraudulent claim regarding the 
allowability of any other tax benefit for 
federal income tax purposes, or (3) any 
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other false or frivolous contentions regard- 
ing federal tax law. 

6. Advertising, marketing, selling or 
otherwise distributing any document or 
other information to be used by taxpayers 
to avoid the payment of, or to obtain the 
refund of, federal income taxes, that is 
based on the false proposition that wages, 
salaries or other forms of compensation for 
labor or services not specifically excluded 
from taxation under Title 26 of the United 
States Code are not taxable income. 


7. Preparing or assisting any individual 
by any means in the preparation of a false 
or fraudulent form, return or declaration 
claiming that the taxpayer is exempt from 
federal taxation or entitled to excessive 
multiple withholding allowances so as to 
reduce such taxation. 


8. Preparing for compensation or em- 
ploying one or more persons to prepare 
for compensation any return of federal 
income tax or any claim for refund of 
federal income tax, for any person other 
than: 

a. himself 


b. his regular and continuous employer, 

or 

c. a person for whom he acts as a fidu- 

ciary, specifically, as a conservator, trustee 

or guardian. 
Preparing a return includes providing indi- 
vidualized “samples” of returns to be re- 
copied as well as the preparation of any 
schedule or a sample of any schedule to 
be made a part of a return. 


9. Making or furnishing a statement in 
connection with organizing, assisting in the 
organization of, selling or participating in 
the sale of an interest in a partnership, 
entity, investment plan, or any other plan 
or arrangement: 


a. With respect to the allowability of any 
deduction or credit, the excludability of 
any income, or the securing of any other 
tax benefit, by reason of holding an 
interest in the entity or participating in 
the plan or arrangement which the de- 
fendant knows or has reason to know 
is false or fraudulent as to any material 
matter, or 


b. As to the value of property or services 
if the value directly relates to the amount 
of a deduction or credit for federal in- 
come tax purposes and if the value so 
stated exceeds 200% of the correct value. 
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[79183] A. S. Barber, Inc., a corporation, and A. S. Barber and Nancy Barber, 
Plaintiffs v. United States of America, Defendant. 


U. S.. District Court, East. Dist. Mo., East. Div., No. N83-130C, 12/26/84. 


[Code Sec. 280A] 


Deductions: Rental unit: Personal use: Substantiation—The taxpayers were not 
entitled to rental loss deductions related to a condominium because they failed to prove 
that they used the condominium less than 14 days in each of the tax years. Back refer- 
ence: {[ 2298E.617. 


[Code Secs. 162 and 167] 


Deductions: Business expenses: Depreciation: Aircraft: Dental equipment: Useful 
life—The taxpayer corporation, an incorporated dental practice, was not entitled to a 
business expense deduction for the cost of acquiring and operating an aircraft allegedly 
purchased to transport dentists from another city to assist at dental clinics operated 
by the corporation. The expenditures were not ordinary and necessary expenses because 
the aircraft was never put into regular service and the expenses were unreasonably large 
since other alternatives were available. No depreciation deductions or investment tax 
credits related to the aircraft were allowed since the aircraft was not purchased for 
business purposes. No depreciation deduction in excess of that allowed by the IRS was 
allowed on various dental equipment or a mobile home office because the taxpayer failed 
to prove that a shorter useful life applied. Back references: {| 1332.108, 1715.104 and 
1713A.65. 


[Code Secs. 61 and 316] 


Gross income: Constructive dividends: Aircraft used by stockholder: Loans to stock- 
holder: Intent to repay—A corporation’s expenditures related to the purchase and 
operation of an aircraft were constructive dividends to its sole shareholder since he used 
the plane for a vacation trip, it was never put into regular service by the corporation, 
and he was the only person qualified to fly the aircraft. Amounts paid by the corpora- 
tion to the taxpayer shareholder were constructive dividends and not loans since the 
taxpayer failed to prove that the parties intended the sums to be repaid. Back ref- 
erences: {| 2377.129 and 2377.6841. 


Kent D. Kehr, Green, Kehr, Kanefield & Hoffman, 7733 Forsyth Blvd., Clayton, Mo. 
63105, for plaintiffs, Ludwig H. Adams, Department of Justice, Washington, D. C. 20530, 
for defendant. 


Memorandum 
Baun, Magistrate: Plaintiffs have filed 
an action under 28 U. S. C. § 1346(a)(1) 
against the United States for the recovery 
of Internal Revenue taxes, penalties and 
interest collected from the plaintiffs. This 
cause was heard by this Court without a 

jury on May 2 and 21, 1984. 


remainder of the calendar year 1978, are 
in dispute, as well as the individual returns 
for Dr. and Mrs. Barber for the years 1977 
and 1978. A deficiency notice issued by the 
IRS in November of 1981 was paid by the 
plaintiffs. — 


Both the corporation and the individual 
plaintiffs filed timely claims for refund 
with the IRS on or about October 15, 1982. 


Findings of Fact 

The Court finds that Dr. Arnold Stephen 
Barber is a dentist who was practicing in 
Kirksville, Missouri and the surrounding 
area during the years involved in this law 
suit. A. S. Barer, Inc. is a Missouri cor- 
poration with its principal place of business 
in Kirksville, Missouri. Barber and his 
wife, Nancy Myer Barber, have been of- 
ficers of the corporation. The federal in- 
come tax returns of the corporation and the 
individual plaintiffs for the fiscal years 
April 30, 1977 and April 30, 1978, plus the 
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The disputed areas include (1) whether the 
corporation is entitled business expense de- 
ductions and investment credits for the 
purchase of a Douglas A-26 aircraft; (2) 
whether purchase of the aircraft was a con- 
structive dividend to Dr. Barber and should 
be taxed as such; (3) if the corporation is 
entitled to an $825.00 rental expense deduc- 


tion; (4) if rental loss deductions are per- 


mittéd on Dr. and Mrs. Barber’s Lake of 
the Ozark condominium; (5) whether cer- 


tain amounts paid by ihe corporation to 


Dr. Barber were loans or constructive 
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dividends; and (6) whether certain claims 
of depreciation on dental equipment and a 
mobile home office should be allowed. 


The Court finds that in July of 1976, 
Plaintiff A. S. Barber, Inc. purchased a 
used Douglas A-26 twin engine aircraft, 
which seated ten people and could travel 
300 to 350 miles per hour, for $101,000. 
Plaintiffs maintain that said aircraft was 
purchased for the purpose of transporting 
‘dentists back and forth from Kansas City, 
Missouri to Kirksville, Missouri to assist 
the taxpayer in dentistry in dental clinics 
‘operated by the corporation. 


Dr. Barber testified that the corporation 
-operated clinics in Kirksville, Laplata, Lan- 
‘caster and Milan, Missouri. He further 
noted that he was unable to employ dentists 
from that area to staff the clinics, but was 
‘able to obtain dentists from Kansas City. 
Dr. Barber testified that previously he had 
been transporting dentists between Kansas 
City and Kirksville on Horizon Airways, 
Inc., a licensed commuter airline (Barber 
testified he owned 80% of the stock of 
Horizon Airways). Dr. Barber stated that 
che found the times of scheduled commuter 
flights unsatisfactory and so he, through 
the corporation, purchased the A-26 aircraft 
to transport dentists from Kansas City to 
Kirksville as needed. Evidence at the trial 
revealed that Dr. Barber was the only avail- 
able qualified pilot to fly the A-26. Dr. 
Barber testified that at the time of purchase 
he had three pilots lined up to train, but for 
‘various reasons they never qualified to fly 
the plane. He further testified that he never 
used the A-26 for personal reasons except 
for a trip to Idaho with his wife. One of 
the potential trainee pilots went on a train- 
ing run with the Barbers on this trip. The 
claimant further testified only four dentists 
were transferred at any one time on the 
Horizon’s Commuter Line, which was a 
military Beech. Evidence revealed the cor- 
poration’s cost analysis for the A-26 was 
based on transporting six dentists and two 
hygienists five days a week; however, he 
testified that he had never transported 
a dental hygienist from Kansas City. 


The Plaintiff Nancy Barber reiterated the 
testimony that the A-26 was bought to 
transport dentists from Kansas City to 
Kirksville. She testified that prior to pur- 
chasing the A-26, on any given day. Two 
dentists were brought from Kansas City 
to Kirksville. She stated that her husband 
planned to use six dentists and two hy- 
gienists. She further testified that the A-26 
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was never put into regular service to trans- 
port dentists. She testified Dr. Barber 
could not get pilots to fly the plane, so it 
was ultimately put on the market for sale. 
She further noted that no agreements were 
made with the two potential pilots to fly 
the A-26 on a regular basis. 


The A-26 plane purchase was a some- 
what incredulous step-up from the use of 
a small relatively economical Beech to a 
large expensive A-26 converted military 
plane which ccnsumed 150 gallons of gaso- 
line per hour. 


Regarding the condominium in the Lake 
of the Ozarks, Mrs. Barber testified that it 
was bought in 1977 a's an investment. She 
testified that she personally used it 25 to 
30 times during their ownership. She said 
she used the condominium twice in 1977 
and twice in 1978. The condominium was 
sold in 1980 or 1981. She further testified 
that the corporation loaned money to Dr. 
Barber twice, $1,000 in 1976 and $17,000 
in 1977, and the loans were repaid by checks 
in the amount of $5,000 and $17,000 in Sep- 
tember and October of 1979. 


Conclusions of Law 


I. Entitlement to Business Expense Deduc- 
tions and Investment Credits on the Douglas 
A-26 Aircraft. An item is deductible under 
§ 162 of the Internal Revenue Code as a 
business expense if it is (1) paid or incurred 
during the taxable year, (2) for carrying 
on a trade or business, (3) an expense, (4) 
necessary and (5) ordinary. Commissioner 
v. Lincoln Savings and Loan Assn. [71-1 ustc 
7 9476];- 403° U.S. 345; °°352 (1971). The 
Court finds that the expenses involving the 
Douglas A-26 aircraft were neither neces- 
sary or ordinary in carrying out the cor- 
poration’s trade or business of providing 
dental services. 


The plaintiffs have the burden of show- 
ing that the operation and ownership of the 
aircraft was ordinary and necessary to the 
dental practice. The aircraft would have 
been necessary if it was appropriate and 
helpful and ordinary, if it was a normal 
and natural response under the sepcific cir- 
cumstances which the corporation found 
itself. Welch v. Helvering [3 ustc § 1164], 
290 Wie Sal 1 ACL933) wee 


The Court finds that the A-26 was not an 
ordinary expense deductible under § 162 
of the Internal Revenue Code. See, Welch, 
supra; Deputy v. Dupont [40-1 usrc 9161], 
308 U. S. 488 (1940). Rather, the Court 
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finds it an unreasonably large expense when 
the testimony indicated there were other 
alternatives available. Testimony revealed 
that Dr. Barber was the only one capable 
of flying the aircraft and, therefore, he had 
to be along on any flights. The A-26 was 
impractical under the circumstances. See, 
Forman Co., Inc. v. Commissioner [72-1 ustc 
79182], 453 F. 2d 1144, 1660 (2nd Cir. 
1972), cert. denied, 407 U. S. 934 (1972). In 
this case, the airplane was not a response 
one would normally expect a business in 
the taxpayers’ circumstance to make. See, 
Palo Alto Town and Country Village, Inc. v. 
Commissioner [78-1 ustc $9200], 565 F. 2d 
1388 (9th Cir. 1977) (where a corporation’s 
airplane was deemed a normal response as 
it was less expensive than keeping a char- 
tered plane on standby and it led to a sav- 
ing of almost $100,000.00 in interest). 
Testimony also revealed that the A-26 was 
never put into regular service for the dental 
corporation. 


In addition, the plaintiffs argue that the 
.A-26 was to be used in the daily business 
operations of A. S. Barber, Inc. as soon as 
a pilot other than Dr. Barber was qualified 
for insurance coverage. The plaintiffs main- 
tain that the depreciation and investment 
tax credit regulations provide that property 
is first placed into service when it is in a 
condition or state of readiness and avail- 
ability for a specific assigned function. 
Plaintiffs cite SMC Corp. v. United States 
[82-1 ustc 9309], 675 F. 2d 113 (6th Cir. 
1982), stating that equipment was consid- 
ered placed into service during the year of 
purchase even though it was not actually 
used in such year due to the lack of a 
permanent electrical connection. The gov- 
ernment argues that the depreciation de- 
ductions and investment credits are unavail- 
able for the additional reason that the 
plaintiffs have failed to establish the useful 
life of the A-26 and its anticipated salvage 
value. 26 C. F. R. §1.167(a-1); Hawkins v. 
Commissioner [83-2 ustc J 9475], 713 F. 2d 
347, 353 (8th Cir. 1983). Since we find that 


it was not a proper business expense, we do 
not reach the question of appropriate useful 
life and ee value for oie phi A-26 


represent some economic gain or benefit to 
the owner or shareholder of the corpora- 
tion. Erickson v. CIR [79-2 ustc § 9444], 
508 F. 2d 525 (9th Cir. 1979); Ashby v. 


Commissioner [CCH Dec. 28,891] 50 T. C.. 


409 (1968); Palo Alto Town and Country 
Village, 
7 9200], 565 F. 2d 1388, 1391 (9th Cir. 1977). 
The Court finds that Dr. Barber did receive 
a personal benefit from the corporation’s 
payment of the expenses regarding the 


Douglas A-26 aircraft, particularly in light 


of the fact that Dr. Barber and his wife 
took the aircraft on a vacation to Idaho 
and Colorado. Evidence revealed that Dr. 
Barber was the only pilot qualified to fly 
it. We have concluded that Dr. Barber was 
attracted to the swift, expensive aircraft by 
personal nature and gratification. There- 
fore, the Court finds that the expenditures 
made by the corporation in connection with 
the A-26 were constructive dividends to its 
shareholder, Dr. Barber. These dividends 
were taxable pursuant to §61(a)(7)(A) of 
the Internal Revenue Code of 1954 
(265U2 (SG). 


III. Rental Expense in the Amount of 
$825.00. At the hearing, Dr. Barber testified 
that the $825.00 in dispute for rental ex- 
pense was for a backroom dental labora- 
tory. The government in its brief indicated 
this expense should be allowed. Accord- 
ingly, we find that this deduction should 
be allowed. 


IV. Condominium Rental hoce There is 
also a dispute regarding rental loss deduc- 
tions of $3,579.00 in 1977 and $4,881.00 in 
1978 in regards to the plaintiffs’ condomin- 
ium: in the Lake of the Ozarks. Sections 
280(A)(a) and (d)(1), Internal Revenue 
Code of 1954, (26 U. S. C.) provide that 
deductions are not permitted if personal 
use of the rental property exceeds the 
greater of fourteen days and ten percent of 
the days rented. Dr. and Mrs. Barber testi- 
fied that they used the condominium less 
than fourteen days in each of 1977 and 1978. 
No evidence was forthcoming in the way of 
business or personal records to, substantiate 
the claim, Accordingly, having failed in 
this proof, deductions for the rental loss on 
the condominium are not allowed. 


Inc. v. Commissioner [78-1 ustc . 
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The inquiry whether corporate funds 
have passed to a shareholder as bonafide 
loans depends on whether the parties in- 
tended the sums to be repaid. Intent is to 
be determined by considering all the cir- 
cumstances inter alia, the presence or absence 
of conventional indicia of debt such as the 
giving of a note or security, a maturity 
date, etc. In this case, we apparently have 
a note receivable journal entry, however, 
an actual note is absent. 


. . . In a case of complete identity be- 
tween corporation and stockholder the 
books are a self-serving arrangement by 
the taxpayer calling for scrutiny for possi- 
ble evasion of taxes. The court of ap- 
peals was of the view-here shared that 
the careful scrutiny appropriate in such 
cases required emphasis on the objective 
indicia of plaintiff’s intent rather than on 
the formal statements of that intent on 
the books of the plaintiff. 


Id. at 870. 


Accordingly, the Court finds the share- 
holder loans to be constructive dividends 
and taxable to, Dr. Barber. 

VI. Non-Plane Depreciation of the Corpo- 
vate Assets. The corporation seeks deprecia- 
tion expense on various dental equipment 
and a mobile home office. 26 C. F. R. 
§ 1.167(a-1)(b) provides a formula for de- 
termining useful life in general. This sec- 
tion provides that the useful life of an asset 
shall be determined by reference to the tax- 
payers experience with similar property 
taking into account the present condition 
and probable future devolpments. This sec- 
tion goes on to enumerate four factors to 
be considered in determining the period of 
useful life: (1) wear and tear and decay or 
decline from natural causes, (2) the normal 
progress of: the art, economic changes, in- 
ventions and current developments within 
the industry and the trade or business, (3) 
the climatic and other local conditions 
peculiar to the taxpayer’s trade or business 
and (4) the taxpayer’s policies as to re- 


pairs, renewals and replacements. Salvage 
value is not a factor for the purpose of de- 
termining useful life. 


The Internal Revenue Commissioner’s 
determination of useful life is presumed 
correct unless the taxpayer introduces evi- 
dence sufficient to support a contrary find- 
ing and this is true whether the taxpayer 
is attempting to prove a shorter useful life 
or a useful life cut short by obsolescence. 
Ames v. Commissioner [80-2 ustc { 9641], 
626 F. 2d 693 (9th Cir. 1980). 


The taxpayer attempted to meet this 
burden with the testimony of Dr. Barber. 
The Court finds such testimony was not 
sufficient to overturn the commissioner’s 
presumption of accuracy. 


Accordingly, this Court must find for the 
defendant except as to the $825.00 rental 
expense for a laboratory. On the issue of 
the $825.00 rental expense, the Court finds 
for the plaintiff. 


An appropriate judgment shall issue. 


Judgment 

In accordance with the memorandum of 
the Court this day filed, which is incorpo- 
rated and made a part of this judgment; 

IT IS HEREBY ORDERED, AD- 
JUDGED and DECREED that judgment 
be and hereby is entered in favor of the 
defendant, United States of America and 
against the plaintiffs, A. S. Barber, Inc., a 
corporation, A. S. Barber and Nancy 
Barber, on the recovery of Internal Rev- 
enue taxes, penalties and interest on all 
counts except the rental expense count. 

IT IS FURTHER ORDERED, AD- 
JUDGED AND DECREED that judgment 
be and hereby is entered in favor of the 
plaintiff, A. S. Barber, Inc., and against 
the defendant, United States of America, 
on the recovery of paid Internal Revenue 
taxes, penalties and interest thereon con- 
tained in the rental expense count. 


[7.9184] Stephen P. Ollarek, Plaintiff v. United States of America, Defendant. 
U.S. District Court, So. Dist. N. Y., 83 Civ. 4939 (PKL), 1/31/85.—(601 FSupp 815.) 


[Code Secs. 6020, 6201, 6212, 6851 and 7422] 

Civil suits: Action for refund: Conditions precedent to suit: Payment of entire tax: 
Termination assessments: Deficiency notice requirements: IRS substituted return.—Since 
a petitioner failed to pay the entire amount of a deficiency as a condition precedent to a 
claim for refund, a district court was deprived of subject matter jurisdiction to review 
claims concerning the propriety of an assessment based upon a substituted return filed 
by the government. The dispute arose following a criminal investigation in which certain 
physical evidence in the form of controlled substances and cash were seized but later 
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suppressed at trial. Based on the suppressed cash the IRS made a termination assessment 
by employing the use of the “income and expenditures” method to determine the individ- 
ual’s tax liability for the tax year in question. After duly filing a timely notice of deficiency 
the IRS collected by levy the seized cash in partial payment of the deficiency and then 
filed a substituted return on behalf of the individual, thereby successfully opening and: 
closing the full tax year. The individual then filed a belated return and unsuccessfully 
attempted to replace his return for the substituted return as the basis of the deficiency 
determination. In rejecting this argument, the court noted, the belated filing of a tax 
return, after the IRS has filed a substituted return, does not require the IRS to start anew 
the assessment process. Accordingly, since the individual did not pay the full amount 
of tax owed, the court dismissed the action for lack of jurisdiction. Back references: 


J] 5041.05, 5303.09, 5319.18, 5607.79 and 5781.0265. 


William Slivka, Sherman, Feigen & Slivka, 292 Madison Avenue, New York, N. Y. 
10017, for plaintiff. Rudolph W. Giuliani, United States Attorney, Jordan Stanzler, “Assist- 
ant United States Attorney, New York, N. Y. 10007, for defendant. 


Opinion and Order 


LeIsurg, District Judge: Plaintiff, Stephen 
P. Ollarek, brings this action, claiming that 
the government erroneously and illegally 
collected income taxes from him. He seeks 
to recover $7,717.88 in federal income taxes 
allegedly paid. He alleges that this Court 
has jurisdiction pursuant to 28 U. S. C. 
§ 1346 and 26 U. S. C. § 7422. 


The government seeks an order pursuant 
to Rules 12(b)(1), 12(b)(6) and 56 of the 
Federal Rules of Civil Procedure dismiss- 
ing the complaint for lack of subject matter 
jurisdiction and for failure to state a claim 
upon which relief can be granted. As more 
particularly described below, the govern- 
ment asserts that the Internal Revenue 
Service. (SERS?) pursuant, tosZ264W) S.C. 
§ 6851 (1970), made a termination assess- 
ment against plaintiff in the amount of 
$22,032.02 and thereafter collected $8,064 by 
levy. With the addition of penalties and 
interest, there is a balance now due, accord- 
ing to the government, of $23,913.12 in un- 
paid assessments for the 1976 year, plus 
accrued interest, penalties and statutory 
additions. In bringing its motion to dis- 
miss, the government relies on the teaching 
of Flora v. United States [60-1 ustc {J 9347], 
362 U. S. 145 (1960), because plaintiff has 
not paid the entire assessment. 


The Ei acts 


The parties agree that on March 31, 1976, 
plaintiff was arrested following a search of 


Hartman v, 1 
ye Aa 542, 46 1975). oe IRS records ‘indicate 


On December 1, 1977, a are trial court 
suppressed the physical evidence seized at 
the time of arrest. The criminal indictment 
was later dismissed. As a result of the 
arrest and seizure of evidence, on May 4, 
1976 the IRS made a termination assess- 
ment pursuant to 26 U. S. C. § 6851(a) (1) 
(1970) against plaintiff for the taxable 
period January 1, 1976 to March 31, 1976. 
In accordance with 26 U. S. C. § 6861 
(1970 & Supp. IV 1974), a statutory notice 
of deficiency was issued on June 2, 1976. 
The notice informed plaintiff of his right to 
contest the deficiency in United States Tax 
Court within 90 days. See Laing v. United 
States [76-1 ustc J 9164], 423 U. S. 161 
(1976). Using thé “income and expendi- 
tures” method, the IRS had determined 
that plaintiff “. . . realized taxable income 
in the amount of $56,021 for the taxable 
period January 1, 1976 to March 31, 1976 
evidenced by [the] cash seizure, [in the 
amount of $8,064] illegal drug sales, illegal 
drug purchases and cost of living. .. .” 
Plaintiff argues that the IRS calculation 
had no basis in fact or law. The parties 
agree that on or about June 7, 1976, the 
IRS collected by levy $8,064 from plaintiff 
for the period ending March 31,1976. 
On May 3, 1977 the IRS filed a substi- 
tuted tax return on plaintiff’s behalf for the 
fax year 1976 pursuant to, Zo, UL. Sac. 
§ 6020(b) (1). Although this was a dummy 
return and had no numbers filled in, such 
a return is “good and sufficient for all legal — 
purposes.” 26 U. Ss. G, 5502) (2). See 
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that on or about November 4, 1977, it sent 
a letter requesting that plaintiff contact the 
IRS about the tax return for the year 1976. 
Plaintiff did not respond but it is noted 
in the IRS file that his counsel, a Mr. Kern, 
was contacted by telephone and that he 
indicated plaintiff intended to file a tax 
refund claim. : 


IRS records also show that on April 25, 
1978, plaintiff was sent a letter indicating 
the results of an examination of his 1976 
tax return and of his right to take an ad- 
ministrative appeal. This letter was ad- 
dressed to plaintiff’s last known address 
but was returned to the IRS. IRS records 
do not indicate that an administrative ap- 
peal was filed. On October 20, 1978, the 
IRS mailed to plaintiff a second statutory 
notice of deficiency for the 1976 tax year, 
showing a deficiency in taxes assessed in 
the amount of $29,138.57 including penalties 
and interest. Pursuant to 26 U. S. C. 
§ 6212(b) (1), the letter was sent to plain- 
tiff’s last known address by certified mail. 
It was returned with the notation that the 
addressee had moved without leaving a for- 
warding address; the letter was mailed 
again and returned with the same notation.’ 
IRS records do not indicate that plaintiff 
_ filed a petition in the United States Tax 
Court. 


On April 30, 1980, the IRS received a tax 
return for the 1976 tax year filed by plaintiff 
through his attorney William Slivka, Esq. 
The return was accompanied by an IRS 
form power of attorney which, inter alia, 
authorized Slivka to execute waivers of 
notice of disallowance of a claim for credit 
or refund. It was claimed in the return 
that plaintiff had income of $3,280 from the 
net proceeds of miscellaneous flea market 
sales, a tax liability of $345.12, a total of 
$8,064 of federal income tax withheld and 
that plaintiff was entitled to a refund of 


$7,717.88: Pursuantyerto»Treas. | Reg. 
§ 301.6402-3(a)(5), the IRS treated the re- 
turn as a tax refund claim. On or about 
May 1, 1981, Anthony Amoruso, an IRS 
agent assigned to the case, told Slivka that 
he intended to disallow the refund claim. 
It is plaintiff’s position that Amoruso told 
Slivka only that the claim was not timely 
filed. In any event, it is undisputed that, in 
response to Amoruso’s request, Slivka 
signed Form 2997, Waiver of Statutory No- 
tice of Claim Disallowance (“Waiver”). 
The Waiver, filed on July 1, 1981, dispensed 
with the IRS’s obligation to provide notifi- 
cation of disallowance and also began the 
two-year period for filing suit for refund 
of the claims in federal court. The cover 
letter accompanying the Waiver requested 
an opportunity to appeal the disallowance. 


On February 2, 1982 the appellate divi- 
sion within the IRS requested Amoruso 
to gather further information and stated 
that the claim was timely filed. Based upon an 
informal opinion of counsel that illegally seized 
evidence could not be used in a civil tax pro- 
ceeding, Amoruso asked plaintiff to sign and 
return a Form 4549 reflecting a refund to 
plaintiff. Amoruso claims he told Slivka that 
the refund would not be processed until a 
formal written opinion was received from 
IRS counsel. The formal opinion, issued 
on December 6, 1982, concluded that sup- 
pressed evidence could be used ia a civil 
tax proceeding, citing Guzzetta v. Commis- 
sioner [CCH Dec. 38,758], 78 T. C. 173 
(1982). Amoruso informed Slivka of this 
result and that his “original decision to 
disallow the claim would stand.” The par- 
ties agree that on June 29, 1983 Amoruso 
placed a telephone call to Slivka and ad- 
vised him that the statute of limitations 
for filing a lawsuit in federal court would 
expire on July 1, 1983. Plaintiff filed this 
action on June 30, 1983. 


grant of summary judgment for the plaintiff. 
In addition, the court’s jurisdiction was not in 
issue under Flora v. United States [60-1 ustc 
1 9347], 362 U. S. 145 (1960), because the full 
amount of the assessment had been paid. 

2 Plaintiff challenges the effectiveness of these 


notices because they were mailed to an address 


where the IRS had reason to know plaintiff did 
not reside. The general rule in this regard is 
that a taxpayer asserting that a notice of defi- 
ciency has .been mailed to the wrong address 
must demonstrate that a clear and concise no- 
tice concerning a definite change of address has 
been communicated to the IRS. United States 
v. Zolla [84-1 usrc { 9175], 724 F. 2d 808, 810 
(9th Cir.), cert. denied, 105 S. Ct. 116 (1984); 
McCormick v. Commissioner [CCH Dec. 30,391], 
55 T. C. 138, 141 (1970). Because plaintiff has 
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made no allegation that he supplied such notice 
to the IRS, he cannot complain that the defi- 
ciency notice was not received. Karosen v. 
Commissioner [CCH Dec. 40,422(M)], 46 T. C. M. 
(CCH) 1278 (1983), relied upon by plaintiff in 
this regard, is not to the contrary. See also 
Crum v. Commissioner [81-1 ustc { 9123], 635 
F. 2d 895, 898 (D. C. Cir. 1980) (last known 
address defined as ‘‘the taxpayer’s last per- 
manent address or legal residence known by 
the Commissioner’); Morse v. IRS [81-1 ustc 
7 9120], 635 F. 2d 701 (8th Cir. 1980). 

3 Accord, Tirado v. Commissioner [82-2 ustc 
1.9580], 689 F. 2d 307 (2d Cir. 1982), cert. 
denied, 460 U. S. 1014 (1983); Velasco v. IRS, 
80-2 USTC (CCH) {9590 (S. D. N. Y. 1980). 
See also United States v. Janis [76-2 ustc 
16,229], 428 U. S. 433 (1976). 
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Discussion of Law 


There are two jurisdictional prerequisites 
for a refund suit in federal district court. 
First, 26 U. S. C. § 7422(a) requires that 
plaintiff file, as he has done, an adminis- 
trative refund claim for the pertinent tax 
period. Plaintiff alleges that the defendant 
disallowed the timely filed refund claim 
without setting forth any basis for such 
disallowance and has administratively failed 
to respond to his protest against such 
action. This failure of the IRS to respond 
administratively to plaintiff’s protest, it is 
argued, represents a denial of due process. 
This position has no legal basis. The exe- 
cution of the Waiver by plaintiff’s attorney 
dispensed with any obligation on the part 

of the IRS to furnish notice that the 
claim was being disallowed. 26 U. S. C. 


§ 6532(a) (1) and (3); Treas. Reg. § 301.6532- | 


l(c). Plaintiff cannot therefore complain 
that he did not receive notice as to the 
disposition of his claim before the statute 
of limitations on filing a lawsuit in federal 
court expired. 


The government claims that plaintiff has 
not satisfied the second prerequisite because 
he has not paid the full amount of the 
income tax deficiency assessed by the IRS. 
See Flora v. United States [60-1 ustc { 9347], 
362 U.S. 145 (1960). The Flora Court held 
that a taxpayer must pay the entire amount 
of an income tax deficiency assessed by the 
IRS before he may challenge its correct- 
ness in federal court under 28 U. S. C. 
§ 1346(a) (1).* 


Plaintiff attempts to circumvent this 
jurisdictional prerequisite by arguing that 
the assessment to be paid as a condition 
to filing the tax refund suit is the assess- 
ment of tax as shown on plaintiff’s tax 
return, which he claims to have overpaid. 
Plaintiff argues that by filing the return 
for the 1976 year in 1980, he exercised his 
right under former 26 U. S. C. § 6851(b) 
(1970) that a taxable period terminated 
thereunder could be Pastore by the tax- 
payer if he files a return.’ According to 


26; UES @: § 6201 (a) (1),. the IRS must 
then assess all taxes as determined by the 


taxpayer on his return. If the IRS subse- 
quently determines there is a deficiency, 
it should issue a deficiency notice pursuant 
to 26 U. S. C. § 6212 and plaintiff could 
then contest the assessment in Tax Catt 
without first paying. 


The government argues, and the er 
agrees, that when the IRS filed the substi- 
tuted return for the full year under 26 
U. S. C. §6020(b) the tax year was re- 


“opened and then closed. Plaintiff questions 


whether a substitute return can reopen an 
emergency termination and then reclose it, 
thereby foreclosing plaintiff’s right to file 
a return for the full year. Plaintiff con- 
tends that the right accorded the taxpayer 
by former 26 U. S. C. § 6851(b) (1970) is 
personal to the taxpayer and that the filing 
of a substituted return does not relieve the 
taxpayer of the obligation to file a return. 
Plaintiff's argument fails for two reasons. 
First, the procedures set forth by former 


section 6851(b) permitting the taxpayer to 


reopen are inapplicable where, as here, a 
delinquency assessment has been made for 
the full year. 


a taxpayer from having two tax years in 
the same calendar year, “. . . for example, 
in the case of an alien who departs from 
and returns to the United States within 
the 12-month period which would other- 
wise be his taxable year.” H.R. Rep. No. 
1337, 83d Cong., 2d Sess., reprinted in 1954 
U. S. Code Cong. & Ad. News 4017, 4569; 
S. Rep., 83d Cong., 2d Sess., reprinted in 
1954 U. S. Code Cong. & Ad. News 4621, 
5246-47. The legislative history does not 
indicate that section 6851(b) eae in the 
case of a delinquent return. 


Second, although it is true that filing a 


substituted return does not relieve the tax- 


payer’s obligation to file, the belated filing 
of a tax return, after the IRS has filed 
a substituted return, does not require the 
IRS to start anew the assessment process. 
Conovitz v. Commissioner [CCH Dec. 
36,741(M)], 39 T. C. M. (CCH) 929, 932 
(1980). The fact that a taxpayer fails to 


file a return does not insulate him from 


The legislative history indi- 
cates that former section 6851(b) was en= 
acted for the limited purpose of preventing 
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a determination by the IRS that a tax is 
due and owing. Hartman, 65 T. C. at 546. 
Indeed, section 6020(b) “is a procedural 
device which supplies the Internal Revenue 
Service with a means to assess tax obliga- 
tions not reported by the taxpayer and to 
- impose various ‘civil’ penalties.” Conovitz, 
Jee Corum (EC CH)etat £932. Plaintiff's 
reference to United States v. Harrison, 72-2 
usrem(C@HM) "9, 95732 (be Di, NUWYe).« aiid, 
[72-2 ustc J 9573] 486 F. 2d 1397 (2d Cir. 
1972), cert. denied, 411 U. S. 965 (1973), 
for the proposition that, because a substi- 
tuted return does not relieve the taxpayer’s 
obligation to file a return, it is not equiva- 
lent to a taxpayer’s return, is misleading 
and ignores the facts of that case. In Har- 
rison, the taxpayer failed to escape criminal 
penalties for not filing any tax returns, 
although he argued that the use of a substi- 
tuted return by the IRS excused his obliga- 
tion to file a return. Harrison provides no 
support for plaintiff’s argument that a be- 
lated return will supersede a substituted 
return. 


The argument that the IRS should have 
assessed taxes based on plaintiff’s return 
pursuant to the authority vested by 26 
U. S. C. § 6201 is erroneous because 26 
U. S. C. § 6861 (1970 & Supp. IV 1974) 
provided assessment authority when a tax- 
able year was terminated before its conclu- 


sion under former 26 U.S. C. § 6851 (1970). 


Laing, 423 U. S. at 184° This, in conjunc- 
tion with the fact that a section 6020 
return was filed, means that the assessment 
procedures set forth by 26 U. S. C. 
§§ 6201(a) and 6203 do not control in this 
situation. Provided that the taxpayer was 
sent a deficiency notice in accordance with 
sections 6861(b) and 6212(b)(1), collection 
of a tax based upon that assessment would 
be proper. Laing, 423 U. S. at 184. Noth- 
ing that has come to the attention of the 
Court indicates that an untimely filed tax 
return will supplant a termination assess- 
ment duly made by the IRS for which a 
deficiency notice properly has been sent. 
If the Court accepted plaintiff’s narrow 
interpretation of the assessment procedures 
set forth by sections 6201 and 6203, it 
would in effect negate the Flora doctrine 
by allowing plaintiff to litigate in federal 
court without paying the full amount of 
the IRS assessment. Such a course will 
not be followed. Plaintiff’s failure to pay 
the full assessment deprives this Court of 
subject matter jurisdiction over the refund 
claim. 


For the reasons stated, defendant’s mo- 
tion to dismiss is hereby granted, without 
prejudice to plaintiff if he brings a new 
refund action after satisfying the jurisdic- 
tional prerequisites. 


SO ORDERED. 


[7.9185] United States of America and Aristedes Demetriou, Revenue Officer, Peti- 


tioners v. Stephen Fein, Respondent. 


U.S. District Court, So. Dist. N. Y., M-18-304, 2/6/85. 


[Code Sec. 7602] 


Summons: Contempt: Failure to comply with enforcement order: Privilege against 
self-incrimination.—An individual was held in civil contempt for his failure to comply 
with a court order compelling him to comply with an IRS summons that directed him 
to testify and produce books and records. The individual, who did not appear at the 
enforcement hearing or appeal the subsequent order of enforcement, could not raise the 
defense of lack of possession of records at the time of the summons or the privilege 
against self-incrimination for the first time in a proceeding to hold him in contempt for 
the failure to comply with that order. In a contempt proceeding, only a present inability | 
to produce records may be asserted and the individual was given time to establish such 
fact. Back reference: f 5924.065. 


Memorandum Opinion 


Sweet, District Judge: Petitioners United 
States of America and Revenue Officer 
Aristedes Demetriou (the “government”) 
have made an application by order to show 
cause for an order adjudging respondent 


Stephen Fein (“Fein”) in civil contempt 
of the September 20, 1983, order of this 
court compelling Fein’s compliance with an 
Internal Revenue Service summons. The 
application is granted. 


6 Section 6851 as it currently stands authorizes 
the” IRS to immediately assess the amount of 
the tax determined under that section. — 
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Revenue Officer Demetriou (“Demetriou”) 
served Fein with an IRS summons on De- 
cember 10, 1982, by taping a copy on the 
door of his residence. The summons, which 
was issued by the IRS pursuant to section 
7602 of the Internal Revenue Code, 26 
U. S. C. § 7602, directed Fein to appear 
before Demetriou on January 26, 1983 and 
produce for examination the books, records 
and other papers described in and testify 
in accordance with the summons. Fein failed 
to appear or otherwise comply with the 
summons, but instead left a message with 
Demetriou’s office that he could not make 
the appointment but would call again. Fein 
was then notified by letter dated February 
25, 1983, that he was to comply with the 
summons by March 4, 1983, and that if he 
did not do so court proceedings to compel 
his compliance. could be initiated against 
him. Fein failed to appear or comply with 
the summons on March 4, 1983. 


On September 6, 1983, the government 
filed a motion returnable September 20, 
1983, demanding that the respondent appear 
and show cause why he should not fully 
comply with the December 10, 1982, IRS 
summons. Fein was personally served with 
the order to show cause on August 30, 1983. 
Fein having neither appeared or submitted 
any papers in opposition, the government’s 
motion was granted on September 20, 1983, 
and an order was signed directing Fein to 
comply with the summons by appearing 
before an IRS officer on or before October 
11, 1983, at 10:00 am. Fein was sent a 
copy of the order by letter dated September 
27, 1983, and was personally served a copy 
on October 3, 1983. He did not appeal the 
order. On October 11, 1983, Fein appeared 
before Demetriou with his attorney and 
submitted a note in which he declined to 
testify on the grounds of his Fifth Amend- 
ment privilege against self-incrimination. 
Fein has yet to testify or to produce any 
of the documents required by the sum- 
mons. 


The government contends that Fein 
should be held in contempt of court for 
his failure to comply with this court’s 
order of September 20, 1983, and argues 
that Fein may not now raise any objections 
ee that nD could have raised at 


he saonld shew: 
Amendment 


In response, 


comply with the summons because the 
records do not exist. 


Where a party raises his Fifth Amend- 
ment privilege at an enforcement hearing, 
loses, and fails to appeal, he is barred from 
relitigating his claimed privilege. United 
States v. Edgerton [84-1 ustc {| 9497], 734 
F. 2d 913, 917 (2d Cir. 1984); Umted States 
v. Secor [73-1 ustc { 9342], 476 F. 2d 766, 
769 (2d Cir. 1973). As the Supreme Court 
has held: 


It would be a disservice to the law if we 
were to depart from the long-standing 
rule that a contempt proceeding does not 
open to reconsideration the legal or 
factual basis of the order alleged to 
have been disobeyed and thus become a 
‘retrial of the original controversy. The 
proceeding to enforce a court’s order 
commanding or forbidding an act should 
not be so inconclusive as to foster experi- 
mentation with disobedience. 


Maggio v. Zeitz, 333 U. S. 56, 69 (1948). 


In United States v. Rylander, the Supreme 
Court relied on this reasoning in determin-. 
ing that where a defendant did not appear 
at an enforcement hearing and then failed 
to appeal the subsequent order of enforce- 
ment, he could not raise the defense of 
lack of possession or control of records. 
for the first time in a proceeding to hold 
him in contempt for failure to comply with 
that order. 460 U.S. 752 (1982). The Court: 
held that “[b]ecause a proceeding to en- 
force an IRS summons is an adversary 
proceeding in which the defendant may 
contest the summons ‘on any appropriate 
ground,’ [citation omitted], and because 
lack of possession or control of records is. 
surely such a ground, the issue may not 
be raised for the first time in a seutempe: 
proceeding.” Id. at 757. i 


The decision of the Court in Rylander is. 
controlling as far as Fein’s assertion of 
the defense of his inability to comply at the 
time of the summons, and its reasoning is 
equally applicable to his Fifth Amendment 
claim. Fein had numerous opportunities to 
raise both his Fifth Amendment privilege 
and the defense of inability to comply in. 
response to the summons. He was given 
notice of the enforcement hearing, and 
could have come forward at that point to. 
jest his repeated refusal to comply with 
th n _Implicit in the enforcement 
did Hat have 
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any grounds which could have been raised 
at the enforcement hearing. 


This conclusion is not affected by the 
fact that one of the defenses now asserted 
is the Constitutional privilege against self- 
- incrimination, The importance of the Fifth 
Amendment right is such that courts must 
“indulge every reasonable presumption 
against waiver,” Emspak v. United States, 
349 U. S. 190, 198 (1955). However, Fein 
had ample chance to raise his privilege and 
choose not to assert it. The Second Circuit 
has fully adopted “[t]he basic premise that 
the issues raised (or those that could have 
been raised) at an enforcement hearing are 
res judicata with respect to the same parties 
at a later contempt hearing ... .” United 
States v. Edgerton, supra, 734 F. 2d at 917. 
Allowing Fein to assert the privilege at 
this stage would be giving him carte blanche 
to avoid compliance with a summons and 
ignore a valid enforcement order until such 
time as he could no longer escape the threat 
of sanctions. Such a result would frustrate 
the system established to ensure that wit- 
nesses comply with valid subpoenas. As 
the Supreme Court has noted: 


A subpoena has never been treated as 
an invitation to a game of hare and 
hounds, in which the witness must testify 
only if cornered at the end of the chase. 
If that were the case, then, indeed, the 
great power of testimonial compulsion, 
so necessary to the effective functioning 
of courts and legislatures, would be a 
nullity. 


United States v. Bryan, 339 U. S. 323, 331 
(1949); see also Umted States v. Rylander, 
supra, 460 U. S. at 762. Fein’s failure to 
assert his privilege until after the enforce- 
ment hearing or to appeal the enforcement 
order must be viewed as a knowing and 
intentional waiver of his Fifth Amendment 
privilege. 


Because Fein is not permitted to raise 
now for the first time either his Fifth 
Amendment privilege or the defense of in- 
ability to comply at the time of the sum- 
mons he has no valid justification for his 


failure to testify in response to the sum- 
mons, and an order will be entered holding 
him in contempt of the September 20, 
1983 order and granting him ten (10) days 
within which to purge himself of his con- 
tempt by testifying as required by the De- 
cember 10, 1982 summons: However, he 
may still assert a present inability to comply 
with the order in question as a defense 
to the portion of the summons requiring 
production of documents. Maggio v. Zeitz, 
supra. As the Second Circuit has noted, 
“Tw]hile the court is barred by the enforce- 
ment order it will not be blind to evidence 
that compliance is now factually impossible. 
Where compliance is impossible, neither 
the moving party nor the court has any 
reason to proceed with the civil contempt 
action.” Umted States v. Rylander, supra, 460 
U.S. at 757. However, Fein has the burden 
of establishing his present inability to com- 
ply. Jd. He will be held in contempt for 
his failure to comply with the September 
20, 1983 order but will be given the oppor- 
tunity to purge himself of his contempt 
within ten (10) days by either producing 
the documents or by presenting evidence 
that he is presently unable to comply with 
the request for production of documents in 
the summons before being held in contempt 
for non-compliance. 


For the above reasons, PREHeE is held to be 
in contempt of the court order of September 
20, 1983 requiring him to produce docu- 
ments and to testify in accordance with 
the summons. He shall have ten (10) days 
after entry of this contempt order within 
which to purge himself of his contempt by 
personally appearing before IRS Revenue 
Officer Demetriau or some other duly 
authorized IRS officer and both testifying 
as required by the December 20, 1982 
summons and either producing the docu- 
ments requested or establishing a present 
inability to comply with the summons. 
Should he fail to cure his contempt, he 
shall be subject to sanctions imposed by 
this court until he shall have complied. 


IT IS SO ORDERED. 


[79186] Gerald M. Madison, Plaintiff-Appellant v. United States of America, De- 


fendant-Appellee. 


U. S. Court of Appeals, 11th Clecuib No. 84-3379, Non-Argument Calendar, osha 
pr doe F2d 607.) Vacating and remanding an unreported District Court case. — 


[Code Secs. 6702, 6703 and the U.S. Constitution] 


Tax protestors: Penalties, civil—A tax protestor was assessed a $500. penalty for 
filing a frivolous tax return. The protestor then filed suit for a refund of the penalty 
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assessed. The district court erred when it granted a summary judgment to the IRS 
instead of dismissing the case under Rule 12(b)(6) Federal Rules of Civil Procedure 
for failure to state a claim upon which relief could be granted. The taxpayer’s argu- 
ments that he should not be penalized because he had merely requested a refund of 
taxes erroneously collected and that the document did not purport to be a tax return 
were without merit. The court determined that the documents filed were official tax 
forms which had been completed in detail and that it was proper to treat the forms 
as a purported return for Code Sec. 6702 purposes despite the fact that the taxpayer 
had added a disclaimer. Back references: {[402A.01, 5595G.01 and 5596A.20. 


Gerald M. Madison, 1737 Long Bow Lane, Clearwater, Fla. 33546, pro se. Robert 
W. Merkle, United States Attorney, Lynn L. England, Tampa, Fla. 33602, Glenn L. 


Archer, Jr., 


Michael L. Paup, Gary R. Allen, Peggy A. Willing, Department of Justice, 


Washington, D. C. 20530, for defendant-appellee. 
Before TyorLat, Hitt and ANDERSON, Circuit Judges. 


Per Curtam: Appellant-taxpayer Gerald 
Madison earned $67,833 in wages during 
1982, and then wrote a letter to the IRS 
requesting a refund of all taxes withheld 
from those wages on the basis that he 
was a “natural individual and unenfran- 
chised freeman,” who “neither requested, 
obtained, nor exercised any privilege from 
an agency of government for the year.” 


Madison enclosed with the letter an un- | 


signed Form 1040 marked “NOT A TAX 
RETURN—SEE ATTACHED LETTER;” 
a W-2 form marked “INCORRECT (CON- 
CLUSORY);” and a Schedule C profit and 
loss statement claiming a cost of goods sold 
(apparently labor) deduction of $69,899. 


Madison was assessed a $500 penalty under 
I. R. C. § 6702(a) for filing a frivolous tax 
return.» He then filed this suit under 
I. R. C. § 6703(c) for a refund of the pen- 
alty assessed. The Form 1040 was attached 
as an exhibit. The United States filed a 
motion to dismiss for failure to state a 
claim or, alternatively, for summary judg- 
ment. The district court stated that Madison’s 
return demonstrated that it was subject to 
the section 6702 penalty, and thus granted 
summary judgment on the grounds that his 
complaint failed to state a claim upon which 
relief could be granted. 


We initially note that the district court 
erred in granting summary judgment for 
the defendants rather than dismissing the 
case under Rule 12(b)(6), Fed. R. Civ. P., 
for failure to state a claim upon which 


relief can be granted. However, “the label 
a district court puts on its disposition of a 
case is not binding on a court of appeals.” 
Tuley v. Heyd, 482 F. 2d 590, 593 (5th Cir. 
1973). We hold that this complaint should 
be dismissed under Rule 12(b)(6), since it 
is clear from the face of the complaint 
that appellant can prove no set of facts that 
would entitle him to relief. See Milburn v. 
Umited States, 734. F. 2d 762, 765 vines 
Cir. 1984). 


Appellant argues that he cannot be pe- 
nalized under section 6702 because the docu- 
ment he filed was merely a request for 
refund of taxes erroneously collected, and 
did not purport to be a tax return. How- 
ever, it is generally necessary for a tax- 
payer to file a return in order to obtain 
a refund. 26 C. F. R. § 301.6402-3(a) (1). 
Furthermore, the documents filed were of- 
ficial tax forms which were completed in 
detail. Therefore, it is entirely proper to 
treat the form as a “purported return” for 
section 6702 purposes, notwithstanding the 
disclaimer added by the taxpayer. Davis v. 
United States [84-2 ustc J 9808], 742 F. 2d 
171, 173 (Sth Cir. 1984); Holker v. United 
States [84-2 ustc § 9602], 737 F. 2d 751, 
752 (8th Cir. 1984). 


It is also apparent from the face of the 
complaint that the return was frivolous. 
The return contains information on its face 
indicating that the self-assessment was sub- 


stantially incorrect and that taxpayer’ s con- 


duct was based on a position that 1 is frivolous. 


(2) the conduct referred to in paragraph @ 
is due’ to— 
(A) a position hich is frivolous, or 
(B) a appears on the purported 
administration 


eat Wisk snag 
‘a 


Bou 
2! ; 
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within the meaning of section 6702. Davis, 
742 F, 2d at 171; Holker, 737 F. 2d at 753; 
see Simanonok v. Commissioner [84-1 ustc 
7 9460], 731 F. 2d 743, 744 (llth Cir. 1984) 


(argument that individual wage earners 


Therefore, in the interests of accuracy, 
we VACATE the summary judgment granted 
in favor of the United States and RE- 
MAND for the entry of judgment dismiss- 
ing taxpayer’s complaint for failure to state 


‘are not persons subject to tax is “com- 


a claim upon which relief can be granted. 
pletely without merit’). 


[] 9187] Carleton J. Osborn and Janet M. Osborn, Plaintiffs-Appellants v. Internal 
Revenue Service, Defendant-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 83-1208, 2/8/85. Vacating and remanding un- 
reported District Court decision. 


[Code Sec. 6103] 


Returns: Confidentiality of returns: Disclosure requests under the Freedom of In- 
formation Act.—The district court erred when it failed to require the IRS to submit a 
detailed summary of withheld documents, commonly called the Vaughn Index, before 
making its decision on whether the taxpayers should have been allowed access to certain 
documents in the IRS’s possession. The taxpayers, who were the subject of an IRS 
investigation for understating their income for two tax years, submitted a Freedom of 
Information Act request seeking access to all records in the possession of the IRS per- 
taining to the civil or criminal audit of their Federal income tax returns for the years in 
question. Under Code Sec. 6103(e)(7), the IRS is entitled to refuse to disclose certain 
tax return information despite a Freedom of Information Act request. However, in order 
to adequately review the IRS’s nondisclosure determination, a court must have access to 
sufficient data concerning any potentially exempt documents to determine whether the 
disclosure restrictions apply. In the instant case, instead of providing a Vaughn Index, 
the IRS supplied the court with affidavits that contained generalized language as to the dis- 
puted document’s contents and conclusory terms on which the bases for nondisclosure 
were made. The court noted that if a Vaughn Index must be so specific that disclosure 
of potentially secret information was possible through an examination of the Index itself, 
it may be desirable for the Index to be submitted in camera. Back reference: { 5209.801. 


James A. D’Agostini, 1400 American Center, Southfield, Mich. 48034, Mary G. Fal- 
cone, Joseph Falcone, Lieberman and Falcone, 4000 Town Center, Southfield, Mich. 
48075, for plaintiffs-appellants. Glenn L. Archer, Jr., Assistant Attorney General, Thomas 
O. Plouff, Michael L. Paup, Richard W. Perkins, Elaine F. Ferris, Gayle Miller, Depart- 
ment of Justice, Washington, D. C. 20530, for defendant-appellee. 


Before ENceL and Martin, Circuit Judges; Purtiies, Senior Circuit Judge. 


ENGEL, Circuit Judge: Carleton and Janet 
Osborn appeal from: a judgment in favor of 
the United States in their action to obtain 
information from the Internal Revenue 
Service (IRS) under the Freedom of In- 
formation Act (FOIA), 5 U. S. C. § 552, 
and section 6103 of the Internal Revenue 
Code, 26 U. S. C. § 6103. We conclude that 
the district court erred in failing to require 
the IRS to submit a detailed summary of 
the withheld documents—a so-called Vaughn 
Index—before making its decision. We, 
therefore, vacate the judgment of the dis- 
trict court and remand the cause for 
further proceedings. 


The Freedom of Information Act was 
enacted by Congress to grant citizens the 
right of access to most forms of govern- 
mental records in order to, open the gov- 
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ernmental decision-making process to the 
public. The Act and the courts which have 
interpreted the Act recognize and empha- 
size the importance of such access. Never- 
theless, there is a tension between this policy 
interest and the government’s need to pro- 
tect some information from disclosure. 
Protection of privacy is especially neces- 
sary in the area of tax collection and en- 
forcement. First, the IRS legitimately re- 
quires a measure of privacy to enable it to 
exercise prosecutorial discretion and to plan 
litigation strategy. Unlimited disclosure 
in these circumstances would thwart the 
IRS’s efforts to enforce federal tax laws. 
In addition, the government has an obliga- 
tion to protect and control the very sensi- 
tive tax return information provided by 
individuals. lar 
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Both. FOIA and the Internal Revenue 
Code recognize these interests and provide 
such privacy for the government. Section 
552(b) of FOIA lists several exemptions 
to the Act’s general disclosure require- 
ments. Under exemption (b)(3), the Act 
prohibits the disclosure of information made 
confidential by certain other statutes (re- 
ferred to as “exemption three statutes”), 
5 Us 4S i Can§ 552(b) GC) aalikewisessunder 
exemption (b)(7), investigatory records 
compiled for law enforcement purposes 
are protected “to the extent that the pro- 
duction of such records would . . . interfere 
with enforcement proceedings [or] con- 
stitute an unwarranted invasion of personal 


privacy... 5. Uy, Sip GC. 8 552(b) (Oe 


The Internal Revenue Code contains sim- 
ilar privacy restrictions. Section 6103, 26 
U.S. C. § 6103, which is the confidentiality 
and disclosure provision of the Code, sets 
forth the circumstances under which tax 
returns and other tax return information 
may be divulged. Section 6103(e) generally 
permits an individual to inspect his own 
tax returns and to receive information con- 
cerning his own potential tax liability upon 
written request. 26 U. S. C. § 6103(e). 
However, section 6103(e) also provides that 
this disclosure is allowed only “if the Sec- 
retary determines that such disclosure 
would not seriously impair Federal tax 
administration.” 26 U. S. C. § 6103(e)(7). 
This circuit has held that section 6103 is 
an “exemption three statute’ which entitles 
the IRS to refuse to disclose certain tax 
return information under FOIA exemption 
(b)(3) despite a FOIA request. Fruehauf 
Corp. v. IRS [78-1 ustc 79101], 566 F. 2d 
574, 578 (6th Cir. 1977). 


In reviewing an agency’s nondisclosure 
determination in any particular case, a 
court must have access to sufficient data 
concerning any potentially exempt docu- 
ments to determine whether the disclosure 
restrictions apply. The court’s decision 
cannot be made unless the government re- 
veals the documents’ contents to some ex- 
tent. In Vaughn v. Rosen, 484 F. 2d 820 
(D.C. Cir. 1973), cert. denied, 415° U.S. 
97 (1974), the District of Columbia Circuit 

Soe a rule OD. any paiete made Le 


2. The index must adequately describe 


each withheld document or deletion from — 


a released document. 


3. The index must state the exemption 
claimed for each deletion or withheld docu- 
ment, and explain why the exemption is 
relevant. Of course the explanation of 
the exemption claim and the descriptions 
of withheld material need not be so de- 
tailed as to reveal that which the agency 
wishes to conceal, but they must be suffi- 
ciently specific to’ permit a reasoned judg- 
ment as to whether the material is actually 
exempt under FOIA. 


White v. IRS [83-1 ustc § 9382], 707 F. 2d 
897, 899 (6th Cir. 1983) (quoting Founding 
Church of Scientology v. Bell, 603 F. 2d 945, 
949 (D. C. Cir. 1979)). Examination of a 
Vaughn Index allows the court to decide 
whether the government’s refusal to di- 
vulge information is justified without hav- 
ing the potentially secret nature of the 
information compromised. : 


In this case the IRS has refused to pro- 
vide certain requested information to ap- 
pellants Carleton and Janet Osborn. The 
Osborns are currently the subject of an 
IRS investigation to determine whether 
they are civilly, and perhaps criminally, 
liable for understating their income for the 
years 1978 and 1979. In March of 1982 the 
Osborns submitted a FOIA request to the 
IRS. The Osborns requested access to all 
of the records in the possession of the 
IRS or of its Office of Chief Counsel re- 
garding the civil or criminal audit of the 
Osborns’ federal income tax returns ges the 
years 1978 through 1981. 


This request was originally apis eae 
three FOIA exemptions and section 6103. 
The IRS maintained that the material re- 
quested was prohibited from disclosure by 
statute under 26 U. S. C. § 6103(e)(7), by 
itself and as an “exemption three statute” 
under exemption (b)(3) of FOIA, 5 
U.S. C. § 552(b) (3). The IRS also claimed 
that the material fell under FOIA ex- 
emption (b)(5) which concerns inter- 
agency or intra-agency memoranda not 


available by law, 5 U. S. C. §552(b)(5), 


and FOIA exemption (b)(7) which pro- 
- tects certain investigatory records com- 


piled for law enforcement RIEROSES, 5 
Uss.9G a fit: 5 
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Revenue Code operates independently of 
FOIA and provides the only means of ob- 
taining this information. The district judge 
then found that because no de novo hearing 
is required under section 6103, the IRS’s 
_ decision to withhold the information must 
not be overturned unless the action was 
arbitrary and capricious. The trial court’s 
determination that the IRS’s refusal was 
not arbitrary or capricious was made on 
the basis of two affidavits provided by the 
IRS. Those affidavits describe in very gen- 
eral terms the contents of the disputed doc- 
uments and the basis for the withholding. 


On appeal, the Osborns maintain that 
whether or not section 6103 operates inde- 
pendently of FOIA to exempt disclosure 
of certain tax information, the district court 
in this case did not have enough evidence 
before it to determine whether the Com- 
missioner properly withheld the informa- 
tion. The Osborns argue that the two affi- 
davits from IRS personnel were much too 
vague to allow review of the Commission- 
er’s decision. They urge that the IRS be 
required to submit a Vaughn Index. 


We agree with appellants that the district 
court erroneously failed to require the gov- 
ernment to submit sufficient data to the 
court so that it could effectively make the 
disclosure determination. A correct reading 
of Ingle v. Dept. of Justice, 698 F. 2d 259 
(6th Cir. 1983), and White v. IRS [83-1 
ustc { 9382], 707 F. 2d 897 (6th Cir. 1983), 
requires the district court to obtain a 
Vaughn Index from the government before 
making its decision in most FOIA cases. 
In Ingle v. Dept. of Justice, we held that 
the trial court in that case had properly 
conducted an mm camera review of docu- 
ments which the Department of Justice 
claimed were exempt from FOIA. How- 
ever, Judge Krupansky observed in Ingle 
that im camera reviews are not favored be- 
cause they “are burdensome and are con- 
ducted without the benefit of an adversary 
proceeding.” 698 F. 2d at 264 (quoting 
Weissman v. CIA, 565 F. 2d 692, 697 (D. C. 
Cir. 1977)). Indeed, 


no court should consider in camera review 
if a Vaughn Index can adequately resolve 
the issue. . . . As noted by the Ninth 
Circuit in Church of Scientology [etc. v. 
U. S. Dept. of Army, 611 F. 2d 738, 743 
(9th Cir. 1979)], this primary reliance 
upon agency-prepared indices and de- 
tailed summaries places the burden of 


proof to withhold a document squarely ~ 
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upon the government and precludes the 
likely shift or erosion of that burden 
which would occur if an agency simply 
“dumped” its file on the court for a 
de novo appraisal. 


Ingle v. Dept. of Justice, 698 F. 2d at 266 
(footnote omitted). Similarly, in White v. 
IRS, supra, a case factually similar to the 
instant case, the Sixth Circuit upheld the 
district judge’s decision to require the IRS 
to submit a Vaughn Index instead of con- 
ducting an im camera inspection of the dis- 
puted documents himself. These opinions 
demonstrate that the IRS should provide 
the court with a Vaughn Index to support 
its claimed disclosure exemptions. 


No such Index was prepared or submit- 
ted here, and the generalized language con- 
tained in the affidavits provided to the court 
by the IRS in this case does not provide 
adequate guidance for the judge. The affi- 
ants’ statements as to the disputed docu- 
ments’ contents and the specific bases for 
nondisclosure are made in conclusory 
terms and are of little or no assistance to 
a trial court in its decision-making or to 
an appellate court upon review. 


Although we understand the govern- 
ment’s concern that the confidentiality of 
certain information may be jeopardized 
simply through the process of preparing 
and submitting the Index, experience has 
shown a Vaughn Index to be an effective 
vehicle for protecting this confidentiality 
while providing the trial judge with a rea- 
sonable basis for his opinion. If in certain 
instances a Vaughn Index must be so spe- 
cific that disclosure of potentially secret 
information is possible through an examina- 
tion of the Index itself, it may be desirable 
for the Index to be submitted in camera. 
Yet, even in that case, the government 
should prepare and provide the district 
court with a Vaughn Index. 


The affidavits provided by the IRS in 
this case do not meet these standards of 
disclosure. The trial judge was not given 
sufficient information to adequately review 
the disclosure determination. The cause 
must, therefore, be remanded so that such 
information may be prepared for and given 
to the judge and an informed decision may 
be made. 


Accordingly, this matter is VACATED 
and REMANDED to the district court for 
further proceedings consistent with this 
opinion. 
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[7 9188] Ronald G. Gill v. Secretary of the Treasury, et al. 
U. S. District Court, East. Dist. Va., Richmond Div., Civil Action No. 84-0543-R, 12/18/84. 


[Code Sec. 6702 and the U. S. Constitution] 


Tax protestors: Frivolous returns: Penalties, civil—The IRS was awarded a sum- 
mary judgment against a taxpayer who had been assessed a $500 penalty and then filed 
suit seeking a refund of the $75.00 (15% of the penalty assessed) that he had already 
paid. The taxpayer’s justifications for his effort to obtain a refund of his withholding taxes 
by claiming an expense the court characterized as frivolous were meritless. The taxpayer 
was not entitled to trial by jury because there was no genuine issue as to a material fact 
and the taxpayer was not deprived of due process because he was entitled to a hearing. 
Various other constitutional arguments were considered meritless based on well settled 
law and the court noted that the taxpayer had confused a motion for summary judgment 


with an answer. Back references: {| 402A.07 and 5595G.70. 


Ronald G. Gill, 9304 Meadowgreen Rd., Richmond, Va. 23233, pro se. Ranert W. Jaspen, 
Assistant United States Attorney, Stephen Carlton, Department of Justice, Washington, 


D. C. 20530, for defendants. 
Opinion 

Warriner, District Judge: A penalty of 
$500.00 having been assessed under Section 
6702 of the Internal Revenue Code for the 
filing of a frivolous income tax return, 
plaintiff filed his complaint on 6 September 
seeking a refund of the $75.00 (15% of the 
penalty assessed which he had forwarded 
to the IRS as provided by law. On 20 
November defendants filed their joint mo- 
tion to dismiss or for summary judgment. 
Following a Roseboro order, plaintiff filed 
his reply brief. Defendants have failed to 
rebut. The Court will consider the motion 
on the present state of the record. 


As the government has pursued a course 
of taking more and more of the citizenry’s 
income to finance more and bigger govern- 
ment programs for the citizenry, the citi- 
zens have been devising more and more 
theories and stratagems to defeat the gov- 
ernment’s efforts to extract, through taxes, 
a substantial portion of wage earners’ in- 
come. One of the stratagems is to declare 
simply that wages are not income. Related 
to it is a ploy that one’s body is the “tool” 
used to secure compensation for labor serv- 
ices and that the expenses for maintaining 
such “tools” equals the income derived 
from use of such “tools.” 


In order to discourage such desperate, 
yet frivolous, efforts to impede the collec- 
tion of the desired tax revenue, Congress 
enacted Section 6702, as Section 326(a) of 
the so-called Tax Equity and Fiscal Re- 
sponsibility Act of 1982. The Act and the 
legislative history show that practices such 
as plaintiff's act in claiming such a “tool” 


expense in his 1983 tax return is precisely _ 
the bounds of the law, he had an oppor- 


what Congress sought to proscribe. Plain- 
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tiff's half-smart complaint and brief cannot 
obscure that he was doing precisely what 
the Congress prohibited and that a penalty 
of $500.00 is exactly what Congress con- 
sidered appropriate as an administrative 
remedy. Plaintiff’s justifications for his effort 
to obtain a refund of his withholding taxes 
by claiming the bogus expense are meritless 
for the reasons substantially as stated by 
defendants in their brief in support of the 
motion. While relying largely upon the 
reasoning and authority cited in that brief, 
I will give, in shorthand, a brief statement 
of my reasons in response to the “Points” 
raised by plaintiff in his brief. 


Point One. Plaintiff argues that if the 
Secretary were to disregard the tool ex- 
pense claim, plaintiff’s tax liability could 
be computed with “substantial correctness.” 
It is clear from the statute and from the 
legislative history that Congress does not 
wish to subject the Secretary to the task of 
disregarding frivolous claims such as that 
asserted by plaintiff. It was precisely the 
type of dust-throwing in which plaintiff is 
engaged that Congress wished to dampen. 
Plaintiff also adverts to his right to trial 
by jury under Point One but this right 
exists only when there is a genuine issue 
as to a material fact and in this case there 
is no such issue. 


Point Two. The practice prescribed in 
assessing the penalty is to require at least 
fifteen percent of the gross amount, $500.00, 
be paid in order for a taxpayer to be 
entitled to a hearing before a district court. 
Prior to the assessment a taxpayer, of 
course, had the opportunity to file his tax 
return with appropriate explanation within 
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tunity to explain to the Secretary his rea- 
sons for making such deductions as were 
made, and upon paying the Secretary a 
sum ($75), which hardly exceeds the filing 
costs ($60) applicable to anyone who seeks 
. a hearing in this Court, he receives a hear- 
ing before this Court respecting a refund 
of that $75. Due process surely requires 
no more. 


Point Three. Article I, Section 7, of 
the United States Constitution contains 
within it the answer to plaintiff’s charge 
that TEFRA was enacted unconstitutionally. 
It is not suggested that what the Senate 
did with the House Bill could not have been 
done with respect to any other bill not 
dealing with “raising revenue” and thus 
the Senate surely “may propose or concur 
with amendments” in similar manner with 
the revenue bill. 


Point Four. An act of Congress need not 
be accompanied by a dictionary. The word 
“frivolous” is a word in common usage in 
the law and it certainly describes plaintiff’s 
attempt to circumvent the tax laws. The 
inroads of taxation upon the wealth of the 
nation is serious, but plaintiff's response to 
this threat is frivolous. 


Point Five. The right guaranteed a citi- 
zen to petition the government for a re- 
dress of grievances is not a right which 
may be exercised through the violation of 
a law appropriately enacted to further the 
legitimate powers of government. 


Point Six. Civil penalties imposed by 
administrative agencies may be dangerous 
and unwise but they are commonplace and 
do not violate the Constitution of the 
United States. 


Point Seven. It appears that service of 
process in this case was not proper but 
defendants have responded to the merits 
and the Court has ruled on the merits. 


Point Eight. Plaintiff argues that de- 
fendants in their joint motion for summary 
judgment failed to address certain points in 
plaintiff's complaint and that therefore those 
allegations must be accepted as true. He 


also asserts that defendants are not entitled 
to summary judgment and that he is en- 
titled to summary judgment on the issues 
that defendants failed to address. 


In the first place, the allegations in para- 
graph 9 of the complaint that plaintiff 
points to are not allegations of facts capable 
of admissions or denials. The allegations 
are mere assertions of law. 


Further, plaintiff is confusing the motien 
for summary judgment with an answer. 
The purpose of an answer is to admit or 
deny the assertions in the complaint. The 
motion for summary judgment serves the 
purpose of determining whether there are 
any issues of material fact; and, if the ma- 
terial facts show that one party is entitled 
to judgment, the other facts set forth in the 
complaint, whether admitted, denied, or 
ignored, have no bearing on the issue. 


Moreover, Rule 56(e) states: 


When a motion for summary judgment 
is made and supported as provided in 
this rule, an adverse party may not rest 
upon the mere allegations or denials of 
his pleading, but his response, by affi- 
davits or as otherwise provided in this 
rule, must set forth specific facts showing 
that there is a genuine issue for trial. 
If he does not so respond, summary 
judgment, if appropriate, shall be~en- 
tered against him. 

Plaintiff in Point Eight failed to set forth 
any specific facts showing that there was 
a genuine issue for trial concerning any 
of the issues raised in Point Eight of his 
response; therefore, summary judgment is 
appropriate for those matters. 


Summary judgment will enter for 
defendants. 
And it is so ORDERED. 
Judgment 


For the reasons stated in the accompany- 
ing opinion, summary judgment is entered 
for defendants and this action is DIS- 
MISSED. 


And it is so ORDERED. 


[1.9189] Crawford Fitting Company, Plaintiff v. United States of America, Defendant. 
U. S: District Court, No. Dist. Ohio, East. Div., Case No. C82-3008, 1/16/85. 
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of the captive insurance company were not so economically related that their separate 
financial transactions had to be aggregated and treated as the transactions of a single 
taxpayer. The court found that the economic risk of loss was shifted and distributed 
among the shareholders of the captive insurance company and its insureds. The tax- 
payer was a separately incorporated entity from the wholly owned captive insurance 
company and was not the parent company of the captive. The captive insurance company 
was not formed for purposes of tax avoidance or evasion, but rather for a legitimate 
business purpose and the premium charges were actuarially based on and proportionate 
to the risks covered. Back reference: {| 1330.3945. 


Ernest P. Mansour, David B. Cathcart, Mansour, Gavin, Gerlack & Manos Co., 
2150 Illuminating Bldg., Cleveland, Ohio 44113, for plaintiff. Thomas Bauer, Assistant 
United States Attorney, Akron, Ohio 44308, Jason P. Green, Department of Justice, 


Washington, D. C. 20530, for defendant. 


Memorandum Opinion 


Dowp, Jr., District Judge: This is an 
income tax refund suit brought by the 
taxpayer and plaintiff, Crawford Fitting 
Company, arising from the disallowance 
of an expense deduction to plaintiff of 
$20,485.00 for an “insurance premium” paid 
to a captive insurance company, the Con- 
stance Insurance Company. The disallow- 
ance of the deduction resulted in an income 
tax deficiency of $9,423.00 owed by the 
plaintiff to the defendant. Plaintiff con- 
tends that its payment of the insurance 
premium was deductible as an ordinary and 
necessary business expense under § 162(a) 
of the 1954 Internal Revenue Code. De- 
fendant, however, argues that the taxpayer 
may not deduct the payment as an insur- 
ance premium where the risk of loss has 
not been shifted from or distributed be- 
yond the plaintiff’s economic family to an 
unrelated insurer. Accordingly, defendant 
argues that the payment made by the 
plaintiff to the Constance Insurance Com- 
pany was a contribution of capital to Con- 
stance, and therefore, not a deductible 
premium. 


I. Procedural History 


Plaintiff paid the deficiency assessed against 
it, filed a timely refund claim, and then 
timely filed the instant action. Plaintiff 
sets forth one count in its complaint, in 
which it states that the government’s dis- 
allowance of a business deduction in the 
amount of -$20,485.00 for an insurance 


premium, resulting in the assessment of 
$9, 2: 43.00, Me interest and penalties, against 
i i of thi 


II. Findings of Fact 


By agreement of parties, a stipulation of 
facts was entered into the record as fol- 
lows. [All references to exhibits submitted 
by the parties are omitted.] 


1. Crawford Fitting Company (herein- 
after referred to as “Crawford”), along 
with Nupro Company, Whitey Company 
and Cajon Company (hereinafter referred 
to as “manufacturing companies”), man- ~ 
ufacture valves and fittings which are 
used in numerous applications. Among 
other applications, these valves and fit- 
tings are used in nuclear power plants, 
petrochemical plants, offshore oil rigs, 
scientific research and the space program. 


2. There are seperately [sic] incorpo- 
rated companies (hereinafter referred to 
as “support companies”) that provide 
parts and/or services to the manufactur- 
ing companies. 


3. Eastern Swagelok, Western Swage- 
lok and Central Swagelok (hereinafter 
referred to as “regional warehouses”) 
are separately incorporated regional ware- 
houses which purchase products from 


the manufacturing companies. They are 
owned as follows: 
A. Eastern— 
Fred A. Lennon 60% 


Catherine Lennon Lozick 40% 
B. Western— 
Fred A. Lennon 50% 
Alice P. Lennon 50% 
C. Southern— 
Fred A. Lennon 54.5% 
Catherine Lennon Lozick 45.5% 


D. Central— 
Fred A. Lennon ; 
‘ Catherine Lennon Lozick 
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The domestic distributors are exclusive 
dealers of Crawford. 


6. Mr. Fred A. Lennon is the sole 
owner of Crawford. Mr. Lennon also 
has interests in various other corpora- 
tions that provide parts and/or services 
to the manufacturing companies as set 
forth in Exhibit I. Alice P. Lennon is 
the wife of Mr. Lennon, Catherine Lo- 
zick is his daughter and John P. Lennon 
is his son. 


7. The Crawford Companies had the 
need for a large amount of product and 
general liability insurance, which, by the 
year in issue, became very expensive. 


8. Prior to establishing its own insur- 
ance company, the quotes the Crawford 
Companies received for insurance was 
generally an up front cash premium of 
$850,000.00 to OGLE the first one million 
dollars of coverage. Constance was created 
because the Crawford Companies were 
unable to secure insurance at a reason- 
able price and without substantial limita- 
tions on the types and amounts of risk. 


9. Constance Insurance Company (here- 
inafter referred to as “Constance’) was 
chartered in March of 1978. 


10. Constance was created under, and 
is governed by, the Colorado Captive 
Gas Act C. R. S. § 10-6-101-130 

973). 


11. Constance has its headquarters in 
Denver, Colorado. 


eave Constance is owned in the follow- 
ing manner: 


Entity Percentage of Ownership 
Eastern Swagelok 20% 
Western Swagelok 20% 
Southern Swagelok 20% 
Central Swagelok 20% 
John Fant (A) 5% 
F. J. Callahan (B) 5% 
Ernest P. Mansour (C) 5% 
Norge Tobbe (D) 5% 


100% 


N. J. Tobbe (D) is an assistant secretary 
of Crawford Fitting, John Fant (A) is 
an attorney employed by Crawford Fit- 
tine Co... Hes). Callahan (B= 1s? ethe 
Executive Vice President of Crawford 
Fitting Company, Ernest P. Mansour (C) 
is a partner in the lawfirm Mansour, 
Gavin, Gerlack & Manos has performed 
legal services for Crawford Fitting for 
a number of years. 


13. The initial capitalization of Con- 
stance was a million dollars which was 
provided by the shareholders in propor- 
tion to their ownership interest. 

14. Since the initial capitalization of 
Constance, there have been no additional 
capital contributions or sale of stock. 
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15. Since the initial capitalization of 
Constance, the only funds which it has 
obtained have been from insurance pre- 
miums paid by the Crawford Companies 
and Constance’s investment income. 


16. The Crawford Companies do not 
directly or indirectly indemnify Con- 
stance. 


17. Constance was administered in 1978 
by an independent group of insurance 
consultants and actuaries known as Alex- 
ander & Alexander who negotiated and 
drafted the policy on behalf of Constance. 


18. Constance, for the period covered 
by 4-1-78 through 12-31-78, issued Policy 
# CGL-001, for comprehensive general 
liability and product liability insurance 
for the parties listed in Endorsement 
#25, Page 1 and 2. The named insured 
under the policy included Fred A. Len- 
non, A. P. Lennon, J. P. Lennon, C. L. 
Lozick, Edward A. Lozick, approxi- 
mately 45 Crawford companies, the Profit 
Sharing and/or Pension Trusts and/or 
Plans of the Crawford companies. 


19. The 115 independent distributors, 
none of which are owned directly or in- 
directly by Crawford, are insured under 
the products liability coverage. 


20. Nertz, Inc., is a named insured 
owned 100% by Ed Lozick. Ed Lozick 
is married to Catherine Lozick. 


21. Ekohwerks Company is a named 
insured owned by Bernie Gallagher, Wil- 
liam Tobbe, E. J. Callahan, Earl Shuf- 
fleberg and Steve Matousek. 


22. Midwest Bank and Trust Company 
is the trustee of the Profit Sharing and/or 
Pension Trusts. Among other invest- 
ments, the Trusts own and lease real 
property and screw machines. 


23. The policy was drafted by Alex- 
ander & Alexander. The terms of the 
policy were negotiated by Alexander & 
Alexander on behalf of Constance. 


24. All management fees for Alexander 
& Alexander were paid by Constance. 


25. The policy provided coverage in 
the amount of $1,500,000. Constance re- 
tained $100,000 of the risk per occur- 
rence, $100,000 aggregate, and reinsured 
the balance of $1,400,000 with an unrelated 
insrance company, The Bermuda Fire & 
Miarine Insurance Co., Limited. Con- 
stance paid a premium of $475,000 for the 
reinsurance. The total premium for the 
policy for the period April 1, 1978: to 
April 1, 1979 was $575,000. 


26. Pee retention and reinsurance was 


decided by the Constance Board of Di- 


rectors based upon Alexander & Alex- 
ander’s recommendations from, its own 
actuarial experience. The Board of Di- 
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rectors of Constance determined how 
much of the risk would be retained and 
how much would be reinsured. This de- 
cision was based upon a recommendation 
of Alexander & Alexander based on their 
actuarial experience in the field. 


27. The amount of the premium charged 
by Constance was suggested by Alex- 
ander & Alexander based on their ac- 
tuarial information. In addition, the board 
considered premiums being charged in 
the industry. 


28. Crawford paid $157,028 in premiums 
to. Constance in 1978. The total premium 
for the policy for the period April 1, 
1978 to April 1, 1979 was $575,000. Each 
company paid its premium to Constance 
with its own check. In the year ending 
December 31, 1978, Constance Insur- 
ance Company lost $60,490. 


29. The United States of America al- 
located, based upon a method of prora- 
tion $20,485 to the retained portion of 
Constance’s risk. This resulted in the 
disallowance to Crawford of an expense 
deduction in the amount of $20,485 for 
the period in question. 


30. Constance, under the terms of the 
policy with Crawford, must provide cov- 
erage during the policy period for claims 
made at any time for products manu- 
factured by the Crawford Co, and it is 
required to defend claims and pay the 
legal expenses related to them. 


31. For risk to be reinsured there has 
to be a primary insurance policy. 


32. Constance paid all liabilities incur- 
red by Crawford within the scope of the 
policy without any direct or indirect re- 
imbursement from Crawford. 


33. The period in issue for Crawford 
is April 1978 through December 1978. 
Crawford was on a calendar year basis. 
Constance commenced business on April 
1, 1978. Constance is on a fiscal year 
commencing April 1. 


34. The disallowance resulted in an in- 
come tax deficiency of $9,423.00 to Craw- 
ford Fitting Co. There was no tax 
consequence to Constance as a result of 
this adjustment in its fiscal 1978 tax year. 


Bey ENS disallowed deduction was based 
upon the oe of insurance that Con- 
Stance | retained. ‘ 


36. Crawford paid the deficiency, filed 
a timely refund claim and then timely 
filed this suit for refund for $9,423.00 of 
corporate income tax plus interest thereon 
as is provided by law. | 


37. The portion of the premium that 
Crawford paid Constance that was rein- 
sured to third parties was allowed as a 
deductible expense. 


38. Crawford also had excess general 
and product liability insurance with un- 
related third parties over and above that 
which it arranged through Constance, for 
at least 30 million dollars during the 
period in issue. 


39. The excess insurance was purchased 
by Crawford in the open market. The 
excess insurance coverage is applicable 
only after the coverage provided by 
Constance is exhausted. 


III. Analysis 


The Court has jurisdiction of the parties 
and subject matter under 28 U. S. C. 
§ 1346(a) (1). 


A. Background: Dadnivsbaety of Insurance 


Premiums. Title 26 of the Internal Revenue 
Code, § 162(a), allows a deduction for “all 
the ordinary and necessary expenses paid 
or incurred during the taxable year in 
carrying on any trade or business.” Section 
1.162-1(a) of the Income Tax Regulations 
provides, in relevant part, that: 


Business expenses deductible from gross 
incme include the ordinary and necessary 
expenditures directly connected with or 
pertaining to the taxpayer’s trade or busi- 
ness. .. . Among the items included in 
business expenses are . . . insurance pre- 
miums against fire, storm, theft, accident, 
or other similar losses in the case of a 
business. . 


“Taste? is not defined under the 
Internal Revenue Code. The Supreme Court, 
however, has stated that elements of risk- 


shifting and risk-distributing, historically - 


and commonly, have been considered or- 
dinary indicia of insurance. Helvering v. 
LeGterse [41-1 usrc 10, 0291; 312, Ue Sas 
(1941).* 


Where elements of Agente and risk- 
distributing are absent from an insurance 
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contract, the fundamental aspects of an 
insurance agreement are lacking. See Steere 
Tank Lines, Inc. v. U. S. [78-2 ustc J 9605], 
577 F. 2d 279 (5th Cir. 1978), cert. denied, 
440 U. S. 946 (1979). In that case, the 
Court stated that “a taxpayer who estab- 
lishes a reserve in an effort to ensure 
against future losses is not entitled to a 
deduction at the time the reserve is estab- 
lished or funded. A deduction is proper 
when the liability becomes fixed.” Jd. at 
282. Accordingly, the Court found that 
where there was no shifting or genuine 
pooling of risks under the insurance agree- 
ment before it, plaintiff’s payment of money 
into a contract premium account, from 
which were to be paid all accident claims 
against the taxpayer, was not an insurance 
premium deductible as a business expense, 
but rather a nondeductible reserve for 
accident claims. See also Spring Canyon 
Coal Co. v. Commissioner [2 ustc J 9574], 
43 F. 2d 78 (10th Cir. 1930), cert. denied, 
284 U. S. 654 (1931) (Corporation’s payments 
into self-insurance reserve fund held not de- 
ductible as an “ordinary and necessary busi- 
ness expense’). A taxpayer cannot “deduct 
as am expense an amount which he fears he 
may some day be called upon to spend,” such 
as self-insurance. See id. at 80, citing Appeal 
of Pan-American Hide Co. [Dec. 486], 
Bisb-A. 71249. (1925). 


The fundamental issue in the case at bar, 
then, is whether the payment made by the 
plaintiff Crawford Fitting Company to the 
Constance Insurance Company, characterized 
by the plaintiff as an insurance premium, 
was in fact an insurance premium deducti- 
ble under § 162, or was, as the defendant 
contends, a reserve held by the plaintiff 
Crawford Fitting Company as self-insur- 
ance to cover contingent losses.’ 

B. Positions of the Parties. Defendant 
asserts that risk-shifting is an essential 
element of an insurance contract, citing 
U. S. v. Newton Livestock Auction Market, 
Inc., supra, and states that the risk has not 
been shifted as to the $100,000.00 risk re- 
tained and insured by Constance itself. 
Defendant contends that accordingly, the 
portion of plaintiff's payment of an insurance 
premium to Constance for the $100,000.00 
risk coverage is a reserve for self-insurance, 
and therefore not deductible as an insurance 
premiuny. Furthermore, defendant asserts 
that its characterization of the premium 


2The Tenth Circuit Court of Appeals has set 
forth the difference between insurance and self- 
insurance in a nutshell: ‘‘Insurance exists when 
a contractual relationship between the insurer 
and the insured shifts to the insurer the risk 
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plaintiff paid to Constance is not changed 
by the undisputed fact that Constance is 
a separate corporate entity from plaintiff, 
where the risk of loss remains within 
Crawford’s economic group. Defendant 
states, “[mJerely because Constance is a 
separate corporate entity does not mean 
taxpayer can label a transaction as ‘in- 
surance’ where no risk as to the first 
$100,000 of loss has been shifted.” 


Plaintiff Crawford argues first that the 
insurance premium in issue is deductible 
as an ordinary and necessary business 
expense under I. R. C. § 162, where the 
premium was paid to Constance in an 
arms-length transaction, and second, that 
Constance is not “related” to Crawford. 
Plaintiff states that the “economic family 
theory” advanced by the government vio- 
lates “the firmly entrenched separate cor- 
porate entity doctrine which recognizes, for 
both tax and nontax purposes, bona fide 
transactions between related corporations.” 
Plaintiff argues that “Constance is not a 
sham, nor is it merely the alter-ego of 
Crawford.” Plaintiff states: 


[Constance] is a separate corporate en- 
tity engaged in the insurance business. 
The shareholders of Constance are not 
the shareholders of Crawford. The pre- 
miums charged by Constance were ac- 
tuarially sound and consistent with the 
insurance industry; Constance performed 
all of the usual and ordinary procedures 
engaged in by other insurance companies 
including underwriting, claims handling 
and adjustment, and investment of re- 
serves. Constance provided Crawford with 
a legitimate means of obtaining insurance 
covetage for Crawford and numerous 
“affiliated” companies—insurance that was 
either unavailable or only available at 
much higher rates. Thus, the present 
case is fundamentally different from those 
cases in which a nominal corporation 
has been disregarded as a true separate 
entity because it is merely a sham or 
lacks all business justification. See e.g., 
Noonan v. Commissioner [CCH Dec. 
29,725], 52 T. C. 907 (1969) [sic]; Roubik 
v. Commissioner [CCH Dec. 29,857], 53 
T. C. 365 (1969). 


Plaintiff further states that while it is 
“questionable whether risk-shifting or risk- 
distributing are the criterion for determining 
the tax deductibility of insurance premiums,” 
nonetheless, “both elements were present 
in this case.” pes 


of loss of the insured. Self-insurance is the 
assumption of risk of his own loss by one hav- 
ing an insurable interest (footnote omitted).” 
U. 8S. v. Newton Livestock Auction Market, 
Inc., 336 F. 2d 673, 676 (10th Cir. 1964). 
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It is undisputed that to the extent Con- 


' stance reinsured the remainder of the risk, 


in the amount of $1,400,000.00, with the 
Bermuda Fire & Marine Insurance Co., 
Ltd., an unrelated insurance company, 
plaintiff is entitled to a deduction for the 
insurance premium for that amount of 
coverage.® This reinsurance arrangement 
neutralized the risk borne by Constance to 
the extent of that amount. The focus, then, 
is upon the $100,000.00 not reinsured with 
the Bermuda Fire & Marine Insurance Co., 
but retained by Constance, and the ques- 
tion is whether or not plaintiff shifted and 
distributed the risk of loss up to that 
amount to its subsidiary, Constance, and 
whether, in law, it was required to do so 
in order to deduct the premium therefor. 


C. Law and Discussion: In Carnation Co. 
v. Commissioner [81-1 ustc { 9263], 640 F. 
2d 1010 (9th Cir. 1981), cert. denied, 454 
U. S. 965, the Carnation Company incor- 
porated a wholly owned Bermuda sub- 
sidiary to insure and reinsure various mul- 
tiple line risks of the Carnation Company 
and its subsidiaries. The Bermuda sub- 
sidiary, Three Flowers Assurance Co., 
Ltd., was initially capitalized with a contribu- 
tion of $120,000.00 from Carnation. Subse- 
quently, Carnation proceeded to purchase 
a blanket insurance policy from an inde- 
pendent insurance company, American 
Home, which then, under contract, rein- 
sured 90% of its liability under the Car- 
nation policy with Carnation’s wholly owned 
Bermuda insurance subsidiary, Three Flow- 
ers. Under the terms of the reinsurance 
contract, American Home was required to 
first pay Carnation’s claims before it could 
seek reimbursement from Three Flowers. 
However, because of American Home’s 
concern about Three Flowers’ ability to 
cover the reinsured losses, Carnation agreed, 
prior to the consummation of the reinsur- 
ance contract, to capitalize Three Flowers 
up to three million dollars (i.e. an addi- 
tional $2,880,000.00) at Carnation’s election 
or Three Flowers’ request. American Home 
then ceded 90% of the premiums it received 
ion Carnation to Three Flowers, and Three 


aid American Home a five percent 
Wasi well: as” reimbursement seed 


qa1ss 


Reciting the Tax Court’s findings that 
the agreements between Carnation, Ameri- 
can Home, and Three Flowers, were inter- 
dependent, the Court stated, “The key was 
that American Home refused to enter into 
the reinsurance contract with Three Flow- 
ers unless Carnation agreed to capitalize 
Three Flowers.” The Court stated that 
the three agreements must be considered 
together, and that, im toto, they revealed 
that Carnation was attempting to shift its 
risk of loss. The Court then upheld the 
tax court’s holding that, as a matter of law, 
the agreements between the three parties 
neutralized Carnation’s risk of loss to the 
extent that American Home reinsured with 
Three Flowers. Summarily rejecting Car- 
nation’s contention that the revenue ruling 
conflicted with the separate status given 
corporations, the Court held that the pay- 
ment received by the wholly owned for- 
eign subsidiary was the parent company’s 
contribution of capital and not an insur- 
ance premium. 


In reaching its decision, the Court relied 
on the reasoning set out in Rev. Rul. 
77-316, 1977-2 C. B. 53. In that ruling, 
the government reviewed three situations 
in which a domestic parent corporation and 
its domestic subsidiaries paid amounts as 
insurance premiums to (1) a wholly owned 
foreign “insurance” subsidiary, (2) an unre- 
lated domestic insurance subsidiary, which 
immediately transferred 95% of the risks to a 
wholly owned foreign “insurance” subsid- 
iary, and (3) a wholly owned foreign 
“insurance” subsidiary which contempora- 
neously transferred 90% of the risks to an 
unrelated insurance company, for purposes 
of insuring the parent company. In all 
three situations, the government ruled that 
where the taxpayer’s wholly owned subsid- 
iary retained risks of the parent company, 
the premiums attributable to those risks 
were not deductible. 


After reciting the different — fact situa- 
tions, the government stated that both risk- 
shittine and Tisk-distributing | are necessary 
elements of an insurance agreement. The 
government then noted that in each of the 
three recited situations, — there was “no 
economic shifting or "distributing of risks 
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of loss with respect to the risks carried or. 


retained by the wholly owned foreign 
subsidiaries.” Rather, said the government, 
the insuring parent corporation, its domes- 
tic subsidiaries, and its wholly owned for- 
eign “insurance” subsidiary, though in fact 
separate corporate entities, in reality “rep- 
resent one economic family with the result 
that those who bear the ultimate economic 
burden of loss are the same persons who 
suffer the loss.” Accordingly, the govern- 
ment stated that there was no deduction 
under I. R. C. §162 for amounts paid by 
the parent companies and their domestic 
subsidiaries as insurance premiums for risks 
ultimately retained by the foreign insurance 
companies. The government stated: “Be- 
cause such amounts remain within the 
economic family and under the practical con- 
trol of the respective parent in each situa- 
tion, there has been no amount ‘paid or 
incurred’.” Furthermore, said the govern- 
ment, such amounts would not constitute 
taxable income to the foreign subsidiaries 
under I. R. C. § 61, but rather contributions 
of capital under I. R. C. § 118, since nothing 
was occurring other than the movement of 
an asset, cash, within the families of related 
corporations. 


However, said the government, to the 
extent that amounts paid by the parent 
companies as insurance premiums are for 
risks retained by an unrelated insurer and 
are not reinsured by a subsidiary of the 
parent, or are transferred through a rein- 
surance agreement to an unrelated insurer, 
the premiums paid to cover these risks are 
deductible under § 162 of the Code. “Since 
these amounts are not withdrawable by... 
[the parent company] and its domestic 
subsidiaries . . ., they have been ‘paid or 
incurred’ within the meaning of § 162. Fur- 
thermore, the requisite shifting and distri- 
bution of the risks has .occurred to the 
extent the unrelated insurers . . . bear the 
risks of loss.” 


In its ruling, the government did not 
dispute the identity of the wholly owned 
foreign subsidiaries of the parent companies 
as corporate entities independent of the 
parent companies, citing Moline Properties v. 
Commissioner [43-1 ustc J 9464], 319 U. S. 
436 (1943), 1943 C. B. 1011, but examined 
what it called “the economic reality of 
each situation.” A look at such economic 
realities, stated the government, was what 
led the government to conclude that the 
various “insurance agreement[s],” to the 
extent that risks were retained by the 
wholly owned foreign subsidiaries, were 
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“designed to obtain a deduction by indirect 
means that would be denied if sought di- 
rectly.” 


The rationale of both Carnation Co. and 
Rev. Rul. 77-316 was applied by the U. S. 
District Court for the District of Colorado 
in Stearns-Roger Corp. v. U. S., Civ. No. 
81-C-2046 (D. Colo. Jan. 10, 1984), 84-1 
ustc $9165. In that case, Stearns-Roger 
incorporated a captive insurance company 
pursuant to the Colorado Captive Insur- 
ance Company Act, Colo. Rev. Stat. 
§ 10-6-101-130 (1973), which issued insur- 
ance policies covering Stearns-Roger, its fif- 
teen subsidiaries, and its project customers. 
The captive insurance company, Glendale 
Insurance Company, was capitalized with 
one million dollars. Stearns-Roger agreed 
to indemnify Glendale for losses and dam- 
ages up to three million dollars. 


Stearns-Roger deducted the premiums it 
paid to Glendale as business expenses” for 
insurance for the 1974-1978 tax years. Said 
deductions were disallowed by the Internal 
Revenue Service. Stearns-Roger then. paid 
the deficiencies and filed the refund action. 
The initial inquiry, stated the Court, in 
determining the “deductibility” of the sums 
Stearns-Roger paid Glendale as “insurance 
premiums” was “whether Glendale, a wholly 
owned Stearns-Roger subsidiary, should be 
treated as a corporate entity distinct from 
the plaintiff (footnote omitted).” Jd. at 
83,219. Recognizing that a legitimate cor- 
porate entity will not be disregarded for 
tax purposes where it is created for a 
business purpose, or where business activity 
follows its creation, and the fact that a 
parent corporation and its wholly owned 
subsidiaries may in fact be separate tax 
entities, the Court stated that there are, 
however, certain situations where “the fi- 
nancial transactions of separate but related 
corporations may be aggregated and treated 
as the transactions of a single taxpayer for 
certain purposes.” Jd. at 83,219 - 83,220. In 
such cases, stated the Court, where corpora- 
tions engage in transactions with the prin- 
cipal purpose of avoiding or evading the 
payment of income tax, certain tax laws 
permit the Internal Revenue Service to 
void the transactions. See, e.g., 26 U. S. C. 
§§ 267, 269, 482. However, stated the Court, 
while tax considerations played some part 
in the insurance arrangement under re- 
view, it found that the principal impelling 
motive for Stearns-Roger’s formation and 
transaction of business with Glendale was 
“business necessity,” and not tax avoidance 
or evasion. The Court therefore found and 
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concluded that the attribution sections cited 
above were inapplicable. 


The Court next considered the economic 
family theory, and the concepts of risk- 
shifting and risk-distributing, set forth in 
Carnation Rev. Rul. 77-316, supra, and stated 
that: 


Glendale Insurance Company is not in 
the business of insuring “others.” Its 
only business is to insure its parent 
corporation which wholly owns it and 
ultimately bears any loss or enjoys any 
profits it produces. Both profits and 
losses stay within the Stearns-Roger “eco- 
nomic family.” In substances the ar- 
rangement shifts no more risk from 
Stearns-Roger than if it had self insured. 


Stearns-Roger at 83,221. 


The Court thus concluded that the agree- 
ment between Sfearns-Roger and Glendale 
was not an insurance contract for purposes 
of federal income taxation since the agree- 
ment did not shift the risk of losses from 
Stearns-Roger to its wholly owned subsidi- 
ary. Accordingly, the Court held that 
plaintiff was not entitled to a business ex- 
pense deduction for “insurance premiums” 
paid to the Glendale Insurance Company. 


Likewise, in Beech Aircraft Corp. v. U. S. 
[S-2 ustc [9803], Civ. No. 82-1369 
(D. Kan. July 3, 1984), the plaintiff cor- 
poration formed a subsidiary captive in- 
surance company, a Bermuda insurance 
company named Travel Air Insurance 
Company, Ltd., “to obtain products lia- 
bility insurance and provide, by attorneys 
of its selection, defenses of such actions 
superior to that provided by commercial 
insurance carriers.” Jd. at 85,401. In Beech, 
the Court concluded that there was no real 
transfer of risks under the agreement be- 
tween Beech and the Bermuda insurance 
company as to excess coverage for the 
latter part of 1972, and disallowed a busi- 
ness expense deduction for “insurance pre- 
miums” made by Beech to Travel Air for 
such coverage. 


When the Bermuda insurance company 
was formed, it issued 120,000 shares of 
common gtodke, at $1.00 per share. Beech 

shares, 


and the rhe 
d { 


Beech paid a premium of one and a half 
million dollars for coverage for the period 
of September 1, 1971 through August 31, 
1972. Beech simultaneously obtained ex- 
cess coverage from Fairfax Underwriters 
in the amount of ten million dollars, and 
then an additional three million dollars 
coverage from Travel Air for the same 
period. Total coverage amounted to 15 


‘million dollars. 


- In 1973, Beech sought to obtain primary 
coverage from several different insurance 
carriers under its own conditions, but was 
unsuccessful. However, Beech was able to 
obtain 13 million dollars of excess coverage 
from two separate companies, in addition 
to the two million dollars of primary cover- 
age from Travel Air, as well as five million 
dollars of top excess insurance coverage 
under a contract with three other com- 
panies. This established a total coverage 
of 20 million dollars.* Beech Aircraft paid 
Travel Air $1,675,000.00 for the primary 
coverage, an amount which Travel Air cal- 
culated would, when invested for the time 
it would hold the money, equal the amount 
of money it might have to pay for losses 
under the insurance contract with Beech. 


When Beech filed its corporate income 
tax return for the fiscal year ending Sep- 
tember 30, 1973, it claimed a business ex- 
pense deduction for insurance “premiums” 
it paid to Travel Air for products liability 
insurance, which was disallowed. Beech 
paid the deficiency; and brought the action 
to recover the same. 


In setting forth its conclusions of law, 
the Court noted that Travel Air was only 
capitalized for $150,000.00, while it pur- 
ported to provide excess coverage for losses 
of several million dollars. “Only Beech 
could have responded to such a loss had 
such occurred,” the Court stated. Jd. at 
85,404. Thus, stated the Court: 


As a matter of economic reality, if and 
when a loss occurred and was paid by 
Travel Air, the net worth of Beech was 
_ reduced to approximately the same extent 
as though Beech had paid the loss itself. 
While these arrangements had the ap- 
pearance of insurance, in reality Beech 
‘still carried. the risk (citation ceeteey: 
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to deduct as a legitimate business expense 
the payments that it made to Travel Air as 
insurance premiums. 


The Court finds the above cited cases, 
as well as Rev. Rul. 77-316, to be instruc- 
- tive in the Court’s review of the matter 
sub judice. However, we find that the 
application of certain key concepts and 
definitions set forth in both to result in 
conclusions in the instant case different 
from those reached in the earlier cited cases 
and revenue ruling. The economic reality 
of the above cited cases and those situ- 
ations reviewed in Rev. Rul. 77-316 was 
that a parent company was trying to deduct 
nondeductible costs of self-insurance by 
paying “insurance premiums” for risks that 
were retained. In this case, the insurance 
arrangement was legitimately organized 
to enable Crawford to secure insurance 
at a reasonable price, without substantial 
limitations on the types and amounts of 
risks, see Stipulation No. 8, in return for 
the payment of legitimate premiums. Fur- 
thermore, the Court finds that the arrange- 
ment survives the application of the economic 
family theory and the concepts of risk- 
shifting and risk-distributing as they are 
discussed in the above cited cases and Rev. 
Rul. 77-316. 


In determining whether or not plaintiff 
correctly took a deduction for the insurance 
premiums in question, we focus on sub- 
stance over form in order to determine 
whether or not “in truth and substance the 
sums set aside by [plaintiff] were not 
‘expenses’ of the business.” Spring Canyon 
Coal Co. v. Commissioner, supra. at 79, citing 
Eisner v. Macomber [1 ustc { 32], 252 U.S. 
189 (1920) and Bowers v. Kerbaugh-Empire 
Co. [1 ustc $174], 271 U. S. 170 (1926). 
This Court certainly does not countenance 
the kind of arrangement between corpora- 
tions set up for the purpose of avoiding 
or evading income tax, nor suggest that 
in those situations the financial transac- 
tions of the separately incorporated but 
related corporations should not be aggre- 
gated and treated as the transactions of 
a single taxpayer. However, in the instant 
case, the Court finds that the taxpayer and 
the other shareholders of the captive in- 
surance company, as well as the insureds, 
are not so economically related that their 
separate financial transactions must be ag- 
gregated and treated as the transactions 
of a single taxpayer, the palintiff. The 
Court further finds that the economic risk 
of loss of the plaintiff was shifted and dis- 
tributed among the shareholders of the 
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captive 
sureds. 


insurance company and its in- 


First, looking at the nature of the owner- 
ship of the plaintiff and the captive insur- 
ance company, the Court finds it is 
somewhat different in the case at bar than in 
the cases aforementioned. In this case, 
plaintiff Crawford Fitting Company is a 
separately incorporated entity from the 
wholly owned captive insurance company, 
and is mot the parent company of the cap- 
tive. Crawford Fitting Company, along 
with Nupro Company, Whitey Company 
and Cajon Company, referred to as the 
Crawford Companies, manufacture and sell 
their products to four separately incor- 
porated regional warehouses. These ware- 
houses, which purchase and resell the 
products of the manufacturing companies 
to a number of independently owned and 
operated Crawford distributors, are also 
independently incorporated from the plain- 
tiff and the captive insurance company. 
They are owned, in varying percentages, by, 
Fred A. Lennon, his wife, Alice P. Lennon, 
and his daughter, Katherine Lennon Lo- 
zick. Eighty percent of Constance’s stock 
is owned by the four incorporated ware- 
houses. The remaining 20% of Constance’s 
stock is owned by Norge Tobe, assistant 
secretary of Crawford Fitting, John Fant, 
in-house counsel, F. J. Callahan, executive 
vice-president, and Ernest P. Mansour, 
“outside counsel.” The Court finds these 
above related alterations of fact to be so 
significantly different from the situations 
set forth in the above cited cases and in 
Rev. Rul. 77-316 that they change the 
characterization of the “insurance pre- 
miums,” and the tax treatment accorded 
them, in those cases and that ruling. 


We find the instance case to be more 
closely aligned with Rev. Rul. 78-338, 
1978-2 C. B. 110, than the above cited 
cases and Rev. Rul. 77-316. In Rev. Rul. 
78-338, the government reviewed an insur- 
ance arrangement between the taxpayer, a 
domestic corporation, and a foreign insur- 
ance company formed by the taxpayer and 
owned by the taxpayer and 30 other wholly 
unrelated owner-insureds. No shareholder 
owned a controlling interest in the insur- 
ance company, and, pursuant to the insur- 
ance company’s bylaws, no shareholder’s 
individual risk coverage could exceed five 
percent of the total risks the company 
insured. The insurance company provided 
insurance coverage only for its share- 
holders, their subsidiaries, and their affili- 
ates, for certain specified risks located 
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throughout the world. Premiums were es- 
tablished in accordance with customary 
insurance ratings. 

Stating that since, under the circum- 
stances of the situation before it, i.e., an 
absence of any economic relationship be- 
tween the taxpayer and other insureds- 
shareholders, the government found that 
the economic risk of loss could be shifted 
and distributed among the shareholders- 
insureds, and that the arrangement was 
thus not one of self-insurance. Accord- 
ingly, it held that the insurance premiums 
were deductible under I. R. C. § 162, as 
ordinary and necessary business expenses, 
distinguishing Rev. Rul. 77-316. 


While in Rev. Rul. 78-338 the taxpayer 
owned a certain percentage of common 
voting stock in the captive insurance com- 
pany, so did thirty other unrelated corpo- 
rations as well. 
plaintiff owns no ownership share in the 
captive insurance company. Defendants 
hasten to point out that the plaintiff tax- 
payer is in fact owned by Fred A. Lennon, 
who owns 100% of the plaintiff Crawford 
Fitting Company and varying percentages 
of the regional warehouses, which own 80% 
of Constance. However, we note that 
Crawford Fitting Company, as_ earlier 
pointed out, was not the parent company 
of the warehouses, nor was it the parent 
company of the captive insurance company. 
The fact that Fred A. Lennon owns Craw- 
ford and a percentage of the warehouses 
does not mean that the warehouses’ 80% 
ownership interest in Constance is the same 
as an 80% ownership by Crawford. Any 
gain or loss enjoyed or suffered by Con- 
stance does not affect the net worth of 
Crawford. The Court thus finds Fred A. 
Lennon’s ownership interest in the different 
companies inconsequential where each in 
fact was incorporated for a valid business 
purpose independent from the others, and 
the creation of each was followed by legiti- 
mate business activity. See Stearns-Roger 
Corp., Inc., supra at 83,219. 


Furthermore, the ownership structure of 
Constance was diversified by the participa- 
tion ae ownership of shareholders other 
x nal Wer couse Wai the 


In the instant case, the 


plaintiff, an insured of the captive company, 
but not an owner, to be insignificant. None 
of those four men will, by virtue of their 
employment relationship with Crawford or 
the owner thereof, feel the benefit of the 
deduction for insurance premiums taken by 
Crawford in insuring with the captive. Fur- 
thermore, any interest they have in Craw- 
ford will not suffer a loss by virtue of any 
loss of the captive. 


‘The Court also takes notice of the fact 
that beyond the distinguishing presence of 
nonaffiliated shareholders in the case at 
bar is the presence of nonaffiliated policy- 
holders. The named insureds under the 
policy included not only Fred A. Lennon 
and Crawford, but the other manufacturing 
companies, the numerous companies that 
supply goods and services to the manufac- 
turing companies, the 115 independent dis- 
tributors of the Crawford products, the 
profit sharing trusts administered by Mid- 
west Bank and Trust Company, as well as 
A. P. Lennon, J. P. Lennon, C. L. Lozick, 
and Edward L. Lozick. None of these have. 
any ownership interest in the captive insur-- 
ance company, or, for that matter, in the 
plaintiff taxpayer. Each of the covered 
companies paid a premium proportionate. 
to its insurance coverage, an amount total- 
ing, by the Court’s calculations, slightly 
more than 70% of all premiums received by 
Constance, although the amount of premi-. 
ums relating to the potential liability of the. 
independent distributors was incorporated 
in the premium paid by Crawford. See. 
deposition of Ernest P. Mansour, pp. 17, 34,. 
appended to Stipulation of Facts as Exhibit 
K.. These various persons and entities cov-- 
ered under the policy existed independent. 
of the plaintiff, and the risks they faced 
were sufficiently similar and independent: 
of those faced by the plaintiff so as to make 
the sum of risks carried by the captive- 
company less than the sum of risks of the 
insureds. The Court notes as an aside that 
the parties themselves stipulated that the 
115 independent distributors are not owned. 
either directly or indirectly by Crawford. 


Additionally, and not inconsequentially, 
the Court notes that the initial capitaliza-. 
tion of Constance, provided by the share- 
holders in proportion to their ownership 
est torres one million dollars. See 
the instant case,, 
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with the parent without an infusion of capi- 
tal from the parent. In this case, the capi- 
talization of Constance was more than 
adequate to cover the risks it retained under 
the policy. Specifically, Constance was 
. capitalized to one million dollars. Of the 
$1,500,000.00 of coverage under the policy, 
Constance retained $100,000.00 of the risk 
per occurrence, $100,000.00 aggregate, so 
that it would not have to extend itself be- 
yond the capitalization risk of the policy. 
The balance of $1,400,000.00 was reinsured 
on an aggregate basis with an unrelated 
insurance company.° Furthermore, there 
was no agreement between Crawford, the 
plaintiff, and the captive requiring the plain- 
tiff to indemnify it for a sum of money 
above that amount initially paid by the 
plaintiff in capitalizing the captive, nor has 
such indemnification occurred. There have 
been no additional capital contributions 
since the initial capitalization. 


In conclusion, the Court finds that the 
plaintiff did not form the captive insurance 
company for purposes of tax avoidance or 
evasion, but rather for a legitimate business 
purpose; that the captive insurance company 
is a separate and independent corporate 
entity which provided insurance for the 
plaintiff that was unavailable or available 
only at higher rates; that the premiums 
charged by the plaintiff were actuarially 
based, and proportionate to the risks they 
covered; that plaintiff taxpayer is not a 
shareholder of the captive, nor a share- 
holder in any of the warehouses which 
have an ownership interest in Crawford, and 
that a percentage of ownership in the cap- 
tive by four men who have an employment 


relationship with the plaintiff taxpayer did 
not constitute ownership by Crawford or 
members of its “economic family;” and that 
various nonaffiliated persons or entities fac- 
ing risks similar but independent of those 
faced by plaintiff were named insureds un- 
der the policy, enabling the distribution of 
risk thereunder. 


The Court thus holds that the plaintiff 
did shift the risk of loss outside its economic 
family to the captive, who fairly and ade- 
quately distributed the risk of loss among 
its group of insureds, and that the financial 
transactions of the separate corporations 
should therefore not be aggregated and 
treated as the transactions of a single tax- 
payer. The amount paid by the taxpayer to 
the captive insurance company as an insur- 
ance premium is thus deductible as an ordi- 
nary and necessary business expense under 
§ 162 of the Internal Revenue Code, and 
plaintiff is accordingly entitled to a refund 
in the amount of $9,423.00, plus interest 
thereon as provided by law. 


IT 1S SO ORDERED: 


Judgment Entry 


Pursuant to the reasons set forth in the 
Memorandum Opinion filed contempora- 
neously with this Judgment Entry, IT IS 
HEREBY ORDERED, ADJUDGED, and 
DECREED the amount paid by the tax- 
payer to the captive insurance company as 
an insurance premium is deductible as an 
ordinary and necessary business expense 
under § 162 of the Internal Revenue Code, 
and plaintiff is accordingly entitled to a 
refund in the amount of $9,423.00, plus in- 
terest thereon as provided by law. 


[79190] United States of America, Plaintiff-Appellee v. Lester Irvin Reeves, De- 


fendant-A ppellant. 


U. S. Court of Appeals, 5th Circuit, No. 84-1512, 1/28/85.—(752 F2d 995.) Reversing 
and remanding District Court, 84-2 ustc { 9011. 


[Code Sec. 7212(a)] 


Crimes: Interference with administration: Interference: Definition of corruptly.—The 
court of appeals found that the district court erred in adopting the definition of 
corruptly as meaning with improper motive or bad or evil purpose. The legislative 
history of Code Sec. 7212(a) supported interpreting its prohibition against corruptly 
endeavoring to impede or obstruct the Tax Code as forbidding those acts done with 
the intent to secure an unlawful benefit for oneself or for another. Therefore, the taxpay- 
er’s conviction for impeding the due administration of the Tax Code and intimidating and 


tion No. 38, that Crawford had excess general 
and product liability insurance of at least 30 
million dollars. 


5 At oral arguments, counsel for plaintiff 
represented that plaintiff has a third layer of 
additional coverage, which ‘‘goes up to $200 
million.” See Tr. 15. The Court notes Stipula- 
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impeding the agent who was acting in his official capacity was reversed. However, the 
court noted that by filing a common law lien against the IRS agent who was investigating 
his tax liabilities, the taxpayer could have acted to impede or intimidate an officer or 
agent of the IRS from collecting the taxes due; or could have engaged in the conduct to 
secure an improper advantage or benefit for other unnamed persons or groups of persons, 
which would constitute a corrupt endeavor pursuant to Code Sec. 7212(a). On remand, 
the court of appeals instructed the district court that if it were to find that the taxpayer 
filed frivolous common law liens with the intention of securing improper benefits or ad- 
vantages for one’s self or for others, such behavior would constitute a prohibited corrupt 
endeavor. Furthermore, in order to avoid raising the possibility of overbreadth problems 
under the first amendment, the court found that where corruptly was taken to require 
an intent to secure an unlawful advantage or benefit, the statute did not infringe on first 


amendment guarantees and was not overbroad. Back reference: {[ 5721.24. 
Scott McLarty, 191 East Broad St., Athens, GA 30601 for defendant-appellant. James 


A. Rolfe, United States Attorney, Christopher Lee Milner, 1100 Commerce St., 


Tex. 75242 for plaintiff-appellee. 


Dallas,. 


Before GEE, WILLIAMS and JoLLy, Circuit Judges. 
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Jotty, Circuit Judge: This case is an ap- 
peal from a conviction under 26 U. S. C. 
§ 7212(a) for “corruptly” endeavoring to ob- 
struct the due administration of Title 26. The 
appellant, Reeves, was charged in a two-count 
indictment returned on July 12, 1983, by a fed- 
eral grand jury sitting in Dallas, Texas. Count 
I of the indictment charged a violation of the 
mail fraud statute, 18 U. S. C. § 1341. Count 
II charged corrupt interference with the 
Internal Revenue Service, a violation of 
26 U. S. C. §7212(a). Both charges arose 
from the filing of a “common law lien” by 
Reeves in the deed records office of the 
Denton County Courthouse, in Denton, 
Texas on March 22, 1983, against the resi- 
dence of Douglas W. LeClaire, a criminal 
investigator with the Criminal Investigation 
Division of the Internal Revenue Service. 


Reeves’ action toward LeClaire stemmed 
from LeClaire’s investigation of Reeves’ in- 
come tax returns for the years 1979, 1980, 
and 1981. On December 2, 1982, LeClaire 
and a fellow investigator, Mark Carmena, 
drove to Reeves’ home outside Terrell, 
Texas, where they found Reeves and ex- 
plained their purpose for visiting. Reeves 
answered questions cooperatively for ap- 
proximately ten minutes, but refused to 
answer questions about the ownership of 
the land he eeued! He terminated the in- 


terview and LeClaire and Carmena promptly 
left the premises. LeClaire issued routine 
summonses to seven financial institutions 
for bank records concerning Reeves, send- 
ing copies of the summonses to Reeves by 
certified mail. Reeves did not attempt to 
quash the summonses, but on March 8, 1983, 
executed a common law lien against the 
residence of Agent LeClaire and recorded it 
in the Denton County, Texas deeds records 
office on March 22, 1983. This lien pur- 
ported to attach to LeClaire’s residence and 
demanded payment of $250,000. 


Reeves waived his right to a trial by 
jury and was tried before the bench oni 
March 20 and 21, 1984. At trial LeClaire 
testified that he and his family had been 
substantially upset by the lien, although he 
made no effort to remove it until after 
Reeves’ prosecution. LeClaire also stated 
that the lien had interfered with his efforts 
to sell his house. 


Reeves maintained at trial that he had 
placed the lien in preparation for a suit he 
planned to bring against LeClaire and the 
IRS for violation of his constitutional 
rights. The trial court rejected this argu- 
ment and held that Reeves’ constitutional 
claims were frivolous. 


Reeves also maintained that he had not 
placed the lien “corruptly” as that term is 


administration of this title, shall, upon convic- 
tion thereof, be fined not more than $5,000, or 
sees os not more than 3 years, or both, 
ne offense is comm ea pnlys by 
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used in section 7212(a) and that his be- 
havior was protected by the first amend- 
ment’s guarantee of freedom to petition 
under United States v. Hylton [83-2 ustc 
79506], 710 F. 2d 1106 (5th Cir. 1983). 
These claims were also rejected by the 
court. Following the trial, Reeves was con- 
victed of violation of 26 U. S. C. 7212(a) 
and sentenced to three years in prison. The 
district court expressly adopted the defini- 
tion of “corruptly” as meaning “with im- 
proper motive or bad or evil purpose” 
in convicting Reeves under section 7212(a). 
Count I of the indictment was dismissed 
on motion of the government. 


Notice of appeal was filed by Reeves on 
June 13, 1984. On June 13, 1984, he also 
filed a Rule 35 motion to reduce sentence, 
and on June 26, 1984, the court reduced 
Reeves’ sentence to two years in prison. 


On appeal, Reeves continues to argue 
that his filing was not done “corruptly” 
under section 7212(a). He maintains that 
the trial court erred in adopting its defini- 
tion of the term. He also continues to 
maintain that his behavior was protected 
under the first amendment. 


The government asserts that the trial 
court’s definition of “corruptly” is correct, 
relying on cases decided under 18 U. S. C. 
§ 1503 and § 1505, which contain language 
substantially similar to the language of 
section 7212(a).? The government also con- 
tends that Hylton does not extend to the 
protection of the filings of frivolous actions 
such as the one in this case. 


Because our review of the language of 
section 7212(a), its legislative history, and 


2 The texts of sections 1503 and 1505 are: 


$1503. Influencing or injuring officer or juror 
generally 

Whoever corruptly, or by threats or force, or 
by any threatening letter or communication, 
endeavors to influence, intimidate, or impede 
any grand or petit juror, or officer in or of any 
court of the United States, or officer who may 
be serving at any examination or other pro- 
ceeding before any United States commissioner 
or other committing magistrate, in the dis- 
charge of his duty, or injures any such grand 
or petit juror in his person or property on ac- 
count of any verdict or indictment assented 
to by him, or on account of his being or having 
been such juror, or injuries any such officers, 
commissioner, or other committing magistrate 
in his person or property on account of the 
performance of his official duties, or corruptly 
or by threats or force, or by any threatening 
letter or communication, influences, obstructs, 
or impedes, or endeavors to influence, obstruct, 
or impede, the due administration of justice, 
shall be fined not more than $5,000 or impri- 
soned not more than five years, or both. . 


§ 1505. Obstruction of proceedings before de- 
partment, agencies, and committees 
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the constitutional considerations relevant to 
this case convinces us that the district court 
erred in adopting the definition of “cor- 
ruptly” as meaning “with improper motive 
or bad or evil purpose,” we reverse Reeves’ 
conviction and remand this case to the 
district court for reconsideration consistent 
with our holding here. 


Te 


vs 


We turn first to the language of the 
statute. Without a clearly expressed legis- 
lative intention to the contrary, statutory 
language must usually be considered con- 
trolling. Escondido Mutual Water v. La Jolla, 
— U.S. —, 104 S. Ct. 2105, 80 L. Ed. 2d 
753 (1984). 


On its face, the statute condemns those 
who “corruptly” endeavor to intimidate or 
impede certain government agents or in 
any other way “corruptly” endeavor to - 
obstruct or impede the due administration 
of the title; we must therefore determine 
what “corruptly” means in this context. 


It is unlikely that “corruptly” merely means 
‘Sntentionally” or “with improper motive 
or bad or evil purpose.” First, the word 
“endeavor” already carries the requirement 
of intent; one cannot “endeavor” what one 
does not already “intend.” Similarly, the 
mere purpose of obstructing the tax laws 
is “improper” and “bad”; therefore, to inter- 
pret “corruptly” to mean either “intention- 
ally” or “with an improper motive or bad 
or evil purpose” is to render “corruptly” 
redundant. A statute should be read to 
avoid rendering its language redundant if 


Whoever, with intent to avoid, evade, pre- 
vent, or obstruct compliance, in whole or in 
part, with any civil investigative demand duly 
and properly made under the Antitrust Civil 
Process Act, willfully withholds, misrepre- 
sents, removes from any place, conceals, covers 
up, destroys, mutilates, alters, or by other 
means falsifies any documentary material, an- 
swers to written interrogatories, or oral testi- 
mony, which is the subject of such demand; or 
attempts to do so or solicits another to do so; 
or 

Whoever corruptly, or by threats or force, 
or by any threatening letter or communication 
influences, obstructs, or impedes or endeavors 
to influence, obstruct, or impede the due and 
proper administration of the law under which 
any pending proceeding is being had before 
any department or agency of the United States, 
or the due and proper exercise of the power of 
inquiry under which any inquiry or investiga- 
tion is being had by either House, or any com- 
mittee of either House or any joint committee 
of the Congress— 

‘Shall be fined not more than $5,000 or im- 
prisoned not more than five years, or both. 
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reasonably possible. Meltzer v. Board of 
Public Instruction, 548 F. 2d 559 n. 38 (5th 
Cir. 1977). This is especially true in the 
present case where “the key words in the 
statute are ‘corruptly’ and ‘endeavors.’”’ 
United States v. Cioffi, 493 F. 2d 1111, 1118 
(2d Cir. 1974) (interpreting 18 U. S. C. 
§ 1503). “Corruptly” is a word with strong 
connotations; it is difficult to believe Con- 
gress included this “key” word only to 
have it read out of the statute or absorbed 
into the meaning of “endeavor.” 


We have found no cases interpreting the 
word “corruptly” in section 7212, but cases 
interpreting analogous sections of the 
United States Code have interpreted “cor- 
ruptly” not to mean “with improper motive 
or bad or evil purpose.” In the case most 
closely on point, Umited States v. Ogle, 613 
F. 2d 233 (10th Cir. 1979), the defendant 
contended that the jury instructions in that 
case “should have included reference to an 
evil motive, something bad, wicked or 
having an evil purpose.” Ogle at 238. The 
court disagreed, pointing out that “cor- 
ruptly” is not used in this fashion in 18 
U. S. C. § 1503, the statute at issue in that 
case. “The term ‘corruptly’ does not super- 
impose a[n] ... element ... such as a 
desire to undermine the moral character of 
a juror. Rather, it is directed to the effort 
to bring about a particular result such as 
affecting the verdict of a jury or the testi- 
mony of a witness... .” Id. at 239. “Cor- 
ruptly” ordinarily describes “[a]n act done 
with an intent to give some advantage incon- 
sistent with the official duty and rights of 
others It includes bribery but is 
more comprehensive, because an act may 
be corruptly done though the advantage to 
be derived from it be not offered by 
another.” Jd., at 238 (emphasis added). 
Similarly, the language of section 7212(a) 
is not directed at actions motivated by all 
“bad,” “evil” or “improper” purposes; 
rather, section 7212(a) is directed at efforts 
to bring about a particular advantage such 
as impeding the collection of one’s taxes, 
the taxes of another, or the auditing of 
one’s or another’s tax records. It is there- 
fore unlikely that the interpretation of 
“corruptly” as meaning “with improper 
motive or b r evil purpose” is an accu- 
of the meaning of the 


been suppressed. Thus, “to obstruct or 
impede the due administration of justice 
is per se unlawful and is tantamount to do- 
ing the act corruptly.” Ogle at 238 (em- 
phasis added). Thus, where a defendant 
has endeavored to obstruct a criminal pro- 
ceeding, the “advantage inconsistent with 
the duties and rights of others” is so clear 
that courts have often been willing to im- 
pute the desire to obtain such advantage 
on a per se basis. Nevertheless, the require- 
ment that the obstruction be done “cor- 
ruptly” remains of independent significance. 
It is true that any endeavor to obstruct 
justice if accompanied by the requisite 
corrupt intent can be a violation of section 
1503, and that the corrupt intent may often 
be inferred from the endeavor itself. United 
States v. Howard, 569 F. 2d 1331 (5th Cir. 
1978) (collecting cites). Such “endeavors” 
need not involve force or threats of force; 
in this sense section 1503 and section 1505 
have been given a “broad and all-inclusive 
meaning.” United States v. Browning, 630 
F. 2d 694, 701 (10th Cir. 1980). But this 
does not mean the statutes are to be given 
a sweep beyond the meaning of their 
language. Criminal statutes are to be. 
strictly construed, Federal Maritime Comm. 
v. Seatrain Lines, 411 U. S. 726, 93 S. Ct. 
1773, 36 L. Ed. 2d 620 (1973); and sections 
1503, 1505 and 7212(a) are certainly not 
exceptions to this rule. United States v. 
Baker, 494 F. 2d 1262 (6th Cir. 1974) (hold- 
ing that section 1503 is to be strictly con- 
strued). A strict construction of the statute 
will not permit one of its “key” words to 
be virtually suppressed. 


The special circumstances surrounding 
criminal proceedings which render many 
acts to obstruct justice per se corrupt do 
not exist in cases involving the Internal 
Revenue Service. Section 1503 covers only 
conduct that is related to a pending judicial 
proceeding. Howard at 1336 n. 9. Thus, 
section 1503 presupposes a proceeding the 
disruption of which will almost necessarily 
result in an improper advantage to one side 
in the case. Because interference with the 
administration of the tax laws need not 


‘concern a proceeding in which a party 


stands to gain an improper advantage, 
there is no reason to presume that every 
annoyance or impeding: of an IRS agent is 
done per se “corruptly.” A disgruntled tax- 
annoy a revenue agent with no 
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stances the agent will normally have a state 
civil remedy against the taxpayer. If the 
taxpayer’s actions involve force or the 
threat of force, they violate section 7212(a)’s 
prohibition against such behavior. 


In addition, we have upheld section 1503 
as not unconstitutional on vagueness grounds 
largely because the statute covers only 
actions related to pending judicial proceed- 
ings, thus providing adequate notice to 
potential violators. Howard at 1336 n. 9. In 
contrast, the Internal Revenue Service is 
permitted great power to intrude on, and 
investigate virtually every aspect of eco- 
nomic life to effect its purpose of adminis- 
tering the tax laws; thus, the narrow 
circumstances in which section 1503 applies 
have no parallel in cases involving section 
7212(a). We have noted in the past that 
except for those narrow circumstances “we 
would tend to agree with the . . . claim 
that the statute [1503] ... is unconstitu- 
tionally vague.” Howard at 1336. Since sec- 
tion 7212(a) is not restrained by the fact 
that it is narrowly applicable, we cannot 
say with as much assurance that potential 
violators will be put on notice that their 
conduct is “corrupt” in the eyes of the law 
by the context involved as is the case under 
section 1503. Accordingly, we are obligated 
to interpret section 7212(a) to specifically 
insure that potential violators will be on 
notice of what constitutes corrupt behavior 
under section 7212(a); merely prohibiting 
“bad,” “evil” and “improper” purposes is 
very probably insufficient where, as here, a 


statute reaches such a broad category of - 


circumstances. 


The government’s reliance on cases in 
which jury instructions defining “corruptly” 
as “with improper motive or bad or evil 
purpose” under the “plain error’ standard 
is misplaced. In Umited States v. Partin, 552 
F. 2d 621 (5th Cir. 1977) and United States 
v. Abrams, 427 F. 2d 86 (2d Cir. 1970), the 
defendants failed to object to jury instruc- 
tions defining “corruptly” at trial. Where 
a defendant fails to object to a jury instruc- 
tion at trial and raises the issue first on 
appeal, an appellate court will uphold even 


an inaccurate jury instruction provided no 
“plain error” has resulted from the inaccu- 
racy. United States v. Abravaya, 616 F. 2d 
250 (5th Cir. 1980). On appeal the defend- 
ants in both cases argued that the instruc- 
tions permitted conviction even on a finding 
that the defendants’ “endeavor” had only 
been to “influence” the juror or witness to 
act according to his duties. The appellate 
courts affirmed the convictions, holding 
that the instructions did not permit con- 
viction for such wholly innocent behavior, 
and accordingly that no “plain error’ re- 
sulted. This court remarked in Partin that 
the jury instructions in that case were not 
well phrased and the issue of whether 
“corruptly” means “with improper motive 
and bad or evil purpose’”’ was not raised at 
all. Part at 643. Partin cannot be read as 
a blanket affirmation of the jury instruction 
given in that case; and, in addition, the 
differences between the circumstances in 
which section 1503 applies and those in 
which section 7212(a) applies, discussed 
above, warrant interpreting section 7212(a) 
to make more explicit its requirement of 
corrupt intent. 


The present case is not to be reviewed 
under the “plain error” standard; here the 
trial was before the bench and the court 
adopted its construction of the statute over 
the defendant’s objections. Under these 
circumstances an appellate court cannot af- 
firm a conviction predicated on an inaccu- 
rate interpretation of the law unless the 
inaccuracy was harmless error. United States 
v. Mackey [78-1 ustc § 9321], 571 F. 2d 376 
(7th Cir. 1978). 


B. 


The legislative history supports an inter- 
pretation of section 7212(a) as forbidding 
endeavors intended to give “some advan- 
tage inconsistent with the rights and duties 
of others” under the tax laws. The Senate 
report on the bill which became section 
7212 gives only one example of what the 
statute means by “corruptly endeavor”: 
corrupt solicitation.* The term “corruptly 
endeavor” is broader than corrupt solicita- 


3 We recognize that there is unexplained dicta 
against the position we adopt here in United 
States v. Ryan, 455 F. 2d 728 (9th Cir. 1972) 
(reversing conviction under section 1503, but 
stating that ‘‘corruptly’’ in that statute means 
‘for an evil or wicked purpose’). The Ryan 
dicta, however, is totally unrelated to the dis- 
cussion and outcome in that case. 

4The relevant portion of the Senate report 
on section 7212 is as follows: 

This section corresponds to that of the House 
bill except for a substantive change in sub- 
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section (a). In subsection (a) the House Dill 
provided that any of the offenses described 
therein are to be punishable by a fine of not 
more than $5,000, or by imprisonment for not 
more than 3 years, or both. The substantive 
change made by your committee amends sub- 
section (a) by defining threats of force as 
meaning threats of bodily harm to the officer 


or employee of the United States or to a mem- . 


ber of his family, and by providing that if the 
offense is committed only by threats of force 
it is to be punishable by a fine of not more 
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tion, but corrupt solicitation is a paradigm 
of a corrupt endeavor. Ogle. The statute’s 
broad prohibition against corrupt endeav- 
ors should be construed to prohibit those 
acts substantially similar in result to the 
offenses expressly mentioned. Howard at 
1333; see also United States v. Griffin, 589 
F. 2d 200 (5th Cir. 1979) (both interpreting 
language of 18 U. S. C. § 1503). The House 
bill is described by the Senate report as 
identical to the Senate bill with the excep- 
tion of the Senate’s addition of a new 
definition and a new maximum penalty for 
the use of threats of force; the two bills 
coincided on their definitions of “cor- 
ruptly.” Accordingly, the legislative history 
of section 7212(a) supports interpreting 
its prohibition against “corruptly” endeav- 
oring to impede or obstruct Title 26 as 
forbidding those acts done with the intent 
to secure an unlawful benefit either for 
oneself or for another. 


C. 


The definition of “corruptly” as meaning 
“with improper motive or bad or evil pur- 
pose” could: potentially raise a question 
about the overbreadth of section 7212(a) as 
well as the question of vagueness touched 
on above. We construe section 7212(a) in 
order to avoid raising the possibility of 
“overbreadth” problems under the first 
amendment. This court has held that the 
filing of a nonfrivolous criminal complaint 
against the agents of the Internal Revenue 
Service is protected under the first amend- 
ment even where the filing is motivated by 
a bad or improper desire to impede the 
agents’ investigation: “[W]Je consider it ir- 
relevant to the applicability of the right to 
petition [guaranteed by the first amend- 
ment] that its exercise might have the effect 
of causing ... injury to... [an] off- 
cial... or even that the complainer may be 
aware of or pleased by the prospect of such 
injury.” United States v. Hylton [83-2 ustc 
7 9506], 710 F. 2d 1106, 1112 (5th Cir. 1983) 
(quoting Stern v. United States Gypsum, 547 
F. 2d 1329, 1343 (7th Cir. 1977) ). 


than $3,000, or imprisonment for not more than 
1 year, or both. 

Subsection (a) of this section, relating to the 
intimidation or impeding of any officer or em- 
ployee of the United States acting in an official 
capacity under this title, or by force or threat 
of force attempting to obstruct or impede the 
due administration of this title is new in part. 
This section provides for the punishment of 
threats or threatening acts against agents of 
the Internal Revenue Service, or any other 
officer or employee of the United States, or 
members of the families of such persons, on 
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Thus, even if the filing of a frivolous 
common law lien is not protected by the 
first amendment guarantee of freedom to 
petition, such filings are at least adjacent 
to areas of protected activity. It is possi- 
ble that where the filer has a “bad” motive, 
the only factor distinguishing a protected 
from an unprotected filing would be the 
frivolousness of the lien were we to adopt 
the trial court’s definition of “corruptly.” 
In addressing the free speech guarantee of 
the first amendment, the Court has noted 
that overbreadth is possible where conduct 
“falls close to the line separating the law- 
ful and unlawful, the possibility of mis- 
taken fact-finding—inherent in all litigation 
—will create the danger that .. . legitimate 
. .. [action] will be penalized.” Spetser v. 
Randall; 35/7 St. 513, 526,01 O09. Gt ylsoZ: 
1342, 2 L. Ed. 2d 1460 (1958). Similar con- 
siderations apply to the guarantee of free- 
dom to petition. To interpret ‘‘corruptly” 
as meaning “with an improper motive or 
bad or evil purpose’”’ would raise the poten- 
tial of “overbreadth” in this statute be- 
cause of the potential chilling effect on 
protected activities. “[T]he Court has a 
duty to construe a federal statute to avoid 
constitutional questions where such a con- 
struction is reasonably possible.” Arnett 
v. Kennedy, 416 U. S. 134, 94 S. Ct. 1633, 40 
L. Ed. 2d 15 (1974). This constitutionally 
based duty reaffirms our interpretation of 
the language of the statute and its legisla- 
tive history. Where “corruptly” is taken to 
require an intent to secure an unlawful 
advantage or benefit, the statute does not 
infringe on first amendment guarantees 
and is not “overbroad.” See Bill Johnson's 
Restaurants v. NLRB, 461 U. S. 731, 103 S. 
Ct. 2161, 76 L. Ed. 2d 277 (1983); Broad- 
rick v. Oklahoma, 413 U. S. 601, 93 S. Ct. 
2908, 37 L. Ed. 2d 830 (1973). 


III, 


We hold that the filing of frivolous 
common law liens with the intention of 
securing improper benefits or advantages 


account of the performance by such agents or 
officers or employees of their official duties. 
This section will also punish the corrupt solici- 
tation of an internal revenue employee. 
Subsection (a) of this section is broader than 
section 111 of title 18 of the United States Code, 
relating to persons assaulting, resisting, or im- 
peding certain officers or employees of the 
United States while engaged in the performance 
of their official duties, in that it covers threats 
of force (including any threatening letter or 
communication) or corrupt solicitation. 
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for one’s self or for others constitutes a 
prohibited corrupt endeavor under section 
7212(a). In the present case it may be that 
Reeves meant to impede or intimidate offi- 
cers or agents of the Internal Revenue 
Service from collecting his just debt of 
‘taxes due or from scrutinizing his tax ac- 
counts; or it may be that he engaged in 
this conduct to secure an improper adyan- 
tage or benefit for other unnamed persons 
or groups of persons. If this is the case; 
his actions constituted a corrupt endeavor 
under section 7212(a). 


However, the district court expressly 
adopted the definition of “corruptly” as 
meaning “with improper motive or bad or 
wicked purpose” over the defendant’s ob- 
jections. In these circumstances we cannot 
say that the court’s definition constituted 
harmless error. Accordingly, we reverse 
Reeves’ conviction and remand the case to 
the trial court for reconsideration consist- 
ent with our holding here. We express no 
opinion on whether a new trial is neces- 
sary, but leave this to the sound discretion 
of the district court. 


REVERSED and REMANDED. 


Concurring Opinion 


Gee, Circuit Judge, concurring: I concur 
in Judge jolly’s scholarly opinion, writing 
briefly to highlight my reason for doing so. 


I see little difference between seeking to 
influence an agent’s actions by carrots or 
by sticks. In my view, either could be 
“corrupt.” But the essence of § 7212(a) 
seems to be the attempt to influence or 
impede the government agent’s official ac- 
tions, and I can conceive of actions taken 
“with improper motive” that arise from 
simple contrariness and not from such a 
motive. Among these, perhaps, might fall 
paying one’s tax with sacks of pennies or 
handing the agent a certified check for 
taxes due and then punching him in the 
nose. I doubt that either of these should 
properly be punished with a prison term as 
“corrupt,” although the latter, at least, 
should call forth an appropriate state law 
remedy. 


Dissenting Opinion 


WILLIAMS, Circuit Judge, dissenting: The 
ingenious “tax protestors” and their advis- 
ors continue to create outlandish claims 
and devices to try to avoid paying their 
fair share of the costs of supporting the 
nation of which they are citizens. I must 
dissent from the opinion of the majority 
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setting aside the conviction of protestor 
Reeves in this case. His action in filing a 
quarter million dollar lien on the residence 
of the IRS agent who was handling his 
case is as clear and blatant a corrupt action 
designed to impede the collection of taxes 
as one could imagine. Yet, because the 
majority of the Court felt that the district 
court, upon bench trial, too broadly stated 
the definition of the word “corrupt’’, it 
concludes that the conviction has to be 
reversed. 


I dissent because Section 7212(a) was 
correctly applied to the facts of this case. 
But even if it was not correct, the error 
was harmless. I recognize that my brother 
Jolly’s opinion is carefully reasoned, and 
undoubtedly leaves broad strength in the 
statute in question. I dissent only because 
it does not leave quite the breadth of 
strength in the statute that the statute 
rightly demands, and under the statute as 
correctly applied this conviction should stand. 

As a starting point, I cannot accept the 
restrictive way that the majority opinion 
undertakes to report on the interpretation 
of the word “corrupt” in Sections 1503 and 
1505. While it is true that the holdings are 
not crisp and with complete firmness, the 
district court properly could conclude as 
adequately established that under those two 
sections the word “corrupt” means “with 
improper motive or bad or evil purpose”. 
Pragmatically, this interpretation under 
those sections is established by United 
States v. Partin, 552 F. 2d 621, 642 (5th 
Cir. 1977) ; United States v. Ryan, 455 F. 2d 
728, 734 (9th Cir. 1972); and United States 
v. Abrams, 427 F. 2d 86, 90 (2d Cir.) cert. 
demed, 400 U. S. 832, 91 S. Ct. 64, 27 
L. Ed. 2d 63 (1970). Once such an interpre- 
tation is established under a part of the 
Criminal Code, 18 U. S. C. §§ 1503, 1505, it 
is more reasonable to interpret the same 
word to have the same meaning elsewhere 
in laws establishing criminal offenses. The 
meticulous parsing of the statutory provi- 
sions found in the majority opinion does 
not change the fact that the word is the same 
and is used in similar contexts. I would 
conclude, therefore, that appellant was 
properly convicted under the stated interpreta- 
tion of the district court that “corruptly” in 
Section 7212(a) means “with improper 
motive or bad or wicked purpose.” 

The essential thrust of the majority opin- 
ion, as reinforced by Judge Gee’s specially 
concurring opinion, is that this interpreta- 
tion of the word “corruptly” in Section 
7212(a) is overbroad or is too vague to 
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justify application under a statute which is 
limited to impeding Internal Revenue Ser- 
vice employees or impeding in other ways 
the due administration of the Internal Rey- 
enue Code. It is my firm conviction that 
this is not so as applied to the facts of this 
case. And the facts of this case are what 
is important to the analysis. 


The possibility that this statutory provi- 
sion could be applied to someone who in 
exasperation physically assaults an IRS 
officer is not relevant to this case. In this 
case a wholly false, dishonest, and frivo- 
lous lien was put on the residence of the 
IRS agent. It caused him a great deal of 
difficulty including monetary loss. Even if 
the basic motive for filing the lien was 
spite, it was up to the finder of fact to 
decide if the action was obstructing the due 
administration of the IRS, and that it was 
done with criminal intent, and the finder of 
fact did so. 


It is well established law under the com- 
panion doctrines of overbreadth and void 
for vagueness that we do not demand stat- 
utes be drafted with such certainty that 
they eliminate any possibility of the word- 
ing conceivably being broad enough to cov- 
er non-criminal acts. Such a requirement 
demands too much, as Chief Justice War- 
ren said in United States v. Harriss, 347 
U.S. 612, 617, 74 S. Ct. 808; 812,°98 LL. Ed. 
989 (1954): 


The constitutional requirement of defi- 
niteness is violated by a criminal statute 
that fails to give a person of ordinary 
intelligence fair notice that Mis contem- 
plated conduct is forbidden by the stat- 
ute. The underlying principle is that no 
man shall be held criminally responsible 
for conduct which he could not reason- 
ably understand to be proscribed. 


On the other hand, if the general class of 
offenses to which the statute is directed 
is plainly within its terms, the statute 
will not be struck down as vague even 
though marginal cases could be put 
where doubts might arise. (Emphasis 
added to stress the fact that it is the 
accused’s situation which controls, not 
someone else’s.) 


See also Umied States BE Service Com- 


thus unlikely to be triggered without two 
findings: that the individual challenging 
the statute is indeed one of the entrapped 
innocent, and that it would have been prac- 
tical for the legislature to draft more 
precisely.” 


Without considering other extreme situa- 
tions that might or might not fall under the 
statute, this convicted person as a person 
of ae ere intelligence would know that 
placing the false lien on the property of the 
Internal Revenue agent was “corrupt”. It 
was “with improper motive or bad or 
wicked purpose” and other adjectives ob- 
viously could be applied.to it—adjectives 
such as dishonest, malicious, and the like. 
This accused was adequately warned. He did 
not suffer from whatever vagueness or 
undue breadth there may be in the statute. 
Therefore, he is not in a position to claim 
that the statute cannot be applied to him on 
these facts. 


The only departure from the general 
rules set out above has to, do with those 
cases involving specific constitutional liber- 
ties, such as free speech, where the over- 
breadth or vagueness of the _ statute 
discourages constitutionally protected con- 
duct. E.g., Coates v. Cincinnatt, 402 U. S. 
611, 614, 91 S. Ct. 1686, 1688, 29 L. Ed. 2d 
214 (1971). That consideration is not 
present to the least degree in this case. It 
is true that appellant undertook to claim 
that his filing of the lien was part of his 
“right to petition’ the government under 
the First Amendment. The claim is obvi- 
ously specious, as the district court held. 
It cannot by any stretch of the imagination 
fall under our decision in United States v. 
Hylton [83-2 ustrc $9506], 710 F. 2d 1106 
(Sth Cir, 1983), in which we upheld the 
right of tax protestors to refuse to allow 
IRS agents to trespass on their property 
even though their motive was to obstruct 
the IRS in the administration of its stat- 
utory functions. In that case we found the 
filing of criminal trespass complaints against 
the IRS agents nonfraudulent. In this case 
the action of the appellant was properly 
found. to be fraudulent. 


Finally, even if the district court did in- 
terpret the word aSeeuD te too broadly in 
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too broad to be a proper jury instruction, 
the issue before the court was whether the 
action of this accused in placing this false 
and fraudulent lien on the property of the 
IRS agent was corrupt. By any definition 
of the word it was. Once the district court 
decided that the lien was false and fraudu- 
lent, as it clearly had to do to find accused 
guilty, there was no question but that the 
statute covered it. Nothing more needed 
to be shown. So if the court’s statement of 
the breadth of the interpretation of the 
word “corruptly” is “too broad”, it is harm- 
less error in this case under these facts. 


In evaluating harmless error, the rule is 
as stated by the Supreme Court in Kottea- 
kos v. United States, 328 U. S. 750, 764, 66 
S. Ct. 1239, 1248, 90 L. Ed. 1557 (1946), “If 
when all is said and done the conviction is 
sure that the error did not influence the 
jury or had but a very slight effect, the 
verdict and judgment should stand... .” 
We quoted this rule in Umted States v. 


Jennings, 527 F. 2d 862, 868 (5th Cir. 1976). 
Also in Jennings, we pointed out that it is 
well established that an error which might 
be prejudicial in a close case does not re- 
quire reversal when the evidence of guilt is 
strong. Jd. at 868. In this case the evi- 
dence is strong on these facts, and there is 
also far less chance of prejudice in this 
bench trial than with an erroneous instruc- 
tion to a jury. 


It follows that this case should not be 
reversed for a new trial after this tax pro- 
testor has been found guilty of a corrupt 
action to impede the work of the IRS. by 
filing a quarter million dollar false and 
fraudulent tax lien on the property of the 
agent who was handling his case. Under 
no conceivable circumstances was this ac- 
cused not given a fair trial under a stat- 
utory application that rightfully covered his 
conduct. Being firmly convinced, of this, I 
must dissent. 


[7.9191] Wayne Marshall Wright, Petitioner-Appellant v. Commissioner of Internal 


Revenue, Defendant-Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 84-4470, Summary Calendar. 2/11/85. 
—(752 F2d 1059.) Affirming the decision of the Tax Court, 47 TCM 1493, Dec. 41,130(M), 
TC Memo 1984-183. 

[Code Secs. 6651, 6653, and 6673] 


Tax Court: Proceedings instituted for delay, damages to U. S.: Fifth Amendment.— 
A taxpayer seeking redetermination of income tax liability gave the Tax Court no indi- 
cation as to how tax information he could present might be used directly or indirectly in 
criminal prosecution of him. Moreover, the taxpayer presented no evidence from which 
to infer the possibility of criminal prosecution, and it was not readily apparent from the 
nature of the inquiry before the Tax Court that the taxpayer would incriminate himself 
by going forward with evidence to show the Commissioner’s error in computing his tax 
liability. The taxpayer had the burden of proof in the proceeding he initiated, and he 
could not attack with a Fifth Amendment claim, but had to do so with evidence. Back 
references: {| 5524.4345, 5533.5087, and 5570B.10. 


Wayne Marshall Wright, P. O. Box 5569, Lake Charles, La. 70602, pro se. Glenn 
L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Jonathan S. Cohen, Thomas 
A. Gick, Department of Justice, Washington, D. C. 20530, Fred T. Goldberg, Internal 
Revenue Service, Washington, D. C. 20224, for defendant-appellee. 


Before RusBin, RANDALL, and Tate, Circuit Judges. 


Tarte, Circuit Judge: The taxpayer-peti- 
tioner Wayne Marshall Wright appeals 
pro se from an order and decision of the 
United States Tax Court regarding income 


1 Wright filed two petitions in the Tax Court, 
one for the tax year 1980 and one for the tax 
year 1981. Each received a separate case num- 
ber. The Tax Court, by order dated December 
15, 1983, consolidated the cases ‘‘for purposes 
of trial, briefing and opinion.’’ 

In his notice of appeal, Wright specifies only 
the case concerning the 1981 tax year. He has 
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tax deficiencies and additions to tax for 
the tax year 1981.1 Wright challenges the 
Tax Court’s order and decision on two 
grounds. First, he contends that the Tax 


not filed a notice of appeal from the Tax 
Court’s decision in the case concerning the 
1980 tax year. Therefore, the only case before 
us for review is the one concerning the 1981 
tax year. Hallowell v. Commissioner [842 
ustc § 9881], 744 F. 2d 406, 407 n. 1 (5th Cir. 
1984). 
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Court improperly rejected his assertion of 
his fifth amendment right not ‘to be a 
witness against himself.” Second, he con- 
tends that the Tax Court unconstitution- 
ally placed upon him the burden to prove 
that the Commissioner of Internal Revenue 
erroneously calculated his 1981 income tax 
deficiencies. We reject these contentions, 
and, finding them frivolous, we award the 
Commissioner double costs and damages 
(attorney’s fees). 


Ih. 


Wright filed a protestor-type tax return 
for the tax year 1981. The return showed 
Wright’s name and address, but nothing 
more. On every other line of the return 
Wright placed the word “object.” This ap- 
_ parently indicated a fifth amendment objec- 
tion to compulsory incriminating testimony. 


The Commissioner computed Wright’s 
tax liability for the tax year 1981 by reference 
to “W-2 forms” submitted by Wright’s 
employers to report his 1981 earnings. 
These forms indicated gross earnings of 
$27,970.84. To this figure the Commissioner 
added $1,640.00 that Wright received as 
unemployment compensation in 1981. Using 
these figures, and granting right the per- 
sonal exemption to which he was entitled, 
the Commissioner determined that Wright 
was liable for a tax deficiency of $7,274.00, 
a delinquency addition to tax of $1,818.50, 
and a negligence addition to tax of $363.70. 
On May 18, 1983, the Commissioner issued 
a notice of deficiency to Wright informing 
him of his liability. 

On August 1, 1983, Wright filed in the 
Tax Court a petition for redetermination of 
tax. In essence, the petition asserted that 
the Commissioner improperly computed his 
1981 tax liability and that the Commis- 
sioner’s computation of his tax liability 
violated the fifth amendment rights he 
asserted on his 1981 “return.” 


The Tax Court conducted a trial on 
Wright’s petition on January 24, 1984. 
Wright appeared but, persisting in assert- 
ing a fifth amendment objection, presented 
no evidence of any kind. 


E COURT: You don’t seem to un- 


the crit 


you feel those are incorrect the burden is 
on you now at this time to show that they 
are incorrect. Now is the time to do it. 

MR. WRIGHT: Your Honor, I rely 
on my Fifth Amendment rights. 


THE COURT: I don’t know what that 
means. You're here in this court, You 
brought this case. You have the burden 
of proof on the issues that are presented 
in this case. If you don’t wish to go ahead 

- and try your case, that is all right with 
me, but I want you to very clearly under- 
stand that the ball is in your court at 
this moment. 

MR WRIGHT: That is—any informa- 
tion I give to prove my deductions could 
and would be used against me. 

THE COURT: It is up to you. I am 
not requiring you to give any evidence. 

MR. WRIGHT: I have nothing else to 
say then. 


THE COURT: You rest? You have 
nothing to offer? I want the record to be 
clear, Mr. Wright. Are you declining to 
put on any evidence? 

MR. WRIGHT: No, sir, I have no 
evidence. 


On April 11, 1984, the Tax Court issued 
a memorandum opinion and an order and 
decision dismissing Wright’s petition and 
adjudging the deficiencies and additions de- 
tailed above. The Tax Court also awarded 
$2,000 damages to the United States, pur- 
suant to 26 U. S. C. § 6673.” 


TI. 


Recognizing that the established rule re- 
quired him to prove the Commissioner’s 
error in the computation of his 1981 tax 
liability, Wright contends that it neverthe- 
less was error for the Tax Court to require 
him to discharge his burden once he as- 
serted a fifth amendment objection. The 
Tax Court concluded (in its memorandum 
opinion) that Wright’s fifth amendment 
claim was “groundless” and that he “had no 
reasonable basis for asserting” it. We agree. 


On his 1981 “return,” Wright specified 
no possible reason why providing the infor- 
mation requested would be directly or indi- 
rectly incriminating. In the papers filed in 
the Tax Court, Wright indicated only that 
nal ‘statutes of the United States 


———_— 
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are many, that any citizen could be prose- 
cuted criminally under these statutes, and 
that he stood an especially good chance of 
prosecution because he was a so-called “tax 
protester.” Shortly before trial, Wright ex- 
panded on these assertions with an affidavit 
stating that he had been interviewed by 
two Special Agents. of the Internal Revenue 
Service who advised him that he was under 
criminal investigation. 


At trial, the Commissioner produced as a 
witness the regional group manager of the 
Criminal Investigations Division. The re- 
gional group manager testified without con- 
tradiction or impeachment that he would 
know if Wright ever had been the subject 
of a criminal investigation and that, in fact, 
Wright never had been. Wright specifically 
declined to present any evidence on this is- 
sue or on the way his evidence might in- 
criminate him. Accordingly, the Tax Court 
found “that there is no evidence that this 
petitioner is presently under criminal inves- 
tigation, nor that any is contemplated.” 


Wright thus gave the Tax Court no indi- 
cation how tax information he could present 
might be used directly or indirectly in a 
criminal prosecution of him. Nor did 
Wright present an iota of evidence from 
which to infer the possibility of criminal 
prosecution. Finally, it was not readily ap- 
parent from the nature of the inquiry before 
the Tax Court that Wright would incrimin- 
ate himself by going forward with evidence 
to show the Commissioner’s error in com- 
puting his 1981 tax liability. Clear authority 
demonstrates that, on this record, Wright’s 
assertion of a fifth amendment privilege was 
—and is—frivolous. Hallowell v. Commis- 
sioner [84-2 ustc 9881], 744 F. 2d 406, 408 
(5th Cir. 1984) ;* Steinbrecher v. Commissioner 
[83-2 ustc 99531], 712 F. 2d 195, 197-98 (5th 
Cir. 1983) .4 


Il. 


Wright also claims that he was denied 
due process of law because the Tax Court 
required him—and not the Commissioner— 
to bear the burden of proof at his trial. 
The arguments Wright offers in support of 
this position, to the extent they are under- 


standable, are patently frivolous. “We per- 
ceive no need to refute these arguments 
with somber reasoning and copious citation 
of precedent; to do so might suggest that 
these arguments have some colorable merit.” 
Crain v. Commissioner [84-2 ustc { 9721], 
737 F. 2d 1417, 1417 (5th Cir. 1984). 


IV. 


The Commissioner requests sanctions 
against Wright for bringing this frivolous 
appeal. If an appeal is frivolous, the court 
“may award just damages and single or 
double costs to the appellee.” Fed.R. App. 
P. 38. Allowable damages consist of “the 
Commissioner’s reasonable attorney’s fees 
(under which, as in’ private practice fees, 
attributable normal overhead expenses 
would be subsumed).” Knoblauch v. Com- 
missioner, 749 F. 2d 200, 202 (5th Cir. 1984). 
We have informed taxpayers of our intent 
to apply Fed.R. App. 38. Id.; Parker v. 
Commissioner [84-1 ustc 9209], 724 F. 2d 
469, 472 (5th Cir. 1984); Lonsdale v. Com- 
missioner [81-2 ustc [9772], 661 F. 2d 71, 72 
(5th Cir. 1981). 


The record discloses that Wright repeat- 
edly was informed of the frivolousness of 
his position. He was so informed by the 
papers filed by the Commissioner in the 
Tax Court and by the Tax Court itself in a 
prior matter and in this one. Moreover, 
ample legal authority discloses the frivolous 
nature of Wright’s arguments, and Wright’s 
own submissions in the Tax Court and in 
this court consist principally of rambling 
irrelevancies. 


We therefore award the Commissioner 
double costs and reserve to the Commis- 
sioner the right by timely petition to have 
this court fix his reasonable attorney’s fees 
as damages for this frivolous appeal. 


ie 


For the foregoing reasons, the order and 
decision of the Tax Court is affirmed, and 
the Commissioner’s request for costs and 
damages is granted. 


' AFFIRMED. 


3 What we said in Hallowell is applicable 
here: [Petitioners] assert that civil tax investi- 
gations often lead to criminal prosecutions and 
that therefore the fifth amendment is impli- 
cated. This Court has rejected similar frivolous 
claims, and repetition of this analysis is un- 
necessary. 

Hallowell v. Commissioner, 744 F. 2d at 408. 
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4Even disregarding the absence of a factual 
basis for Wright’s assertion of the fifth amend- 
ment privilege, the privilege nevertheless, in a . 
proceeding in the Tax Court, does not permit — 
a petitioner to withhold all evidence but at the | 
same time to attack the Commissioner’s com- 


putation of his tax liability. In attacking that — = 


computation, the petitioner has the burden of 
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[1.9192] John J. Johnston and Evelyn R. Johnston, Plaintiffs v. United States of 
America, Defendant. 


U. S. District Court, Dist. Mont., Billings Div., CV-82-167-H, 11/20/84. 


[Code Secs. 48 and 7422] 


Suits by taxpayers: Estoppel: Investment tax credit: Trailer park equipment.—In 
this suit for refund of taxes the IRS was estopped from taking the position that the 
owners and operators of a mobile home park were not entitled to claim investment tax 
credits with respect to maintenance equipment they purchased because it was used in 
connection with the furnishing of lodging and, thus, was disqualified under Code Sec. 
48(a)(3). The taxpayers were entitled to claim investment tax credits with respect to 
the maintenance equipment because in a prior audit the IRS took the position that the 
taxpayer’s business was not “residential rental property” and therefore determined that the 
taxpayers’ Code Sec. 1250 property did not qualify for the special accelerated depreciation 
rates allowed under Code Sec. 167(j). This position was stated in a special 30-day letter 
sent to the taxpayers. The taxpayers abided by this determination and used a different, 
less advantageous, depreciation method. The IRS violated its duty of consistency when, 
in this case, it told the taxpayers that they were engaged in the furnishing of lodging. 
This change of position was not justified because the term “living accommodations” as 
used for depreciation purposes has the same meaning as the term “lodging” for invest- 
ment tax credit purposes. The court did not rule on the issue of whether a mobile home 
park furnishes lodging and, thus, was excluded from claiming investment tax credits. It 
did rule on the unique circumstances of this case, which required application of the 
doctrine of quasi estoppel against the IRS. Back references: {559.48 and 5781.346. 


Sol Lovas, Felt & Martin, P. O. Box 2558, Billings, Mont. 59103, for plaintiffs. 
Lorraine Gallinger, Assistant United States Attorney, Billings, Mont. 59103, John D. 
Steffan, Department of Justice, Washington, D. C. 20530, for defendant. 


Memorandum Opinion (a)(3). Plaintiffs claim that the investment 
tax credit is allowable because they rent 
only mobile home spaces, not mobile 
homes, and are therefore not furnishing 
lodging. The parties have stipulated to the 
facts of this case and agree that the reso- 
lution of the case is purely a legal question 
and therefore proper for summary judg- 
ment. 

3 Fa § 


Battin, Chief Judge: This case is before 
the Court on cross-motions for summary 
judgment. For the reasons stated below, 
the plaintiffs’ motion for summary judg- 
ment is granted, and the defendant’s mo- 
tion for summary judgment is denied. 


Facts and Procedure 


This is a suit for a refund of taxes paid 
by the plaintiffs. Jurisdiction is conferred 
upon this Court by 28 U. S. C. § 1346(a) (1). 
During tax years 1974 through 1979, plain- 
tiffs purchased numerous pieces of equip- 
ment for use in and about Leisure Village, 
a mobile home park owned and operated by 
plaintiffs. This equipment included a street 
sweeper, a grader, a drill press, lawn 
mowers, etc. Plaintiffs claim the invest- 
ment tax credit under Internal Revenue 
Code (IRC) § 48 for the purchase of this 
equipment. Upon audit, the Internal Reve- 
nue Service (Service) took the position that 
ment tax credit was not allowable 


Discussion 


The legal issue of this case is whether 
the equipment purchased by plaintiffs quali- 
fies for the investment tax credit under 
IRC §48(a)(1)(A) or whether it is ex- 
cluded by reason of IRC § 48(a)(3) which 
excludes property which is “used predomi- 
nantly to furnish lodging or in connection 
with the furnishing of lodging.” There is 
also an equity issue in this case, that is, 
whether the Service should be bound by 
the position it took in a previous audit of 
the plaintiffs’ tax returns. 


During an audit of the plaintiffs’ returns 
for 1971 through 1973, the Ser 
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did not qualify for the special accelerated 
depreciation rates allowed by IRC § 167(j). 
This position was stated in the 30-day 
letter sent to the plaintiffs on August 19, 
1975. The language of that letter is very 
important to the resolution of this case. 
“At pages 3 and 4 of the letter the Service 
states as follows: 


Lastly, under depreciation expense, you 
are depreciating all the real property 
(Section 1250 property) using the 200% 
declining-balance method. Regulation Sec- 
tion 1.167(j)-3(a) states that the 200% 
declining-balance method of depreciation 
can be used on new “residential rental 
property.” Regulation Section 1.167(j)- 
3(b) (i) states “the term ‘residential rental 
property’ means, for any taxable year, 
a building or structure used to provide liv- 
ing accommodations on a rental basis... . 
Generally, a dwelling umt is a house or an 
apartment used to provide living accommo- 
dations. 


Since you are renting trailer spaces and 
not dwelling units, the 200% declining-bal- 
ance method of depreciation is not available. 


(Emphasis added.) In other words, the 
Service told the plaintiffs that they were 
renting mere trailer spaces, not living ac- 
commodations. The plaintiffs abided by 
this determination of the Service and used 
a different depreciation method. Now the 
Service is contending that the trailer spaces 
that the plaintiffs are renting furnish lodg- 
ing to the renters. The Service might think 
that the words “living accommodations” 
and “lodging” have different meanings, but 
neither this Court nor Webster’s Third 
New International Dictionary does. Webster’s 
uses each of the words to define the 
other. 


In tax law there is a doctrine known as 
the duty of consistency or quasi estoppel. 
See cases cited at footnote 1 § 60.04, 10 
Mertens, Law of Federal Income Taxation 
(1976). The doctrine is used to prevent a 
taxpayer or the Service, after taking a posi- 
tion in one year to its advantage and after 
correction is barred, from shifting to a con- 
trary position in a later year. The elements 
of the duty of consistency are as follows: 


(1) The taxpayer or Service has made 
a representation of fact or reported an 
item for tax purposes in one tax year. 
(2) The taxpayer or Service has ac- 
quiesced or relied on that fact for that 
year. 

(3) The taxpayer or Service desires to 
change the representation, previously 
made, in a later tax year. 
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Alamo National Bank v. Commissioner [38-1 
ustc {[ 9219], 95 F. 2d 622 (5th Cir. 1938). 


These elements are applicable to the 
facts of the instant case. (1) A repre- 
sentation was made by the Service that the 
mobile home court did not qualify for 
§167(j) depreciation method because the 
trailer spaces were not living accommoda- 
tions. (2) The plaintiffs relied on this de- 
termination and changed their depreciation 
method to one acceptable to the Service 
and less favorable to the plaintiffs. (3) 
The Service now desires to change that 
representation and disallow the plaintiffs’ 
investment tax credit because the plaintiffs 
are furnishing lodging. The Service cannot 
have it both ways. The taxpaying public 
has an interest in seeing its government 
deal fairly with its citizens. United States 
v. Wharton, 514 F. 2d 406, 412-13 (9th 
Cir. 1975). The plaintiffs’ motion for sum- 
mary judgment will be granted. 


The Court emphasizes that this holding is 
of necessity limited to the unique circum- 
stances of this case. The Court has not 
ruled upon the legal issue of whether a 
mobile home park in general furnishes 
lodging and thus is excluded from using 
IRC § 48(a)(1)(A) investment tax credits 
because of the exclusion of IRC § 48(a) (3). 
That precise question has never been de- 
cided by any court, and only two cases 
even tangentially touch upon the issue. See 
Aaron Rents, Inc. v. United States [78-2 
ustc § 9727], 462 F. Supp. 65 (N. D. Ga. 
1978); Liebl v. United States, 72-2 ustc 
(O58 (Ds Ca SoD) Ohiog! 972). sie 
Court is simply holding in the unique 
facts of this case that the plaintiffs will 
be permitted to take the investment tax 
credits based upon the reliance of the 
Service’s earlier determination. 


The Court will issue an order in con- 
formity with this Memorandum Opinion. 


Order 


Pursuant to the Memorandum Opinion 
filed this day in the above-captioned case, 


IT IS ORDERED that plaintiffs’ mo- 
tion for summary judgment is granted, and 
defendant’s motion for summary judgment 
is denied. 


The Clerk is directed to enter judgment 
in favor of plaintiffs and against defendant. 


The Clerk is further directed forthwith 
to notify counsel for the respective parties 
of the making of this order. 
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[19193] Amos D. Davenport, et al., Plaintiffs v. V. Bell, et al., Defendants. 
U. S. District Court, No. Dist. Ill., East. Div., No. 83 C 4695, 12/28/84.—(600 FSupp 
568.) 


[Code Sec. 7609] 


Summons: Third-party summonses, special procedures: Recordkeeper as to the tax- 
payer.—A summons requesting certain records relating to insurance coverage of the 
taxpayers by State Farm was enforced because State Farm was clearly not a third-party 
recordkeeper, the IRS summons did not request third-party type records, and the court 
lacked jurisdiction to quash the summons. In addition, allegations of constitutional 
violations entitling the taxpayers to damages failed to state a claim upon which relief 
could be granted. Also, the court agreed with the government that the taxpayers’ original | 
petition was frivolous and appeared to have been brought to delay the investigation of 
the taxpayers by the IRS, and thus directed the IRS to submit papers on which a deter- 
mination could be made as to an appropriate sanction of attorneys’ fees end costs. Back 


reference: {[ 5930D.65. 


Andrew B. Spiegel, 77 W. Washington, Chicago, Ill. 60602, for plaintiffs. 


Dan K. 


Webb, United States Attorney, Mary Anne Mason, Assistant United States Attorney, 
Chicago, Ill. 60604, Richard M. Prendergast, Department of Justice, Washington, D. C. 


20530, for defendants. 
Memorandum Opinion and Order 


Rovner, District Judge: Petitioners Amos 
and Norma Davenport brought this ac- 
tion to quash an Internal Revenue Serv- 
ice (“I. R. S.’) administrative summons 
issued to and served upon State Farm In- 
surance Company (“State Farm’) in aid 
of an investigation of the federal tax lia- 
bilities of the petitioners for 1980, 1981, 
and 1982. The summons, issued on June 
22, 1983, requested certain records relating 
to insurance coverage of the petitioners by 
State Farm.’ After State Farm notified the 
petitioners of the I. R. S. summons, they 
filed a petition in this Court to quash the 
summons, purportedly pursuant to 26 
U. S. C. § 7609(b)(2)(A). Petitioners also 
sued individually the I. R. S. agents re- 
sponsible for issuing the summons and the 
Commissioner of the I. R. S., alleging 
violations of their constitutional rights, in- 
cluding their First Amendment rights to 
freedom of association and religion as to 


information sought concerning two organi- 


zations of which petitioners are members, 
the Free Church of the Creator and Citi- 
_ zens For Just Taxation. 


1The summons is issued ‘‘In the matter of 
Amos D. & Norma L. Davenport’ and seeks 
the following documents: 
nal documents or photocopies thereof of 
yments issued dividends or in- 


On September 6, 1983, the government 
served its motion to dismiss the original 
petition, contending that this Court lacked 
subject matter jurisdiction because the 
jurisdictional basis provided for in 26 
U. S. C. § 7609 applied only to summonses 
issued to “third-party recordkeepers.” The 
government reasoned that because State 
Farm was not a “third-party recordkeeper” 
within the meaning of Section 7609, this 
Court lacked jurisdiction to quash the sum- 
mons. The government also asserted that 
petitioners filed this action in bad faith to 
delay and defeat a criminal investigation 
and thus requested an award of attorneys’ 
fees and costs. 


Petitioners failed to respond to the gov- 
ernment’s motion *to dismiss and failed to 
adhere to two extensions of time in which 
to file a responsive brief. On November 
15, 1983, Judge Nordberg, to whom this 
case had then been assigned,” entered an 
order dismissing the petitioners’ original 
petition but granting them to November 
28, 1983 to file an amended complaint. In 
so doing, the Court relied upon the express 
promise of petitioners’ counsel that the 


This request includes but is not limited to: 

AMOS D. DAVENPORT SSN: 309-24-9229 
DATE OF BIRTH: 11-12-27 

NORMA L. DAVENPORT SSN: 314-30-1545 
DATE OF BIRTH: 6-3-32. 

a CHURCH | OF THE CREATOR 
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jurisdictional defect would be cured. The 
petitioners’ First Amended Complaint, 
however, is virtually identical to the origi- 
nal petition, except that the petitioners have 
rearranged some paragraphs. The peti- 
tioners now explicitly identify themselves 
as members of Citizens For Just Taxation 
and of the Free Church Of The Creator, 
and the petitioners now allege, without 
more, that the documents sought of State 
Farm by the I. R. S. are “those of a third- 
party recordkeeper.” 


Because petitioners have failed to cure 
the jurisdictional defect in their original 
petition, this Court hereby grants the gov- 
ernment’s motion to dismiss the First 
Amended Complaint. Moreover, because the 
petitioners have managed to delay the en- 
forcement of the I. R. S. summons at issue 
here for well over a year on the promise 
that they would “cure” a jurisdictional 
defect which they clearly did not cure, this 
Court hereby grants the government’s re- 
quest for attorneys’ fees and costs as a 
sanction for petitioners’ filing a lawsuit with- 
out a good faith basis for jurisdiction. 


Section 7609(h) of Title 26 grants federal 
jurisdiction to hear and determine any 
proceedings brought pursuant to 26 U. S. C. 
§ 7609(b)(2). Under that subsection any 
person “who is entitled to notice of a 
summons [served after December 31, 1982] 
under subsection (a) shall have the right to 
begin a proceeding to quash such sum- 
mons.” Subsection (a) provides that when 
a summons is served upon a “third-party 
recordkeeper” and requires production of 
records of the business transactions or 
affairs of a person “other than the person 
summoned,” that other person has the right 
to be notified of the issuance of the 
summons. 


Section 7609(a)(3) defines the term 
“third-party recordkeeper” as meaning a 
bank or savings and loan association, a con- 
sumer reporting agency, any person ex- 
tending credit through the use of credit 
cards, a broker, an attorney, an accountant, 
and a barter exchange. State Farm, under 
both the case law interpreting that section 
and under its legislative history, is clearly 
not a “third-party recordkeeper” within the 
meaning of 26 U. S. C. § 7609(a) (3). 


United States v. White Agency [79-1 ustc 


7 9300], 44 A. F. T. R. 2d 79-5019 (W. D. 
Mich. 1979), is directly in point. There, 


3See also Weimer v. IRS, Civil Action No. 
83-0342-R (E. D. Va. 1983); Brownie v. United 
States [83-1 ustc { 9334], 51 A. F. T. R. 2d 
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the district court affirmed the holding of 
a magistrate that an insurance agency is 
not a third-party recordkeeper. The magis- 
trate ruled: 


Although taxpayer’s counsel claims that 
the White Agency is also licensed as a 
securities broker, there is no evidence in 
the record to support such a claim. How- 
ever, even assuming that the White 
Agency may be classified as a broker, it 
is clear that the statute does not make 
brokers or the other persons specified in 
the statute (such as banks, credit card 
issuers, attorneys, accountants, etc.) 
“third-party recordkeepers” for all pur- 
poses. It is not sufficient that the person 
summoned falls facially within the named 
classes. He must also have been sum- 
moned in his capacity as a custodian or 
stakeholder of the records summoned. 

ekg 


In the present case, the White Agency 
is not summoned in its capacity as a secu- 
rities broker. It is summoned in its 
capacity as an insurance agent. This is 
obvious on the face of the summons 
which requests only information “rela- 
tive to all policies identified in item 1 
above.” (Government Exhibit 1) More 
importantly, the summons seeks insur- 
ance policies, customer ledger cards, 
applications for business transactions, and 
the like, which are records of the tax- 
payer’s own two-party transactions with 
the White Agency, rather than records 
of a true third-party type relationships. 
I find that the White Agency is not a 
third-party recordkeeper within the mean- 
ing of Section 7609(a)(3). Therefore, the 
taxpayer has no statutory right to inter- 
vene in this proceeding. 


Id. at 79-5020-21.? 


The legislative history also supports this 
distinction between documents generated in 
two-party transactions, which are not with- 
in the ambit of Section 7609, and thiry-party 
records, which are within the ambit of Sec- 
tion 7609: 


For purposes of these rules, a third-party 
recordkeeper is generally to be a person 
engaged in making or keeping the records 
involving transactions of other persons. 
For example, an administrative summons 
served on a partnership, with respect to 
records of the partnership’s own trans- 
actions, would not be subject to these 
rules. 


S. Rep. No. 94-938, 94 Cong., 2d Sess., June 
19, 1976, p. 369. The rights in Section 7609 
to notice of the issuance of the I. R. S. 
83-1088 (E. D. N. Y. 1983); United States v. 


Connecticut Motor Club [79-1 ustc { 9141], 43 
A. F. T. R. 2d 79-460 (D. Conn. 1978). 
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summons and the opportunity to oppose its 
issuance were simply not designed to apply 
to recordkeepers not within the definitions 
of Section 7609(a) (3). 


Apparently recognizing that a summoned 
person is a third-party recordkeeper only 
if that person is within one of the explicitly 
enumerated categories of Section 7609(a) 
(3), petitioners argue that State Farm “ex- 
tends credit through loans on its insurance 
policies and it is that type of financial in- 
formation that the I. R. S. is seeking in this 
case.” Aside from the fact that petitioners’ 
attempt to stretch the language of Section 
7609(a)(3) to fit State Farm falls far short 
of the mark because that section expressly 
applies only to “(c) any person extending 
credit through the use of credit cards or 
similar devices,” 26 U. S. C. § 7609(a) (3) (C), 
petitioners’ argument ignores the fact that 
a summoned person is a third-party record- 
keeper only if two conditions are met: (1) 
the person facially falls within one of the 
enumerated categories in Section 7609(a) (3); 
and (2) the summons requests records kept 
in the person’s role as a third-party record- 
keeper. 


Thus, in United States v. Exxon Company, 
U. S. A. [78-2 ustce J 9537], 450 F. Supp. 
472, 477 (D. Md. 1978), the court held that 
Exxon was summoned not in its capacity 
as a “person extending credit through the 
use of credit cards or similar devices,” but 
as a company with non-credit documents 
of its business transactions with those iden- 
tified in the summons. Similarly, the court 
in United States v. Manchel, Lundy & Lessin 
[81-2 ustc 9597], 477 F. Supp. 326 
(E. D. Pa. 1979), held that no notice is 
necessary if an I. R. S. summons issues to 
a law partnership for its own records, or 
for the employment records of an employee 
of the partnership, despite the fact that the 
summoned persons, as lawyers, fall facially 
within 7609(a)(3)(E). In addition, the court 
in United States v. Gartland [78-2 ustc 
7 9604], 79 F. R. D. 148 (D. Md. 1978), 
held that banks, brokers, lawyers, and other 
enumerated “third-party recordkeepers” fall 
within § 7609(a)(3) only when they are 
summoned in their capacities as custodians 
of documents or stakeholders. As stated 
by the Court in Umited States v. Shivlock 
[79-2 ustc J 9662], 459 F. Supp. 1383, 1387 
(D. Colo. 1978), aff'd sub nom., United States 
v. Income Realty and Mortgage, Inc. [79-2 


ustc 9662], 612 F. 2d 1224 (10th Cir. 


The statutory history demonstrates that 
_ Section 7609 was aimed at protection from 
unreasonable prying in records of a tax- 
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payer’s own personal or business trans- 
actions, and [J think it clear that there 
was no intent of Congress to protect all 
third-party records just because some of 
them not subject to the inquiry related to 
another person’s investments or personal 
credit transactions. Not only does the 
statutory history so demonstrate, but on 
the face of the statute such is its aim. 
Those included are financial institutions 
handling a person’s bank accounts, credit 
agencies keeping records of a person’s 
use of personal credit, brokers having 
records of personal investments, and at- 
torneys and accountants. knowing the 
inner workings of one’s financial life. This 
is what Senate Report 94-938 said about 
the statute: 


“ce 


a third party recordkeeper is 
generally to be a person engaged in mak- 
ing or keeping the records involving the 
transactions of other persons.” 


The House agreed in its conference 
Report: 

“|. . the agreement clarifies the defi- 
nition of a third party recordkeeper, limit- 
ing this category to attorneys, accountants, 
banks, trust companies, credit unions, sav- 
ings and loan institutions, credit reporting 
agencies, issuers of credit cards, and 
brokers in stock or other securities.” 


It just wouldn’t make sense to say that 
employees of a company which uses 
credit cards or employees of a broker 
are immune from a tax investigation as 
to their earnings as employees when it 
would be open sesame if the employee 
worked for someone else. 


See also United States v. Ohio Bell Telephone 
Company [79-2 ustc J 16,319], 475 F. Supp. 
697 (N. D. Ohio 1978). 


In this case, although petitioners allege 
that State Farm “makes loans,” petitioners 
have not alleged that the I. R. S. summons 
at issue here is seeking records or testimony 
of State Farm’s activities as an “extender 
of credit through credit cards or similar de- 
vices.” 26 U. S. C. § 7609(a)(3)(C). Nor 
do they allege that they themselves have 
ever been the recipients of “credit” from 
State Farm. Moreover, the I. R. S. sum- 
mons does not request records of State 
Farm in its stakeholder capacity; rather, 
it seeks records of State Farm’s own two- 
party business transactions with the peti- 
tioners. State Farm, therefore, neither falls. 
facially within one of the categories specifi- 
cally enumerated in Section 7609(a) (3), nor 
does the I. R. S. summons request third- 
party type records. Accordingly, this Court 
holds that State Farm is not a “third-party 
recordkeeper” within the meaning of 26 
U.S.C. § 7609. 
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Petitioners’ constitutional claims for dam- 
ages are similarly without merit. See, e.g., 
Provenza v. Rincaudo, et al. [84-2 ustc 
7 9582], Civil No. Y-83-1280 (D. Md. 
March 6, 1984) (court held that plaintiff’s 
allegations of violation of constitutional 
‘rights by I. R. S. agents in summoning 
taxpayer’s bank records failed to state a 
claim upon which relief could be granted); 
Weimer, et al. v. Internal Revenue Service, 
et al., Civil Action No. 83-0342-R (E. D. Va. 
Sept. 14, 1983) (court dismissed petition 
seeking to quash I. R. S. summons issued 
to third party and claiming constitutional 
violations); Schaut v. First Federal Savings 
and Loan Association of Chicago [83-1 ustc 
7 9272], No. 82-C-4500, slip op. at 3-4 
(N. D. Ill. Feb. 10, 1983) (court dismissed 
a damage action brought for violation of 
petitioners’ right to privacy, stating that 
the I. R. S. agent was “specifically author- 
ized by federal statute to investigate and 
issue I. R. S. summonses.”); Schultz v. 
Stark, No. C. A. 82-C-1280 and Almond 
v. Stark, C. A. No. 82-C-1281 (E. D. Wisc. 
Jan. 25, 1983) (court held that plaintiffs’ 
allegations of constitutional torts violating 
their rights to religious freedom and due 
process were frivolous because “the law is 


well settled as to the constitutionality of . 


the withholding tax and the manner in 
which refunds are sought.”). 


Although the Court recognizes the prin- 
ciple that a motion to dismiss for failure 
to state a claim should not be granted 
unless it appears to a certainty that the 
plaintiff is entitled to no relief under any 
state of facts which could support the 
claim, Conley v. Gibson, 355 U. S. 41 
(1957), the First Amended Complaint is re- 
plete with vague, conclusory, and unsupported 
allegations of violation of petitioners’ 
First, Fourth, Fifth, and Ninth Amend- 
ments rights by the individual I. R. S. 
agents. Moreover, petitioners’ brief oppos- 
ing the government’s motion to dismiss the 
First Amended Complaint does not assist 
the Court in determining the nature of the 
claimed violations; indeed, many of the 
cases cited by petitioners not only fail to 
support the contentions for which petition- 
ers cite the cases, but to the contrary stand 
for precisely the opposite propositions. 


For example, petitioners cite Umted States 
v. Grayson County Bank [81-2 ustc { 9680], 


4See n. 1 for the text of the summons at 
issue here. Petitioners’ assertion that this re- 
quest seeks all State Farm documents relating 
to the Free Church Of The Creator and to 
Citizens For Just Taxation is groundless in 
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656 F. 2d 1070 (5th Cir. 1981), cert. denied, 
450 U. S. 920 (1982), for the proposition 
that the “chilling effect of a summons 
served by an IRS agent to obtain member- 
ship records of a tax protester group... 
Esq, READIN YSAPPARENI« ...” [sic]: 
The Fifth Circuit in Grayson County Bank, 
however, in fact held that the I. R. S. 
was entitled to enforcement of administra- 
tive summons issued to secure access to 
certain bank records of a church as to 
which the taxpayer, also the minister of 
the church, had signature privileges. The 
Grayson County Bank court distinguished 
United States v. Citizens State Bank [80-1 
ustc 9153], 612 F. 2d 1091 (8th Cir. 
1980), upon which petitioners here also 
rely, because in that case “the government 
issued a summons requesting all bank 
records relating to the taxpayer in question 
and of the organization of which he was 
president,” 656 F. 2d at 1074, whereas in 
Grayson County State Bank, the I. R. S. 
summons was limited to ‘“(1) specified 
types of documents, (2) in which the tax- 
payer-minister had signature privilege, (3) 
for a restricted time span.” Jd. at 1074 n. 5. 
Here too, the scope of the I. R. S. summons 
to State Farm is limited to specified types 
of documents, relating to the petitioners- 
taxpayers, and for a restricted time span.* 


Accordingly, petitioners’ allegations of 
constitutional violations entitling them to 
damages fail to state a claim upon which 
relief may be granted, even under the 
standard enunciated in Conley v. Gibson, 
supra. The government’s motion to dismiss 
for lack of federal jurisdiction and for 
failure to state a claim is, therefore, granted. 


The government has also requested an 
award of attorneys’ fees and costs pursuant 
to Rule 11 of the Federal Rules of Civil 
Procedure, pursuant to 28 U. S. C. § 1927, 
and pursuant to the exception to the com- 
mon law rule that each party bear its own 
costs enunciated by the Supreme Court in 
Alyeska Pipelines Services Co. v. Wilderness 
Society, 421 U. S. 240, 258-59 (1975) and in 
Christianburg Garment Co. v. EEOC, 434 
U. S. 412, 419 (1978), for frivolous actions 
brought in bad faith. After an extensive 
review of the briefs and all of the plead- 
ings filed in this matter, the Court agrees 
with the government that the petitioners’ 
First Amended Complaint is frivolous and 


light of the fact that it is limited by the 
specific context in which the summons is issued, 
i. e., ‘In the matter of Amos P. & Norma L. 
Davenport.”’ 
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appears to have been brought to delay 
the investigation of the two taxpayers by 
the Internal Revenue Service. 


The government has cited ample author- 
ity for the imposition of attorneys’ fees 
and costs, including several cases in which 
fees and costs were imposed as a sanction 
against taxpayers who brought similar peti- 
tions to quash I. R. S. summonses pursuant 
to 16 U. S. C. § 7609 allegedly because 
the summoned party was a _ third-party 
recordkeeper. See, e.g., Brownie v. United 
States [83-1 ustc 79334], 51 A. F. T. R. 
2d 83-1088 (E. D. N. Y. 1983); Costanzo 
v. Internal Revenue Service, Civil Action No. 
$3-615° (DD: Noe filed Way 11, 91983) 
Tonys Trailer Repairs & Sales v. Internal 
Revenue Service, Civil Action No. 83-616 
(D. N. J. filed May 11, 1983); Danar v. 
United States, Civil Action 83-CV-0817DT 
(E. D. Mich. June 2, 1983); Foote v. United 
States, Civil Action No. 83-CV-6088-AA 
(E. D. Mich. filed June 23, 1984); Olm- 
schenk v. United States, Civil No. 3-83-304 
(D. Minn. filed June 14, 1983); Olmschenk 
v. United States, Civil No. 3-83-303 (D. 
Minn. filed July 5, 1983). 


By contrast, petitioners have cited no 
authority for their contention that such a 
sanction is unwarranted here, asserting only 
in conclusory terms that “[t]his action was 
not brought in bad faith to impede a crim- 
inal investigation of Plaintiffs.” The fact is, 
however, that petitioners have indeed suc- 
ceeded in delaying enforcement of the 


I. R. S. summons for well over a year. 
The original petition was without jurisdic- 
tional foundation, and it was dismissed for 
that reason after the petitioners twice failed 
to file a brief responding to the govern- 
ment’s motion to dismiss. Moreover, the peti- 
tioners failed to cure the jurisdictional 
defect after having been granted the oppor- 
tunity to do so in their First Amended Com- 
plaint, and the First Amended Complaint 
contains unsupported, conclusory allega- 
tions and advances frivolous claims which 
have been rejected time and again by 
courts across the country. Indeed, similar 
allegations were rejected in United States 
v. White [79-1 ustc J 9300], 44 A. F. T. R. 
2d 79-5019 (W. D. Mich. 1979) where the 
court ruled in 1979 that an insurance 
agency is not a third-party recordkeeper. 


This Court cannot condone the conduct 
of taxpayers who, desiring not to have an 
investigation by the Internal Revenue Serv- 
ice proceed, invoke the processes of this Court 
to delay or stop that investigation. Taking 
advantage of the petition to quash summons 
procedure provided for in 26 U. S. C. 
§ 7609, a new procedure implemented to 
speed the enforcement of I. R. S. sum- 
monses, petitioners here have instead turned 
the statute on its head. Accordingly, this 
Court directs the government to submit, 
within ten days of the date of this Opinion, 
papers on which a determination may be 
made as to an appropriate sanction of 
attorneys’ fees and costs. It is so ordered. 


[7 9194] Eddie Dwight Swain, Plaintiff v. Vickie Swain, et al., Defendants. 
U. S. District Court, So. Dist. Miss., West. Div. Civil Action No. W83-0082(B), 


10/12/84. 


[Code Sec. 6305] 


Refunds: Assessment for past-due child support: Jurisdiction.—A federal district 
court ruled that it did not have jurisdiction to hear a suit brought by the taxpayer 
charging the IRS (and state and federal officials) with wrongfully imposing an assess- 
ment against him for unpaid child support obligations. Code Sec. 6305 requires such 
suits to be brought before a court or appropriate agency in the state in which a taxpayer 


is held liable for child support arrearages. Back reference: {[ 5339.60. 


John T. Green, P. O. Box 222, Stratton Bull, Jr., P. O. Box 1112, Natchez, Miss. 39120, 
for plaintiff. William D. M. Holmes, Department of Justice, Washington, D. C. 20530, 


for defendants. 


Order and Memorandum Opinion 
Factual History 
Barsour, District Judge: On March 13, 
1973, the Plaintiff, Eddie Dwight Swain, 
and one of the Defendants, Vickie Swain, 
were granted a divorce in the Chancery 
Court of Adams County, Mississippi, Cause 
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No. 23,912. This divorce decree granted 
custody of the couple’s daughter to Vickie 
Swain and set child support payments at 
$35.00 a month for the first six months, 
and $50.00 a month thereafter. Subse- 
quently, Vickie Swain left the State of 
Mississippi and went to the State of New 
Mexico with the couple’s daughter. On 
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May 2, 1978, the Health and Social Serv- 
‘ices Department of the State of New 
Mexico, allegedly without notice to the 
Plaintiff, declared an arrearage of $1,835.00 
due from Plaintiff. Proceedings were certi- 
_ fied to the Chancery Court of Adams 
*County, Mississippi, under the Uniform 
-Reciprocal Enforcement of Support Act, in 
‘Cause No. 27,736. On August 17, 1979, the 
‘Chancery Court of Adams County entered 
“an order in the URESA action, Cause No. 
27,736, declaring payments of $50.00 a 
month due from Plaintiff, starting on Sep- 
tember 1, 1979. One week thereafter, on 
August 24, 1979, the Chancery Court of 
Adams County entered its Supplemental 
“Order stating that the Plaintiff was not in 
‘default of child support payments under 
‘the 1973 divorce decree. This Order was 
‘signed for approval by the attorney for the 
Mississippi State Department of Public 
‘Welfare, K. Maxwell Graves. No appeal 
“was taken from this Order by either party. 


On September 22, 1980, an “Application 
‘for Internal Revenue Collection of Child 
‘Support” was filed with the Federal De- 
>partment of Health, Education and Wel- 
‘fare by the New Mexico Office of Child 
‘Support Enforcement based presumably on 
‘the August 17, 1980 URESA Order from 
the Adams County Chancery Court for 
arrearage of $4,350.00 due from Plaintiff. 
On October 22, 1980, the Department of 
-Health, Education and Welfare certified 
‘the Application to the Internal Revenue 
‘Service under 26 U. S. C. Section 6305 
(Supp. 1984). On November 24, 1980, the 
Internal Revenue Service made an assess- 
ment against the Plaintiff in the amount of 
$4,355.00, representing the arrearage claimed 
of $4,350.00 plus a $5.00 fee imposed by the 
IRS. Sometime thereafter the Plaintiff 
was given credit for certain’ payments and 
the arrearage was reduced to $3,505.00. On 
March 24, 1982, an agent of the Internal 
Revenue Service wrote to the Plaintiff with 
a demand for payment of this arrearage. 
Subsequently, a final demand for payment 
was made by the IRS to the Plaintiff. On 
May 31, 1982, a Notice of Levy was served 
by the IRS on the Plaintiff’s employer, 
I. B. M. On June 1, 1982, the Plaintiff 
paid $3,505.00 to the IRS to release this 
Lien. On October 5, 1982, the IRS District 
Director, Charles O. Guy, disallowed the 
Plaintiff’s claim for a refund of this $3,505.00. 


On April 4, 1983, the Plaintiff filed a 
complaint in the Chancery Court of Adams 
County, Mississippi, against Vickie Swain, 
the Health and Social Services Department 
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of the State of New Mexico, Carrell Ray 
(Assistant Attorney for the State of New 
Mexico), the State Department of Public 
Welfare of the State of Mississippi, Charles 
O. Guy (ex-District Director of the IRS in 
Jackson, Mississippi) and Sylvia H. Wren 
(present District Director for the IRS in 
Jackson, Mississippi). This action was re- 
moved by the U. S. Attorney’s Office to 
this Court pursuant to 28 U. S. C. 1442(a). 
On July 26, 1983, the Plaintiff filed an 
Amended Complaint adding as a Defendant 
Margaret Heckler, Secretary of Health and 
Human Services. 


Issues Raised in Pleadings 


The Plaintiff’s Complaint quite simply 
alleges that the IRS, acting on a void 
URESA proceeding, filed a tax lien on the 
Plaintiff's employer in the amount of 
$3,505.00, which the Plaintiff immediately 
paid. The Complaint also alleges that a tax 
refund due the Plaintiff for the year 1982 
was temporarily held up by the IRS but 
subsequently sent to Plaintiff. The Com- 
plaint alleges that all of the Defendants 
acted wrongfully to deny the Plaintiff of 
due process of law, and the Complaint 
sought a refund of the $3,505.00 paid by the 
Plaintiff and damages in the amount of 
$30,000.00 for the wrongful withholding of 
his 1982 tax refund, the levy resulting from 
the wrongful URESA proceeding and the 
social and emotional humilation and em- 
barrassment suffered by the Plaintiff as a 
result of the alleged wrongful actions of 
the Defendants. The Complaint also seeks 
$5,000.00 in attorneys fees under the Equal 
Access toi Justice Act. 


On September 22, 1983, the State Depart- 
ment of Public Welfare of Mississippi filed a 
Motion to Dismiss under F. R. Civ. P. 12(b) 
based on six grounds, only two of which 
were argued in their Brief in support of 
this Motion: (1) that the action was barred 
by the eleventh amendment, and (2) that 
service of process on a former, and on a 
present duly appointed staff attorney of the 
Child Support Unit of the State Depart- 
ment of Public Welfare was insufficient 
service of process upon the State Depart- 
ment of Public Welfare. 


On October 11, 1983, the Health and 
Social Services Department of New Mexico 
and Carrell Ray filed their Motion to Dis- 
miss under F. R. Civ. P. 12(b) based upon 
the same grounds raised in the Motion to 
Dismiss of the Department of Public Wel- 
fare of Mississippi. Again, only two of 
these grounds were argued by brief: (1) 
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the action was barred by the eleventh 
amendment, and (2) lack of in personam 
jurisdiction over these defendants by virtue 
of insufficient service of process upon a 
former and present attorney of the Child 
Support Unit of the State Department of 
Public Welfare of Mississippi, as “agents” 
for the Department of Health and Social 
Services of the State of New Mexico and 
Carrell Ray, and by service on the Secre- 
tary of State of the State of Mississippi 
pursuant to Mississippi’s “long-arm statute”, 


Miss. Code Ann. § 13-3-57 (1972). 


On October 11, 1983, the Federal De- 
fendants, Charles O. Guy, Sylvia H. Wren, 
and Margaret Heckler filed their Motion 
to Dismiss under F. R. Civ. P. 12(b), rais- 
ing the following grounds, all of which were 
argued in their brief: (1) the action is 
barred by the doctrines of sovereign im- 
munity and official immunity, (2) lack of 
subject matter jurisdiction, (3) the claim is 
barred by 26 U.S. C. Section 6305(b), and 
(4) the Complaint fails to state a claim 
against the Federal Defendants upon which 
relief can be granted. 


Analysis of Arguments 


The United States Congress enacted sev- 
eral statutory provisions for using the In- 
ternal Revenue Service to reimburse state 
welfare agencies for payments made to de- 
pendent children in situations where the 
parent or parents of the children owed 
court ordered child support payments in 
support of these children. 26 U. S. C. 
§ 6402 (Supp. 1984) grants the IRS the 
right, upon proper notification from the 
state welfare agency and the department of 
HEW to intercept tax refunds due default- 
ing parents and forward them to the state 
welfare agency which had been making 
welfare payments to dependent children 
and which had received an assignment of 
the child support rights concerning that 
child. This procedure is known as the 
“transfer” collection method. 26 U. S. C. 
§ 6305 (Supp. 1984) grants the IRS the 
right, again upon proper certification from 
the state and federal agencies, to assess a 
tax against the bie cod oe eal to make 


challenging Section 6402 have generally 
been allowed to proceed over immunity 
objections by defendants, and have often 
resulted in decisions declaring Section 6402 
unconstitutional. See, e.g., Nelson v. Regan 
[84-1 ustc J 9306], 731 F. 2d 105 (2d Cir. 
1984); Marcello v. Regan [84-2 usTc 
J 10,009], 574 F. Supp. 586 (D. R. I. 1983); 
Sorenson v. Secretary of Treasury of the 
Umited States [83-1 ustc 9200], 557 F. 
Supp. 729 (W. D. Wash. 1982). These suits 
sought declaratory relief rather than money 
damages from the public agencies involved. 
In Vidra v. Egger [83-1 ustc J 9158], 575 
F. Supp. 1305 (E. D. Pa. 1983) the com- 
plaint sought repayment of the intercepted 
refund. This suit was dismissed, the court 
holding that repayment was barred by the 
eleventh amendment. 


The reason for a lack of federal court 
judicial action with regard to Section 6305 
is clear upon examination of sub-section (b) 
of that statute. This sub-section provides 
as follows: 


No court of the United States, whether 
established under Article I or Article III 
of the Constitution, shall have jurisdic- 
tion of any action, whether legal or 
equitable, brought to restrain or review 
the assessment and collection of amounts 
by the Secretary under sub-section (a), 
nor shall any such assessment and col- 
lection be subject to review by the Sec- 
retary in any proceeding. This sub-section 
does not preclude any legal, equitable, or 
administrative action against the State 
by an individual in any State court or 
before any State agency to determine his 
liability for any amount assessed against 
him and collected, or ta recover any such 
amount collected from him under this 
section. 
Treasury Regulations Section 301.6305-1(d) 
reiterate that neither the federal courts nor 
the Secretary of the Treasury have juris- 
diction to review the assessment or collec- 
tion of certified amounts in any legal, 
equitable or administrative proceeding. The 
regulation specifically provides that the state 
court or state agency is the only forum 


’ for reviewing the assessment for collection 


of the certified amounts. The reasoning 
behind this jurisdictional limitation is ap- 
parent. The individual state agencies make 


‘the original certification of amounts due 


ng parents and these agen- 
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held should logically be brought against 
the state agency involved. It is the con- 
gressional intent that these actions be heard 
in the individual state court systems, and 
not in the federal court system. 


For whatever reason, the Chancery Court 
of Adams County declared the Plaintiff 
in compliance with the 1973 divorce decree, 
thereby effectively absolving him of liability 
for the past due child support payments. 
Whether acting with or without knowledge 
of this Order, the Department of Health 
and Social Services of the State of New 
Mexico filed an “Application for Internal 
Revenue Collection of Child Support” with 
the Department of HEW on September 22, 
1980. The assessment of this tax under 
Section 6305 directly followed this certi- 
fication by the ‘Department of Health and 
Social Services of New Mexico. The grava- 
men of the Plaintiff’s Complaint is that the 
Department of Health and Social Services 
should not have obtained the $3,505.00 from 
the Plaintiff because the Chancery Court 
of Adams County had absolved the Plain- 
tiff of liability for the arrearage through 
September 1, 1979. (It seems worthy of 
note, however, that the Plaintiff would still 
be liable for any arrearage occurring be- 
tween September 1, 1979, and the date of 
the Application for Collection, on September 
22, 1980, conceivably as much as $600.00). 


This lawsuit quite clearly seeks the re- 
view of an assessment made under Section 
6305 and is, therefore, barred in this Court 
pursuant to Section 6305(b). The proper 
forum for bringing this action is before the 
state courts of New Mexico, or, if appro- 
priate, before the Department of Health 
and Social Services of the State of New 
Mexico as an administrative proceeding. 
The Court is therefore of the opinion that 
this action must be dismissed for lack of 
subject matter jurisdiction. 


It is unnecessary to reach’ the other 
grounds raised by the Defendants in their 
Motions to Dismiss. The Court notes, how- 
ever, that the Complaint does not allege 
any individual actions by the named De- 


fendants, outside the scope of their official 
duties, and therefore does not state a claim 
against the Defendants for their actions 
unless they knew, or should have known 
by established authority existent at the time 
of making the action, that their actions 
were wrongful. See, e.g., Harlow v. Fitz- 
gerald, 457 U. S. 800 (1982). 


Furthermore, with regard to the state 
defendants’ eleventh amendment claims of 
immunity, Edleman v. Jordan, 415 U. S. 651 
(1974) limits federal judicial remedial power 
to prospective injunctive relief and pro- 
hibits retroactive awards from a state’s 
treasury. The case relied upon by the 
Plaintiff in response to the eleventh amend- 
ment immunity argument is Berk v. Laird, 
429 F. 2d 302 (2d Cir. 1970). Berk dealt 
with a complaint seeking injunctive relief 
to prevent the government from sending 
the plaintiff, a soldier, to the Viet Nam 
conflict. The principal case upon which 
Berk relied for authority in allowing the 
injunctive action to proceed against the 
government was Larson v. Domestic and 
Foreign Commerce Corp., 337 U. S. 680 
(1948). Larson dealt with an action seek- 
ing injunctive relief declaring that the War 
Assets Administration sell certain coal to 
the plaintiff. Both Berk and Larson dealt 
with injunction actions against the govern- 
ment, not requests for monetary relief. The 
Berk court stated: 


Sovereign immunity is no bar to this 
action, since the complaint alleges that 
agents of the Government have exceeded 
their constitutional authority while pur- 
porting to act in the name of the sov- 
ereign. . . . The requested relief does 
not require affirmative governmental action, 
but only that the agent involved cease 
certain allegedly improper conduct. 


Id. at 306. Neither of these cases appear 
to circumvent the Edleman prohibition against 
actions for monetary relief against govern- 
mental entities. 


Accordingly, the Court is of the opinion 
that this action must be dismissed for lack 
of subject matter jurisdiction. 


[7.9195] Raymond Syufy and Marcia Syufy, Plaintiffs v. Internal Revenue Service, 


Defendant. 


U. S. District Court, No. Dist. Calif., No. C 84-1084 SC, 12/7/84. 


[Code Secs. 7602, 7421 and 7422 and Federal Rule of Criminal Procedure 6(e)] 


Suits by taxpayers: Refund: Use of grand jury information by IRS: Jurisdiction: 
Burden of proof—The IRS was allowed to use grand jury information, disclosed pursuant 
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to an ex parte order of another district court in 1979, in assessing tax against the subject 
of the grand jury investigation and of this action. Under Baggot, SupCt, 83-2 ustc { 9438, 
and Sells Engineering, Inc., SupCt, 83-2 ustc J 9439, the IRS would not have been 
entitled to disclosure of the information. However, the court held that the Supreme Court 
decisions should not be applied retroactively to invalidate the 1979 order that permitted 
disclosure of the grand jury information to the IRS, pursuant to Federal Rule of Criminal 
Procedure 6(e). Also, Code Sec. 7421 did not prevent the court from having jurisdiction 
over this matter since the taxpayer was seeking to have the grand jury evidence underlying 
the assessment excluded from the refund action and was not seeking to enjoin the col- 
lection or assessment of a tax. The court had jurisdiction to entertain a collateral attack 
on the order of another district court because the court has authority to determine the 
admissibility of evidence, including whether evidence obtained under a court order was 
legally obtained. Since the grand jury information on which the assessment was based 
was not excluded from this refund action, the court refused to shift the burden of proof 
to the IRS. Back references: {[ 5779.823, 5781.56 and 5924.15. 


Bruce I, Hochman, Hochman, Salkin and DeRoy, 9100 Wilshire Boulevard, Beverly 
Hills, Calif. 90212; Joseph L. Alioto, Alioto & Alioto, 111 Sutter Street, San Francisco, 
Calif. 94104; Randall G. Dick, Flynn and Steinberg, 220 Jackson Street, San Francisco, 
Calif. 94111, for plaintiffs. Joseph P. Russoniello, United States Attorney, Jay R. Weill, 


Assistant United States Attorney, San Francisco, Calif. 94102, for defendant. 


Order Denying Plaintiff’s Motion Re 
Grand Jury Information 


ContI, District Judge: This matter is before 
the court on plaintiff's motion for a pre- 
liminary injunction concerning defendant’s use 
of information disclosed to it by the grand 
jury. 


This action is based upon the following 
undisputed facts. Plaintiffs were the owners 
of common stock in Syufy Investment Cor- 
poration. On February 14, 1972, plaintiffs 
transferred 5,657 shares of stock in that 
corporation to Wobaco Trust, Ltd., a Ba- 
hamanian trust. In exchange for this trans- 
fer of stock, plaintiffs received an annuity. 
Plaintiffs allege that the value of this an- 
nuity equalled the value of the stock trans- 
ferred. Plaintiffs did not pay any tax upon 
this transfer. 


In 1978, a federal grand jury in the 
Southern District of Florida convened to 
determine whether an indictment should be 
filed against plaintiffs. As part of that in- 
vestigation, the grand jury obtained docu- 
ments and other information pertaining to 
plaintiffs’ transfer of stock to the Bahamanian 
trust. The grand jury did not return indict- 
ments against plaintiffs. 


In 1979, after the grand jury had com- 
pleted its investigation of plaintiffs, the 
United States, pursuant to Federal Rule of 
Criminal Procedure 6(e)(3)(C)(i), brought 
an ex parte motion in the District Court 
for the Southern District of Florida seeking 
disclosure to the Internal Revenue Service 


of certain information obtained by the grand 


jury. This grand jury information was to 
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be used by the IRS in “civil tax proceed- 
ings.” On October 30, 1979, that court 
ordered disclosure of the grand jury infor- 
mation to the Internal Revenue Service. 


On March 21, 1983, defendant assessed a 
tax of $777,425 against plaintiffs based upon 
the transfer to the Bahamanian trust. In 
addition, defendant assessed a penalty of 
$233,277 and interest of approximately $783,564. 
Defendant assessed these amounts as an 
excise tax pursuant to Internal Revenue 
Code (I. R. C.) sections 1491 to 1494, 26 
U. S. C. §§ 1491-1494. The parties agree 
that the IRS assessed this excise tax solely 
on the basis of information it obtained from 
the grand jury proceedings. 


On or about March 24, 1983, plaintiffs 
paid defendant $13,750 of that assessed tax. 
At the same time, plaintiffs filed a claim for 
a refund of that payment with the Internal 
Revenue Service (IRS). The IRS has al- 
legedly not acted upon that claim for 
refund. 


On May 8, 1984, plaintiffs filed this action. 
The complaint alleges that defendant im- 
properly assessed the excise tax against 
plaintiffs. Plaintiffs accordingly seek a re- 
fund of the $13,750 paid and an abatement 
of the remaining tax, penalty and interest 
assessed. 


Defendant answered and filed a counter- 
claim against plaintiffs. In that counter- 
claim, defendant seeks to collect the full 
amount of the assessed excise tax, includ- 
ing penalty and interest. 


The matter is currently before the court 


on plaintiffs’ motion concerning defendant’s 
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use of the grand jury information. Although 
framed as a motion for a preliminary in- 
junction, in reality it is an evidentiary 
motion and will be treated as such. Plain- 
tiffs seek an order restraining defendant from 
utilizing the grand jury materials which 
- were disclosed pursuant to the Florida Dis- 
trict Court order, requiring the defendant 
to seek a revocation of that order and 
requiring defendant to return all materials 
received to the grand jury. In addition, 
plaintiffs seek an order shifting the burden 
of proof in this action from plaintiffs to 
defendant. 


The legal background of this action is as 
follows. Federal Rule of Criminal Proce- 
dure 6(e) governs the disclosure of grand 
jury proceedings. Pursuant to Rule 6(e) (3) 
(C) (i), disclosure may be made “when so 
directed by a court preliminarily to or in 
connection with a judicial proceeding.” 
Prior to 1983, some courts had interpreted 
this provision to permit disclosure of grand 
jury proceedings to the IRS to be used in 
assessing tax against the subject of the 
grand jury investigation. See, e.g., In re 
Judge Elmo B. Hunter’s Special Grand Jury, 
667 F. 2d 724 (8th Cir. 1981); In re Grand 
Jury Subpoenas, 581 F. 2d 1103 (4th Cir. 
1978), cert. demed sub nom., 440 U. S. 971 
(1979); In re December 1974 Term Grand 
Jury Investigation, 449 F. Supp. 743 (D. Md. 
1978). Other courts refused to permit dis- 
closure to the IRS because the civil tax 
assessment was an administrative proceed- 
ing, not preliminary to or in connection 
with a judicial proceeding, or because the 
government had not shown a “particularized 
need” for the information. See, e. g., Matter 
of Grand Jury Proceedings, Miller Brewing 
Co., 687 F. 2d 1079 (7th Cir. 1982), vacated 
in part, 717 F. 2d 1136 (7th Cir. 1983) ; In re 
April 1977 Grand Jury Proceedings [81-2 ustc 
7 9632], 506 F. Supp. 1174 (E. D. Mich. 
1981); In re U. S. Order Pursuant to Pro- 
visions of Rule 6(e), 505 F. Supp. 25 (W. D. 
Pa. 1980); In re 1978-1980 Grand Jury Pro- 
ceeding, 503 F. Supp. 47 (N. D. Ohio 1980). 


In 1983, the Supreme Court settled this 
split in the circuits. The Court held, first, 
that the civil tax assessment/audit process 
was not “preliminarily to or in connection 
with a judicial proceeding” and, therefore, 
disclosure of grand jury proceedings was 
not permitted for such purposes. United 
States v. Baggot [83-2 ustc J 9438], 463 U. S. 
476 (1983). Secondly, the Court held that, 
in order to obtain disclosure under Rule 
6(e)(3)(C) (i), the IRS had to establish a 
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“particularized need” for the information. 
United States v. Sells Engineering, Inc. [83-2 
ustc J 9439], 463 U. S. 418 (1983). 


The record shows, and the parties appar- 
ently agree, that the government has not 
established a “particularized need” support- 
ing disclosure of the grand jury proceed- 
ings. In addition, it is clear that the October 
1979 disclosure was made solely to assist 
the IRS in its civil tax assessment process, 
not “preliminarily to or in connection with” 
a judicial proceeding. Consequently, under 
Baggot and Sells, the IRS would not be 
entitled to disclosure. 


The problem in this case is that the 
October 1979 order permitting disclosure 
was entered five years before the Baggot 
and Sells rulings. The issue, therefore, is 
whether the holding of those cases should 
be applied retroactively to prohibit defend- 
ant from using the materials disclosed. Be- 
fore turning to this central issue, however, 
the court must address two preliminary 
issues raised by the parties. 


1. Jurisdiction. Defendant argues that this 
court does not have jurisdiction over this 
matter for two reasons, First, defendant 
contends that I. R. C. section 7421, which 
prohibits the court from enjoining the 
assessment or collection of a tax, prevents 
this court from having jurisdiction over 
plaintiff's motion. Defendant argues that, if 
it may not use the grand jury information 
disclosed, it cannot assess or collect the 
excise tax from plaintiffs. Defendant ac- 
cordingly argues that, if the court were to 
grant plaintiffs’ motion, the practical effect 
would be to enjoin the assessment or col- 
lection of a tax in violation of section 7421. 
Defendant’s argument is not persuasive. 
Plaintiffs do not seek an injunction pre- 
venting defendant from collecting or assess- 
ing a tax. Rather, they seek to have certain 
evidence underlying the tax assessment ex- 
cluded from the collection action. Defend- 
ant would remain free to assess or collect 
the tax against plaintiffs, but could not rely 
upon the grand jury information to do so. 
Accordingly, the court holds that I. R. C. 
section 7421 does not prevent this court 
from having jurisdiction over this matter. 


Defendant’s second argument is that this 
court does not have jurisdiction to enter- 
tain a collateral attack on the Southern 
District of Florida final order. It is undis- 
puted that plaintiffs did not seek recon- 
sideration of the Florida order nor did they 
appeal that order to the Fifth Circuit. It 
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is also undisputed, however, that plaintiffs 
did not appear in the Florida proceeding, 
which was granted ex parte. 


The court holds that it does have juris- 
diction to hear this matter. This court has 
jurisdiction to determine the admissibility 
of evidence to be presented in an action 
before it. This power includes the authority 
to determine whether evidence obtained 
under another court’s order was legally ob- 
tained for purposes of this action. See, 
e.g., Conforte v. Commissioner [82-2 ustc 
7 9659], 692 F. 2d 587, 594 (9th Cir. 1982) ; 
Securities & Exchange Commission v. Laird, 
598 F. 2d 1162, 1163 (9th Cir. 1979); United 
States v. 1617 Fourth Avenue, 406 F. Supp. 
527, 528 (D. Minn. 1976); c.f., Matter of 
Kluger [CCH Dec. 41,480], 83.21 T. C. at 
83-164 to 83-168 (P-H) (Sept. 21, 1984). 


2. Mootneéss. Defendant argues, secondly, 
that this matter is moot because the grand 
jury proceedings have already been dis- 
closed pursuant to the October 1979 order. 
The court holds, however, that this matter 
is not moot. The October 1979 order per- 
mits disclosure to the IRS for “use in civil 
tax proceedings.” Although the initial dis- 
closure to the IRS is completed, further 
disclosure will occur in the prosecution of 
this action and, possibly, in other future 
proceedings. Under such circumstances, 
this matter is not moot. See, Umited States 
v. Sells Engineering, Inc. [83-2 ustc J 9439], 
463 U. S. 418, 77 L. Ed. 2d 743, 751 n. 6; 
In re Sells, 719 F. 2d 985, 990-91 (9th Cir. 
1983). 


3. Retroactivity. Having disposed of the 
preliminary issues in this matter, the court 
now turns to the primary issue before it. 
That issue is whether the Baggot and Sells 
decisions should operate retroactively to 
prevent defendant from retaining or using 
the disclosed grand jury information. One 
court, facing a situation almost identical to 
the one herein, has held that those deci- 
sions do not apply retroactively to prevent 
the IRS from using grand jury informa- 
tion in the tax collection action. See, 
Matter of Kluger [CCH Dec. 41,480], 
783.21 T. C. (P-H) (Sept. 21, 1984). An- 
other ort, in a relevant but not identical 


law, this indicates that the decision should 
not be applied retroactively. Secondly, the 
court should look to the purposes and 
effects of the rule established by the new 
decision to determine whether those pur- 
poses would be furthered or hindered by 
applying the decision retroactively. Thirdly, 
the court should consider the equities of 
the case. See, Chevron Oil Co. v. Huson, 
404 U. S. 97, 106-07 (1971); Matter of 
Kluger [CCH Dec. 41,480], 7 83.21 T. C. at 
83-172 to 83-176. 


Applying these criteria to the circum- 
stances of this case, the court holds that 
the Baggot and Sells decisions do not apply 
retroactively to invalidate the October 1979 
order permitting disclosure of the grand 
jury proceedings to the IRS. First, this 
court agrees with the Tax Court that 
Baggot and Sells effectively established new 
principles of law. See, Matter of Kluger 
[CCH Dec. 41,480], J 83.21 T. C. at 83-173 
to 83-174. But see, Stein v. United Siaies, 
587 F. Supp. 6, 7. Secondly, the court finds 
that the purposes behind the Sells and 
Baggot decisions will not be furthered by 
applying those decisions retroactively. The 
purpose behind those decisions, as well as 
Federal Rule of Criminal Procedure 6(e), 
is to protect the secrecy of the grand jury 
proceedings. The secrecy of the Florida 
grand jury proceedings has already been 
violated by the initial disclosure to the 
IRS. Invalidating the October 1979 dis- 
closure order at this late date will not pro- 
tect the secrecy of the grand jury. Thirdly, 
the court finds that the equities of this 
case do not support retroactive application 
of the Supreme Court decisions. If those 
decisions were applied retroactively, IRS 
assessments based upon grand jury infor- 
mation would generally be subject to at- 
tack. The IRS, at the time it obtained 
disclosure of the information herein, acted in 
good faith and in accordance with what it 
believed to be a valid court order authoriz- 
ing the disclosure. Under these circum- 
stances, it would not be equitable to require 
the defendant to return the disclosed infor- 
mation to the Florida grand jury or to 
refrain from using that information in the 
instant action. See, Matter of Kluger [CCH 
Dec. 41,480], 83.21 T. C. (P-H). Accord- 
ingly, the court holds that the Supreme 
Co do not meee eta Sal 
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request assumes, however, that the court 
excluded the grand jury information from 
this action. See, Plaintiff's Memorandum 
of Points & Authorities; Weimerskirch v. 
Commissioner [79-1 ustc J 9359], 596 F. 2d 
358, 362 (9th Cir. 1979); Llorente v. Com- 
missioner [81-1 ustc J 9446], 649 F. 2d 152 
(2d Cir. 1981). Because this court has held 
that defendant may properly utilize the in- 


formation disclosed under the October 1979 
order, plaintiffs’ argument fails. Accord- 
ingly, the court denies plaintiffs’ motion to 
have the burden of proof shifted from them 
to defendant. 


In accordance with the foregoing, it is 
hereby ordered that plaintiffs’ motion is 
denied. 


[7 9196] In re: Dore & Associates Contracting, Inc., Debtor. Dore & Associates 
Contracting, Inc., Plaintiff v. United States of America, acting by and through the 
Internal Revenue Service and the Internal Revenue Service, Defendants. 


U. S. Bankruptcy Court, East. Dist. Mich., No. Div., Bay City, Case No. 81-00695, 
1/21/85.—(45 BR 758.) 


[Code Secs. 6672 and 7421] 


Civil suits: Suits enjoining assessment or collection: Exceptional circumstances: 
Irreparable damage: 100% penalty assessed—A bankrupt corporation was-not entitled 
to injunctive relief against IRS efforts to collect the 100% penalty for failure to remit 
employment taxes from two former officers. In following South Carolina v. Regan, 
(84-1 ustc { 9241), a federal bankruptcy court assumed subject matter jurisdiction to 
review claims in order to consider when it may be appropriate to issue equitable relief 
where it had been demonstrated that no other viable remedies existed. Although the court 
had jurisdiction, it declined to grant equitable relief, since the corporation failed to establish 
any chance for success on the merits. Further, despite a plan for reorganization, which 
provided for the repayment of the delinquent taxes within six years, the IRS had the 
statutory authority to seek satisfaction from the former officers by levying their assets. 


Back references: {[ 5569.036, 5569.038 and 5779.745. 


John J. Herbert, P. O. Box 835, Bay City, Mich. 48707, for plaintiff. Michael Hlucha- 
niak, P. O. Box 26, Bay’ City, Mich. 48707, for defendants. 


Memorandum Opinion Regarding Plaintiff’s 
Motion for Preliminary Injunction 


Spector, Bankruptcy Judge: Dore & As- 
sociates Contracting, Inc., the Debtor and 
Plaintiff herein, filed a complaint seeking 
to prevent the United States, acting through 
the Internal Revenue Service (IRS) from 
collecting the Debtor’s tax liability from 
two former officers of the corporation. On 
October 22, 1984, the Court denied the 
Plaintiff's motion for a temporary restrain- 
ing order. On November 16, 1984, the 
Court heard testimony and oral arguments 
regarding whether a preliminary injunction 
against the IRS should be granted. On 
December 21, 1984, the Court issued a brief 
order denying the Plaintiff’s motion; this 
memorandum Opinion is given to explain 
the Court’s reasons for declining to issue 
a preliminary injunction. Essentially the 
arguments of the parties raised the follow- 
ing issues\ of law and fact: despite the 
apparently clear directive of the Anti- 
Injunction Act, 26 U. S. C. § 7421(a), does 


this Court have the jurisdiction to enjoin | 


the collection of taxes by the IRS; and if 
1985 Standard Federal Tax Reports 


so, should it do so upon the facts of this 
case? 


The facts are relatively simple. The 
Plaintiff is a mechanical contractor engaged 
largely in public works projects. In order 
to secure the bonding necessary for such 
projects, it is necessary for Arthur P. Dore, 
the Plaintiff’s sole stockholder and princi- 
pal officer, to provide personal guarantees. 
The IRS is the holder of a priority, unse- 
cured, pre-petition tax claim of $107,740.40 
against the Plaintiff. The Plaintiff's Second 
Amended Plan of Reorganization, con- 
firmed on November 10, 1982, provides for 
full payment of the claim within 6 years. 
In October of 1984, the IRS attempted to 
levy upon the assets of two former officers 
of the Plaintiff, Richard Lutterbach and 
Ronald Stellema, in an attempt to satisfy 
its claims against the Plaintiff pursuant to 
26 U.S. C. § 6672(a). The alleged harm to 
the Plaintiff stems from an agreement made 
between the former officers and Mr. Dore, 
whereby Mr. Dore agreed to indemnify the 
former officers against any payments made 
to the IRS as a consequence of their 
former employment. The Plaintiff asserted 
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that if Lutterbach and Stellema are forced 
to pay the government, they will look to 
Mr. Dore for indemnification, which will 
impair the ability of the Plaintiff to perform 
its Chapter 11 Plan of Reorganization. The 
Plaintiff further asserted that since the gov- 
ernment’s claim is dealt with in the 
plan, its rights of collection should be 
limited to payment according to the plan’s 
terms and that it cannot seek accelerated 
payment by levying against the personal 
assets of the former officers. The govern- 
ment responded by claiming that the Anti- 
Injunction Act denies this Court jurisdiction 
to enjoin it from the lawful collection of 
taxes. 


The Anti-Injunction Act provides that 
“no suit for the purpose of restraining the 
assessment or collection of any tax shall 
be maintained in any court by any person, 
whether or not such person is the person 
against whom such tax was assessed.” 26 
U. S. C. § 7421,(a). Despite the apparently 
comprehensive language of the statute, a 
narrow exception to the rule was judicially 


created in Enochs v. Williams Packing & ~ 


Navigation Co. [62-2 ustc J 9545], 370 U. S. 
i, 82'S. Ct. 1125, 8 L. Ed. 2d 292 (1962): 
The Supreme Court held that an injunction 
might be issued if the taxpayer could 
show that: (1) it had no other method of 
redress; (2) it was certain to succeed on 
the merits; and (3) other equitable grounds 
for issuing an injunction, such as irrepara- 
ble harm, also exist. This holding was later 
characterized as representing the “capstone 
to judicial construction of the Act,” Bob 
Jones University v. Simon [74-1 ustc J 9438], 
416 U.S. 725, 742, 94S. Ct. 2038, 40 L. Ed. 
2d 496 (1974). 


However, a recent Supreme Court deci- 
sion apparently expands the category of 
cases outside the reach of the Act and may 
go so far as to overrule that decision. In 
South Carolina v. Regan [84-1 ustc J 9241], 
— U.S. —, 104 S. Ct. 1107, 79 L. Ed. 2d 372 
(1984), the State of South Carolina sought 
to enjoin the Treasury Department from 
enforcing Section 310(b)(1) of the Tax 
Equity and Fiscal Responsibility Act of 
ae ads P. 1 ag athe oo ett 


held that “the Act’s purpose and the cir- 
cumstances of its enactment indicate that 
Congress did not intend the Act to apply 
to actions brought by aggrieved parties for 
whom it has not provided an alternative 
remedy” such as a refund suit. Jd. — U.S. 
at —, 79 L. Ed. 2d at 382. Because the 
State of South Carolina had no other 
viable means of litigating the constitution- 
ality of the tax, it was held that the suit 
was not barred by the Anti-Injunction Act. 


Prior to South Carolina v. Regan, appli- 
cation in bankruptcy cases of the standards 
espoused in Williams Packing and its prog- 
eny led to a distinct split of authority; the 
leading cases reach opposite results. In 
Bostwick v. United States [75-2 ustc { 9630], 
521 F. 2d 741 (8th Cir. 1975) the Court 
of Appeals held that the rehabilitative 
policy underlying the former Bankruptcy 
Act overrode the constraints of the Anti- 
Injunction Act. The court further stated 
that when it was necessary for the efficient 
administration of the debtor’s estate, bank- 
ruptcy courts could properly enjoin the 
collection of taxes. Five years later the 
Third Circuit Court of Appeals studied the 
issue and came to a contrary conclusion. 
While the court acknowledged that there 
might be sound policy reasons for allowing 
bankruptcy courts to exercise broader in- 
junctive power, it held that in the absence 
of a clear Congressional intent to create 
such an exception, the establishment by 
judicial “legislation” of a “bankruptcy ex- 
ception” to the Anti-Injunction Act was 
unwarranted. In re Beckers Motor Trans- 
port, Inc. [81-1 ustc J 9348], 632 F. 2d 242 
(3d Cir. 1980). Not surprisingly, lower court 
decisions discussing whether the govern- 
ment may be enjoined from tax collection 
have been diverse. Compare In re Driscoll’s 
Towing Service, Inc. [84-2 ustc { 9940], 
43 B. R. 647 (Bankr. S. D. Fla. 1984); 
In re O. H. Lewis Co. [84-2 ustc { 9987], - 
40 B. R. 531 (Bankr. N. H. 1984); In re 
Datair aes Corp. [84-1 ustc | 9276], 37 
B. R. 690 (Bankr. N. D. Ill. 1983); In re 
Jon Gos 30 B. R. 831, 10 B. C. D. 1005, 
9. C2 -B. Ga 26h, (Bankrs De CGolo, 1985); 
In re H & R Ice Co., 24 B. R. 28, 9 
B. C. D. 941 (Bankr. W. D. Mo. 1982); 
and In Lo Major Dynamics, Inc. [81-2 ustc 
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1984) (holding that there is no bankruptcy 
exception to § 7421(a)) and In re County 
Wide Garden Center, Inc., 25 B. R. 203 
(Bankr. S. D. N. Y. 1982) (failing to per- 
ceive a policy reason for disregarding 
§ 7421(a)). 


The Plaintiff takes the position that 
because neither it nor the former officers 
of the corporation contest the validity of 
the IRS’ assessment, the instant case is 
squarely within the exception enunciated in 
South Carolina v.. Regan, and it is excused 
from meeting the other criteria of the 
Wiliams Packing test. In the alternative, 
the Plaintiff claims that it would also be 
entitled to injunctive relief even if the 
standards of Williams Packing are applied. 


The Anti-Injunction Act is essentially a 
statute which denies federal and, state courts 
the subject matter jurisdiction to entertain 
actions which would interfere with the 
regular collection of taxes. As noted above, 
in Williams Packing, the Court carved out 
a narrow exception to the jurisdictional 
bar; however, the holding of South Carolina 
uv. Regan necessitates a re-evaluation of the 
vitality of the earlier decision as a guide- 
line for determining a party’s right to 
enjoin the Internal Revenue Service. A 
careful reading of both cases compels us to 
conclude that, to the extent Williams Pack- 
ing and subsequent cases required taxpay- 
ers to demonstrate a certainty of success 
on the merits in order to be eligible for 
injunctive relief, they were effectively over- 
ruled by South Carolina v. Regan. 


In South Carolina v. Regan, the Court did 
not address the merits of the state’s argu- 
ments regarding the constitutionality of 
TEFRA §310(b)(1); it merely discussed 
whether the Anti-Injunction Act was in- 
tended to withdraw equity jurisdiction from 
courts when the party seeking relief could 
not realistically avail itself of other reme- 
dies such as refund suits or actions by 
third parties in which the complainant’s 
arguments may be raised. Writing for the 
Court, Justice Brennan noted that previous 
cases examining the breadth of the Anti- 
Injunction Act and denying injunctive relief 
were expressly based on the availability of 
alternative remedies. Id., — U. S. at —, 79 
L. Ed. 2d at 380. After finding that South 
Carolina had no other way to challenge the 
validity of the new law, the Court con- 
cluded that “the Act was intended to apply 


only when Congress has provided an alter-. 
native avenue for the aggrieved party to. 


litigate its claims on its own behalf. Because 
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Congress did not prescribe an alternative 
remedy for the plaintiff in this case, the 
Act does not bar this suit.” Jd., — U.S. 
at —, 79 L. Ed. 2d at 383. (footnote 
omitted). 


The sweeping language used by the Court 
goes far beyond a simple clarification of 
one of the elements established by Williams 
Packing, for the exception expressed in 
South Carolina v. Regan is so broad that 
it engulfs the previous requirement of 
demonstrating certainty of success on the 
merits. Instead, it seems that the Court 
meant to forge a new, less restrictive, 
standard. This interpretation is even more 
compelling when one realizes that the 
Court could have easily applied the W41l- 
liams Packing guidelines to the state’s case 
and reached the same result. Using this 
approach, the Court first could have deter- 
mined, as it did, that South Carolina had 
no other means of redress. Second, it 
could have evaluated whether the state 
would be irreparably harmed without the 
injunction. Finally, it could have decided 
whether there was a certainty of South 
Carolina’s successful challenge to the law. 
However, all the Court found was that the 
first element of the Williams Packing test 
had been met—that there was no alter- 


_native remedy available to South Carolina 


—and simply ignored the remaining two 
elements. Indeed, the opinion repeatedly 
stated that the William Packing analysis did 
not apply, and the Anti-Injunction Act was 
no bar to a suit when Congress had pro- 
vided no other remedies. 


In short, the South Carolina v. Regan 
decision can be regarded as holding that 
the scope of the Anti-Injunction Act was 
intended to parallel that of the familiar 
maxim of equity jurisprudence that one 
must show the unavailability of any reme- 
dies at law before one may petition for 
equitable relief. The Act prohibits courts 
from exercising their equitable power to 
enjoin whenever the taxpayer may utilize 
other remedies such as refund suits; at the 
same time, it does not prevent injured 
parties from seeking equitable relief in 
appropriate situations, nor does it withdraw 
from courts the jurisdiction to provide that 
relief when justice so requires. Therefore, 
once a party has persuaded a court that 
equity jurisdiction exists, the decision of 


whether to grant a preliminary injunction 


should be made according to normal stand- 
ards governing the issuance of such relief. 


Examining the facts of this case, the 
Court must initially determine whether 
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equity jurisdiction should be exercised here. 
Since neither the Plaintiff nor the former 
officers dispute the validity or amount of 
the assessed liability, this is a situation in 
which payment by any of the parties fol- 
lowed by a refund suit would be an imprac- 
tical and inadequate remedy. The parties’ 
refusal to pay the tax and to eventually 
litigate the issues in a deficiency action 
would be equally inadequate to the Plain- 
tiff since it would already have incurred 
its alleged irreparable harm. Also, since the 
IRS is attempting to seize assets of the 
officers, there is no practical possibility of 
refusing to pay the tax; the government is 
forcibly taking what it needs to satisfy 
the liability. The legal remedy suggested 
by one bankruptcy court—that the officers 
being personally assessed enjoin collection 
by filing personal bankruptcy petitions—is 


ludicrous here because these individuals are 


no longer in the employ of the Plaintiff. 
See In re O. H. Lewis Co., supra. Thus, 
we find that the Plaintiff has no other 
viable legal remedy through which to chal- 
lenge the IRS’ collection efforts and there- 
fore this Court has the jurisdiction to 
provide equitable relief if the other criteria 
are also satisfied. 


In deciding whether to grant a prelim- 
inary injunction, the factors to be consid- 
ered are: 


(1) Whether the plaintiff has shown 
a strong or substantial likelihood or 
probability of success on the merits; 

(2) Whether the plaintiff has shown 
irreparable injury; 

(3) Whether issuance of a preliminary 
injunction would cause substantial harm 
to others; and 

(4) Whether the public interest would 
be served if the injunction were issued. 

Warner v. Central Trust Co., N. A., 715 F. 
2d 1121, 1123 (6th Cir. 1983); Martin-Mari- 
etta Corp. v. Bendix Corp., 690 F. 2d 558, 
564-65 (6th Cir. 1982); International Union 
v. Miles Machinery Co., 34 B. R. 683, 688 
(E. D. Mich. 1983). Upon the evidence, 
it is apparent that the Plaintiff has failed 
to pass the first step of the above test. 


, the merits cae a tax collection 


ously loses upon this point. The Plaintiff 
thus urges us to re-define the merits of its 
claims as whether the government may col- 
lect the taxes by any means other than the 
one delineated in the plan. It points out 
that the plan calls for full payment of the 
tax debt and, although no payments have 
been made to date, the IRS has not sought 
collection from the Plaintiff. Unstated, but 
implicit in the Plaintiff’s argument, is the 
assertion that the IRS first must attempt to 
collect the delinquent taxes from the com- 
pany which incurred the liability, and only 
if those efforts prove fruitless should the 
government be allowed to collect from other 
parties. 


Regardless of how creatively it frames 
the nature of its right to relief, the Plain- 
tiff’s position is legally untenable, for no 
matter how the question is put, the govern- 
ment has the statutory right to seek satis- 
faction from either the taxpayer or its 
ex-officers at the government’s option. Sec- 
tion 6672(a) of the Internal Revenue Code, 
26 U. S. C. § 6672(a), makes the latter 
right separate and distinct from the cor- 
poration’s liability. Spivak v. United States 
[67-1 ustc $9158], 370 F. 2d 612 (2d Cir. 
1966); cert. denied, 387 U. S. 908, 87 S. Ct. 
1690, 18 L. Ed. 2d 625 (1967); Kelly v. 
Lethert [66-2 ustc § 9509], 362 F. 2d 629 
(8th Cir. 1966). 


The result of this section is to make the 
responsible officers equally liable with 
the corporation to the Government and 
it may proceed against either in the order 
best suited in its judgment to collect 
the tax. Therefore [the IRS] is not 
required to first try to satisfy the tax 
liability from the assets of the bankrupt 
corporation but may properly proceed in 
the first instance against [the individual 
officers]. 


Hutchinson v. United States [83-1 ustc 
9174], 559 F. Supp. 890, 894 (N. D. Ohio 
1982), quoting Van Westerhuyzen v. United 
States [75-2 ustc 9863], 407 F. Supp. 334, 
335 (D. Minn. 1975) (citations omitted). 


Second, even were we to accept the 
Plaintiff’s proposition, the outcome would 
be the same. The Plaintiff is correct that 
a confirmed plan binds the creditors of the 
estate. 11 U. S. C. §1141(a); Stoll v. 

tlieb Sy e 89 S. Co. 134, 83 
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1985); In re Driscoll’s Towing Service, Inc., 
supra; In re Guruntch, 37 B. R. 513, 10 
C. B. C. 2d 722 (Bankr. S. D. Fla. 1984). 
However, while the confirmed plan provides 
for eventual payment of the tax claim by 
the Plaintiff, nothing in that plan precludes 
the IRS from pursuing independent statu- 
tory rights contained in the Internal Reve- 
nue Code. If, as in In re Driscoll’s Towing 
Service, Inc., the Plaintiff's plan had con- 
tained a waiver by creditors of the estate 
of all personal liability of the responsible 
parties of the debtor, this Court might have 
reached a different conclusion. In In re 
St. Lows Freight Lines, Inc., supra, for ex- 
ample, the debtor’s confirmed plan expressly 
provided for the payment of post-petition 
administrative claims for taxes only. This 
Court held that even though the IRS 
normally is entitled to apply payments re- 
ceived from a bankrupt company in any 
manner it wishes, the IRS in that case 
could not apply such payments to post- 
petition interest or penalties, since the plan 
provided for payment of post-petition taxes 
only, and the IRS had neither timely ob- 
jected to the confirmation of the appar- 
ently deficient plan nor timely appealed 
the confirmation order. In In re Gurwitch, 
supra, the government sought to collect a 
corporation’s tax liability from a respon- 
sible officer of the company; the debtor 
in that case was the officer who had filed 
a personal Chapter 11 petition and had ac- 
counted for payment of all corporate-re- 
lated tax claims in his confirmed plan. 
There, the bankruptcy court rightly held 
that the IRS could not ignore the debtor’s 
provisions for repayment. 


None of the above situations is present 
here. Ultimately, the Plaintiff’s proposed 
characterization of the merits resolves itself 
down to the same issues regarding the 
government’s right to collect. In order to 
permanently limit the IRS to collection 
according to the terms of the plan, it would 
be necessary to prove either that the IRS 
had no right or authority to collect from 
the former officers or that the government 
had, in some way, waived or otherwise lost 
its rights to do so. There is simply no 


basis for either proposition in this case. 
The Plaintiff has failed to convince us that 
it has a probability—or for that matter, any 
realistic hope—of obtaining permanent re- 
lief from the collection efforts of the IRS. 
Therefore, the Plaintiff’s motion was denied. 


Although the above analysis makes it 
unnecessary at this juncture to undertake 
a detailed evaluation of the other elements 
which must be satisfied before an injunction 
might issue, the Court does note that the 
Plaintiff appears to have made a showing 
of irreparable harm. It argues that if the 
government succeeds in collecting from the 
officers, they will demand that Mr. Dore 
honor his indemnity agreements. Inasmuch 
as the Plaintiff relies upon the ability of 
Mr. Dore to stand as a personal guarantor 
of construction bonds for projects per- 
formed by the Plaintiff, the ability of the 
Plaintiff to continue its operations would 
be impaired by the enforcement of the 
indemnification agreements. Also, as Mr. 
Dore’s personal involvement in the busi- 
ness of the. Plaintiff is essential to its 
success—besides being the chief operating 
officer, he is solely responsible for bidding 
On construction projects—any time he 
spends in court in the indemnification 
action would detract from the likelihood 
of successful performance of the Plaintifi’s 
plan of reorganization. 


Finally, this finding of injury should not 
be misread as an acceptance of those cases 
which followed the holding of Bostwick, 
supra. The Court agrees with the view 
expressed in In re Beckers Motor Transport, 
supra that had Congress intended to allow 
a special bankruptcy exception to the 
broadly worded Anti-Injunction Act it 
would have expressly included that excep- 
tion in the statute or in the Bankruptcy 
Code. See In re Pressimone, supra; In re 
County Wide Garden Center, Inc., supra. 


In conclusion, we find that the Plaintiff 
has failed to show that the circumstances 
of this case justify the granting of a pre- 
liminary injunction; therefore the motion 
for a preliminary injunction was DENIED. 


[19197] James David West, Randy A. Latterell, John J. Kranz, Plaintiffs v. 
Commissioner of Internal Revenue, Defendant, and Eugene F. Herman and os E. 
Herman, Plaintiffs v. United States of America, Defendant. 


U. S. District Court, Dist. of Mont., Billings Div., BS 2 CV-83-215-BLG, 


CV-83-216-BLG, CV-84-55-BLG, 9/11/84. 
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[Code Sec. 6702] 


Penalties, civil: Frivolous returns: Constitutional objections, fifth amendment.— 
The penalty for filing a frivolous return was duly assessed against taxpayers who filed 
returns that contained objections based on the right of protection against self-incrimi- 
nation, as well as erroneous assumptions that Code Sec. 6702 violated the right to due 
process or was invalid because TEFRA was unconstitutional. Further, imposing a 
penalty for filing frivolous tax returns did not constitute cruel and unusual punishment 
in violation of the Eighth Amendment. The frivolous return penalty does not implicate 
the Eighth Amendment. Back reference: {[ 5595G.02. 


James David West, Box 212, Colstrip, Mont. 59323, pro se. Frank D. Meglen, 
Assistant United States Attorney, Department of Justice, Washington, D. C. 20530, 


for defendant. 


Memorandum Opinion 


Battin, Chief Judge: These causes are 
before the Court on defendants’ motions 
for summary judgment. For the reasons 
stated below, the defendants’ motions are 
granted. 

Facts and Procedure 


The plaintiffs in these actions filed what 
they propose to be their income tax returns 
for 1981 or 1982, refusing to furnish any 
financial data on the forms on the basis of 
their constitutional rights against self- 
incrimination. The Internal Revenue Serv- 
ice determined in each case that the pur- 
ported tax return could not be processed 
and that it constituted a “frivolous” return 
within the meaning of § 6702 of the In- 
ternal Revenue Code (Code), which was 
added to the Code by § 326(a) of the Tax 
Equity and Fiscal Responsibility Act of 
1982 (TEFRA). The $500 civil penalty pro- 
vided for in §6702 was duly assessed. 
Plaintiffs complied with § 6703 of the Code 
by paying 15% ($75) of the fine and are 
therefore entitled to challenge assessment 
of the penalty in an original action in this 
Court. Jurisdiction is proper under 28 
U. S. C. §1346(a)(1). The plaintiffs all 
filed complaints alleging several consti- 
tutional objections to the imposition of the 
fines, and the United States now moves for 
summary judgment in each case. 

These four cases have been consolidated 
for all purposes due to their similarity. 
Judicial economy is served by consider- 
ing these cases together. 


The returns in the instant case fit quite 
comfortably into one of the four examples 
provided in the legislative history. “A 
return which contains insufficient informa- 
tion by which to calculate the tax, or con- 
tains inconsistent information, or otherwise 
reveals a frivolous position or a desire to 
impede the tax laws.” S. Rep. No. 494, 
97th Cong., 2d Sess. 277-78, reprinted in 
1982 U. S. Code Cong. & Ad. News 781. 
The returns involved here essentially con- 
tain nothing more than the plaintiffs’ names 
and addresses. The returns are devoid of 
any financial information. Clearly, § 6702 
was passed to deal with these types of returns. 


The plaintiffs contend that they have a 
Fifth Amendment right to refuse to answer 
the questions on the tax return. For more 
than 55 years it has been established that 
a taxpayer may not use the Fifth Amend- 
ment to refuse to provide any financial in- 
formation on his federal income tax return. 
United States v. Sulhvan [1 ustc f 236], 
2/4 Us. Se 2595263)" 47 S- €t.-607 ~(1927)- 
United States v. Neff [80-1 ustc 7 9397], 
615 F. 2d 1235, 1239 (9th Cir. 1980), cert. 
denied, 447 U. S. 925, 100 S. Ct. 3018 (1980). 
The plaintiffs’ assertions of Fifth Amend- 
ment privilege are patently frivolous and 
thus within the scope of § 6702. 


Plaintiffs challenge the constitutionality 
of TEFRA on the ground that since the 
bill originated in the Senate, it transgressed 
Article I, §7, cl. 1, of the Constitution 
which states: d 


All bills for raising revenue shall origi- 


ate may propose or concur 
aents as on other bills. 


their ; m 


c 
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1984). Thus, there was no violation of the 
Origination clause. Frent v. United States 
[83-2 ustc 9561], 571 F. Supp. 739, 742 
(E. D. Miich. 1983). 


Plaintiffs also contend that they have 
* been denied due process of law as guar- 
anteed by the Fifth Amendment because 
no hearing was held on their claims of 
privilege prior to the imiposition of the 
$500 fine. As the Ninth Circuit has noted 
on more than one occasion, “Congress can 
condition the taxpayer’s right to contest 
the validity of a tax assessment pretty 
much as it sees fit.” McCoy v. Commissioner 
[83-1 usrc J 9152], 696 F. 2d 1234, 1237 
(9th Cir. 1983). Where, as here, “adequate 
opportunity is afforded for a later judicial 
determination of legal rights, summary 
proceedings to, secure prompt performance 
of pecuniary obligations to the government 
have been consistently sustained.” Phillips 
v. Commissioner [2 ustc J 743], 283 U. S. 
589, 595, 51 S. Ct. 608, 611 (1931). The 
penalty assessment and review proceedings 
of §6702 have been upheld on precisely 
these grounds. Milazzo v. United States 
[84-1 ustc J 9167], 587 F. Supp. 248 (S. D. 
Cal. 1984); Bearden v. Commissioner [84-1 
ustc 9264], 575 F. Supp. 1459 (D. Utah 
1983). 

Plantiffs contend that imposing a penalty 
for filing frivolous tax returns constitutes 
cruel and unusual punishment, thereby 
violating the Eighth Amendment. Not only 
does this provision of the Code not violate 
the Eighth Amendment, it does not even 
implicate it. The Eighth Amendment’s 
prohibition is directed toward criminal 
punishments, not civil fines. Powell v. 
Texas, 392 U. S. 514, 531-32, 88 S. Ct. 2145, 
2153-2155 (1968). The Courts have long 
recognized that Congress has the authority 
to enact civil penalties in order to secure 
compliance with federal income tax laws. 
Helvering v. Mitchell [38-1 usrc 9152], 
303 U. S. 391, 58 S. Ct. 630 (1938). 

Plaintiffs also contend that the fine im- 
posed upon them constitutes a bill of 
attainder forbidden by Article I, §9, cl. 3 
of the Constitution. This claim is wholly 
insupportable. Section 6702 of the Code 
does not legislatively inflict punishment 
upon named individuals or an identifiable 
group. Although it is obviously true that 
Congress enacted § 6702 because of its con- 
cern about the activities of tax protestors, 
the provision penalizes illegal conduct, not 
tax protestors as such. 

Plaintiffs argue that §§ 6702 and 6703 in- 
_fringe on their right to petition the govern- 
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ment for redress of grievances. This argument 
is meritless, as evidenced by the fact that 
plaintiffs’ complaints are currently before 
the Court. 


Plaintiffs also argue that § 6702 violates 
the principle of separation of powers by con- 
ferring judicial power on members of the 
executive branch and making the IRS a 
“law unto itself.” As explained above, the 
manner in which Congress has chosen to 
impose civil penalties on those who file 
frivolous tax returns complies fully with 
the dictates of the Federal Constitution. 


Additionally, plaintiffs argue that sum- 
mary judgment is not proper in these cases 
because only a jury can determine a tax- 
payer’s “state of mind” which plaintiffs 
contend is critical to a finding of frivolous- 
ness or validity of the assertion of Fifth 
Amendment privilege. Section 6702, how- 
ever, does not say anything about the tax- 
payer’s state of mind. Sections 6702 and 
6703 impose a civil penalty and are not 
criminal statutes requiring a criminal in- 
tent to make out a violation. “State of 
mind” is irrelevant to an assessment of 
the penalty. 


Plaintiffs further contend that the Six- 
teenth Amendment to the United States Con- 
stitution was never legally ratified by the 
required three-fourths of the states. This 
issue was decided against the taxpayers 
long ago and merits no further reply. 
H, F. Lewis, 54-2 ustc 99687 (E. D. Ill. 
1954). 


Finally, plaintiffs claim that §6702 is 
unconstitutionally vague because it al- 
legedly does not define the term “frivolous.” 
Section 6702 itself, together with the 
Senate Report explaining it, provides clear 
guidance in defining the types of returns 
considered frivolous. Plaintiffs’ conten- 
tions are ones made frequently in recent 
years and time and again have been re- 
jected by the Courts. 


The Court, having decided all legal ques- 
tion in favor of defendants, and there being 
no material questions of fact, grants sum- 
mary judgment under Rule 56 of the Federal 
Rules of Civil Procedure in favor of de- 
fendants and against plaintiffs. 


The Court will issue an order in con- 
formity with this Memorandum Opinion. 
, Order 


Pursuant to the Memorandum Opinion 
filed this day in the above-captioned case, 
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The Clerk is further directed forthwith 
to notify counsel for the respective parties 
of the making of this order. 


IT IS ORDERED that summary judgment 
is granted in favor of the defendants and 
against the plaintiffs. 


The Clerk is directed to enter judgment 
in favor of defendants and against plaintiffs. 


[7.9198] Jasper D. Gates and Mildred L. Gates, Plaintiffs-Appellants v. United 
States of America, Robert E. Evers, Roger E. Lankford, and Gerald L. Mihlbachler, 
individually and as agents of the United States of America, Defendants-Appellees. 


U. S. Court of Appeals, 10th Circuit, No, 82-2201, 1/17/85. Affirming the unreported 
decision of the district court. 


[Code Sec. 7402] 


District Court: Jurisdiction: Discovery.—The district court had ample reason to 
dismiss the taxpayers’ complaint for their failure to appear at the court ordered deposi- 
tions. The record indicated that the taxpayers, in the midst of litigation, failed to contact 
their attorney during a period of about sixty days, and their attorney made no good 
explanation, by affidavit or otherwise, of why notice of the depositions was never received 
by the taxpayers. Back reference: {] 5770.0842. 


Thomas E. Cirkal, Cirkal & Sandman, 3773 Cherry Creek Drive Noah Denver, 
Colo., for plaintifis-appellants, Robert N. Miller, United States Attorney, Denver, Colo. 
80294, Glenn L. Archer, Jr., Assistant Attorney General, Thomas A. Gick, Michael ils 
Paup, Richard W. Perkins, Philip I. Brennan, Department of Justice, Washington, D. C. 


20530, for defendants-appellees. 


Before McKay, Setu and Doytsz, Circuit Judges. 


McKay, Circuit Judge: Plaintiffs filed suit 
fora refund of federal income taxes for the 
years 1971, 1972 and 1974. Count I of the 
complaint sought a refund of individual income 
taxes in the amount of $11,254.90 for 1971; 
Count II sought recovery of individual income 
taxes for 1972 in the amount of $15,717.35; 
Count III sought recovery of individual income 
taxes in the amount of $1,475 for the year 
1974; Count IV sought an order setting 
aside a tax sale of the taxpayer’s residence 
to satisfy delinquent taxes; and Counts V 
and VI sought punitive damages of one 
million dollars from the federal parties for 
garnishing the taxpayers’ wages, levying 
on their bank accounts and seizing and 
selling their residence- Counts III, V and VI 
were dismissed on April 10, 1981, and there 
are no issues concerning this dismissal before 
the court. on appeal. 


Plaintiffs’ depositions were first noticed 


on December 1, 1980, and again on April 
16, 1982. 1D oe on poe 28, 1982, the court 


National Hockey League v. American Hockey — 
Club, 427 U. S. 639 Greys Dellums v. 
(S21 GH A 7 ' 


relating to 1972 was moot and that it 
lacked jurisdiction to return the fon ed 
residence. 


On September 24, 1982, counsel for the 
plaintiffs filed a motion to set aside the 
dismissal. In this motion, counsel asserted 
that plaintiffs must not have received notice 
of the deposition because the letter con- 
taining that notice was returned unclaimed. 
He made no explanation, by affidavit or 
otherwise, of why notice of the deposition 
was never received by the plaintiffs. 


At the very least, the record indicates 
that plaintiffs, in the midst of litigation, 
failed to contact their attorney during a 
period of about sixty days. Given the 
burgeoning dockets of the district courts 
and the need to move litigation along, this 
type of inattention is itself sufficient to. 
justify dismissal. In the past, Rule 37 may 
have been considered a paper tiger, but the 
time has now come to put teeth in the tiger. 


el, 566 F. 2d Zt; 235 ee 
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plaint for failure to appear at their deposi- 
tions, we need not consider the other 
grounds on which the court based its dis- 
missal. 


Plaintiff’s attorney fee issue is not prop- 
erly before us since the district court failed 
to act on plaintiff's motions. 


AFFIRMED. 


[7.9199] Reiner E. Schmegner, Plaintiff v. Rodney J. Krysztof, Marshall P. Cap- 
pelli, Dave P. Kress, Charles G. Lehmann, Defendants. 


U. S. District Court, No. Dist. of N. Y., 84-CV-917, 11/19/84. 


[Code Secs. 61, 7401 and 7402] 


Suit against U. S.: Consent: Tax protestor: Attorney fees —IRS agents who properly 
acted within the scope of their duties were immune from a damages suit raised by the 
taxpayer. A tax refund was disallowed because the taxpayer frivolously argued that 
income taxation is illegal and the IRS agents wrongfully withheld taxes from his salary. 
An award for attorney fees and costs to the government was denied. Back references: 
7 402A.035, 5752.054 and 5770.084. 


Reiner E. Schmegner, P. O. Box 843, Oswego, New York 13126, pro se. Frederick J. 
Scullin, Jr., United States Attorney, Syracuse, New York 13260, Paula Ryan Conan, 
Assistant United States Attorney, Syracuse, New York, Louis J. Lombardo, Department 


of Justice, Washington, D. C. 20530, for defendants. 


Order 


N. P. McCurn, District Judge: Presently 
before the court is a motion by defendants 
Krysztof and Cappelli for dismissal of the 
complaint or summary judgment, costs, and 
attorney fees. Plaintiff also moves for de- 
fault judgment. For the reasons stated be- 
low, the court grants defendants summary 
judgment, denies defendants costs and at- 
torney fees, and denies plaintiff default 
judgment. 


The present action is a pro se taxpayer 
protest suit. Plaintiff filed his complaint 
-on June 29, 1984, against Marshall P. Cap- 
pelli, Rodney J. Krysztol, David P. Kress, 
and Charles G. Lehman. Defendant Cap- 
pelli is the District Director of Internal 
Revenue, Buffalo, New York. Defendant 
Krysztof is the Employment Tax Coor- 
dinator/W-4 Coordinator of Internal Reve- 
nue, Buffalo District. Defendants Kress 
and Lehman are employees of plaintiff's 
employer. The complaint alleges that de- 
fendants wrongfully withheld federal in- 
come tax from plaintiff's salary after he 
filed an Employee’s Withholding Allowance 
Certificate (W-4 Form) claiming exempt 
status. The gist of plaintiff’s complaint is 
that he is exempt from the withholding 
provisions of the Internal Revenue Code 
(IRC) because federal income taxation is 
illegal. Plaintiff seeks monetary damages, 
a refund of his withheld taxes, injunctive 
relief, and mandamus. On September 15, 
1984 this court granted summary judgment 
for defendants Kress and Lehmann. 
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Defendants Cappelli and Krysztof now 
seek dismissal of the complaint against 
them for failure to state a claim or, in the 
alternative, for summary judgment. They, 
also contend that the complaint is frivolous 
and ask the court to award them costs and 
reasonable attorney fees. Plaintiff has not 
submitted any papers in opposition to de- 
fendants’ motion. He has, however, moved 
for default judgment against the federal 
defendants. 


After careful review of the complaint, the 
papers submitted for and against the present 
motions, and all other documents filed in 
this action, the court finds that the federal 
defendants were acting properly within the 
scope of their official duties and are, there- 
fore, immune from suit. See Crosby v. Com- 
missioner of Internal Revenue, 82-2 ustTc 
7 9492 (N. D. N. Y. 1982), and summary 
judgment in their favor is proper. 

Although the court finds that the com- 
plaint is frivolous within the meaning of 
Rule 11 of the Fed. R. Civ. P., the court. 
declines to grant defendants attorney fees 
and costs. The government has already 
fined plaintiff under the IRC, and plaintiff 


.has recently left his employment. 


Accordingly, it is hereby 

ORDERED, that 

(1) The plaintiff's motion for default 
judgment is denied. 

(2) erik motion of the remaining de- 
fendants Krysztof and Cappelli for sum- 
mary judgment is granted. 

SO ORDERED. 
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[] 9200] John W. Childress, Plaintiff v. Northrop Corporation, et al., Defendants. 
U. S. District Court, Dist. of Columbia, Civil Action No. 84-2510, 1/15/85. 


[Code Sec. 7402] 


District Court: Jurisdiction: Federal 'Tort Claims Act: Motion to dismiss.—An in- 
dividual’s action under the Federal Tort Claims Act against a corporation based on the 
latter’s issuance of an alleged fraudulent W-2 statement and its refusal to correct such 
statement was barred by the statute of limitations because such conduct did not fall 
within the continuing tort exception to the statute of limitations in such law. Thus, the 
corporation’s motion to dismiss was granted. The individual’s action against the govern- 
ment under the Federal Tort Claims Act based on the latter’s refusal to verify a W-2 
statement and its assessment and collection conduct was also dismissed. The waiver of 
governmental immunity provided in the Federal Tort Claims Act does not apply to 
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claims arising in respect of the assessment or collection of any tax. 


Thus, the District 


Court held that it lacked subject matter jurisdiction over such case and it granted the 
government’s motion to dismiss. Back reference: {| 5770.084. 


John W. Childress III, 2406 Chain Bridge Road, N. W., Washington, D. C. 20016, 


William R. Hyde, 1004 Sixth St., 
F. Cunningham, 5039 Connecticut Ave., 


N. W., Washington, D. C. 20001, for plaintiff. Joseph 
N. W., 


Washington, D. C. 20008, for Northrop 


Corp., William J. Dean, Department of Justice, Washington, D. C. 20530, for U. S. 


Memorandum 


GascH, Judge: I. Background. Plaintiff 
John W. Childress, III, filed this action 
against defendants Northrop Corporation 
(“Northrop”) and Commissioner Roscoe 
L. Egger, Jr. of the Internal Revenue 
Service (“IRS”) on August 15, 1984. The 
complaint asserts that jurisdiction is based 
upon the Federal Tort Claims Act 
(“FTCA”), 28 U. S. C. § 1346(b). The es- 
sence of Mr. Childress’ claim against 
Northrop seems to be that Northrop issued 
fraudulent W-2 statements to plaintiff and 
to the IRS in February of 1978 that falsely 
claimed Mr. Childress had received $8,000 
more in compensation than was in fact 
paid him. Mr. Childress’ claim against the 
Government is that the actions of the IRS 
in pursuing assessment and/or collections 
activities against him were tortious and 
constitute a denial of his constitutional 
rights. 


1 The Court heard Mr. Childress, who insti- 
tuted this action pro sé, and counsel for de- 
fendants on all these motions at a hearing held 
on November 30, 1984, beginning at 2:00 P.M. 
Seven minutes before that hearing began, Mr. 
Childress filed an application for a temporary 
restraining order without notice to the ad- 
verse party (the Internal Revenue Service), as 
well as a motion for preliminary injunction 
directed against the IRS. Mr. Childress did not 
inform the Court that he was seeking emer- 
gency injunctive relief during the hearing held 
on November 30. 

After reviewing Mr. Childress’ application for 
temporary restraining order and motion for 
preliminary injunction, the Court finds no new 
allegations beyond those raised in the motions 
that the Court heard on November 30. Plain- 
tiff’s effort to seek such relief is barred by the 


Anti-Injunction Act, 26 U. S. C. § 7421(a), 


which expressly ‘precludes the federal courts 
from ek Papa eae relief “for” the ee 
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The case is now before the Court on dis- 
positive motions filed by each of the parties. 
Defendant Northrop has filed a motion to 
dismiss on statute of limitations grounds. 
The Government has filed a motion to dis- 
miss or, in the alternative, for summary 
judgment. In addition to opposing these 
motions, plaintiff has filed his own motion 
for summary judgment.’ 


Il. Northrop Motion to Dismiss. Defend- 
ant Northrop’s motion to dismiss is based 
on its assertion that plaintiff’s claims 
against it are barred by the statute of 
limitations. 


Plaintiff filed his complaint on August 
15, 1984. His complaint alleges that “[o]n 
or about February 1978, Northrop Corpo- 
ration, willfully and knowingly issued W-2 
statements to plaintiff and to the other de- 
fendant, the Internal Revenue Service of 
the United States of America, which were 


of any tax... .’’ As the Supreme Court has 
noted, the purpose of this provision is the 
“protection of the Government’s need to assess 
and collect taxes as expeditiously as possible 
with a minimum of preenforcement judicial 
enforcement.’’ Bob Jones University v. Simon 
[741 usrc { 9438], 416 U. S. 725, 736 (1974). 
The action does not fall within any of the 
exceptions to the Anti-Injunction Act. In addi- 
tion, the Court finds that plaintiff has failed 
to meet the general requirements for obtaining 
such injunctive relief. For example, as is clear 
from the cases cited in this memorandum dis- 
missing plaintiff's claim against the Govern- 
ment, it cannot be said that plaintiff has shown 
or could show a likelihood of success on the 
merits. See Virginia Petroleum Jobbers Asso- 
ciation v. Federal Power Commission, 259 F. 2d 
921, 925 (D. C. Cir. 1958). Accordingly, plain- 
tiff’s application for temporary restraining 
order and motion for preliminary injunction 


are. denied. 
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false.” Complaint 2. Northrop contends 
that the complaint alleges the commission 
of tortious acts more than six years before 
plaintiff filed his complaint and thus that 
the action is time barred whether the three 
- year limitation period contained in the 
D. C. Code’ or the two year period in the 
FTCA * controls. 


In opposing Northrop’s motion to dis- 
miss, Mr. Childress argues that Northrop’s 
alleged tortious conduct was not committed 
on a date certain but is a continuing tort 
that continues to this date. Thus Mr. 
Childress contends that he could not have 
been aware of the tortious nature of 
Northrop’s act in 1978 as he might well 
have presumed it to be a bookkeeping 
error. Instead, Mr. Childress maintains 
that the basis for the alleged tort is 
Northrop’s subsequent refusal to correct 
the W-2. His opposition and complaint in- 
dicate that he initially sought such a cor- 
rection in 1979 and that he did so most 
recently in June 1984. 


In making this argument, plaintiff ap- 
pears to rely on the continuing tort ex- 
ception to the operation of the statute of 
limitations. For example, in Macklin v. 
Spector Freight Systems, Inc., 478 F. 2d 979, 
987 (D. C. Cir. 1973), the Court of Appeals 
for this Circuit held that a complaint of 
racial employment discrimination by an 
employer and a union constituted an alle- 
gation not merely of an early isolated re- 
fusal of employment (that would have 
been barred under the applicable statute 


2D. C. Code Ann. § 12-301(8). 

328 U. S. C. § 2401(b). 

4Plaintiff also appears to rely on the equi- 
table doctrine of fraudulent concealment which 
recognizes ‘‘where a plaintiff has been injured 
by fraud and ‘remains in ignorance of it with- 
out any fault or want of diligence or care on 
his part, the bar of the statute [of limitations] 
does not begin to run until the fraud is dis- 
covered ... .’’’ Holmberg v. Armbrecht, 327 
U. S. 392, 397 (1946) (quoting Bailey v. Glover, 
88 U. S. (21 Wall.) 342, 348 (1874)). Courts have 
held that this doctrine is to be read into every 
federal statute of limitations as well as the 
District of Columbia’s limitations statute. See, 
é. g., Fitzgerald v. Seamans, 553 F. 2d 220, 228 
(D. C. Cir. 1977) (‘‘Read into every federal 
statute of limitations is the equitable 
doctrine that in case of defendant’s fraud or 
deliberate concealment of material acts relative 
to his wrongdoing, time does not begin to run 
until plaintiff discovers, or by reasonable dili- 
gence could have discovered, the basis of the 
lawsuit’’ (citations omitted)); King v. Kitchen 
Magic, Inc., 391 A. 2d 1184, 1186 (D. C. 1978) 
(where plaintiff alleges fraud, D. C. Code 
§ 12-301(8) requires that suit be brought ‘‘within 
three years from the time the fraud either is 
discovered or reasonably should have been 
discovered’’). Leaving aside when plaintiff in 


1985 Standard Federal Tax Reports 


of limitations) but a continued discrimina- 
tory hiring system which denied appellant 


the right of hiring opportunity on a non- 


discriminatory basis. The Court viewed the 
initial refusal of employment as merely a 
single episode in the maintenance of that 
continuing conspiracy and noted that plain- 
tiff had alleged that “a discriminatory hir- 
ing system continues to exist and continues 
to deny [minority applicants] jobs.” Jd. 


Defendant Northrop challenges the ap- 
plicability of the continuing tort exception 
to this case. In doing so, defendant relies 
principally on Fitzgerald v. Seamans, 553 
F. 2d 220, 230 (D. C. Cir. 1977), where the 
Court of Appeals declared that “the mere 
failure to right a wrong and make plaintiff 
whole cannot be a continuing wrong which 
tolls the statute of limitations, for that is 
the purpose of any lawsuit and the excep- 
tion would obliterate the rule.” In that 
case plaintiff’ alleged that the Air Force’s 
decision to discharge him and its response 
to administrative proceedings requiring his 
reinstatement constituted a single continu- 
ing conspiracy. However, the Court _re- 
jected the claim of a continuing wrong as 
“general and conclusory.” Jd. For ex- 
ample, the Court rejected plaintiff’s claim 
that the Defense Department’s tortious 
conduct had continued when a private em- 
ployer refused to hire plaintiff as a result 
of the Department’s hostile attitude toward 
plaintiff as the Court found plaintiff had 
failed to allege any “active steps to black- 
ball him.” Jd. 


the exercise of diligence would have known of 
any tortious conduct by Northrop, here piain- 
tiff’s opposition makes clear that by 1979 he 
was aware of the conduct he alleges to have 
been fraudulent. Thus under plaintiff's own 
view of the facts the applicable statute of limi- 
tations would have begun to run in 1979. See 
infra note 6. In addition, plaintiff’s claim that 
the doctrine of fraudulent concealment is ap- 
plicable is undermined by the fact that plain- 
tiff alleges Northrop, in issuing the false W-2’s, 
sent a copy to plaintiff himself in 1978. Thus 
it is difficult to see how plaintiff can claim that 
he was ‘‘prevented from ascertaining the facts 
or induced to refrain from filing suit’’ by 
Northrop. See Doolin v. Environmental Power 
Ltd., 360 A. 2d 493, 497 (D. C. 1976); see also 
Adrian v. American Security & Trust Company, 
211 A. 2d 771 (D. C. 1965) (unless plaintiff can 
establish willful concealment of tortious act 
with intent to deceive plaintiff, doctrine of 
fraudulent concealment not applicable and 
statute of limitations starts to run from the 
time the alleged wrongful act was in fact 
committed). 

5 Plaintiff A. Ernest Fitzgerald had been 
Assistant Secretary of the Air Force for Fi- 


nancial Management. He alleged that he was 


discharged after revealing possible cost over- 
runs on the C-5A transport plane. 
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The Court finds defendant Northrop’s 
reliance on Fitzgerald and its argument that 
the continuing tort theory is not applicable 
to be persuasive. Even assuming, as plain- 
tiff contends, that plaintiff might have 
thought that Northrop had only committed 
a bookkeeping error in 1978 and that 
Northrop’s actions first became tortious “in 
1979” ° when Northrop refused to correct 
the W-2 form by issuing an amended form, 
the 1979 activities would have occurred 
three and one-half to four and one-half 
years before suit was filed. The only action 
the complaint alleges since that time is a 
failure to “issue amended returns despite 
requests.” This seems to represent the kind 
of “failure to right a wrong” that the 
Fitzgerald court recognized is not an ex- 
ception to the statute rather than a case, as 
in Macklin, where specific acts occurred in 
furtherance of the original wrongdoing. 
See also Page v. United States, 729 F. 2d 
818, 821' n. 23 (D. C.) Gir. 1984)-(“con- 
tinuing-tort doctrine, which becomes rele- 
vant only when the tortious conduct is on- 
going, is to be distinguished from the rule 
applicable when the plaintiff's injury con- 
tinues or is manifested after the tortious 
conduct has ceased” (emphasis supplied)); 
Collins v. United Ar Lines, Inc., 514 F. 2d 
594, 595-96 (9th Cir. 1975) (fact that em- 
ployer refused discharged employee’s ap- 
plication for reinstatement does not render 
the initial discharge a continuing act since 
request for reinstatement merely seeks to 
redress original termination). This reason- 
ing appears to be consistent with the basis 
for application of the continuing tort 
theory: that “no single incident in a con- 
tinuous chain of tortious activity can 
‘fairly or realistically be identified as the 
cause of significant harm.’” Page, 729 F. 2d 
at 821-22 (quoting Fowkes v. Pennsylvania 
R. R., 264 F. 2d 397, 399 (3d Cir. 1959)). 


Ill. GOVERNMENT MOTION TO 
DISMISS. Plaintiff's complaint also in- 
cludes allegations challenging actions of the 


6 Plaintiff contended in his written opposi- 
tion to Northrop’s motion that Northrop’s ac- 
tions first became tortious “‘in 1979.’’ See 
Statement of Points and Authorities [in Oppo- 
sition to Motion of Defendant Northrop’s Mo- 
tion to Dismiss] at 2 (‘‘The action did not 
become tortious until Northrop refused to cor- 

" , initially in 1979 and continuously 
ussed above, even Mt ete tg 


Internal Revenue Service. Plaintiff alleges 
that the IRS “refused to verify that the 
W-2 submitted by Northrop Corporation 
was in error” and that it confiscated the 
plaintiff's IRA [Individual Retirement Ac- 
count] and checking accounts, filed liens 
against the plaintiff and confiscated tax 
refunds ....” Complaint 77, 9. He al- 
leges that the Government’s actions were | 
“tortious” and “designed to deprive plaintiff 
of his civil rights, due process of law, 
emotional stability and economic freedom.” 


Id. at { 8. 


The Government has filed a motion to 
dismiss or, in the alternative, for summary 
judgment. In seeking dismissal, the Gov- 
ernment maintains: (a) that plaintiff has 
failed to name the proper defendant for the 
Government; (b) that the Court lacks sub- 
ject matter jurisdiction over plaintiff's com- 
plaint since the FTCA excludes any claim 
“arising in respect of the assessment or 
the collection of any tax or customs duty 

seg and-.i(c), that the, claimpisebarred 
as plaintiff failed to file a timely administra- 
tive claim. 


A. Failure to Name Proper Party. As the 
first ground for its motion to dismiss, the 
Government asserts that plaintiff failed to 
name the proper defendant for the Goy- 
ernment. The caption of plaintiff's com- 
plaint identifies “Hon. Roscoe L. Eggers, 
[sic] Jr., Internal Revenue Service” as the - 
defendant. The text of the complaint re- 
peatedly identifies the Internal Revenue 
Service as a defendant and does not refer 
to “Eggers.” See Complaint {/ 7-13, 17. 
Paragraph one of the complaint states that 
it is filed pursuant to the Federal Tort 
Claims Act. 


As the Government points out, a federal 
agency is not a proper defendant in a suit 
brought pursuant to the FTCA. Instead, 
such actions should be filed against the 
United States itself. See, e.g., Sprecher v. 


' plaintiff that the IRS was unwilling to accept 


his explanation with regard to the $8,000 and 
would not require Northrop to clarify the mat- 
ter. However, the Court rejects plaintiff's 
claim that a determination as to when defend- 
ant Northrop’s actions became tortious turns 
on the actions of the Government. Plaintiff's 
opposition and complaint make clear that he 
was aware of Northrop’s actions in allegedly 
Ov rreporting his income in 1978 and that he 

: with fraudu- 
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Graber, 716 F. 2d 968 (2d Cir. 1983) (FTCA 
authorizes suits only against the United 
States itself and not against its individual 
agencies).’ However, given the well estab- 
lished judicial policy of holding pro se com- 
plaints to less stringent standards in pleading, 
see, ¢.g., Haines v. Kerner, 404 U. S. 519, 
520-21 (1972), Alley v. Dodge Hotel, 501 F. 
2d 880, 883 (D. C. Cir. 1974), it would seem 
harsh to dismiss the action on this basis. 
Were this the only defect in plaintiff’s 
action against the Government, the Court 
would allow plaintiff to seek leave to sub- 
stitute the United States as a defendant. 
However, plaintiff’s claim must be dismissed 
on other grounds. 


B. Exclusion of Claim from FTCA. As 
its next basis for dismissal, the Government 
telies on the exclusion from the FTCA 
contained in 28 U. S. C. § 2680(c) of claims 
“arising in respect of the assessment or 
collection of any tax....” Plaintiff claims 
that this provision is not applicable as his 
allegations of fraud, discrimination, and 
violation of the Fourth, Eighth, and Four- 
teenth Amendments are not part of efforts 
in respect of collection of tax. 

It is well settled that the Federal Tort 
Claims Act is only a limited waiver of sov- 
ereign immunity and that the United States 
can be sued only to the extent that it 
has waived its immunity. See United States 
v. Orleans, 425 U. S. 807, 814-15 (1976); 
Dalehite v. United States, 346 U.S. 15, 30-31 
(1953) (‘interpretation of the Act 
starts from the accepted jurisprudential 
principle that no action lies against the 
United States unless the legislature has 
authorized it’’ (footnote omitted)). If one 
of the Act’s exceptions applies to a claim 
for relief against the Government, that 
claim cannot be maintained under the FTCA. 
Garbarino v. Umited States, 666 F. 2d 1061, 
1065 (6th Cir. 1981). 


Notwithstanding the broad sweep of plain- 
tiff’s claims, the case law construing Section 
2680 is clear that this retention of the 
Government’s scvereign immunity encom- 
passes stutch tort and constitutional claims. 
As the Fifth Circuit stated in Capozzoli v. 
Tracey [81-2 ustc [9820], 663 F. 2d 654, 
658 (5th Cir. 1981), “Congress retained the 
United States’ sovereign immunity for any 
claim im respect of the assessment or col- 
lection of taxes. This language is broad 
enough to encompass any activities of an 
IRS agent even remotely related to his or 
her official duties” (emphasis in original). 
Thus in Capozzoh, the Fifth Circuit held 
that a complaint claiming trespass and in- 
vasion of privacy by an IRS agent alleged 
to have “prowl[ed] about” and. photographed 
a taxpayer in her nightclothes while on the 
taxpayer’s land without consent was barred 
by Section 2680. See also Heritage Hills 
Fellowship v. Plouff, 555 F. Supp. 1290, 1294 
(E. D. Mich. 1983) (Section 2680(c) “broad 
enough” to encompass allegation that United 
States libeled plaintiff regarding tax lia- 
bility). Similarly in Mack v. Alexander [78-1 
ustc f 9321], 575 F. 2d 488, 489 (Sth Cir. 
1978), a challenge to Internal Revenue 
Service action in levying on a bank account 
was held to be within the scope of this 
exclusion notwithstanding the claim that 
the levy violated plaintiff’s constitutional 
rights. See also Akers v. United States [82-1 
ustc { 9234], 539 F. Supp. 831, 832-33 (D. 
Conn. 1982) (in action against Government, 
claim that Internal Revenue Service levy 
violative of Fourth and Fifth Amendments 
barred by Section 2680(c)), aff'd, 718 F. 2d 
1084 (2d Cir. 1983). 


In light of the above, it is clear that 
the Court lacks subject matter jurisdiction 
over this case. Accordingly, the Court will 
grant the Government’s motion to dismiss 
all claims against the Government.’ 


7 This conclusion stems from a reading of 28 
U. S. C. §1346(b) with 28 U. S. C. § 2679. 
Section 1346(b) provides that district courts 
should have the exclusive jurisdiction over 
civil actions against the United States for 
money damages arising from tort claims. Sec- 
tion 2679(a) provides that federal agencies can- 
not be sued in their own names under Section 
1346(b). Stewart v. United States, 503 F. Supp. 
59, 61 n. 3 (N. D. Ill. 1980), aff'd, 655 F. 2d 
741 (7th Cir. 1981). 

8 Because of the Court’s ruling that Section 
2680 excludes plaintiff's claims from the scope 
of the Federal Tort Claims Act, the Court 
need not consider the Government’s contention 
that plaintiff failed to file a timely adminis- 
trative claim as required by 28 U. S. C. 
§ 2675(a). 


The Court notes that in filing his opposition — 


to Government’s motion to dismiss, the plain- 
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tiff also stated that he was seeking summary 
judgment and attached what he characterized 
as a statement of material facts as to which 
there is no genuine issue. Even if the Court 
were not granting the motions of defendants 
discussed above, plaintiff's effort to obtain 
summary judgment would be without merit. 
First, although Federal Rule of Civil Procedure 
56(c) provides for summary judgment to be 
decided on the basis of ‘‘pleadings, depositions, 
answers to interrogatories, and admissions on 
file, together with the affidavits,’’ the only such 
materials in this case are plaintiff’s complaint 
and the affidavit submitted by the Government 


concerning the Government’s contention that 


plaintiff failed to file an administrative com- 
plaint. Thus it is impossible on the basis of 
such a limited record to say that no genuine 
issue of fact exists. Second, to the extent that 
plaintiff’s list of material facts is merely a 
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[1.9201] Michael H. Smith, et al., Plaintiffs v. United States of America and Com- 
missioner of Internal Revenue Service, Defendants. 


U. S. District Court, East. Dist. Wis., Case No. 83-C-484, 8/17/84. 


[Code Secs. 61 & 7422] 


Refunds: Filing of claim with IRS: Tax protestor.—On reconsideration, the district 
court reversed its previous ruling against several taxpayers and held that it had juris- 
diction to hear their complaint. New evidence showed that they had, in fact, filed a refund 
claim with the IRS before filing their lawsuit. However, the court adhered to its decision 
against other taxpayers since they presented no evidence of having filed a timely refund 
claim. Despite the reversal on the issue of jurisdiction, the court upheld its earlier ruling 
that the taxpayer’s suit should be dismissed for failure to state a claim and denied the 
plaintiffs’ motion for reconsideration; they had argued that the i income tax is not a direct 


tax. 


Back references: { 402A.035 and 5781.207. 


Michael H. Smith, pro se. Mark E. Nebergall, Department of yughte Washington, 


D. C. 20520, for Heiendane 


Order 


Warren, District Judge: This case was 
dismissed with prejudice by Order of the 
Court on July 17, 1984. Three matters are 
left pending, however, which the Court will 
decide at this time. First, one of the re- 
maining fifty-nine plaintiffs, Mr. Joseph F. 
Wentz, has requested that the Court dis- 
miss him as a party in this action. Second, 
the plaintiffs have filed a motion for re- 
consideration of the Court’s decision dis- 
missing this case, and have included new 
exhibits not previously contained in the 
Court’s file. Third, the Court in its Order 
of July 17, 1984, awarded costs to the 
defendant, and defendant has filed a State- 
ment of Fees and Costs detailing such 
‘expenses. 


I, Mr. Wentz’s Request to Withdraw 


On July 30, 1984, approximately two 
weeks after the Court dismissed this case 
with prejudice and awarded costs to the 
defendant, Mr. Joseph F. Wentz wrote to 
the Court requesting that he be dismissed 
as a plaintiff in the lawsuit. Mr. Wentz 
claims that he was misinformed as to the 
nature of the action and had abandoned his 
interest in and prosecution of the case. 


While the Court appreciates the fact that 
Mr. Wentz may have unwittingly become a 
party to this lawsuit and sympathizes with 
his desire to disassociate himself from a 
losing venture, his request comes too late 
for the Court to grant it. Such action 
should have been taken before the Court 
dismissed the case. 


recitation of the facts he contends that de- 
fendants have failed to deny in making their 
motions to dismiss, it should be noted that 
Federal Rule of Civil Procedure 12(a) provides 
than an answer denying these facts which plain- 
tiff asserts give rise to peavey, need not be 
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Of course, to the extent that the plain- 
tiffs wish to pursue their prosecution of 
this matter on their motion to reconsider 
or on any future appeals, Mr. Wentz will 
no longer be a party to this action. How- 
ever, Mr. Wentz will be held liable for his 
share of the costs awarded to defendant 
in the Court’s order dated July 17, 1984. 
The Court advises Mr. Wentz to exercise 
greater caution in the future before associating 
himself with individuals likely to’ entangle 
him in a lawsuit. 


IT. Plaintiffs Motion for 
Reconsideration 


In its Order dismissing plaintiffs’ action, 
the Court divided the plaintiffs into three 
groups. The Court decided that it lacked 
subject matter jurisdiction as to the follow- 
ing individuals because they had filed an 
action against the government before claim- 
ing a refund, in violation of 26 U. S. C. 
§ 7422(a): 

1. Kathleen Bublitz 

2. Richard Bublitz 

3. Erna K. Chevalier 

4. Harold L. Crawshaw 
5. David Fehrman 

6. Deborah Fehrman 

7. JoAnn Fehrman ' 

8. John L. Gudenschwager 

9. William Jurgenson 

10. Gayle Just 

11. James Just 

12. William D. Kleiman 

13. Ed Krenzelok 
filed until ten days after motions to aieeaite 
have been ruled on. Obviously, there was no 


ruling on the two motions to dismiss filed by 
defendants in this case prior to the issuance of 


_ this memorandum > and the order accompany- 


ing it. 
© 1085, Commerce Clearing House Ine. 


rch he bd , 2) a © 


7 : as = vr = rie ‘ies seaiile 


Court Decisions—Cited 85-1 USTC 


87,365 


Smith v. U.S. 


In dismissing the suit as to these plain- 
tiffs, the Court relied upon its files and the 
Declaration of Mark E. Nebergall, June 7, 
1983, in finding that these plaintiffs had 
not requested a refund. 


In the exhibits attached to plaintiffs’ 
motion for reconsideration, plaintiffs bring 
to light new evidence that some of the 
above-named plaintiffs did request a refund 
prior to filing the complaint, which occurred 
on April 5, 1983. Those plaintiffs are Kath- 
leen and Richard Bublitz (whose claim for 
a refund was made on Marck 28, 1983 and 
denied on April 26, 1983), and David, 
Deborah and JoAnn Fehrman, whose re- 
quests were made on December 22, 1982. 
As to these plaintiffs, the action should not 
have been dismissed for lack of subject 
matter jurisdiction. 


As to certain other plaintiffs, it is un- 
clear when their refund requests were made, 
but it is clear that those requests were 
denied after the complaint was filed. Those 
plaintiffs are William Jurgenson, William 
D. Kleiman, and Ed Krenzelok.. Since the 
plaintiffs have brought forth no new evi- 
dence which clearly demonstrates that re- 
fund requests were made prior to April 5, 
1983, the Court’s prior decision stands as 
to them. 


Copies of income tax returns submitted 
by some of the plaintiffs were attached to 
the motion for reconsideration presumably 
as evidence that they had requested refunds 
prior to this action. However, these tax 
returns were neither signed nor dated, and 
cannot serve as evidence of a refund re- 
quest. These plaintiffs are Erna K. 
Chevalier, James Just and Gayle Just. The 
Court’s decision that it lacked subject 
matter jurisdiction as to these plaintiffs will 
also stand, as it will regarding Harold L. 
Crawshaw and John L. Gudenschwager, for 
whom no evidence of a refund request was 
submitted. 


The case was dismissed as to a second 
group of plaintiffs because they had either 
begun the action before their claim for a 
refund was disallowed or because they had 
not waited six months after denial of their 
refund claims before initiating their law- 
suit, in violation of 26 U. S. C. § 6532(a) (1). 
Plaintiffs do not now contest the grounds 
upon which the compaint was dismissed 
as to these plaintiffs, but assert that it 
should not have been dismissed with 
prejudice. 

The Court agrees that the suit should 
not have been dismissed with prejudice as 
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to these plaintiffs for failure to comply with 
26 U. S. C. §6532(a)(1). However, the 
complaint was dismissed with prejudice as 
to all the plaintiffs because it failed to state 
a claim for which relief can be granted, 
pursuant to F. R. Civ. P. Rule 12(b)(6). 
For that reason, these plaintiffs will not be 
heard again by this Court on this cause 
of action. 


The complaint was dismissed as to a 
third group of plaintiffs because those 
plaintiffs do not reside in the judicial dis- 
trict presided over by this Court. Under 
28 U. S. C. §1402(a)(1), suits concerning 
tax refunds are to be brought in the ju- 
dicial district where the plaintiff resides. 
Since the plaintiffs do not contest the 
Court’s finding that these particular plain- 
tiffs do not reside in this judicial district, 
this aspect of the Court’s decision remains 
unchanged. 


Finally, the plaintiffs contest the Court’s 
decision to dismiss the complaint for failure 
to state a claim upon which relief can be 
granted. Plaintiffs contest the Court’s char- 
acterization of the income tax as a “di- 
rect tax,” and cite the portion of a case, 
Brushaber v. Union Pacific Railroad [1 ustc 
14], 240 U. S. 1 (1916), and part of the 
Congressional Research Service Report No. 
80-19 A, “Some Constitutional Questions 
Regarding the Federal Income Tax Laws,” 
in support of their argument. 


The Court notes first that a report made 
by the Congressional Research Service is 
not law which this Court is bound to follow, 
and has no effect upon the Court’s con- 
sideration of this case. Second, the Bru- 
shaber opinion does not stand for the pro- 
position that the income tax is not a direct 
tax. That portion of Brushaber emphasized 
by plaintiffs in their memorandum states 
that the Sixteenth Amendment was in- 
tended to prevent the income tax from be- 
ing classified as a direct tax on the sources 
of income. The opinion does not say that 
the income tax is not a direct tax, as plain- 
tiffs contend. 240 U. S. at 19. 

The Court’s decision to dismiss the com- 
plaint for failure to state a claim for which 
relief can be granted was proper, and for 
this reason the complaint remains dismissed 
with prejudice as to all plaintiffs in this 
action. 


III. Defendant’s Statement of Fees and Costs 


In its Order of June 17, 1984, plaintiffs 
were ordered to pay defendant its costs in- 
curred in defending this action, pursuant to 
a decision by this Court as to what those 
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costs should be. Based upon a statement of 
costs submitted to the Court by defendant, 
the Court orders the plaintiffs to pay a 
total of three hundred thirty-four dollars 
and eighty-eight cents ($334.88) to de- 
fendant, for which plaintiffs are jointly and 


For the foregoing reasons, Mr. Wentz’s re- 
quest to withdraw as a plaintiff is DENIED, 
plaintiffs’ motion for reconsideration is 
‘DENIED, and defendants are AWARDED 
the aforementioned costs of defending this 
action. 


severally liable. 


[9202] United States of America, Plaintiff-A ppellee v. Jerome Przybyla, Defend- 
ant-Appellant. 


U. S. Court of Appeals, 9th Circuit, No. ee hes 7/17/84.—(737 F2d 828.) Affirm- 
ing an unreported District Court decision. 


[Code Sec. 7212 and 18 U. S. C. § 111] 


Criminal penalties: Interference with administration of laws: Rescue of seized prop- 
erty: Assaulting an IRS agent.—The court affirmed the taxpayer’s conviction for assaulting 
an IRS agent and impeding the administration of the tax laws. The taxpayer admitted to 
drawing a weapon to compel the agents, who were attempting to seize his property, to 
leave his property and there was evidence from which a jury could conclude that he did 
so wilfully. His acquittal on the charge of attempting to rescue seized property, even if 
inconsistent with his conviction on the other charges, was not a ground for reversal. Also, 
even if the agents’ pretrial and trial statements were not identical, the testimony was not 
perjured or deliberately misleading, and there was no basis for setting aside the verdicts. 


Back references: {[ 5721.18 and 5721.30. 


Sue Ellen Tatter, Assistant United States Attorney, Anchorage, Alaska 99513, for 
plaintiff-appellee. Jeffrey L. Shrom, Missoula, Montana, for defendant-appellant. 


Before BRrowNINc, Chief Judge, CaNsy, Circuit Judge, and WILLIAMs*, District Judge. 


Opinion 


Per Curiam: Appellant was convicted of 
assaulting an IRS agent and impeding the 
administration of the tax laws. 18 U.S. C. 
§ 111; 26 U. S. C. § 7212(a). We affirm. 


Three Internal Revenue Service (IRS) 
agents attempted to seize appellant’s real 
property to satisfy a tax deficiency. Appel- 
lant was informed that agents would arrive 
the day of the visit to carry out the seizure. 
When the agents presented themselves, ap- 
pellant, without identifying himself, re- 
quested they leave the property. The agents 
began to post seizure notices despite appel- 
lant’s request. Appellant repeated his re- 


quest and drew a gun. The trial testimony 

does not clearly establish that appellant 

pointed the gun directly at any of the agents, 

but he did click off the safety and wave the 

gun in their general direction as he escorted 
them off his: property. 


the first two offenses, and acquitted him of 
attempting to rescue seized property. 


(1) Jurisdiction of the District Court. 


Appellant argues the district court has 
jurisdiction only of prosecutions under Title 
18, and not of prosecutions under Title 26. 
The language of 18 U. S. C. § 3231 is not: 
limited. It grants district courts jurisdiction © 
“of all offenses against the laws of the 
United States.” Appellant argues, however, 


‘that according to the Reviser’s Notes, sec- 


tion 3231 was intended to effect no change 
in substance in prior sections that had 
explicitly granted jurisdiction only over 
Title 18 offenses. This language in the 
Reviser’s Note, however, refers only to 
the House Bill. A Senate amendment to the 
1948 revision broadened this section to in- 
clude all crimes against the United States. 
See S. Rep. 1620, 80th Cong., 2d Sess., 
reprinted in 1948 U. S. Code Cong. Serv. 
2427, 2430- 31. Under ihe BBR ISEOU lan- 
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ustc §9363], 707 F. 2d 108, 109 (4th Cir. 
1983). 


(2) Use of Force. 


Appellant argues that his conviction vio- 
lates due process because he acted in re- 
' liance on an IRS pamphlet referring to a 
taxpayer's “right to refuse to permit Col- 
lection personnel to enter upon [the tax- 
payer's] private property when the purpose 
of the visit is to conduct a seizure of [the 
taxpayer’s] assets.” Nothing in the IRS. 
pamphlet implies that a taxpayer could use 
a weapon to enforce his request. Even if 
appellant were justified in requesting the 
agents to leave his property, see G. M. Leas- 
ing Corp. v. United States [77-1 ustc J 9140], 
429 U. S. 338, 354 (1977), use of a weapon 
was unlawful. See United States v. Johnson, 
542 F. 2d 230, 233 (Sth Cir. 1976); United 
States v. Cunningham, 509 F. 2d 961, 963 
(D. C. Cir. 1975). Appellant failed to iden- 
tify himself and made no attempt to discuss 
his reason for requesting that the agents 
leave his property. He simply decided that 
a show of force was necessary to get the 
agents to leave. Appellant’s conviction does 
not involve any fundamental unfairness or 
violation of due process. 


(3) Sufficiency of the Evidence and 
Inconsistent Verdicts. 


Appellant argues his conviction on Counts 
I and II “was against the weight of the 
evidence and contrary to the law.” 


Tf appellant is arguing that the evidence 
was insufficient to convict, the argument 
has no merit. Viewing the evidence in the 
light most favorable to the government, see 
Glasser v. United States, 315 U. S. 60, 80 
(1942), a rational jury could conclude that 
all elements of both Counts I and II had 
been proven. Appellant admits to drawing 
a weapon to compel the agents to leave his 
property, knowing that they were federal 
agents. There was evidence from which a 
jury could conclude he did so wilfully. 


If appellant is arguing that the verdicts 
are inconsistent, that argument is still merit- 
less. The jury could have acquitted appel- 
lant of the charge under 26 U. S. C. § 7212(b) 
because it concluded that at the time ap- 
pellant drew his gun he did not know 
the property had been seized as required 
by this section. In any event, inconsistent 
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jury verdicts are generally not a ground 
for reversal, see United States v. Upshaw, 
685 F. 2d 1202, 1203 (9th Cir. 1982), even 
when a “conviction is rationally incompatible 
with an acquittal.” United States v. Brandon, 
633 F. 2d 773, 779 (9th: Cir. 1980). 


(4) Testimony of the IRS Agents. 


Appellant’s final argument is that the 
verdicts must be set aside because they are 
based on perjured or deliberately misleading 
testimony. Appellant asserts the testimony 
of the agents at trial that appellant pointed 
the gun directly at one of them conflicts 
with earlier statements by the agents. This 
testimony, appellant argues, could have 
affected the jury’s conclusion on the issue 
of appellant’s wilfulness. - 


We find no merit in appellant’s claim. 
The agents’ pre-trial statements were not 
inconsistent with their trial testimony, Agent 
Atchison testified before the grand jury 
and at trial that she saw the gun pointed 
directly at Agent Erickson before she turned 
to the other agents to suggest they leave. 
Agent DeMay’s pretrial statement to an 
IRS investigator that he ‘never saw the 
gun pointed directly at anyone” was not 
inconsistent with his trial testimony that 
the gun was pointed “in the direction of” 
Agent Erickson. Under cross-examination 
at trial Agent DeMay repeated the sub- 
stance of his pretrial statement and explained 
any apparent inconsistency by testifying, 
“It was pointed toward the direction of 
Dave Erickson. I did not see it pointed 
directly at him but I did see it at that 
angle.” Finally, Agent Erickson’s pretrial 
statement that he did not see the gun 
pointed directly at him was not necessarily 
inconsistent with his trial testimony that 
the gun was pointed in his direction from 
time to time. 


Even if the agents’ pretrial and _ trial 
statements were not identical, there was no 
justification for setting aside the verdicts. 
Appellant received copies of the prior state- 
ments of the witnesses and used them during 
cross-examination. See United States v. Cer- 
vantes, 542 F. 2d 773, 776-77 (9th Cir. 1976). 
The jury was fully informed of the alleged 
discrepancies and concluded the evidence 
was sufficient to convict. 


AFFIRMED. 
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[19203]. United States of America, Plaintiff-Appellee v. First National Bank of 
Circle, Defendant-Appellant. 


U. S. Court of Appeals, 9th Circuit, No. 83-3507, 5/9/84.—(732 F2d 1444.) Vacating 
and remanding an unreported District Court case. 


[Code Sec. 7401] 


Attorneys’ fees: Equal Access to Justice Act: Substantial justification. a court of 
appeals vacated and remanded a district court judgment denying an award of over $35,000 
in attorneys’ fees to a bank so the district court could specify its basis for finding that 
the government’s position was substantially justified. The bank had claimed that the: 
government’s position was not substantially justified because it was based on the self- 
serving testimony of an individual who escaped personal liability. The court speculated 
that the trial judge may have considered the special circumstances exception in his refer- 
ence'to the government’s good faith, whether counsel’s attitude and approach to the issues 
was inappropriate, whether counsel for the bank unnecessarily protracted the proceedings. 
or whether the government’s counsel was helpful to the court. The concurring judge 
disagreed and characterized the majority’s attack on the district court’s substantial 
justification determination as inappropriate and felt that the standards set forth were 
“vague to the point of meaninglessness” and that the Ninth Circuit was incorrect when 
it stated that since a district court judge may exercise his discretion in determining 
whether attorneys’ fees should be awarded, his decision should subsequently be reviewed 
under the abuse of discretion standard. Noting that the provision of the Equal Access to 
Justice Act contained the word “shall”, the concurring judge stated that a district court 
judge must award attorneys’ fees when the requisite conditions are met. Back reference: 
7 5752.054. 

Richard W. Perkins, Stanley S. Shaw, Jr., Department of Justice, Washington, D. C.. 
20530, for plaintiff-appellee. Thomas E. Towe, Towe, Ball, Enright & Mackey, Billings, 
Mont., for defendant-appellant. 


Before WricHtT, Goopwin, and Norris, Circuit Judges. 
Through its account at the Bank, Builders: 
had paid over $300,000 in wages. In its last: 


five quarters, Builders paid no payroll taxes. 
on these wages. 


Opinion 
Wricut, Circuit Judge: The First Na- 
tional Bank of Circle sought over $35,000 
in attorney fees under the Equal Access to 


Justice Act (EAJA), 28 U. S. C. § 2412 In July 1974, the government sued the 


(d)(1)(A) (Supp. IV 1980). The district 
court denied the award because it found 
the government’s position substantially 
justified. We remand to the district court 
to specify its basis for finding substantial] 
justification. 


PROCEDURAL BACKGROUND. In 
February 1970, the Fort Belknap Indian Com- 
munity created a subsidiary corporation, Fort 
Belknap Builders, Inc. (Builders), to build 
50 houses for tribal members under a De- 
partment of Housing and Urban Develop- 
ment (HUD) contract. The Bank and its 
affiliates loaned $350,000 to the Indian 
Community, of which at least $200,000 
went to Builders for operating capital. 


sand subsequent api were secured by 


Bank under § 3505(b) of the Internal Reve- 
nue Code, 26 U. S. C. §3505(b) (1976). 
This imposes liability for federal withhold- 
ing taxes upon lenders who supply funds 
for paying wages “with actual notice or 
knowledge . . . that [the] employer does: 
not intend to or will not be able to make 
timely payment or deposit” of withheld in- 
come and FICA taxes. Jd. s 


The extent to which the Bank was in- 
volved with Builders’ operations is unclear. 
The Bank claims that Builders officials, 
including its chief executive officer, Steve 
Long, intentionally avoided paying the taxes.. 
It says that checks were made out but not. 
sent, checks were sent to the I. R. S. when 
there were no funds to cover oe and tax 


eynt Long deitisbeds that: 
ould not sue” an Indian 
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I. R. S. They argue that the Bank simply 
did not process or honor checks for taxes. 


The Bank officers denied such knowledge 
and control. 


In 1976, the Bank won summary judg- 
_ment on the ground that its loans to 
Builders were working capital loans. We 
reversed and remanded. 556 F. 2d 589 (9th 
Cir. 1977). 


On the first day of trial in April 1978, 
Judge Battin again granted summary judg- 
ment for the Bank because it had not been 
a supplier of funds under the statute. He 
held that it was only an agent for affiliates 
that had supplied funds, and its temporary 
honoring of overdrafts did not constitute 
supplying funds. Again we reversed and 
remanded, and set out factual issues to be 
resolved at trial. 652 F. 2d 882, 887-89 (9th 
Cir. 1981). 


After a four-day trial in 1982, the jury 
found for the Bank. The government’s 
motions for judgment n.o.v. or new trial 
were denied. 


The Bank applied for an award of costs 
and attorney fees totalling $35,982.57. The 
clerk allowed only court costs and some 
witness fees totalling $2444.14. The court 
approved the award and the Bank appeals. 


ANALYSIS. The EAJA provides that “a 
court shall award to a prevailing party 
other than the United States fees and other 
expenses . .. incurred by that party in any 
civil action . . . against the United States 

. . unless the court finds that the position 
of the United States was substantially 
justified or that special circumstances make 
Ai eaAWarGe WiyUstn Co mse Say Geos 2412 
(d)(1)(A) (Supp. IV. 1980). It is not 
disputed that the Bank prevailed in this 
case. 


I. Discretion Under the EAJA. The Bank 
argues that the decision whether to award 
attorney fees under the EAJA does not in- 
volve judicial discretion. This flies in the 
face of well-established precedent. We have 
held that the district court’s decision on 
fees will be reversed only for abuse of dis- 
cretion. See, e.g., Rawlings v. Heckler, No. 
82-4545, slip op. at 811, 813 (9th Cir. Feb. 
13, 1984); Southern Oregon Citizens Against 
Toxic Sprays, Inc. v. Clark, 720 F. 2d 1475, 
1481 (9th Cir. 1983); United States v. 
101.80 Acres of Land, More or Less, in Idaho 
County, Idaho, 716 F. 2d 714, 728 (9th Cir. 
1983); Hoang Ha v. Schweiker, 707 F. 2d 
1104, 1105 (9th Cir. 1983); Foster v. Tourtel- 
lotte, 704 F. 2d 1109, 1110 (9th Cir. 1983). — 
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The Bank argues that use of the word 
“shall” in § 2412(d)(1)(A), as contrasted 
with use of the word “may” in § 2412(b) 
(allowing fee awards against the United 
States to the same extent that any other 
party would be liable under the common 
law), indicates that § 2412(d)(1)(A) does 
not call for judicial discretion. It is the 
government’s burden, says the Bank, to 
establish the “defenses” of substantial justi- 
fication or special circumstances, leaving 
no room for discretion by the court. 


This argument misplaces the source of 
judicial discretion. The court exercises 
discretion in determining whether “sub- 
stantial justification’ or “special circum- 
stances” exist. If not, it “shall” award fees. 


The Bank correctly argues that the “shall 

.. unless” language creates a presumption 
of a fee award. It does not, however, de- 
tract from the court’s duty to use discre- 
tion in evaluating the criteria in the clause 
following “unless.” 


Il. Substantial Justification and Special 
Circumstances. The district court held that 
the Bank was not entitled to fees “on the 
basis that the legal position of [the United 
States] was defensible, asserted in good 
faith, and substantially justified within the 
meaning of the law.” 


This conclusion invokes the substantial 
justification exception to the Act’s provi- 
sion for attorney fees. To determine 
whether the conclusion was an abuse of 
discretion, this court needs to know the 
basis for finding the exception. 


The district judge’s finding shows only 
his conclusion. That he had almost ten 
years of familiarity with the case does not 
tell how the government’s position was 
substantially justified. The judge must 
show us that he has considered the several 
factors relevant to his conclusion. 


The test for substantial justification is 
one of reasonableness. The government has 
the burden to show “that its case had a 
reasonable basis both in law and in fact.” 
Southern Oregon Citizens, 720 F. 2d at 1481; 
Hoang Ha, 707 F. 2d at 1106; H. Rep. No. 
96-1418, 96th Cong., 2d Sess. 10-11 (1980), 
reprinted in 1980 U. S. Cong. & Ad. News 
4984, 4989. 


That the government lost does not raise 
a presumption that its position was not sub- 
stantially justified. Foster v. Tourtellotte, 
704 F. 2d at 1112. It need not even show 
that it had a substantial likelihood of pre- 
vailing. 1980 U. S. Cong. & Ad. News at | 
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4990. On the other hand, that this court 
twice reversed adverse summary judgment 
rulings because genuine issties of material 
fact existed does not compel a conclusion 
that the government’s case was substantially 
justified. 


In light of the several proceedings below, 
both before and after appellate review, we 
need to know on what basis the judge con- 
cluded that the government and its counsel 
acted reasonably. The parties have now 
aided the trial judge by stating a number 
of substantive claims and responses in this 
appeal. 


Specifically, the Bank claims that the 
government’s position was not substantially 
justified because it was based entirely on the 
self-serving testimony of Builders officer 
Long, who escaped personal liability under 
26 U. S. C. § 6672 by asserting that the 
Bank controlled Builders’ funds and pre- 
vented Long from paying the taxes. This is 
inadequate, the Bank argues, for several 
reasons. 


First, Builders had other sources of funds 
unrelated to the Bank. Even if this is true, 
it does not necessarily affect the Bank’s 
liability. The Bank could have advanced 
funds for wages with knowledge that with- 
holding taxes could not or would not be 
paid from these other sources. There is no 
evidence that these other funds were avail- 
able for payroll taxes. Bank officer Jacob- 
son conceded that Builders’ income from 
sources other than the HUD contract as- 
signed to the Bank was insignificant. In 
any event, the existence of any outside funds 
does not undermine the reasonableness of 
the government’s position, which was based 
on evidence of the Bank’s involvement. 


Second, the Bank faults the government 
for accepting Long’s statements without 
investigating the Bank’s explanation. Govy- 
ernment evidence shows, however, that an 
investigator did visit the Bank and meet 
with its attorney. Any failure to speak 
with Bank president Towe does not diminish 
the reasonableness of the government’s case 
because the result would have been a con- 
trast of Long’s word against Towe’s. Indeed, 
contradi s in their testimony could in- 

g ome reasonableness in pursuing the 


Rae 


ment’s position that the Bank had sub- 
stantial control of Builders’ financial activities. 


In sum, the government may have acted 
reasonably, and the district judge may have 
been correct in concluding that the govern- 
ment’s position was substantially justified. 
However, we can review his exercise of dis- 
cretion only by evalulating what he con- 
sidered, not what the parties tell us. 


-In addition to invoking the substantial 
justification exception, the trial judge may 
have considered the special circumstances 
exception in his reference to the govern- 
ment’s good faith. As with substantial 
justification, we need to know the basis for 
any finding of special circumstances. 


Here, the trial court may have considered, 
for example, whether counsel’s attitude and 
approach to the issues were inappropriate, 
and whether counsel for the bank unneces- 
sarily protracted the proceedings by un- 
warranted discovery or other unprofessional 
delay, as well as whether government coun- 
sel’s attitude was helpful to the court. 


Without implying that we disagree with 
the judge’s conclusion, we remand this case 
for him to articulate his reasons for denying 


attorney fees under the EAJA. See Wolver- 


ton v. Heckler, No. 82-3590, slip op. at 1008,. 
1011 (9th Cir. Feb. 24, 1984) (remanded. 
for substantial justification findings). 


III. Effective Date of EAJA. The gov- 
ernment argues that, even if its position 
was not substantially justified, it would not 
have to pay attorney fees incurred before 
the effective date of the Act. We recently 
rejected this argument in Rawlings v. 
Heckler, No. 82-4545, slip op. at 811 (9th 
Cir. Feb. 13, 1984). “[T]he plain meaning 
of the statute allows for recovery of fees. 
incurred prior to October 1, 1981, as long 
as the action was pending on that date. 
Had Congress intended no reimbursement 
for fees incurred prior to October 1, 1981, 
it could easily have so stated.” Jd. at 813. 


IV. Fees Under the Allen Amendment. 
The Bank claims that, regardless of whether 
it is entitled to fees under the EAJA, it 
deserves an award under the Allen Amend- 
ment for fees incurred prior to October 1, 
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(1976). The portion of the Allen Amend- 
ment that referred to tax actions was 
repealed when the EAJA took effect on 
October 1, 1981. Pub. L. No. 96-481, 
§ 205(c), 94 Stat. 2321 (1980). 


The prevailing taxpayer must establish 
some degree of vexatiousness, frivolousness, 
or bad faith to win fees under the Allen 
Amendment. See, e.g., Klotz v. United 
States [79-2 ustc 9552], 602 F. 2d 920, 
924 (9th Cir. 1979). 


The EAJA provides a more liberal stand- 
ard for attorney fees than does the Allen 
Amendment. If the position of the govern- 
ment is shown to be substantially justified 
on remand, we may not find bad faith or 
vexatiousness. Foster v. Tourtellotte, 704 
F. 2d at 1111. If the position was not sub- 
stantially justified, the Bank is entitled to 
fees under the EAJA and the Allen Amend- 
ment has no relevance. 


CONCLUSION. The judgment is vacated> 


and remanded to the district court for 
proceedings consistent with this opinion. 
Further proceedings before this court will 
be referred to this panel. 


Concurring Opinion 


Norris, Circuit Judge, concurring: While 
I concur in the result reached by the 
majority, I write separately in order to make 
three points. 


First, I believe that the majority’s dis- 
cussion of the Bank’s attack on the district 
court’s substantial justification determina- 
tion, see supra at —, is inappropriate. Be- 
cause we remand to the district court for 
an explanation of this determination, the 
arguments raised by the Bank are not be- 
fore us and any discussion of them amounts 
to an advisory opinion. 


Second, I am troubled by the majority’s 
discussion of the factors the district court 
may consider in determining whether this 
case falls within the “special circumstances” 
exception to section 4(d)(1)(A) of the 
Equal Access to Justice Act (EAJA), 28 
U. S. C. §2412(d)(1) (A). To begin with, 
the majority indicates that the district court 
may take into account the behavior of the 
government attorney, as well as that of 
private counsel. The “special circumstances” 
exception, however, requires that the dis- 
trict court determine whether extraordinary 


circumstances exist such that attorneys’ 


fees should not be awarded. I do not see 
how the actions of the government are in 
any way relevant to this inquiry. In addi- 
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tion, the standards which the majority 
states should guide the district court’s 
evaluation of counsels’ actions are vague 
to the point of meaninglessness. The ma- 
jority indicates that the district court may 
consider ‘whether counsel’s attitude and 
approach to the issues were inappropriate” 
and “whether government counsel’s attitude 
was helpful to the court.’’ Supra at —. These 
standards are so wholly subjective that they 
afford no guidance to the district court or 
the litigants. 


Third and most important, I write sepa- 
rately to point out what I believe to be an 
error in Ninth Circuit law. The majority 
accurately states that under Ninth Circuit 
precedent, a district judge may exercise his 
discretion in determining whether attorneys’ 
fees should or should not be awarded under 
section 4(d) (1) (A) of the EAJA, 28 U. S. C. 
§ 2412(d)(1)(A), and that consequently his 
decision is reviewed under the abuse of 
discretion standard. See, e.g., Hoang Ha v. 
Schwetker, 707 F. 2d 1104, 1105 (9th Cir. 
1983). I believe, however, that our Ninth 
Circuit cases are wrong on this issue. 


Our circuit first applied the abuse of 
discretion standard to a district judge’s at- 
torneys’ fees ruling unler section 4(d) (1) (A) 
in Foster v. Tourtellotte, 704 F. 2d 1109, 
1110-11 (9th Cir.), cert. denied, 104 S. Ct. 90 
(1983). In adopting the abuse of discretion 
standard, the court relied on the agreement 
of the parties without critical analysis. Id. 
at 1110. The court did, however, cite some 
authority in support of its application of the 
standard. 


Foster first of all relies on our decision in 
Kerr v. Screen Extras Guild, Inc., 526 F. 2d 
67 (9th Cir. 1975), cert. denied, 425 U. S. 951 
(1976). In Kerr, however, the award of 
attorneys’ fees under review was made pur- 
suant to section 102 of the Labor-Manage- 
ment Reporting and Disclosure Act of 1959 
(LMRDA), 29 U. S. C. § 412. The relevant 
portion of section 102, see Kerr v. Screen 
Extras Guild, Inc., 466 F. 2d 1267 (9th Cir. 
1972), cert. denied, 412 U. S. 918 (1973), pro- 
vides that the district court may grant “such 
relief (including injunctions) as may be ap- 
propriate.’ This language provides clear 
room for the exercise of judicial discretion. 
An award of attorneys’ fees is never man- 
datory. The district court simply may award 
them if it deems such action appropriate. 


The language of section 4(d)(1)(A) of 
the EAJA is quite different. The provision 
states: 4 
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[A] court shall award to a prevailing 
party other than the United States fees 
and other expenses .. . incurred by that 
party in any civil action . . . brought 
by or against the United States in any 
court having jurisdiction of that action, 
unless the court finds that the position of 
the United States was substantially justi- 
fied or that special circumstances make 
the award unjust. 


In this passage, the operative phrases are 
“shall,” “substantially justified,’ and “spe- 
cial circumstances.” “Shall,” in contrast to 
Sitave ae 
It indicates that under section 4(d)(1)(A), 
a district judge must award attorneys’ fees 
when the requisite conditions are met.’ 
Today’s majority appears to concede this 
point. The discretionary element in section 
4(d)(1)(A), it argues, is contained in the 
phrases “substantially justified” and “spe- 
cial circumstances.” See supra at —. This 
contention, however, misconceives the na- 
ture of these terms. While the precise 
meaning of “substantially justified” and 
“special circumstances’ may not yet be 
clear, because the EAJA is of relatively 
recent origin and the courts have not had 
a sufficient opportunity to apply a judicial 
gloss to the statute, these phrases are none- 
theless legal standards with specific con- 
tent. As such, they are indistinguishable 
from other legal terms of art, such as 
“exigent circumstances,” “probable cause,” 
and “good faith.” These standards have 
never been interpreted to allow for the exer- 
cise of judicial discretion, and decisions 
applying them have never been subjected 
to abuse of discretion review. I know of 
- no reason why the requirements of section 
4(d)(1)(A) should be treated in a different 
manner. In a given case, the government’s 
position is either substantially justified or 
it is not. There is no middle ground. Thus, 
Kerr v. Screen Extras Guild, Inc., and its 
analysis of the appropriate standard of re- 
view for attorneys’ fees decisions under the 


- LMRDA, provides us no guidance in deter- 


mining the correct standard of review for de- 
cisions made pursuant to section 4(d) (1) (A). 


Second, Foster cites the Fifth Circuit’s 
decision in Knights of the Ku Klux Klan 


is clearly not a discretionary term. 
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Realm of Lowisiana v. East Baton Rouge 
Parish School Board, 679 F. 2d 64, 68-69 
(5th Cir. 1982). The Fifth Circuit decision 
does adopt an abuse of discretion standard. 
It does so, however without analysis, rely- 
ing entirely on an inaccurate citation to 
the EAJA’s legislative history. Id. at 69%. 
The decision cites a passage in the House 
Conference Report which states: 


A party dissatisfied with a fee award or 

a denial of an award may petition the 
Federal Court for leave to appeal. If the 
petition is granted, the court may modify 
the award only if the failure to make 
the award, or the calculation of the 
amount of the award was an abuse of 
discretion. 


H. R. Conf. Rep. No. 1434, 96th Cong., 
2d Sess. 23-24, reprinted in 1980 U. S. Code 
Cong. & Ad. News 5003, 5012-13. While 
the passage in question clearly provides 
for an abuse of discretion standard, it does 

not concern the relevant section of the 
EAJA. The passage appears under the 
heading “Agency Actions—Appeal of a 
Denial of Fee Award” and concerns awards 

of attorneys’ fees made under 5 U. S. C. 

§ 504(a) (1), a provision of the EAJA dealing 
with fees awarded for representation in 
agency proceedings.” The House Confer- 
ence Report does not contain a comparable 
section dealing with the appropriate stand- 
ard of review for awards made pursuant 
to section 4(d)(1)(A). Thus, the Fifth 
Circuit decision is of suspect validity * and 
provides a dubious justification for Foster’s 
adoption of the abuse of discretion standard. 


Finally, Foster relies on the same inap- 
plicable portion of the EAJA’s legislative 
history that is cited in the Fifth Circuit’s 
Knights of the Ku Klux Klan decision, The 
citation is no more persuasive here than it 
was in the Fifth Circuit decision. 


In sum, I must agree with the District of 
Columbia Circuit in its recent criticism of 
both Knights of the Ku Klux Klan and 
Foster: 


Several eeeat so alsa 5 opinions con- 
tain suggestions or assumptions regard- 
ing the standard of review that should 
apply to cases of this sort. Unfortunately, 


1980 U. 3 Code Cong. & Ad. News. 4992-93 (CA 
‘Durely discretionary standard was also con- 
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. .. none is sufficiently well reasoned to 
be capable of providing us much guidance. 


The earliest of these suggestions ap- 
pears in Kmghts of Ku Klux Klan v. East 
Baton Rouge Parish School Bd., 679 F. 2d. 
64 (5th Cir. Unit A 1982). In remanding 
a case to district court for reconsidera- 
tion, in light of the Act, of a prevailing 
party’s entitlement to attorneys’ fees, the 
Fifth Circuit there opined that “the basic 
role of this Court is merely to review a 
fee award or denial of an award under 
the EAJA, modifying it only if the award 
under the EAJA, modifying it only if the 
failure to make the award, or the calcula- 
tion of the amount of the award, was an 
abuse of discretion.” Jd. at 68-69. It 
seems clear, however, that the issue of 
the proper standard of review had not 
been briefed, and resolution of the ques- 
tion certainly was not essential to the 
court’s decision. 


[I]n two cases decided in the last two 
months, the Ninth Circuit devoted only 
cursory attention to the question of the 
proper standard of review. In Foster v. 
Tourtellotte, 704 F. 2d 1109, 1110-11 (9th 
Cir. 1983), “[t]he parties agree[d] that 
the basic standard to be applied to a 
denial of attorney’s fees is the abuse of 
discretion standard,” and the court (cit- 
ing KKK v. Baton Rouge School Bd... . 


and misciting H. R. Rep. No. 1434...) 
declined to subject that agreement to 
critical scrutiny. 


Spencer v. NLRB, 712 F. 2d 539, 561-62 n. 
80 (D. C. Cir. 1983). Foster rests on au- 
thorities which are either inapplicable or 
inaccurate, and its holding is inconsistent 
with the clear language of the statute. 
Consequently, it should be rejected. 


It is unnecessary at this time to deter- 
mine the appropriate standard of review 
for district court decisions under section 
4(d)(1)(A) of the EAJA. It is clear, how- 
ever, that to the extent factual determina- 
tions are implicated the standard should be 
clearly erroneous, to the extent legal deter- 
minations are implicated review should be 
de novo, and to the extent mixed questions 
are implicated the analysis set forth in 
United States v. McConney, No. 80-1012, 
slip op. at 730 (9th Cir. Feb. 10, 1984) (en 
banc), should guide us. See Spencer v. 
NERB;, 712.F. 2d 539° @).. C: ‘Cirs 1983), for 
a sophisticated analysis of the relevant 
standard of review considerations. The 
abuse of discretion standard is clearly in- 
appropriate, and its application in our cir- 
cuit should be reconsidered en bance. 


[7 9204] Financial Securities Corporation, Petitioner v. United States of America, 


Respondent. Sytel Commodities, Inc., Petitioner v. United States of America, Respondent. 
U. S. District Court, No. Dist. Calif., No. C-84-4268-MHP, C-84-4270-MHP, 12/6/84. 


[Code Sec. 7609] 


Summons: Third-party summonses, special procedures: Recordkeeper as to the tax- 
payer: Enforcement.—Petitions to quash third-party summonses served on recordkeepers 
Bank of America for a company engaged in trading forward contracts in government 
securities and Crocker National Bank for a company advising those who trade forward 
contracts were denied. The court concluded that the respective companies had full notice 
of the summonses and were in a procedure posture to assert their legal arguments against 
disclosure, and neither party had been prejudiced by the form of notice. Even if already 
in IRS possession, the information sought did not deprive the IRS of obtaining source 
or primary documents or records that would shed light on the accuracy of company 
records previously obtained. In any case, the IRS was entitled to retrieve documents 
from their source and did not have to rely on documents voluntarily supplied by the ~ 
corporations. Further, the records sought by the IRS were relevant to a tax audit of 
either company, regardless of their usefulness in an investigation for promoter penalties. 
Finally, the records sought were relevant to an investigation of the companies for abusive 
tax shelter liability purposes. Back references: {5924.65 and 5930D.65. 

David D. Aughtry, of Chamberlain, Hrdlicka, White, Johnson & Williams, 1100 
Milam, Houston, Tex. 77002; Terrence Church of Cooley, Godward, Castro, Huddleson 
& Tatum, One Maritime Plaza, San Francisco, Calif. 94111, for petitioners. Joseph P. 
Russoniello, United States Attorney, Jay R. Weill, Assistant United States Attorney, 
San Francisco, Calif. 94102, for respondents. 
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Memorandum Decision and Order 

Patel, District Judge: On June 25, 1984, 
petitioners Financial Securities Corporation 
(“FSC”) and Sytel Commodities (“SYCOM”) 
filed petitions in two related actions to 
quash Internal Revenue Service (“IRS” or 
“Service’) summonses served on _ third- 
party record keepers Bank of America for 
FSC and Crocker National Bank (‘Crocker’) 
for SYCOM. The government has moved 
for summary judgment on the petitions. 
Petitioners’ motions to quash are based on 
the IRS’ alleged failure to comply with re- 
quired administrative steps through improper 
service of summons on SYCOM and FSC, 


and requests for materials either already in ~ 


the IRS’ possession or which are readily 
available from the corporations directly. 
Petitioners further contend that the sum- 
monses are not relevant to any legitimate 
purpose articulated by the IRS and that the 
IRS has been acting in bad faith in its is- 
suance of the summonses to third-party 
record keepers. An evidentiary hearing was 
held on September 28, 1984 to clarify IRS 
Purpose in requesting the materials from 
the third-party record keepers. ; 


This court has reviewed the papers sub- 
mitted by parties and heard testimony by 
revenue agents Major Inch and ‘Robert 
Merlo, along with oral argument. For the 
reasons set forth below the court hereby 
orders that the government’s motion for 
summary judgment is granted, and peti- 
tioners’ motion to quash summons is denied. 


Background 


FSC and SYCOM are California cor- 
porations handling forward contracts in 
government securities. FSC engages in 
trading, SYCOM in advising those who 
trade forward contracts. Each maintains 
bank accounts incident to these activities, 
FSC with Bank of America and SYCOM 
with Crocker. © 


The IRS has, through its agent Major 
H. Inch, eaeared investigations of FSC and 
SYCOM pursuant to an effort to assess the 
tax liabilities of both corporations, and to 

whether they are promoters of 


ax Shelters sue aaty oe un- 


promoting abusive tax shelters. 


cluding checks deposited, checks written on 
the account, automatic debit and credit en- 
tries, and supporting documentation for all 
wire transfers. 


In his August 3, 1984, declaration, Major 
Inch alleges that he has followed all ad- 
ministrative steps required under 26 U.S. C. 
§ 7609: within three days of service of sum- 
monses on the banks, notice to FSC was 
sent by certified mail, and notice to SYCOM 
left with Crocker, as the last known address. 
Agent Inch further alleges that he has not 
to his knowledge seen any of the books, 
records, papers, or other data demanded 
in the summonses, and that no referral of 
this case has been made to the Department 
of Justice for criminal action. 


In a limited evidentiary hearing conducted 
on September 28, Major Inch testified that 
both FSC and SYCOM are currently under 
IRS investigation for failure to file tax 
returns in 1983 and as possible promoters 
of abusive tax shelters. In response to peti- 
tioner’s insistence that internal IRS proce- 
dure mandates the filing of a “blue” card 
each time an entity is selected for audit 
by the IRS, Major Inch testified that he is 
unaware of any such card having been filed 
for SYCOM. However, he claimed that 
audit of SYCOM is being conducted as part 
of an umbrella investigation of all Sytel 
related corporations. 
separate card for SYCOM was regarded as 
necessary for internal recordkeeping: the 


“blue” card for the audit of FSC covers all. 


audits of the related entities. 


Agent Inch attested to the relevance of 
documents summonsed from third-party 
record keepers to both a current tax audit 
of SYCOM and FSC and to the investiga- 
tion of possible promotion of abusive tax 
shelters by both corporations. According 
to Major Inch, the records are relevant in a 
§ 6700 investigation to ascertain whether 
promoters have misrepresented the value of 
the commodities or grossly overvalued them, 
as well as to determine gross income for 
the purpose of assessing penalties should 
the IRS conclude that petitioners have been 


Agent Robert aes testified as well os 


For this reason, no — 
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audits because cards for FSC had been filed 
earlier subject to an ongoing tax audit. 
Agent Merlo denied that the filing of a card 
was a required administrative step, and ac- 
counted for the collective treatment of 
~SYCOM and FSC by explaining that they 
were both under investigation in an action 
which was referred to collectively by the 
IRS as the “Sytel Group audit.” 


Discussion 


I. Notice of Summonses. Under 26 
U. S. C. § 7609(a)(1)(B), notice of a sum- 
mons served on a third party record-keeper 
must be made within three days to any 
person (other than the person summoned) 
who is identified in the description of the 
records contained in the summons. Such 
notice may be personally served, mailed by 
certified or registered mail to the last 
known address of such person, or in the 
absence of a last known address, left 
with the person summoned. 26 U. S. C. 
§ 7609(a) (2). 


Parties to this action have disputed the 
technical sufficiency of notice. In two 
declarations submitted to the court, Agent 
Inch has alleged sufficiency of notice to 
both FSC and SYCOM. FSC alleges that 
it did not receive notice within three days 
of summonses to the third-party record 
keeper despite the IRS’ access to SYCOM’s 
business address through past tax returns 
and correspondence. 


The court ruled at the time of hearing 
that the summonses should not be quashed 
on the grounds of improper notice. With- 
out resolving the questions of fact as to 
the technica! validity of the notice to FSC 
and SYCOM, it is clear that neither has 


1 Petitioners have cited two cases in support 
of their contention that unless notice in this 
case is technically precise, summonses are ad- 
ministratively flawed and must fail under the 
first test of United States v. Powell [64-2 ustc 
| 9858], 379 U. S. 48 (1964). However, in the 
first of those cases, Alta Sierra Vista Inc. Vv. 
Comnmvr [Dec. 32,649], 62 T. C. 367 (1974), aff'd, 
538 F. 2d 334 (9th Cir. 1976), involving notice 
under § 6212(b)(1), the court merely concluded 
that under the facts of the case the IRS was 
entitled to mail its notice to the ‘‘last known 
address’’ within the commissioner’s knowledge. 
Nothing in that case bears dispositively on 
whether the IRS notice to SYCOM of a sum- 
mons to third-party record keeper Crocker 
Bank was fatally improper because the IRS 
claimed to have no ‘‘last known address’’ for 
that corporation. On the contrary, the court 
in Alta Sierra noted that whatever the objec- 
tions of petitioners to the accuracy of the 
address used by the IRS, that address actu- 
ally provided the petitioner with prompt and 
fair notice and such notice is the ‘‘gist’’ of the 
statute. ; 
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been prejudiced by the form of notice. 
Both are before the court on timely peti- 
tions to quash. Adopting the rationale of 
Barnhart v. United Penn Bank, 515 F. Supp. 
1198 (M.D. Pa. 1981), this court concludes 
that as petitioners have full notice of the 
summonses and are in a procedural posture 
to assert their legal arguments against dis- 
closure, no purpose would be served by 
delaying resolution on the merits of the 
issues raised by petitioners. 


The court is not persuaded by petition- 
ers’ claims that documents sought from 
third-party record keepers are already con- 
structively or actually in possession of the 
IRS. The criterion that the information 
sought is not already in the possession of 
the IRS does not deprive the Service of 
obtaining source or primary documents or 
records that would shed light on the accu- 
racy of taxpayer records previously ob- 
tained. See United States v. Luther [73-2 
ustc 7 9570], 481 F. 2d 429, 432 (9th Cir. 
1973). The purpose of the requirement is 
to guard against overreaching by the 
Service. United States v. Powell [64-2 ustc 
7 9858], 379 U. S. 48, 56 (1964). To invoke 
the limitation in this case would not only 
be contrary to the facts but would also 
permit a taxpayer to play cat-and-mouse 
with relevant records in order to defeat an 
investigation into its civil tax liability. A 
brief reference to those facts shows why 
this is so. At the evidentiary hearing peti- 
tioners argued that because the IRS had 
an informant at FSC and SYCOM it has 
constructive possession of all documents in 
the offices of both corporations. This is 
wholly absurd. Equally without merit is 
the argument that those documents which 


In the other case cited by petitioners, United 
States v. Desert Palace Inc., 79-1 ustc (CCH) 
1 9296 (D. Nev. 1979), the IRS had sent no 
notice at all to taxpayer petitioners because 
it did not regard Desert Palace as a third-party 
record keeper. Under those circumstances, the 
court held that informal actual notice was 
insufficient. In the instant case, such a holding 
is unnecessarily harsh and the court concludes 
that the result in Barnhart is more persuasive. 
The IRS has left notice with the third-party 
record keeper pursuant to § 7609(2) because it 
allegedly had no last known address available 
for SYCOM, which had not filed a tax return 
for the most recent tax year. Petitioners, who 
have not been prejudiced by any technical 
deficiencies in notice, would needlessly delay 
proceedings on the merits by requiring that 
the IRS issue a new summons and mail notice 
to a last known address. It is ironic that if 
the IRS had mailed notice to a last known 
address which was no longer accurate, such 
formal mailing of notice would have sufficed 
to satisfy notice requirements even if SYCOM 
received no actual notice. 
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petitioners allegedly made available to Ma- 
jor Inch, but which Agent Inch did not 
examine or copy, are constructively in the 
possession of the IRS. 


The court’s ruling is unaffected by volun- 
tary delivery of documents to the IRS on 
October 1, 1984, subsequent to the eviden- 
tiary hearing. The validity of the sum- 
monses must be determined as of the date 
of their issuance. United States v. Cromer 
[73-2 ustc 7 9522], 483 F. 2d 99, 101 (9th 
Cir. 1973). In any case, this court has 
already ruled that the IRS is entitled to 
retrieve documents from their source and 
need not rely on documents supplied by 
the corporations voluntarily. Because the 
IRS can not determine whether such 
records are accurate or complete without 
going to the source, it is entitled to con- 
clude that summons of bank records is 
“necessary” to obtain information “not 
otherwise reasonably available.” § 6103(k) 
(6). See also Liberty Financial Service v. 
United States, C-84-2461-SC (IRS entitled 
to examine materials from their “source” 
and need not rely upon representations by 
taxpayers that they have forwarded all 
relevant documents). 


II. Relevance of Records to IRS In- 
vestigations. This court has ruled that peti- 
tioners have not made a prima facie case of 
harassment based upon the issuance of these 
and related summonses. As the court noted at 
the evidentiary hearing, the IRS is entitled 
to investigate taxpayers for potential viola- 
tions of the tax code and the court will not 
second-guess IRS selection of any partic- 
ular taxpayer for audit so long as that 
entity may fall within the parameters of a 
particular tax provision. Petitioners com- 
plain of twelve summonses issued to cor- 
porations within the Sytel Group since 
summonses relating to SYCOM and FSC 
were issued. As this court noted at the 
hearing, twelve or so summonses to a large 
group of related entities is not evidence 
of excessive zeal or harassment of tax- 
payers by the IRS. At the hearing it was 
divulged that there are a substantial number 
of related entities which appear to be re- 
ea aie the F Sh oe eal mE i 


Court in United States v. Arthur Young [84-1 
ustc 9305], — U. S. — 104 S. Ct. 1495 
(1984). 


First, the records are clearly relevant to 
a tax audit of either FSC or SYCOM, 
regardless of their usefulness in an investi- 
gation for promoter penalties. FSC has 
long been under audit for failure to file 
timely tax returns. Petitioners dispute only 
that there is a similar audit of SYCOM. 
In light of SYCOM’s failure to file returns 
for 1983, it is difficult to regard as candid 
or even reasonable petitioners’ expressions 
of surprise at the possibility that the IRS 
is conducting an audit of that corporation. 
The niceties of internal IRS procedures as 
to filing of “blue” or “brown” cards are 
not dispositive in this case, The court is 
satisfied that the IRS was and is conduct- 
ing an audit of the Sytel Group, which 
included FSC and SYCOM. The IRS has 
adequately demonstrated to the court that 
the inspection of records held by third- 
party record keepers Crocker and Bank of 
America would throw light on the correct- 
ness of the taxpayer’s returns. 


Furthermore, the court is satisfied that 
records sought from third-party record 
keepers Bank of America and Crocker 
Bank are relevant to an investigation of 
FSC and SYCOM for violations of § 6700. 
They may aid the IRS in determining 
whether the entities overvalued the com- 
modities offered for sale and whether any 
misrepresentations were made to purchasers 
in connection with the sale of such com- 
modities. Only after the IRS concludes that 
FSC or SYCOM has violated the provi- 
sions of §6700, may it assess penalties 
based upon the gross income of those cor- 
porations. Therefore, as to the penalty 
aspect the court rejects the notion that the 
IRS may now be entitled to the records 
for the purpose of determining the penalty 
amount. First it must establish liability. 
As explained above the court finds that the 
documents are relevant for audit and abu- 
sive tax shelter liability purposes in any 
event. Thus the prematurity of areas for 
penalty purposes is not critical or disposi- 
tive. Since SYCOM and FSC have failed 
to file tax returns, the IRS is clearly en- 

ons records from which it 
Benes) income for the rele= 
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determine the identities and tax liability of 
investors in FSC and SYCOM. Thus, they 
argue the Service must follow the proce- 
dures for obtaining John Doe summonses 
under § 7609(f).2 Their reference to the 
_ record, which they claim demonstrates this 
purpose, is less than scrupulous. Agent 
Inch conceded that the bank records would 
reveal the identity of potential investors. 
But he went on to explain that follow ups 
with these investors would aid in assessing 
overvaluation or whether misrepresentations 
were made. The court is satisfied that 
there is not an additional or incidental 
purpose within the scope of the Tiffany 
line of cases. United States v. Tiffany Fine 
Arts, Inc. [83-2 ustc 79596], 718 F. 2d 7 
(2d Cir. 1983), cert: granted, — U. S. —, 
104 S. Ct. 1705 (1984). Even if there were 
a dual purpose the court finds Tiffany and 
the cases in agreement with it more per- 
suasive than Umted States v. Thompson 
[83-1 ustce J 9244], 701 F. 2d 1175 (6th Cir. 
1983). The court is not convinced of the 
merits or good faith arguments of peti- 
tioners such that it is appropriate to stay 
any determination awaiting the outcome of 
Tiffany before the Supreme Court. 


Consequently, motions to quash the sum- 
monses must be denied, as the summonses 
request documents that clearly satisfy this 
circuit’s: minimal requirements for relevancy 
and materiality. United States v. Ryan, 
455 F. 2d 728 (9th Cir. 1971). IRS en- 
forcement proceedings are intended to be 
summary in nature. While the govern- 


ment must meet only a minimal threshold 
to demonstrate relevance and purpose, the 
burden on the taxpayer to prove govern- 
ment wrongdoing is significantly greater. 
United States v. Kis [81-2 ustc f{ 9659}, 
658 F. 2d 526, 535 (7th Cir. 1981), cert. 
denied, 455 U. S. 1018 (1982); United States 
v. Stuckey [81-1 ustc 9476], 646 F. 2d 
1369 (9th Cir. 1981), cert. denied, 455 U. S. 
942 (1982). In their post hearing memo- 
randum and at the evidentiary hearing, the 
government has clarified its position, stat- 
ing precisely what investigations it is con- 
ducting with regard to petitioners and the 
relevance of the documents it seeks to 
such investigations. On the other hand, 
taxpayers have failed to meet the substantial 
burden of proving government wrongdoing. 


For these reasons, petitions to quash 
summons are denied and defendant’s mo- 
tions for summary judgment are granted. 


IZ iS SO°“ORDERED: 
Judgment 


This matter having come before this 
court, the Honorable Marilyn Hall Patel, 
United States District Judge, presiding, 
and the issues having been duly presented 
and a memorandum decision and order 
having been duly filed herein, 


IT IS ORDERED AND ADJUDGED 
that the petitions to quash summons are 
denied and defendants’ motions for sum- 
mary judgment in each of the above- 
entitled actions are granted. 


[19205] Norman J. and Beverly G. Magneson, Petitioner-Appellee v. Commissioner 


of Internal Revenue, Respondent-Appellant. 


U. S. Court of Appeals, 9th Circuit, No. 84-7069, 2/20/85.—(753 F2d 1490.) Affirm- 


ing Tax Court, 81 TC 767, Dec. 40,557. 


[Code Sec. 1031] 


Sales and exchanges: Real property: Like-kind: Nonrecognition of gain——The Ninth 
Circuit Court of Appeals, affirming the Tax Court, has held that the exchange of an 
interest in real property held for investment for a general partnership interest in a ~ 
partnership holding the same proprietorial interest for investment may be treated as 
a like-kind exchange qualified for nonrecognition of gain. In reaching its decision, the 
court downplayed continuity of ownership form, instead, focusing on continuity of 
proprietorial interest. Here, the taxpayers owned an interest in real property and ex- 
changed it for a tenancy in common in another parcel of realty, immediately following 
that exchange with an exchange of the tenancy in common for a general partnership 
interest in a partnership which held the tenancy in common for investment. Through- 
out the entire transaction, the taxpayers continued to possess and control an interest 
in realty for investment. The difference between an interest as a tenant in. common 


2?In fact the IRS successfully petitioned for 
leave to serve a Jane Doe summons on FSC, 
although that matter is now pending a deter- 
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and a general partnership interest was insignificant. As general partners, the taxpayers 
had the right to possess and control the real property interest just as they did when 
they were tenants in common. To qualify the exchanges for like-kind treatment, it was 
more important that the taxpayers continued to own a real estate interest and hold it 
for investment, than it was for them to hold the property in the exact same form of 


ownership. Back reference: {| 4606.126. 


Thomas W. Bettles, Post, Kirby, Noonan, Sweat, San Diego, Calif., for petitioner- 


appellee. 
spondent-appellant. 


Raymond Hepper, Department of Justice, Washington, D. C. 20530, for re- 


Before WALLAcE and Boocuever, Circuit Judges, and JamEson,* District Judge. 


Opinion 

BoocHEVER, Circuit Judge: We are faced 
in this case with an issue of first impres- 
sion in the Courts of Appeals: whether 
property acquired in a like-kind exchange 
with the intention of contributing it to a 
partnership. under Internal Revenue Code 
§ 721 is “held” for investment within the 
meaning of Internal Revenue Code 
§ 1031 (a). 


Petitioners Norman and Beverly Mag- 
neson exchanged a fee interest in one 
piece of real estate for a fee interest in 
another. The same day they contributed 
the acquired real estate to a limited part- 
nership in return for a general partnership 
interest. The Magnesons claim nonrecog- 
nition of gain on both the exchange and 
the contribution under sections 1031(a) and 
721 of the Internal Revenue Code.* The 
Tax Court held that the taxpayers quali- 
fied for nonrecognition, 81 T. C. 767 (1983), 
and the Commissioner appeals. We affirm. 


The Magnesons were the sole owners of 
an apartment building in San Diego, Cali- 
fornia (Iowa Street Property). They held 
the property for productive use in trade or 
business or for investment within the 
meaning of section 1031(a). N. E. R. Plaza, 
Ltd. (NER) was the sole owner of com- 
mercial property in San Diego, California, 
known as the Plaza Property (Plaza 
Property). 

Pursuant to a prearranged transaction 
consummated on August 11, 1977, the 
Magnesons transferred their fee interest in 


the Iowa Street Property to NER in ex- 
change for a ten-percent undivided fee in- 
terest in the Plaza Property. Thereafter, 
on the same day, both the Magnesons and 
NER transferred their interests in the Plaza 
Property to U. S. Trust, Ltd. (U. S. Trust), a 
limited partnership under California law. In 
exchange for cash and their ten-percent in- 
terest in the Plaza Property, the Magne- 
sons received a general partnership interest in 
U. S. Trust consisting of a ten-percent equity 
interest and a nine-percent interest in net 
profits and losses. U. S. Trust was formed 
for the purpose of acquiring, holding, and 
operating the Plaza Property. The Mag- 
nesons paid no tax on the gain realized 
from their exchange of the Iowa Street 
Property for the Plaza Property, claiming 
nonrecognition treatment under section 
1031(a). They also paid no tax on the gain 
realized from their contribution of the 
Plaza Property to U. S. Trust, claiming 
nonrecognition treatment under section 721. 


The parties agree that the contribution. 
of the Plaza Property to U. S. Trust quali- 
fies for nonrecognition of gain under sec- 
tion 721, which provides that “[n]Jo gain 
or loss shall be recognized to a partner- 
ship or to any of its partners in the case 
of a contribution of property to the part- 
nership in exchange for an interest in the 
partnership.” The parties also agree that 
the Iowa Street Property and the Plaza 
Property are like-kind properties within 
the meaning of section 1031(a), which in 
1977 provided: 


©19 985, Com nmerce Clearing Hous ouse, 
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No gain or loss shall be recognized if 
property held for productive use in trade 
or business or for investment (not in- 
cluding stock in trade or other property 

- held primarily for sale, nor stocks, bonds, 
notes, choses in action, certificates of trust 
or beneficial interest, or other securities 
or evidences of indebtedness or interest) 
is exchanged solely for property of a 
like kind to be held either for productive 
use in trade or business or for investment. 


For purposes of this opinion we will use 
the phrase “held for investment” when 
discussing the holding requirement of sec- 
tion 1031(a), because the distinction be- 
tween productive use and investment is 
not at issue. 


I. The Holding Requirement of 
Section 1031(a) 


The Commissioner argues that the ex- 
change of the Iowa Street Property for the 
Plaza Property cannot qualify for non- 
recognition under section 1031(a) because 
the Magnesons did not “hold” the Plaza 
Property for investment. The Magnesons 
contend that holding the property to con- 
tribute to a partnership is “holding” the 
property for investment. The court found 
for the Magnesons. The majority concluded 
that the contribution of the Plaza Prop- 
erty to U. S. Trust was a continuation of 
the Magnesons’ investment unliquidated but 
in a modified form, and that therefore the 
Magnesons did hold the Plaza Property for 
investment. 81 T. C. at 771-72. We review 
the Tax Court’s conclusions of law de novo, 
noting however that its opinions are en- 
titled to respect because of its special 
expertise in the field. California Federal 
Life Insurance Co. v. Commissioner [82-2 
ustc J 9464], 680 F. 2d 85, 87 (9th Cir. 
1982). 


To qualify for nonrecognition treatment 
under section 1031(a), the taxpayer must, 
at the time the exchange is consummated, 
intend to hold the property acquired for 
investment. Regals Realty Co. v. Commis- 
stoner [42-1 ustc J 9468], 127 F. 2d 931, 
934 (2d Cir. 1942); see Margolis v. Com- 
missioner [64-2 ustc J 9755], 337 F. 2d 1001, 
1003-05 (9th Cir. 1964). Numerous cases 
have held that the taxpayers’ intent at 
the time of the exchange to liquidate their 
interest in the property acquired disquali- 
fies the exchange from nonrecognition 
under section 1031(a). See, e¢.g., Regals 


Realty, 127 F. 2d at 933-34 (intent to sell); 
Click v. Commissioner [CCH Dec. 38,790], 
78 T. C. 225, 233-34 (1982) (intent to give 
as gift); Lindsley v. Commissioner, T. C. M. 
(P-H) 1983-729, at 3047-48 (intent to give 
to charity); Land Dynamics v. Commis- 
stoner, T. C..M. (P-H) 1978-259, at 1107-08 
(intent to sell). But see Wagensen v. Com- 
missioner [CCH Dec. 37,051], 74 T. C. 653, 
658-59 (1980) (intent at time of exchange 
to hold for productive use not negated by 
desire to give eventually to children). It 
is stipulated that the Magnesons intended 
at the time of the exchange to hold the 
property for contribution to U. S. Trust. 
Therefore, the Magnesons’ exchange can 
only qualify under section 1031(a) if con- 
tributing property to a partnership in re- 
turn for an interest in the partnership is 
“holding” the property for investment 
within the meaning of section 1031(a). 


We have found no precedent on point 
at either the Tax Court or the circuit court 
level. Revenue Ruling 75-292, 1975-2 C. B. 
333, relied on by the Commissioner, ad- 
dresses a related question: whether a like- 
kind exchange followed by a transfer for 
stock under section 351” to a controlled 
corporation qualifies for nonrecognition 
under section 1031(a). The Service ruled 
that the property transferred to the corpo- 
ration was no longer held by the taxpayer, 
and gain was recognized on the exchange. 
Id. at 334. Revenue rulings, however, are not 
binding on this court. Ricards v. United 
States [81-2 ustc J 13,421], 683 F. 2d 1219, 
1224 & n. 12 (9th Cir. 1981) (rulings not 
dispositive although entitled to considera- 
tion as “body of experience and informed 
judgment”). More significantly, transfer 
to a corporation in exchange for shares is 
distinguishable from transfer to a partner- 
ship for a general partnership interest in 
several important ways. 


First, a corporation is a distinct entity, 
apart from its shareholders, whereas a 
partnership is an association of its partner- 
investors. Shareholders have no ownership 
interest in the assets of a corporation; 
partners own the assets of a partnership. 
Shareholders have no participation in daily 
management of corporate assets and very 
little participation in long-term manage- 
ment; general partners are the managers 
of the partnership. Thus when the owner 
of property transfers it to a corporation in 


2 Section 351 provides, in pertinent part: 
(a) General rule.—No gain or loss shall be 
recognized if property is transferred to a cor- 


poration by one or more persons solely in ex- 
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change for stock securities in such corporation 
and immediately after the exchange such person 
or persons are in control (as defined in section 
368(c)) of the corporation. 
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exchange for shares, he _ relinquishes 
ownership and control of the property. In 
contrast, he retains both in a transfer to 
a partnership for a general partnership 
interest. 


Second, a like-kind exchange followed 
by a section 351 transfer, viewed as a 
whole, results in the exchange of property 
for stock. The parenthetical clause of sec- 
tion 1031(a) expressly excludes stock as 
property eligible for exchange, but there 
is no such prohibition on exchange of part- 
nership interests. Long v. Commissioner 
[CCH. Dec. 38,402], 77 T. C. 1045, 1066-68 
(1981) (rejecting Commissioner’s argument 
that partnership interests fit within ex- 
clusionary clause as choses in action or 
evidences of interests). Revenue Ruling 
75-292 is therefore inapplicable to this case. 


The central purpose of both sections 721 
and 1031(a), as stated by the Treasury Reg- 
ulations, is to provide for nonrecognition 
of gain on a transfer of property in which 
the differences between the property parted 
with and the property acquired “are more 
formal than substantial,” and “the new 
property is substantially a continuation of 
the old investment still unliquidated.” Treas. 


Reg. 1.1002-1(c), T. D. 6500, 25 Fed. Reg. 


11910 (1960).° The regulations reflect the 
legislative history of the predecessor of 
section 1031(a). See H. R. Rep. No. 704, 
73d Cong., 2d Sess. 12, reprinted mm 1939-1 
C. B. (pt. 2) 554, 564; Starker v. United 
States [79-2 ustc 9 9541], 602 F. 2d 1341, 
1352 (9th Cir. 1979) (section 1031 “designed 
to avoid the imposition of a tax on those 


2The full text of Treas. Reg. 1.1002-1 is as 
follows: 

(a) General rule. The general rule with re- 
spect to gain or loss realized upon the sale or 
exchange of property as determined under sec- 
tion 1001 is that the entire amount of such 
gain or loss is recognized except in cases where 
supecific provisions of subtitle A of the Code 
provide otherwise. 

(b) Strict construction of exceptions from 
general rule. The exceptions from the general 
rule requiring the recognition of all gains and 
losses, like other exceptions from a rule of 
taxation of general and uniform application, 
are strictly construed and do not extend either 
beyond the words or the underlying assump- 
tions and purposes of the exception. Non- 
gnition is accorded by the Code DUS if rhe 


dated; and, in the case of reorganizations, that 


who do not ‘cash in’ their investments’ in 
trade or business property”). Furthermore, 
as the Tax Court noted, the regulations 
unequivocally describe section 721 as rep- 
resenting a continuation, not a liquidation, 
of the old investment. The case law, the 
regulations, and the legislative history are 
thus all in agreement that the basic reason 
for nonrecognition of gain or loss on trans- 
fers of property under sections 1031 and 721 
is that the taxpayer’s economic situation 
after the transfer is fundamentally the same 
as it was before the transfer: his money is 
still tied up in investment in the same kind 
of property. Koch v. Commissioner [CCH 
Dec. 35,480], 71 T. C. 54, 63-64 (1978); see 
Starker, 602 F. 2d at 1352; Biggs v. Com- 
missioner [CCH Dec. 35,035], 69 T. C. 905, 
913-14 (1978), aff'd, [81-1 ustc 79114] 632 
F. 2d 1171 (5th Cir. 1980). This principle 
exactly describes the Magnesons’ situation. 
Before the two transactions, their invest- 
ment was a fee interest in income-producing 
real estate. They exchanged this property for 
other income-producing real estate, which they 
held as tenants in common with NER. The 
Magnesons and NER then changed the form 
of their ownership of that real estate from 
tenancy in common to partnership. They 
still own the income-producing real estate, 
and they have taken no cash or non-like- 
kind property out of the transaction. The 
Magnesons’ transactions therefore fit squarely 
within the central purpose of section 1031. 
They exchanged their investment property 
for like-kind investment property which 
they continue to hold for investment, albeit 
in a different form of ownership. 


taxpayer claiming the benefit of the exception 
must show himself within the exception. 

(c) Certain exceptions to general rule. Excep- 
tions to the general rule are made, for example, 
by sections 351(a), 354, 361(a), 371(a)(1), 
371(b) (1), 721, 1031, 1035 and 1036. These sec- 
tions describe certain specific exchanges of 
property in which at the time of the exchange 
particular differences exist between the prop- 
erty parted with and the property acquired, 
but such differences are more formal than sub- 
stantial. As to these, the Code provides that 
such differences shall not be deemed control- 
ling, and that gain or loss shall not be rec- 
ognized at the time of the exchange. The 
underlying assumption of these exceptions is 
that the new property is substantially a con- 
tinuation of the old investment still unliqui- 


the new enterprise, the new corporate strug 
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The Commissioner and the dissenting 
Tax Court judges argue that the differences 
between ownership as tenants in common 
and ownership as a partnership are so sub- 
stantial that the Magnesons cannot be re- 
' garded as having continued to hold the 
property for investment under section 
1031(a) after the partnership contribution. 
Previous like-kind exchange cases have in- 
deed looked to the nature of the taxpayer’s 
ownership interest as well as to the nature 
of the property owned to determine if the 
section 1031(a) requirements are met. See 
Estate of Meyer v. Commissioner [74-2 ustc 
7 9676], 503 F. 2d 556, 557-58 (9th Cir. 
1974) (per curiam) (general partnership 
and limited partnership interests not like- 
kind property); Pappas v. Commissioner 
[CCH Dec. 39,116], 78 T. C. 1078, 1086-87 
(1982) (general partnership for general 
partnership qualifies as like-kind); Long, 77 
T. C. at 1064-66 (joint venture for general 
partnership qualifies as like-kind); Gulf- 
stream Land & Development Corp. v. Com- 
missioner [CCH Dec. 35,838], 71) T. C. 587, 
595. (1979) (joint venture for joint venture 
qualifies as like-kind); cf. M. H. S. Co. v. 
Commissioner [78-1 ustc J 9442], 575 F. 2d 
1177, 1178 (6th Cir. 1978) (section 1033 con- 
demnation and reinvestment; real property 
proceeds put into joint venture owning real 
property; not like-kind because state law 
converted all joint venture property into 
personal property of investors so exchange 
was real for personal and not like-kind); 
Koch, 71 T. C. at 64-65 (unencumbered fee 
for fee subject to 99-year leasehold interest 
qualifies as like-kind). 


In application of federal tax statutes, state 
law controls in determining the nature of 
the legal interest the taxpayer holds in the 
property sought to be taxed. Federal law 
does not create or define property rights; 
it merely attaches tax consequences to the 
interests created by state law. Aquilino v. 
United States [60-2 ustc J 9538], 363 U. S. 
509, 512-13 (1960). The dissent and the 
majority therefore correctly looked to Cali- 
fornia law to determine and compare the 
nature of tenancy in common and partner- 
ship ownership. 


In California, a tenant in common owns 
an undivided interest in and is entitled to 
possession and enjoyment of the entire 
property. Dimmick v. Dimmick, 58 Cal. 2d 
417, 422, 374 P. 2d 824, 826, 24 Cal. Rptr. 
856, 858 (1962). Title to his interest is 
vested in him, he may encumber it or sell it 
independently of his co-tenants, Meyer v. 
Wall, 270 Cal. App. 2d 24, 30, 75 Cal. Rptr. 
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236, 240 (1969), and the interest is devisable 
and descendible, see Wilkerson v. Thomas, 
121 Cal. App. 2d 479, 482, 263 P. 2d 678, 
680 (1953). Similarly, a partner is co-owner 
with his partners, as a tenant in partner- 
ship, of specific partnership property. Cal. 
Corp. Code § 15025(1)) (West Supp. 1984). 
A. general partner has the right to possess 
partnership property for the purposes of the 
partnership, although title is not vested in 
him. Cal. Corp. Code § 15025(2)(a) (West 
Supp. 1984). However, a partner’s interest 
in specific partnership property is not assign- 
able without concurrent assignment by all other 
partners, Cal. Corp. Code § 15025(2)(b) 
(West Supp. 1984), nor subject to attach- 
ment except for partnership debt, Cal. Corp. 
Code § 15025(2)(c) (West Supp. 1984), nor 
subject to marital property rights, Cal. 
Corp. Code §15025(2)(e) (West Supp. 
1984). On the death of a partner, his inter- 
est in specific partnership property vests in 
the surviving partners, not in the deceased 
partner’s devisees or heirs. Cal. Corp. Code ~ 
§ 15025(2)(d) (West Supp. 1984). 


The Tax Court minority concluded from 
these differences that the transformation of 
the Magnesons’ tenancy in common into a 
partnership interest “so changed their legal 
relationship to that property as to disqualify 
the exchange from section 1031(a) treat- 
ment.’ We disagree. While there are sig- 
nificant distinctions, we do not believe that 
they are controlling in determining the 
holding for investment issue. First, we note 
that the crucial question in a section 1031(a) 
analysis is continuity of investment in like- 
kind property. Therefore, the critical at- 
tributes in the taxpayer’s relationship to the 
property are those relevant to holding the 
property for investment. As both tenants in 
common and as general partners, the Mag- 
nesons owned an interest in the Plaza 
Property. As both tenants in common and 
as general partners, the Magnesons had the 
right to possess and control the property. 
While it is true that section 15025(2)(a) 
limits their possession and control to part- 
nership purposes, the partnership purpose 
was to hold for investment. Under these 
circumstances their control as general part- 
ners is of the same nature as their control 
as tenants in common, in each case holding 
the property for investment. 


The significant differences between the 
tenancy in common and the partnership 
interests lie in the voluntary and involun- — 
tary alienability of the property. Basically, 
the tenancy in common interest is freely 
alienable, but specific partnership property 
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is not. Because the whole premise of sec- 
tion 1031(a) is that the taxpayer’s intent is 
not to alienate the property, we believe that 
alienability distinctions are not dispositive. 
If at the time of the exchange, as here, the 
taxpayer intends to contribute the property 
to a partnership for a general partnership 
interest, and the partnership’s purpose is to 
hold the property for investment, the hold- 
ing requirement of section 1031(a) is satis- 
fied despite the limited alienability of specific 
partnership property. 


The Commissioner contends that the Tax 
Court majority, in focusing exclusively on the 
continuity of investment principle underlying 
section 1031(a), ignored the equally impor- 
tant technical requirements of the section 
itself. Treasury Heguistion 1.1002- 1) pro- 
vides: 


The exceptions from the general rule 
requiring the recognition of all gains and 
losses .. . are strictly construed and do 
not extend either beyond the words or 
the underlying assumptions and purposes 
of the exception. Nonrecognition is ac- 
corded by the Code only if the exchange 
is one which satisfies both (1) the spe- 
cific description in the Code of an ex- 
cepted exchange, and (2) the underlying 
purpose for which such exchange is ex- 
cepted from the general rule. 


The Commissioner contends that this dou- 


.ble test applies, and that even if this trans- 


action satisfies the “underlying purpose” 
prong of the test, it still fails to qualify 
under the “specific description” prong be- 
cause technically the partnership and not 
the taxpayers holds the acquired property. 
This circuit, however, rejected an analogous 
argument in Starker, 602 F. 2d at 1352-53, 
refusing to give such a narrow construc- 
tion. The Commissioner argued in Starker 
that the language of the regulation quoted 
above, as applied to section 1031(a), re- 
quired simultaneous transfer for section 
1031(a) nonrecognition. After analyzing 


‘the legislative history of section 1031(a) 


and concluding that it did not support the 
Commissioner’s position, the court stated: 


- [T]here is a second sound reason to 
applicability Pease Treas. erally 


nonrecognition because taxpayer intended 
to take cash only if no property available); 
Alderson v. Commissioner [63-2 uSstc { 9499], 
317 F. 2d 790, 793 (9th Cir. 1963) (three- 
corner exchange); Biggs, 69 T. C. at 913-14 
(four-corner exchange); 124 Front Street, 
Inc. v. Commissioner [Dec. 33,448], 65 T. C. 
6, 17-18 (1975) (taxpayer can advance 
money toward purchase price of property 
to. be acquired); Coupe v. Commissioner 
[Dec. 29,610], 52 T. C. 394, 405-09 (1969) 
(taxpayer can locate and negotiate for the 
property to be acquired); J. H. Baird Pub- 
lishing Co. v. Commissioner [Dec. 25,816], 
39 T. C. 608, 611 (1962) (taxpayer can 
oversee improvements on the land to be 
acquired). Applying the Starker manner of 
construing the section, we decline to read 
into section 1031(a) the requirement that 
the taxpayer continue to hold the acquired 
property by the exact form of ownership in 
which it was acquired. So long as, as in 
this case, the taxpayers continue to own the 
property and to hold it for investment, a 
change in the mechanism of ownership 
which does not significantly affect the 
amount of control or the nature of the 
underlying investment does not preclude ~ 
nonrecognition under section 1031(a). 


II. The StepTransaction Doctrine 


As an alternate position, the Commis- 
sioner contends that the step transaction 
doctrine should be applied in this case and 
would preclude section 1031(a) nonrecog- 
nition. Under this doctrine, the court must — 
view the transaction as a whole even if the 
taxpayer uses a number of steps to con- 
summate the transaction. See Commissioner 
v. Court Holding Co. [45-1 ustc J 9215], 324 
U. S. 331, 334 (1945). A taxpayer may not 
secure, by a series of contrived steps, differ- 
ent tax treatment than if he had carried out 
the transaction directly. Crenshaw v. United 


_ States [71-2 ustc § 9698], 450 F. 2d 472, 


475-78 (5th Cir. 1971), cert. denied, 408 
U. S. 923 (1972). Viewed as a whole, the 
Commissioner argues that the Magnesons 
have exchanged their fee interest in the 
Iowa Street Property for a partnership 
interest in U. S. Trust, which the Commis- 
sioner contends is not like-kind property 
under this court’s decision i in ec Ne, cig F. 
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out with the Iowa Street Property, which 
was worth one tenth of the Plaza Property. 
NER owned 100% of the Plaza Property. 
NER and the Magnesons wanted to end up 
owning the Plaza Property together in a 
partnership, and the Magnesons wanted to 
pay for their share with the Iowa Street 
Property. The Magnesons could have sold 
the Iowa Street Property, used the pro- 
ceeds to buy ten percent of the Plaza 
Property, and then formed the partnership 
with NER, but that would have added a 
step to the transaction, rather than being 
a more direct route than that taken. Alter- 
natively, NER and the Magnesons could 
have formed the partnership with the Iowa 
Street Property and ninety percent of the 
Plaza Property, and then the partnership 
could have exchanged the Iowa Street 
Property for the remaining ten percent of 
the Plaza Property. Again, this is no more 
direct than the method by which the 
Magnesons chose to carry out the trans- 
action. Between two equally direct ways of 
achieving the same result, the Magnesons 
were free to choose the method which en- 
tailed the most tax advantages to them. 
Biggs, 69 T. C. at 913 (quoted in Starker, 602 
Be2diatli353an2 10): 


Even if we apply the step transaction 
doctrine, and view the transaction as an 
exchange of the Magnesons’ fee interest 
in the Iowa State Property for a partner- 
ship interest in the Plaza Property, we be- 
lieve that the transaction qualifies under 
section 1031(a).* The Commissioner argues 
that this case is controlled by Meyer, which 
held that a general partnership interest and 
a limited partnership interest were not 
like-kind although the underlying property 
in each partnership was like-kind. Meyer, 
503 F. 2d at 558. Meyer based its holding 
on the significant differences between gen- 
eral and limited partnership interests. A 
general partner has “a broad spectrum of 
‘rights and liabilities,” cd. at 557, including, 
importantly, general liability and rights to 
management and control. A limited part- 
ner’s rights are restricted to certain inspec- 
tion and accounting rights, and the power 
to dissolve the partnership under certain 
circumstances. Cal. Corp. Code §§ 15507, 
15510, 15515-15517. A limited partner may 
not actively participate in running the busi- 
ness. He is “primarily an investor, depend- 
ent upon the efforts of others to make a 


4 We note that for transactions executed after 
July 18, 1984, Congress has amended section 
1031(a) to exclude the exchange of partnership 
interests. Deficit Reduction Act of 1984, Pub. 
L. No. 98-367, § 77, 98 Stat. 494, 595; see H. R. 
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profit,” and has limited liability. Meyer, 
503 F. 2d at 558. Thus Meyer is based on 
the change in the taxpayer’s ability to 
manage and control the property. 


Meyer is not controlling in this case be- 
cause, as discussed above, the rights of a 
fee owner and of a general partner to man- 
agement and control are very similar. 
Rather than losing any participation in 
operating the investment property, as did 
the taxpayer in Meyer, the Magnesons as 
general partners are the managers of their 
investment, just as they were when they 
owned the Iowa Street Property in fee 
simple. Thus, we reject the Commission- 
er’s argument that application of the step 
transaction doctrine disqualifies this ex- 
change for section 1031(a) nonrecognition. 


Finally, we note that a critical basis for 
our decision is that the partnership in this 
case had as its underlying assets property 
of like kind to the Magnesons’ original 
property, and its purpose was to hold that 
property for investment. Recent Tax Court 
cases considering the exchange of one 
partnership interest for another have 
looked to the underlying assets of the 
partnerships and required not only that the 
partnership interests be of like kind, e. g., 
general for general, or general for joint 
venture, but that the underlying assets be 
of like kind. See Pappas, 78 T. C. at 1087; 
Gulfstream, 71 T. C. at 594-96. The purpose 
of this scrutiny is to prevent taxpayers 
from creating partnerships to hold assets 
that are not of like kind, and then exchang- 
ing the seemingly like-kind partnership in- 
terests. In such a case, the partnership 
form is being used artifically to shield from 
recognition an exchange that otherwise 
would not qualify under section 1031(a), 
Gulpsircaw, 7 lee Ce at 595> and. the whax 
Court properly prescribed scrutiny of the 
underlying assets to prevent such abuse. 
In the Magnesons’ situation, whether we 
view the transaction as an exchange follow- 
ed by a contribution, or as an exchange of 
real estate for a partnership interest, we 
will examine the purpose and underlying 
assets of the partnership acquired to deter- 
mine if the Magnesons have a continuing 
investment in like-kind property. The prop- 
erty the Magnesons contributed to the part- 
nership was, of course, of like kind to their 
original property. The rest of the partner- 
ship property was also like-kind, and the 


Rep. No. 432, 98th Cong., 2d Sess. 1231-34, 
reprinted in 6B 1984 U. S. Code Cong. & Ad. 
News 1, 201-04 (revision aimed primarily at for- 
bidding tax-free exchange of ‘‘burned-out’’ tax 
shelter partnership interests). 
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partnership’s purpose was to hold real 
estate investment property, the kind of 
property that the Magnesons initially 
owned. Therefore, the Magneson’s ten- 
percent partnership interest in the under- 
lying assets was entirely in like-kind prop- 
erty to their original investment, and the 
transaction qualifies under section 1031(a). 
In contrast, if the Magnesons had made the 
same initial exchange for like-kind real 
estate, but had contributed the real estate 
to a partnership that did not hold it for 
investment, or that did not have as the 
predominant part of its assets other like- 
kind real estate, the exchange would not 
qualify under section 1031(a). This would 
be so because once the Magnesons con- 
tributed their property, the underlying 
assets of their investment are the other 


assets of the partnership, and if those assets 
are not of like-kind to the Magnesons’ 
original real estate investment, the Magne- 
sons have not continued their investment in 
like-kind property. 


Our holding in this case is limited to 
those situations in which the taxpayer 
exchanges property for like-kind property 
with the intent of contributing the acquired 
property to a partnership for a general 
partnership interest. Further, the taxpayer 
must show, as the Magnesons have here, 
that the purpose of the partnership is to 
hold the property for investment, and that 
the total assets of the partnership are 
predominantly of like kind to the taxpay- 
er’s original investment. 


AFFIRMED. 


[9206] Elmer H. Drum and Linda L. Drum, Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, Mid. Dist. Pa., Civil No. 83-0399, Civil No. 83-0369, 2/21/85.— 


(602 F Supp 834.) 


[Code Sec. 7602¢c)] 


Summonses: Examination of books, witnesses: Criminal proceedings recommended: 
Summons enforced.—Code Section 7602(c) does not prohibit the IRS from continuing 
to execute a summons following a Justice Department referral when the summons was 
validly issued and enforced prior to the Justice Department referral. Although it ap- 
peared to the court that Congress may have intended Code Section 7602(c) to prevent 
the IRS from using its summons power in any manner after a Justice Department 
referral, the court found the language of the Code section unambiguously failed to 
prevent the continued execution of a validly issued and enforced summons, The tax- 
payers sought to quash summonses served on two banks and a company in January 
and March of 1983, which were ordered enforced in June and July of 1983, after the IRS 
referred its investigation of the taxpayer to the Department of Justice with a recom- 
mendation that the taxpayer be prosecuted for criminal violations of the tax laws in 
August of 1984. Back references: {| 5924.08 and 5924.65. 


W. David Marcello, Marcello & Lepley, 30 West Third St., Williamsport, Pa. 17701, 
for plaintiff. Frederick E,. Martin, Assistant United States Attorney, Lewisburg, Pa. 
17837, Michael J. Salem, Department of Justice, Washington, D. C. 20530, for defendant. 


Opinion of the Drums. This case presents the ap- . 
5 Pe parently novel question of whether the IRS 


“may continue to execute a summons fol- 


Mur, District Judge: Section 7602(c) (1) 


of Title 26 of the United States Code pro- 


vides that after a “Justice Department refer- 
Ne, the ‘Internal Revenue Service may not 
ministrative | summons or begin an 


lowing a Justice Department referral when 


the summons was validly issued and en- 


forced prior to a Justice Department referral. 
Background. 


In January et March 1983, the IRS. 
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to quash the summonses directed to the 
banks. In Civil Action No. 83-399, the 
Drums petitioned this Court to quash the 
summons directed to Kidder, Peabody & 
Company. The United States opposed the 
_Drums’ petitions to quash the summonses 
and moved for summary enforcement of 
the summonses pursuant to 26 U. S. C. 
§ 7604. In orders dated June 15 and July 
14, 1983, this Court denied the Drums’ 
petitions to quash the summonses and 
granted the United States’s motions for 
summary enforcement. This Court’s orders 
were affirmed by the United States Court 
of Appeals for the Third Circuit in May, 
1984. Drum v. United States, 735 F. 2d 1348 
(3d Cir. 1984). 


On August 31, 1984, the IRS referred 
the investigation of the Drums to the De- 
partment of Justice with a recommenda- 
tion that the Drums be prosecuted for 
criminal violations of the tax laws. The 
action of the IRS constituted a “Justice 
Department referral’ as defined by 26 
U.S. C. § 7602(c) (2) (A) (4). 


On November 8, 1984, the Drums again 
filed motions to quash the summonses. The 
Drums argue that continued execution of 
the summonses following the Justice De- 
partment referral is prohibited by 26 U. S. C. 
§ 7602(c)(1).. Section 7602(c)(1) provides 
that: 


No summons may be issued under this 
Title, and the Secretary may not begin 
any action ... to enforce any summons, 
with respect to any person, if a Justice 
Department referral is in effect with re- 
spect to such person. 
Hearings on the Drums’ motions were held 
on December 19, 1984 and January 9, 1985. 
The Court learned at the first hearing that 
there was a dispute between the parties as 
to whether this matter was moot; the United 
States indicated that there was some doubt 
as to whether the IRS would continue to 
execute the summonses on or after the 
date of the hearing. The Court therefore 
continued the hearing to January 9, 1985 to 
allow the parties the opportunity ‘to ad- 
dress the question of whether the Drums’ 
motions were moot. 


At the January 9, 1985 hearing, the 
United States represented that the IRS 
would not make any additional efforts to 
seek compliance with the summons di- 
rected to Kidder, Peabody & Company. 
Consequently, the Drums’ motion in Civil 
Action No. 83-399 is moot. However, the 
Government indicated that the IRS would 
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continue to seek execution of the sum- 
monses directed to Northern Central Bank 
and the Muncy Bank & Trust Company. 
Because neither party has indicated to the 
Court since January 9, 1985 that the IRS 
will not continue to seek enforcement of 
the summonses at issue in Civil Action No. 
83-0369, it appears that the dispute with re- 
spect to these summonses should be re- 
solved by this Court. 


Discussion. 


The Drums raise two arguments in sup- 
port of their motion to quash the sum- 
mionses. First, they argue that the action 
of the IRS since the August 31, 1984 Jus- 
tice Department referral constituted “[be- 
ginning an] action... to enforce [a] sum- 
mons,” under 26 U. S. C. §7602(c)(1) and 
the action of the IRS is thus expressly for- 
bidden by that statute. Second, the Drums 
contend that assuming the action of the 
IRS is not expressly forbidden by Section 
7602(c)(1), it would be consistent with the 
intent of Congress in enacting the statute 
to construe the statute as prohibiting not 
only the beginning of an action to enforce 
the summons but continuation of enforce- 
ment of a summons as well following a 
Justice Department referral. 


The Drums’ first argument is unper- 
suasive. Beginning an action to enforce 
a summons involves the filing by the 
United States of a motion or petition seek- 
ing enforcement of a summons under 26 
U. S. C. § 7604. The United States began 
the action to enforce the summonses in 
Civil Action No. 83-0369 when it requested 
summary enforcement of the summonses 
in its response to the Drum’s motion to 
quash. Moreover, in view of the fact that 
the summonses were enforced as of July 
14, 1983, the action to enforce the summons 
clearly was begun before the August 31, 
1984 Justice Department referral and is not 
expressly prohibited by § 7602(c) (1). 


We next consider the Drum’s argument 
that although § 7602(c)(1) does not by its 
terms prohibit execution of the summonses 
at issue in this case, it clearly was in- 
tended by Congress to prohibit such action. 
In Section 7602 Congress adopted a so- 
called “bright line” rule regarding issuance 
and enforcement of third party administra- 
tive summonses. See Moutevelis v. United 
States [84-1 ustc J 9220], 727 F. 2d 313, 314- 
15 (3d Cir. 1984); Pickel v. United States, 
756. 2d) 1/6) 183) (3d Cir 1984) ar cine 
“bright line” of section 7602 is the point 
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at which the IRS makes a Justice Depart- 
ment referral as defined by § 7602(c)(2). 
Congress apparently chose to prohibit is- 
suance or the beginning of any action for 
the enforcement of an administrative sum- 
mons following a Justice Department re- 
ferral because use of an administrative 
summons to compel a third party to pro- 
duce documents in connection with the 
criminal investigation of the taxpayer would 
invade the function of the grand jury and 
would broaden the Justice Department’s 
right to discovery in criminal cases. See 
Moutevelis v. United States [841 vustc 
§ 9220], 727 F. 2d 313, 314-15 (3d Cir. 1984). 
See also United States v. LaSalle National 
Bank [78-2 uste § 9501], 437 U. S. 298, 
320-21 (1978) (Stewart, J., dissenting). 


Although section 7602 defines the power 
of the IRS to issue or to seek enforcement 
of a summons before or after a Justice De- 
partment referral, it does not address the 
question of whether the IRS has the power 
to execute a previously issued summons 
following the referral. In Pickel v, Umiied 
States, 746 F. 2d 176, 183 (3d Cir. 1984), 


‘the Court of Appeals stated in dictum 


that “the summons power” ends when the 
IRS makes a Justice Department referral. 
The statute itself does not address the 
“summons power” involved in this case, 
t.e., the power to execute a validly issued 
summons following a Justice Department 
referral. The apparent logic of Section 
7602 as discussed in Pickel, Moutevelis and 
other cases indicates that Congress in- 
tended that the IRS have no power to ex- 
ecute a summons following a Justice 
Department referral. Even if a summons 
was valid when issued and was properly 
enforced because issuance and enforce- 
ment occurred before the referral, con- 
tinued execution of the summons subse- 
quent to the referral would involve inter- 
ference with the power of the grand jury 
and broadening of the Justice Depart- 
ment’s right to discovery in criminal in- 
vestigations. See Moutevelis, 727 F. 2d at 


314-15. See also U. S. v. LaSalle National 
Bank [78-2 ustc J 9501], 437 U. S. 298, 320" 
21 a oe Legg J., ine 


suppress any improperly obtained evidence 
in any criminal prosecution that might be 
brought against the taxpayer. We _ find 
this argument unpersuasive. The avyail- 
ability of a suppression hearing to prevent 
the use of evidence improperly obtained by 
the IRS through use of an administrative 
summons would arguably eliminate the 
need for any limit on the IRS’s summons 
power, including the limit in § 7602(c)(1). — 
Evidence obtained pursuant to an admin- 
istrative summons issued before a Justice 
Department referral can be suppressed by 
the taxpayer just as well as evidence ob- 
tained after a Justice Department referral. 
Thus, the Government’s argument fails to 
take into account the reason for the “bright 
line” of section 7602 prohibiting issuance 
or enforcement of a summons after a Jus- 
tice Department referral. 


In light of the foregoing, it appears to 
the Court that Congress’s intent in enact-_ 
ing § 7602(c)(1) in its present form may 
well have been to prevent the IRS from 
using. its summons power in any manner 
after a Justice Department referral. How- 
ever, the language of Section 7602 is un- 
ambiguous. The statute prevents issuance 
of or commencement of an action to en- 
force a summons after a Justice Depart- 
ment referral but it does not prevent con- 
tinued execution of a validly issued and 
enforced summons. The Drums seek to have 
the Court add language to the statute to 
cover their situation so that § 7602(c)(1) 
would read: “No summons may be issued 
under this title, and the Secretary may not 
begin any action ... to enforce or seek any 
compliance with any summons with respect 
to any person if a Justice Department re- 
ferral is in effect with respect to, such 
person.” 


We think that there is a reasonable like- 
lihood that congressional intent might be 
served if the Court were to read Section 
7602(c)(1) as suggested by the Drums. 
Nevertheless, it is improper for this Court 
to re-write congressional legislation. It is 
conceivable that the- Court of Appeals is 
willing to interpret the statute contrary to 
its plain meaning but I decline to do so. 
Jf Congress intended or now intends that 
the summonses relating to the Drums 
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Order 


1. The motion of the Drums to quash the 
summons in No. 83-0399 is denied as moot. 


2. The Drums’ motion to quash the sum- 
monses in No. 83-0369 is denied. 


3. The Clerk of Court shall close this file. 


[] 9207] Imperial Colliery Company, Inc., Plaintiff v. United States of America, 
Defendant. 


U. S. District Court. So. Dist. W. Va., Charleston Div., Civil Action No. 81-2440, 
11/21/84. —(599 FSupp 653.) 


[Code Sec. 461] 


Estimated expenses, reserves: Self-insurance reserve fund: Year deductible: Employee 
death claims.—An accrual basis self-insuring mining and manufacturing company subject 
to the provisions of the Worker’s Compensation Act of West Virginia, which awarded 
permanent total disability benefits for occupational pneumoconiosis to two of its employees 
and to the widow and infant son of a third employee, was entitled to deduct the amount 
of the reserves in the year 1975, when they were established. Once a worker’s injury 
in the course of employment had occurred and the liability thereof was not contested 
by the employer, this was sufficient to determine liability under state statute. The 
amount of the liability becoming payable in future years was to be fixed with reasonable 
accuracy through the company’s accounting practices at the close of the taxable year. 
Back references: {| 2907.279 and 2916.81. 


James H. Nix, Louis S. Southworth, W. Henry Jernigan, Jr., Jackson, Kelly, Holt 
& O’Farrell, 1500 One Valley Square, Charleston, W. Va., for plaintiff. Michael W. 


Carey, Assistant United States Attorney, Charleston, W. Va., Sara Hunt, Department of 
Justice, Washington, D. C. 20530, for defendant. 


Memorandum Order 


Knapp, Senior Judge: Plaintiff filed this 
action on November 3, 1981, pursuant to 
the provisions of 28 U. S. C. § 1346(a) (1), 
for the recovery of federal income taxes, 
plus interest, alleged to have been erro- 
neously and improperly assessed by the 
defendant. The matter is presently pend- 
ing before the Court on cross-motions for 
summary judgment. The undisputed facts 
of this case are as follows: 


Plaintiff, a West Virginia corporation 
engaged in the business of mining and 
marketing coal, has at all times relevant 
hereto maintained its books and account- 
ing records using the accrual method of 
accounting. Furthermore, at all relevant 
times, plaintiff was subject to the provi- 
sions of the Worker’s Compensation Act 
of West Virginia found in W. Va. Code, 
23-1-1, et seq. Under the provisions of 
said Act, plaintiff was required to provide 
covered employees or their representatives 
with certain benefits including (a) disability 
benefits, (b) death benefits, (c) reimburse- 
ment for medical treatment, and (d) funeral 
expenses. Plaintiff was self-insured for pur- 
poses of the Worker’s Compensation Act. 


During 1975 three of Imperial’s employ- 
ees were found by the Compensation Com- 
mission to have compensable injuries. 
1985 Standard Federal Tax Reports 
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Accordingly, awards of permanent total 
disability benefits for occupational pneumoco- 
niosis were rendered for Cecil L. Johnson 
and Ray R. Fizer, and an award of depend- 
ents’ benefits was made to the widow and 
infant son of Ronnie E. Hall. The benefits 
to Hall’s dependents were to continue until 
the later of the date on which (a) the 
widow remarries or dies, or (b) the child 
ceases to qualify as a dependent. Pursuant 
to the Act, a child is a dependent (1) 
until he reaches 18 years of age or until 
age 23 if he continues as a full-time student, 
or (2) if he is an invalid, until he ceases 
to be an invalid. Prior to December 31, 
1975, Imperial issued checks to each of 
the claimants to begin payment of the. 
benefits. 


In West Virginia when the Worker’s 
Compensation Commissioner makes an 
award, she calculates a dollar amount 
which represents the present value of the 
employee’s projected total disability of 
claims. This amount is called a “reserve 
amount” or “reserve.” For the award in 
this case, the Commissioner calculated the 
reserve amounts utilizing the table estab- 
lished by the Commission for that purpose — 
and in effect on December 31, 1975. Ac- 
cordingly, the reserves calculated by the 
Commissioner in the case of Cecil L. 
Johnson was $131,470; Ronnie E. Hall, 
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$33,188.28; and Ray R. Fizer, $131,070. 
The amount of the reserves calculated by the 
Commissioner, less the amount paid to the 
claimants by Imperial in 1975, was accrued 
as a liability by Imperial and deducted on 
its federal income tax return for 1975. The 
Internal Revenue Service disallowed those 
deductions and Imperial paid its tax defi- 
ciency. 


On July 27, 1979, Imperial filed a refund 
claim with the IRS for 1975 taxes paid 
as a result of the disallowance by the IRS 
of plaintiff's accrual of liability for the 
aforementioned workers’ compensation 
awards. After the denial of its refund, 
Imperial filed suit in district court. The 
issues presented herein for the Court’s 
determination are as follows: 


1. Had all events occurred by December 
31, 1975, to establish the liability of Impe- 
rial as a self-insurer under the West Vir- 
ginia Worker’s Compensation Act? 


2. Can the amount of the liability incur- 
red by Imperial as the result of the 
compensation awards for permanent total 
disability and dependent’s benefits be deter- 
mined with reasonable accuracy using gen- 
erally accepted actuarial techniques and 
assumptions? 


Section 461(a) of the IRS Code, 26 
U. S. C. § 461, provides: “The amount of 
any deduction or credit allowed by this 
subtitle shall be taken for the taxable year 
which is the proper taxable year under the 
method of accounting used in computing 
taxable income.” IRS regulation § 1.461-1 
(a)(2), 26 C. F. R., Part 1, § 1.461-1(a)(2) 
(1983), sets forth the appropriate test to 
determine the “proper taxable year.” Under 
this “all events” test, two requirements 
must be met for a deduction to be allowed 
in any given year, to-wit, (1) all of the 
events bearing on the fact of liability must 
-have occurred and (2) the amount of 
liability must be ascertained with reason- 
able accuracy. 


Accordingly, for Imperial to deduct the 
subject workers’ compensation claims on 
its 1975 federal tax return, all events to 
establish its liability must have occurred 

er 31, 1975. Pursuant to 


award issued by 


yn becomes 
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& Warehouse Company v. Commissioner of 
Internal Revenue, 518 F. 2d 722 (9th Cir. 
1975), held that in uncontested workmen’s 
compensation claims that the liability of 
the self-insured taxpayer (employer) is 
fixed at the time the injury to the em- 
ployee occurs. This court adopts the rea- 
soning of the Ninth Circuit and is of the 
opinion that once a worker’s 
the course of employment has occurred and 
liability thereof is not contested by the 
employer, all of the events have occurred 
to establish liability and the first require- 
ment of the “all-events’”’ test has been met. 
Imperial, therefore, has satisfied the first 
requirement of the all-events test. 


To meet the second requirement of the 
test, Imperial must show that the amount 
of the liability becoming payable in future 
years could, at the close of the taxable 
year, be fixed with reasonable accuracy 
through its accounting practices. Treasury 
Regulation §1.461-1(a)(2) sets forth a 
standard of “reasonable accuracy” instead 
of a “fixed” or. “certain” amount. It is 
apparent that this regulation anticipated 
situations where the obligation is fixed but 
the amount, although capable of estimation 
and thus properly accrued, is increased or 
diminished by subsequent events. Adjust- 
ments in the years where the liability was 
overestimated or underestimated are con- 
sistent with the original accrual and deduc- 
tion of the expense. 


Although defendant contends that it is 
not possible to make a reasonably accurate. 
determination of the amount of Imperial’s 
liability on an actuarial basis, and further 
that the record is devoid of information 
regarding the assumptions on which Impe- 
rial determined its liability, other courts, 
including the United States Tax Court, 
have accepted the reasonable accuracy of 
actuarial computations for federal income 
tax and estate and gift taxes. Cresent 
Wharf & Warehouse Company v. Commis- 
sioner of Internal Revenue, supra; Kaiser 
Steel Corp. v. US, 1982-2 ustc J 9635 (N. D. 
Cal. 1982); Wien Consolidated Airlines, Inc. 
v. Comm. of IRS [CCH Dec. 31,912], 60 
T. C. 13 (1973); affd. [76-1 ustc 9174] | 
528 F. 2d 735 (9th Cir. 1976). — 

ore, as stipulated by the parties 
: d ae the exhibits of cen 


injury in 
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Briscoe & Associates determined the The determination of the amount of the 


amounts of plaintiff’s liability to be as fol- 
lows: Cecil Johnson, $188,000; Ronnie E. 
Hall, $55,000; Ray R. Fizer, $168,000. The 
aforestated determinations were made 
without consideration of any survivor's 
benefits to which the claimants’ widows 
might be entitled. 


The Court is of the opinion that the 
unrefuted “Briscoe” figures accurately re- 
flect plaintiff-taxpayer’s liability to each of 
the respective claimants. 


Accordingly, the Court is of the opinion 
that the reasonable accuracy of plaintiff’s 
liability herein is established as a matter 
of law, and it is therefore ORDERED that 
plaintiff's motion for summary judgment 
be granted and that the like motion of the 
defendant be denied. 


recovery herein is stayed: pending the filing 
of a stipulation by the parties showing the 
amount due in accordance with the findings 
and the memorandum opinion of this Court. 
The parties are directed to file their stipula- 
tion no later than January 15, 1985. 

The Clerk is directed to mail certified 
copies of this order to counsel of record 
herein. 


Judgment Order 

In accordance with the Court’s memo- 
randum order of even date herewith, it is 
hereby ORDERED that plaintiff’s motion 
for summary judgment be granted and that 
the like motion of the defendant be denied. 

The Clerk is directed to mail certified 
copies of this order to counsel of record 
herein. 


[1.9208] Michael W. Lovell and Phyllis D. Lovell, Plaintiffs-Appellants v. United 


States of America, Defendant-Appellee. 


U. S. Court of Appeals, 7th Circuit, No. 84-1547,* 12/18/84.**—(755 F2d 517.) 
Affirming a District Court decision, 84-1 ustc { 9298. 


[Code Sec. 6702 and Fed. R. App. P. 38] 


Penalties, civil: Frivolous returns: Frivolous appeal: Costs and attorney’s fees.— 
{The taxpayers were liable for the frivolous return penalty because they filed incorrect 
and incomplete returns, claiming on the forms that they were not returns, and asserted 
frivolous arguments. The arguments put forth on appeal were found to be frivolous 
and in bad faith and the court imposed attorney’s fees and costs against the taxpayers 
under Rule 38 of the Federal Rules of Appellate Procedure. Back references: {| 5595G.50 


and 5880.36. 


Michael & Phyllis Lovell, R. R. 1 Box 82, Woodville, Wis. 54028, for plaintiffs- 


appellants. 


John R. Byrnes, United States Attorney, Madison, Wis. 53701, Glenn L. 


Archer, Jr., Assistant Attorney General, Murray S. Horwitz, Department of Justice, Wash- 


ington, D. C. 20530, for defendant-appellee. 


Before CumMMrinGs, Chief Judge, CupaHy and FLaum, Circuit Judges. 


Per Curiam; Plaintiffs appeal from a 
district court order granting summary 
judgment and assessing a $500 frivolous 
return penalty under 26 U. S. C. A. § 6702(a). 
The district court also awarded attorneys’ 
fees to the government because plaintiffs’ 
legal position was patently frivolous. We 
affirm. 


ds 
In April 1983, plaintiffs filed separate 


Forms 1040 for the 1982 tax year. Each © 


* After preliminary examination of the briefs, 
the court notified the parties that it had tenta- 
tively concluded that oral argument would not 
be helpful to the court in this case. The notice 
provided that any party might file a ‘‘‘State- 
ment as to Need of Oral Argument.’’ See Rule 
34(a), Fed. R. App. P.; Circuit Rule 14(f). No 
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plaintiff claimed no income from wages or 
salaries during 1982, although each claimed 
a refund of all the federal income and 
Social Security taxes that had been with- 
held during the year. The Lovells also 
filed Schedule C forms on which they 
claimed that their gross receipts as “labor 
contractors” were totally offset by adjust- 
ments for the “cost of labor.” Neither 
plaintiff signed the return; instead, they 
each wrote on the-signature line: “not a 
tax return (see attached letter).” The letter 


such statement having been filed, the appeal 
has been submitted on the briefs and record. 
** This appeal was originally decided by un- 
reported order on December 18, 1984. See 
Circuit Rule 35. The court has subsequently 
decided to issue the decision as an opinion. © 


{ 9208 


87,390 


U.S. Tax Cases 


Lovell v. U.S. 


explained that they sought a refund and 
that the forms filed were no tax returns 
but supporting documentation for their re- 
fund claims. 


The IRS assessed a $500 frivolous return 
penalty under § 6702(a) ;* plaintiffs paid 15% 
of the penalties and filed claims for refund 
which were denied by the IRS. Plaintiffs 
then filed the instant action in district 
court. 


Ii 


Plaintiffs contend on appeal that § 6702(a) 
does not apply to their case because the 
documents they filed did not purport to be 
tax returns within the meaning of the 
statute. This assertion is utterly meritless. 
The Fifth Circuit recently rejected an 
identical argument and we agree with the 
court’s reasoning there. Davis v. United 
States Government [84-2 ustc J 9808], 742 
F. 2d 171, 173 (5th Cir. 1984) (per curiam). 
A return must be filed in order to obtain 
the refunds plaintiffs requested. 26 C. F. R. 
§ 301.6402-3(a) (1) (1984). 


Since the plaintiffs’ stated purpose was 
to obtain a refund, the documents sub- 
mitted must be deemed to be purported 
tax returns for purposes of section 6702. 
It is true that the plaintiffs wrote on the 
forms that they were not returns, but 
this disclaimer has no effect in light of 
the plaintiffs’ stated purpose to have the 
documents treated as returns. If such a 
disclaimer were sufficient to avoid lia- 
bility under section 6702, tax protesters 
could flood the IRS with frivolous tax 
returns bearing similar disclaimers with- 
out penalty. Section 6702’s purpose of 
deterring frivolous filings would be com- 
pletely undermined. 


Nichols v. United States [84-1 ustc J 9162], 
575 F. Supp. 320, 322 (D. Minn. 1983). 


The government has established all of 
the requisite elements for §6702(a) lia- 
bility. The returns filed by plaintiffs indicate 
that the self-assessments are substan- 
tially incorrect. The fact that taxes were 
withheld demonstrates that plaintiffs re- 
ceived income in 1982; yet their returns 
indicate that they earned no income. See 
Davis, 742 F. 2d at iz. Holker v. United 


States [84-2 ustc § 9602], 737 F. 2d 751, 
753 (8th Cir. 1984) (per curiam). And 
there is absolutely no doubt that the legal 
contentions advanced by the plaintiffs are 
frivolous; indeed, plaintiffs’ arguments are 
patently absurd. 


Plaintiffs argue first that they are ex- 
empt from federal taxation because they 
are “natural individuals’ who have not 
“requested, obtained or exercised any privi- 
lege from an agency of government.” This 
is not a basis for an exemption from fed- 
eral income tax. See Holker v. United 
States. All individuals, natural or unnatural, 
must pay federal income tax on their wages, 
regardless of whether they received any 
“privileges” from the government. Plain- 
tiffs also contend that the Constitution pro- 
hibits imposition of a direct tax without 
apportionment. They are wrong; it does: 
not. U. S. Const. amend. XVI; Parker v.. 
Commissioner [84-1 ustc § 9209], 724 F. 2d 
469, 471 (Sth Cir. 1984). Finally, plaintiffs” 
assertion that money received in compensa- 
tion for labor is not taxable has been re-. 
jected by numerous courts. See, e. g., Davis, 
742 F. 2d at 172; Simanonok v. Commissioner: 
[84-1 ustc J 9460], 731 F. 2d 743, 744 (11th. 
Cir. 1984) (per curiam). Cf. United States: 
v. Koliboski, 732. F. 2d 1328, 1329 n. 1 
(7th Cir. 1984). Plaintiffs’ other arguments: 
against the income tax are equally frivolous. 


This court recently warned taxpayers who 
put forth frivolous arguments in bad faith 
that we would not hesitate to impose sanc- 
tions pursuant to Fed. R. App. P. 38. 
Granzow v. Commissioner [84-2 ustc J 9660], 
739 F. 2d 265, 269-70 (7th Cir. 1984). See 
also Edgar v. Inland Steel Co. [84-2 usTc- 
7 9819], 744 F. 2d 1276, 1278 (7th Cir.. 
1984); United States v. Ekblad, 732 F. 2d 
562 (7th Cir. 1984). Other circuits have: 
imposed sanctions in §6702 cases, see 
Martinez v. IRS [84-2 ustc § 9811], 744. 
F. 2d 71 (10th Cir. 1984) (per curiam); 
Davis, 742 F. 2d at 173; Baskin v. United 
States [84-2 ustc 196731, 738 F. 2d 975,. 
977 (8th Cir. 1984) (per curiam); Crain v. 
Commissioner [84-2 ustc J 9721], 737 F. 2d. 
1417, 1418 (5th Cir. 1984), and we believe 
sanctions are appropriate in this case. Ac- 


(B) beeen information ae on its are in-. 
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U.S. v. Aitken 


cordingly, the United States shall recover, 
from plaintiffs, reasonable attorneys’ fees 
and costs incurred in defending this appeal. 
The government shall file with this court, 


within 15 days of the date of this order, a 
submission as to the fees and costs it has 
incurred on appeal. The judgment of the 
district court is AFFIRMED. 


[1.9209] United States of America, Appellee v. Richard A. Aitken, Defendant, 
Appellant. 


U. S. Court of Appeals, Ist Circuit, No. 84-1614, 2/25/85.—(755 F2d 188.) Vacating 
and remanding unreported District Court decision. 


[Code Secs. 7203 and 7205] 


Crimes: Failure to file returns: Exemption certificates: Willfulness: Jury instruc- 
tions.—A jury’s decision to convict the taxpayer of willful failure to file tax returns 
and willful filing of false withholding exemption forms was vacated, because the district 
court had improperly instructed the jury to use an objective test in determining willful- 
ness. Rather than instructing the jury to consider the reasonableness of the taxpayer’s 
belief that tax law does not deem wages to be income, the district court should have 
instructed the jury to consider whether the taxpayer subjectively held that belief, re- 
gardless of what the law actually requires. Mistake of law may be a defense to a charge 


of willfulness. Back references: { 5709.1187, 5709.40 and 5711A.32. 


William F. Weld, United States Attorney, Boston, Mass. 02101, for appellee. Michael 
W. Reilly, Haussermann, Davison & Shattuck, One Boston Place, Boston, Mass. 02108, 


for defendant, appellant. 


Before CorFIn and BREYER, Circuit Judges, and MALeEtTz,* Senior Judge. 


CorFin, Circuit Judge. In this appeal we 
deal with the mental state required to be 
proven before one is convicted of violating 
certain Internal Revenue Code filing re- 
quirements. Specifically, we are asked to 
determine whether “wilfulness’” means a 
subjective intent to disobey the tax laws or 
merely the absence of what a jury would 
consider an objectively reasonable ground 
for failure to comply. 


Appellant, a veteran fireman in the town 
of Rockland, Massachusetts, was charged 
with wilfully failing to file tax returns for 
1979, 1980, and 1981, in violation of 26 
U. S. C. §7203, and with wilfully filing 
false withholding exemption certificates for 
1981 and 1982, in violation of 26 U. S. C. 
§ 7205. Shortly before trial was scheduled 
to begin, counsel for appellant, who had 
yet to try his first case, sought unsuccess- 
fully to withdraw from the case because of 
differences in defense strategy. A two-day 
jury trial commenced eight days later, 
counsel having unsuccessfully renewed his 
motion to withdraw. The government’s case 
was presented through four witnesses. To 
prove wilfulness the government showed 
that appellant had filed income tax returns 
for twelve years, 1966 to 1977; that he then 

* Of the United States Court of International 
Trade, sitting by designation. 


1In relevant part, zoe poloay went as fol- 
lows: 
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had failed to file returns for four succes- 
sive years, notwithstanding the receipt of 
W-2 wage and tax statements from the 
town; and that an Internal Revenue Agent 
haid explained that appellant’s reasons for 
not filing had been authoritatively dis- 
credited and that he had an obligation to 
file. Appellant testified that he did not be- 
lieve that his wages constituted income be- 
cause they involved an exchange of time 
for money, with no gain for him; that, al- 
though he had read widely, searched the 
Internal Revenue Code, and found defini- 
tions of gross income, net income, taxable 
income, etc., he had found no definition of 
income, pure and simple; and that no 
I. R. S. agent had discussed his under- 
standing with him or told him he was 
wrong. 

From the outset appellant took the posi- 
tion that, if he “innocently in good faith 
sincerely believed in his actions”, then he 
had a valid defense to the charges against 
him. Counsel for the government, in 
colloquy with the court, took issue with the 
suggestion that subjective sincerity on the 
part of a defendant was a sufficient basis 
for finding a lack of wilfulness.* The gov- 


ernment ultimately contended that “in 


Mr. Weld: [T]he government disagrees . . 
most particularly with the proposition that if 
the defendant is sincere that that is a sufficient 
basis for a finding of lack of wilfulness. I 
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order to raise a mistake of law defense, the 
defendant must also show that he acted 
reasonably”, citing United States v. Moore 
[80-2 usTc f 9627], 627 F. 2d 830, 833 (7th 
Cir. 1980), cert. denied, 450 U. S. 916 (1981). 


At the end of the trial, defendant re- 
quested several instructions on wilfulness 
of which the following is fairly representative: 


“The defendant’s conduct is not wilful 
and he is not guilty if you find that he 
failed to file a return because of mistake, 
inadvertence, gross negligence or due to 
an honest, sincere and good faith mis- 
understanding of the requirement of the 
aw 


No citations of authority accompanied these 
Tequests. 


The government’s requests, in relevant 


part, were the following: 


“TI]f a person acts without reasonable 
care or reasonable grounds in the belief 
that his conduct was lawful, it is for you 
to decide whether he acted in good faith, 
or whether he willfully intended to fail 
to file an income tax return.** 


“Tf a defendant does not have a reason- 
able ground for his belief, then regardless 
of the defendant’s ‘sincerity of belief,’ he 
does not have a good faith misunder- 
standing of the requirements of the 
law.*** 


** Based upon the instructions given in 
Cooley v. Umted States [74-2 ustc J 9718], 
501 F. 2d 1249, 1253 n. 4 (9th Cir. 1974), 
cert. denied, 419 U. S. 1123 (1975). See 
also United States v. Bishop [73-1 ustc 
7 9459], 412 U. S. 346, 361-62 (1973)... 


*** The mistake of law defense is ex- 
tremely limited, and courts have held 
that the mistake must have been ‘objec- 
tively reasonable’. United States v. Moore 
[80-2 ustc J 9627], 627 F. 2d 830, 833 (7th 
Cir. 1980), cert. ‘denied, 450 U. S. 916 
(1981), citing United States v. Barker, 
546 F. 2d 940. 948 (D. C. Cir. 11976) and 
United States v. Moore, 586 F. 2d 1029, 
1033 (4th Cir. 1978); United States v. Neff 
[80-1 uste J 9397], 615 F. 2d 1235, 1241 
n. 6 (9th Ce 1980), cert. denied, 447° US: 
925 (1980).” 


It will be observed that these two requests 
are seg brattclory | The former instructs the 


At the conclusion of the evidence, at a 
bench conference before closing arguments, 
the following colloquy took place: 


“The Court: ... I find nothing wrong 
with the understanding of the law that you 
gentlemen apparently jointly share... . 


“Mr. Weld: The most important [in- 
struction] from my point of view is ob- 
, jectively reasonable. 


«3 fbhe Court: There is no question but 
that he is right so far as the law is 
concerned. 

x Ok Ox 


“Mr. Alessi: Your Honor, would yout 
mention the good faith? _ 

“The Court: I will. I’ll give my defi- 
nition of it. That it must be reasonable.” 

“Mr. Alessi: It’s objective. 

“Mr. Weld: Objective, reasonable good 
faith.” 

Subsequently, the court gave an instruc- 
tion stressing that sincerity and good mo- 
tive are not enough to constitute lack of 
wilfulness. “There has to be a mistake 
concerning the requirements of the law, a 
mistake that is objectively reasonable in 
order to say that particular conduct is not 
willful conduct.” The court also said, “A 
failure to file is not willful if a person acts 
through negligence.” At the bench, after 
the instructions had been given, counsel 
for appellant said, “I have no problems 
with your instructions right now.’ Not 
long thereafter the jury convicted. sacral 
lant on all counts. ; 

‘We have traced in detail ae statements: : 
of the parties and the court regarding wil- 


fulness because our task is to determine 


not only whether the court erred in its in- 
structions but also whether it committed 
“plain” error. Where, as here, the record 
reveals what looks like defense counsel’s 


endorsement or ratification of a charge, 


rather than his objection to it, plain error 
must be shown on appeal before the jury’s 
verdict can be overturned. Fed. R. Crim. 
P. 52(b); United States v. Rosa, 705 F. 2d 
1375, 1380 (1st Cir. 1983). We turn, there- 
fore, to the historical development. of this 
tax defense both to determine what is the 
correct standard and to glean how obvious 
that standard was, or should have been, to 
the district court at the time that it gave 
its instructions to the jury. ; 


Court Decisions—Cited 85-1 USTC 


87,393 


U.S. v. Aitken 


cited by the government below or here, is 
United States v. Murdock [3 ustc J 1194], 290 
U. S. 389, 396 (1933), in which the Court 
said: “Congress did not intend that a per- 
son, by reason of a bona fide misunder- 
standing as to his liability for the tax, as to 
his duty to make a return, or as to the 
adequacy of the records he maintained, 
should become a criminal by his mere fail- 
ure to measure up to the prescribed standard 
of conduct.” In Sansone v. United States 
[65-1 ustc J 9307], 380 U. S. 343, 353 (1965), 
the Court stated that criminal liability 
would attach if the defendant “knew that 
he should have reported more income than 
he did... .” In United States v. Bishop [73-1 
- usTC J 9459], 412 U. S. 346 (1973), the Court 
introduced the now familiar formulation of 
wilfulness—“a voluntary, intentional viola- 
tion of a known legal duty”, zd. at 360, and 
added that, within the tax system) “[d]e- 
grees of negligence give rise” to nothing 
more than “civil penalties”, id. at 361. Fi- 
nally, in United States v. Pomponio [76-2 
ustc J 9695], 429 U. S. 10 (1976), the Court 
dealt with a situation suggestive of that at 
bar. The taxpayers’ defense was. that the 
returns they had filed were not false be- 
cause the taxpayers believed that certain 
payments to them were loans, not divi- 
dends, and that certain losses belonged to 
their partnership instead of to a corpora- 
tion. The Court restated the Bishop formu- 
lation of wilfulness, “intentional violation 
of a known legal duty’, zd. at 12, and held 
that the jury had been properly instructed 
that defendants should be found not guilty 
if they actually believed as they claimed, 
id. at 13. We draw from all these cases the 
rather clear inference that “wilfulness” in 
criminal tax prosecutions is subjective. 


When we turn to precedents in this cir- 
cuit, we find several cases similarly sug- 
gesting that it is one’s subjective state of 
mind that should be judged. In Gaunt v. 
United States [50-2 ustc J 9412], 184 F. 2d 


2 We note that the Seventh Circuit seems to 
have embraced the subjective standard before 
and after Moore. Two weeks before Moore was 
decided, a panel declared a reasonableness 
charge by the same trial judge who presided 
in Moore to be ‘‘totally misplaced’’ in a tax 
evasion prosecution but, under the circum- 
stances, harmless error. United States v. Walsh, 
627 F. 2d 88, 93 (1980). Two years later in 
United States v. Lewis [82-1 usrc {| 9236], 671 
F, 2d 1025, 1027 (1982), the court dealt with a 
claim that defendant believed that if he did not 
-have funds to include with a return, he had 
- no obligation to file. The court implied at one 
point that if defendant’s requested charge had 
been couched in simpler language, the trial 
court would have been obliged to instruct the 
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284, 291 & n. 4 (1st Cir. 1950), cert. denied, 
340 U. S. 917 (1951), we approved a jury 
instruction that wilfulness was not proven 
where defendant was negligent or even 
grossly negligent. In United States v. Coum- 
ing, 445 F. 2d 555, 557 (1st Cir.), cert. denied, 
404 U. S. 949 (1971), a prosecution for 
knowing failure to possess a draft registra- 
tion certificate, we described wilfulness as 
not necessarily requiring an “evil” motive 
but as applying to one who “deliberately 
refrained from complying” with the require- 
ments of the law. And in United States v. 
Lachmann [72-2 ustc [ 9766], 469 F. 2d 1043, 
1046 (1st Cir. 1972), cert. dented, 411 U. S. 
931 (1973), we described the mental state 
of wilfulness as involving a “deliberate 
intent to disobey the filing requirement”, 
id. at 1046, after noting that “we would reject 
the concept that in this criminal statute 
negligence or oversight is to be equated 
with willfulness”, zd. at 1045. 


As for the state of the law in other cir- 
cuits at the time of the trial below, our 
partial review indicates that, apart from the 
case principally invoked by the government 
to support its “objectively reasonable” re- 
quest, Umted States v. Moore, 627 F. 2d at 
833,” some six other circuits, in addition to 
our own, either explictly cr implicitly have 
required proof of subjective intent to dis- 
obey the filing requirement: Second Cir- 
cuit — United States v. Kraeger {83-2 ustc 
§ 9453], 711 F. 2d 6, 7 (1983) (while a good 
faith disagreement with the law is not a 
defense, a good faith misunderstanding of 
it is); United States v. Ingredient Technology 
Corp. [83-1 ustc 7.9140], 698 F. 2d 88, 97, 
cert. denied, 103 S. Ct. 3111 (1983) (issue of 
subjective intent is properly sent to jury 
so long as there is evidence as to what de- 
fendant genuinely thought); Fourth Cir- 
cuit—Yarborough v. United States [56-1 ustc 
79295], 230 F. 2d 56, 61, cert. demied, 351 
U. S. 969 (1956) (Chief Judge Parker, for 
the court, wrote: “Ignorance of the law is 


jury to acquit if it found that defendant really 
did not know he had to file. Shortly thereafter, 
in United States v. Oggoian, 678 F. 2d 671, 674, 
cert. denied, 459 U. S. 1018 (1982), the court 
approved a charge that ‘‘mere negligence, even 
gross negligence, was not sufficient to establish 
willfulness.”” But in United States v. Anton, 
683 F. 2d 1011, 1018 n. 9 (1982), the court 
harked back to Moore in an approving footnote. 
Most recently the court, in United States v. 
Koliboski, 732 F. 2d 1328, 1331 & n. 2 (1984), 
contented itself with affirming an instruction 
that omitted reference to ‘‘bad purpose’’ and 
centered upon the Pomponio-Bishop language, 
“a voluntary, intentional violation of a known 
legal obligation’’. ° ; 
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no defense to, crime, except that, where 
wilfulness is an element of the crime, ig- 
norance’ of a duty imposed by law may 
negative wilfulness in failure to perform 
the duty.”); Fifth Circuit—Mann v. United 
States [63-2 ustc J 9563], 319 F. 2d 404, 409, 
410 (1963), cert. denied, 375 U. S. 986 (1964) 
(court found an instruction that invited the 
jury “to speculate as to what any other 
person... would reasonably have expected 
to be the consequence of [his] conduct” to 
be plain error*®; Sixth Circuit—Battjes v. 
United States [49-1 ustc § 9149], 172 F. 2d 
1, 4 (1949) (a bona fide misconception of 
the law is a defense to failure to file re- 
gardless of the general presumption that 


one knows the law); Ninth Circuit—Cooley. 


v. United States [74-2 ustc J 9718], 501 F. 2d 
1249, 1253 n. 4 (1975), cert. denied, 419 U. S. 
1123. (1975) (“[I]f a person acts without 
reasonable ground for belief that his con- 
duct is lawful, it is for the jury to decide 
whether he acted in good faith or whether 
he willfully intended to fail to file a tax 
return.”); Tenth Circuit—Haigler v. United 
States [49-1 usrc $9171], 172 F. 2d 986, 989 
(1949) (Judge Murrah wrote for the court: 
“We think it irreconcilably inconsistent to 
say in one breath that guilty knowledge of 
the consequences of the act done is the 
essence of the offense, and in the next 
breath say that ignorance of the conse- 
quences of those acts is no excuse.”); United 
States v. Ware [79-2 ustc J 9608], 608 F. 2d 
400, 405 (1979) (while good faith disagree- 
ment with the law is not a defense, a good 
faith misunderstanding of its requirements is). 


This survey leads us to conclude that the 
overwhelming weight of authority in the 
field of criminal prosecutions for failure to 
file tax returns and for tax evasion insists 
on a subjective standard for assessing 
wilfulness. 


We acknowledge that the court in Moore 
relied upon a _ well-recognized principle 
when it stated that ‘mistake of law’ is an 
“extremely limited” defense, 627 F. 2d at 
833 (citing principally a case involving the. 
illegal burglary of a psychiatrist’s office by 
the Watergate “footsoldiers”, United States 
v. Barker, 546 F. 2d 940, 948 (COLE dete 

- However, we conclude that im- 
h eral see oa ees 


tax prosecutions, where the statutes require a 
wilful failure to report, is inappropriate.* 


This conclusion is implicit in the series 
of Supreme Court cases beginning with 
Murdock. That internal revenue reporting 
and filing requirements are an enclave apart 
is recognized. See, e.g., Morissette v. United 
States, 342 U. S. 246, 260 n. 16, 265 & n. 26 
(1952) ; United States v. Freed, 401 U. S. 
601, 615 n. 6 (1971) (Brennan J., concur- 
ring). Within this enclave the mistake of 
law defense has particular vitality, and the 
key is whether the defendant honestly held 
a mistaken belief as to what the law requires. 


‘A recent student comment makes. this 
point precisely in discussing a taxpayer’s 
failure to report certain receipts: 


“The law might very clearly tax specified 
receipts, yet a defendant might be able to 
prove that he honestly believed the re- 
ceipts were nontaxable, and therefore 
that he did not act willfully. Whether 
the defendant’s beliefs about the legality 
of his actions were right or wrong, rea- 
sonable or unreasonable, is irrelevant to 
willfulness; the only issue is whether 
those beliefs were in fact held.” Com- 
ment, Criminal Liability for Willful Eva- 
sion of an Uncertain Tax, 81 Col. L. Rev. 
1348, 1356 (1981) (footnotes omitted). 


More generally, Section 2.04(1) of the 
1962 Proposed Official Draft of the Model 
Penal Code clearly sets forth the critical 
elements of the mistake of law defense. 


“(1) Ignorance or mistake as to a mat- 
ter of fact or law is a defense if: 


(a) the ignorance or mistake negatives 
the purpose, knowledge, belief, reckless- 
ness or negligence required to establish 
a material element of the offense; or 

(b) the law provides that the state of 
mind established by such ignorance ‘or 
mistake constitutes a defense.’ Model 
Penal Code § 204(1) PRS Official 
Draft 1962). 


The comment to this provision in Rein: 
tive Draft 4 explains why in prosecutions 
of the sort involved in this case the rea- 
sonableness of a mistake of law should not 
be a factor. 

“What justification can there be, how- 
ever, for requiring that ignorance or mis- 
take be pee lS if ee crime or ithe 


ecaiin site. Tet 
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acting purposely or knowingly for its 
commission? The fact seems to be that 
formulations of this kind are drawn from 
the law of homicide, where negligence 
suffices for liability; and that they are not 
and they can not be applied with gen- 
erality to crimes in which the ignorance 
or mistake is relevant to the existence 
of an essential element of purpose or of 
knowledge.” Model Penal Code, Com- 

ments § 204(1) at 136 (Tentative Draft 4 

1955). 

In accordance with this reasoning, we 
find that the mistake of law defense is 
available in this genre of criminal tax 
prosecutions and that the mistake of law 
analysis comports with the Murdock link- 
ing of willfulness to a lack of “bona fide 
misunderstanding as to... liability for the 
tax”. We therefore conclude that the 
court’s “objectively reasonable” instructions 
were erroneous. 


The more difficult question is whether 
the instructions constituted “plain error”. 
As we said in McMullen v. United States, 
386 F. 2d 29, 35 (1st Cir. 1967), cert. denied, 
390 U. S. 1031 (1968): 


“In the words of Fed. R. Crim. P. 52(b) 
we are concerned only with any errors 
‘affecting substantial rights’. As the Su- 
preme Court stated in United States v. 
Atkinson, 297, UW. -Ss, 157, 160, .56_S. Ct: 
391, 392, 80 L. Ed. 555 (1936), we may 
—and we must—notice errors which 
‘seriously affect the fairness ... of judi- 
cial proceedings.’ The circumstances 
must be ‘exceptional’ and the error must 
be such as to prejudice ‘in a substantial 
manner appellant’s right to a fair trial.’ 
Polansky v. United States, 332 F. 2d 233, 
235: (1st Cir. 1964).” 

We have concluded that we ought to award 

defendant a new trial under the “plain 

error” doctrine. 


We begin by noting the error was critical 
in the context of this case. The whole trial 
focused upon the defendant’s claim that he 
actually believed he was not legally obliged 
to pay taxes. The government, in sum- 
marizing the case for the jury, underscored 
the importance of the “reasonableness” in- 
struction, stating, 


“The most significant instruction that the 
Judge will give you from my point of 
view is when he tells you that in order 
for the defendant to have availed himself 
of his belief in his actions as a defendant, 
that has to be not only in good faith, 
sincere belief, but objectively reasonable. 
The belief must be objectively reasonable.” 


As a result, the jury likely focused upon the 
question of whether they—as typical citizens 
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—could have reasonably believed that wages 
did not constitute income rather than on 
the question of whether appellant actually 
believed that notion. 


Notwithstanding this, we acknowledge 
that it could be argued that the district 
judge should not have been expected to 
recognize the error sua sponte. The gov- 
ernment, after all, cited to the court the 
Seventh Circuit’s case, United States v. 
Moore, which supports the “reasonableness” 
instruction, even though it did not begin to 
reflect the overall state of the law on will- 
fulness. See 2 E. Devitt and C. Blackmar, 


- Federal Jury Practice and Instructions § 35.31 


(3d ed. 1977). Nor was the court helped by 
the defense, which furnished no cases and 
seemed to concede the issue. 


Whether or not, however, the court should 
have recognized the error, Fed. R. Crim. 
P. 52(b) provides that “defects affecting 
substantial rights may be noticed although 
they were not brought to the attention of 
the court.” Cf. United States v. ‘Atkinson, 
297 U. S. 157, 160 (1936) (‘In exceptional 
circumstances, especially in criminal cases, 
appellate courts, in the public interest, may, 
of their own motion, notice errors: to: which 
no exception has been taken, if the errors 
are obvious, or if they otherwise seriously 
affect the fairness, integrity or public repu- 
tation of judicial proceedings.”) (emphasis 
supplied). Since the erroneous instruction 
determined the jury’s standard of judgment 
on the basic issue in the case, we are com- 
pelled to conclude that it affected defend- 
ant’s substantial rights. 


Even though the evidence against appel- 
lant was strong—twelve years of prior 
filings, receipt of W-2 forms during the 
years at issue, and alleged advice from an 
I. R. S. agent that appellant’s views of the 
requirements were wrong—we cannot say 
that no properly instructed jury could have 
reasonably acquitted him. Any doubt that 
we may have as to whether he was preju- 
diced by this error, which, as we have 
noted, almost certainly induced the jury 
to consider their personal beliefs rather 
than to weigh the credibility of appellant’s 
testimony with respect to his beliefs, must 
be resolved in his favor. Cf. United States 
uv, Alston, 551 F. 2d 315, 320-21 (D.C. Gir. 
1976) (minor ambiguity in burden of proof 
instruction held to be plain error where 


‘defendant’s case rested solely upon his 


credibility). Im short, we agree with the 
Fifth Circuit’s holding in Mann v. United 
States, 319 F. 2d at 409-10, that an incor- 
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Accordingly, the judgment is vacated and 
the case remanded to the district court for 
further proceedings consistent with this 
opinion® 


rect instruction with respect to intent or 
willfulness in a tax evasion prosecution 
constitutes a fundamental error going to 
the essence of the case and that an appel- 
late court must take notice of such an error. 


[9210] Transamerica Corporation for itself and for all members of the Affiliated 
Group v. The United States. 


U.S. Claims Court, Nos. 90-79T, 91-79T, Hayees ClsCt 441.) 


[Code Secs. 47 and 1245] 


Recapture: Investment tax credit: Depreciation: Conditional sale v. lease; Aircraft 
dispositions.—An airline was required to recapture investment tax credits and depreciation 
deductions as ordinary income where a transaction with another airline was considered 
a conditional sales contract rather than a lease with a lessee’s option to purchase two 
aircraft. In so holding, the court noted that monthly payments were actually installments 
on the purchase price, more expensive aircraft were rented for less than the purported 
rental payments for the aircraft in issue, the likelihood that the purchaser would not 
complete the purchases was remote, after a certain period interest was charged on the 
unpaid balance of the option prices, the risk of damage to the aircraft was shifted to 
the purchaser, the distribution of insurance proceeds reflected a purchase transaction, 
the sale of spare parts to the purchaser also reflected a purchase transaction, and the 
purchaser treated the acquisition of the aircraft as a purchase under a conditional sales 
contract which entitled it to claim depreciation deductions. The court rejected the air- 
line’s contention that the traditional rule of determining whether an agreement is a 
lease or a conditional sale, by objective analysis and balancing of the various elements 
in the agreement, was changed by the decision in Frank Lyon Co., SCt, 78-1 ustc 


7 9370. Back references: {| 555.52 and 4773AG.32. 


Cameron W. Wolfe, Jr., 


Sutcliffe, 600 Montgomery Street, San Francisco, Calif. 94111, for plaintiffs. 
Gilbert W. Rubloff, Theodore D. Peyser, 
20530, for defendant. 


Archer, Jr., Assistant Attorney General, 
Department of Justice, Washington, D. C. 


Opinion on Aircraft Dispositions 


Miter, Judge: The question here pre- 
sented is whether plaintiff’s subsidiary, 
Transamerica International Airways (TIA), 
disposed of its beneficial interest in two 
large aircraft in 1968 and 1969, or in 1970 
and 1972; and this in turn depends upon 
whether the 1968 agreement, pursuant to 
which the dispositions were made, was a 
conditional sales contract or a lease with 
options in the lessee to purchase, which 
were not exercised until 1970 and 1972. 
The resolution of these questions deter- 
mines whether or not plaintiff was properly 
subjected to disallowance and recapture of 
depreciation deductions and recapture of 
investment credit on the aircraft in 1968 
and 1969. 


i 


During the years at issue, 1968 and 1969, 
TIA was a supplemental air transportation 


its fleet and offer its two smaller, 


W. Reece Bader, George G. Wolf, Orrick, Herrington, & 


Glenn L. 


carrier operating passenger charters and 
civil air flights for the Defense Depart- 
ment, and transporting cargo. 


In May 1963, TIA purchased from the 
Douglas Aircraft Company, a new DC- 
8-54 aircraft, registration number N8008F 
(hereinafter the “F” aircraft), for a pur- 
chase price of $6,966,447, plus $840,000 for 
extra equipment. In May 1965, TIA pur- 
chased a DC-8-55F aircraft, registration 
number N3325T (hereinafter the ‘“T’’ air- 
craft), for $7,508,533. 

In the mid-1960’s, TIA ordered seven 
DC-8-61’s and eight DC-8-63’s to be deliv- 
ered during the middle to late 1960’s. These 
aircraft had a 50 percent larger seating 
capacity than the prior DC-8 model. As 
a result of the purchase of the larger 
“stretch jets”, TIA decided to standardize 
less 
efficient aircraft (the aircraft at issue) to 


~ another air carrier. 


5 Unhappily, 
tenced to six months in prison, will have served 


19210 


we note that defendant, sen- 


~ most if not all of his sentence by the time our 


mandate issues. 
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In the mid-1960’s, Saturn was a supple- 
mental air carrier and competitor of TIA. 
In early 1968, TIA and Saturn began 
negotiations with respect to both the “F” 
and “T” aircraft. Saturn was interested 
in acquiring them because of the growth 
of its business and the resulting need for 
additional equipment. It was Saturn’s prac- 
tice both to lease and to purchase aircraft, 
following the latter practice in those in- 
stances in which it expected to experience 
a long-term need for them. 


On April 30, 1968, representatives of 
Saturn and TIA signed three letter agree- 
ments regarding these aircraft. Letter 
agreement No. 1 stated that TIA agreed to 
lease to Saturn and Saturn agreed to lease 
from TIA the “T” aircraft for rental pay- 
ments of $200,000 per month for a period 
of 8 months beginning November 1, 1968, 
and ending June 30, 1969, and the “F” air- 
craft for rental payments of $200,000 per 
month for a period of 5 months beginning 
April 1, 1969, and ending August 31, 1969. 
Letter agreement No. 2 stated that TIA 
agreed to sell and Saturn agreed to pur- 
chase each aircraft at the completion of 
its lease term, at $5,600,000 for the “T” 
aircraft and $3,900,000 for the “F” air- 
craft, with title to each to pass at the 
time of delivery to Saturn. The agreement 
concluded that after execution “we will 
then draft appropriate documents more 
fully describing the sale and purchase here- 
in agreed to.” Letter agreement No. 3 
stated: 


We have just executed two documents 
relating to the Lease and Sale of air- 
craft N3325T and N8008F, which we both 
agree are binding documents on both 
companies. However, we both agree 
that in formalizing the Lease and Sale 
documents to reexamine the rent and sale 
prices (but not the total package price) 
as they relate to possible accounting 
problems to our individual companies 
with any changes to be mutually agreed 
upon, 


The “total package price” referred to in 
the Letter agreement No. 3 was $12.1 mil- 
lion for the two aircraft, consisting of the 
aggregate monthly payments of $2.6 mil- 
lion and $9.5 million in lump-sum pay- 
ments. 


1 Plaintiff contends that Mr. Malone’s views 
should not necessarily be deemed those of TIA. 
However, Mr. Cramer testified that Malone and 
Huff were the persons in the TIA organization 
who were ciosest to this transaction. Although 
Malone was deceased at the time of trial and 
the evidence attributed to him was derived 
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Although the monthly payments were 
designated as “rentals” in the April 30, 
1968, letter agreements, they actually were 
a part of the purchase price for the aircraft 
and more properly should be labelled as 
installment payments. Both parties re- 
garded the combined April 30 agreements 
as a binding purchase and sale agreement. 


On July 1, 1968, James Malone was 
hired by TIA as its vice-president and 
chief financial officer. Shortly after joining 
the company, Malone reviewed the file 
pertaining to the transfer of the two DC-8 
aircraft. He noticed that as a consequence 
of not owning the aircraft for an 8-year 
period, TIA would be subject to recapture 
of between $520,000 and $864,000 of the 
investment tax credit it had previously 
received on its original purchase of the 
airplanes. As a result of Malone’s analysis, 
TIA’s officials concluded that they would 
ask Saturn to extend the term of the 
“lease”. 


Malone, who, together with Howard P. 
Huff, executive vice president, thereafter 
principally conducted the negotiations on 
TIA’s behalf, reported in July 1968 to Huff 
and TIA board chairman Glenn Cramer 
that TIA had been attempting “to convert 
the April Agreement into a bona fide lease 
for both book and tax purposes”, but that 
it had encountered difficulties because of 
Saturn’s “basic desire to pay cash and 
acquire title’ to the two aircraft. Appar- 
ently, in exchange for the extended term, 
Saturn asked for reduction in the rental 
component of the total package price, be- 
cause Malone cautioned TIA against per- 
mitting any increase in the option price 
component at the conclusion of the ex- 
tended term which might reduce TIA’s 
assurance that it would be paid. He stated, 
“TIA is not willing to grant Saturn a 
walk-away right at ‘market value’ at the 
end of the lease term’ and “TIA needs 
to specify a walk-away price at the end 
of the lease at a level which will give 
reasonable assurance of exercise by Saturn, 
and, also at a low enough level where we 
would not be afraid to take the aircraft 
backsz- 


Finally, Malone and Cramer took the 
position in the negotiations that if the lease 


from his uncross-examined discovery deposition, 
plaintiff was under no such disability with re- 
spect to Huff, who executed both the April and 
October agreements. Huff is presently board 
chairman of Transamerica Airlines, an affiliate 
of plaintiff, but plaintiff chose not to call him 


as a witness. rs ; 
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term was extended, TIA should receive 
interest on the unpaid balances after the 
original due date for final payment pro- 
vided in the April Agreement, which he 
proposed at 7 percent. Saturn originally 
resisted any such interest charge, but even- 
tually agreed to pay 0.5 percent per month 
(roughly 6 percent per annum) but only 
from the end of 1969. 


The end product of their negotiations 
was a two part agreement dated October 
25, 1968. On that date Saturn and TIA 
executed a document which they denom- 
inated a lease agreement. On the same 
date, in a separate letter, TIA stated that 
“In consideration of Saturn leasing from 
TIA the two * * * aircraft”, in accordance 
with the terms of the lease, including the 
payment of rentals, “TIA hereby gives to 
Saturn the exclusive right and privilege 
of purchasing” such aircraft on the dates 
and for the amounts set forth in a schedule 
attached to the letter. 


However, the October 25 agreement did 
not actually resolve the parties’ differences 
with respect to their overall intent but 
merely papered them over, because there- 
after on its books and records and in its 
income tax returns Saturn treated the Octo- 
ber agreement the same as the April agree- 
ment, as a conditional sale which entitled 
it to depreciation deductions from the time 
it took delivery of the aircraft, while plain- 
tiff treated it as a lease with options to 
purchase. 


The pertinent terms of the lease agree- 
ment were: 


(1) TIA leased to Saturn the “F” air- 
craft for 44 months, from November 1, 1968 
through June 30, 1972, and the “T” air- 
craft for 39 months, from April 1, 1969 
through June 30, 1972, both in airworthy 
condition. 


(2) For the “F” aircraft Saturn would 
make total rental payments of $5,060,000 
to TIA, at the rate of $115,000 per month 
for 44 months from November 1, 1968 
through June 30, 1972. 


G3) For the “T” aircraft Saturn would 


fe rental payments of $5, aE G00 


through June 2, 1969, and thereafter $5.9 
million. 


(b) On the “T” aircraft, insurance of 
$6.5 million from April 1, 1969 through 
June 2, 1969, and thereafter $6.2 million. 


(c) All insurance policies had to in- 
clude TIA as a named insured. 


_ (d) If either aircraft was damaged be- 
yond repair at any time during the lease 
period, TIA would be entitled to receive 
the portion of the insurance proceeds as 
outlined in Schedule B of the lease for 
each month during the lease term. The 
amount listed for each month in Sched- 
ule B was the amount Saturn would have 
‘to pay TIA on that date ‘to exercise its 
option to buy the aircraft pursuant to the 
contemporaneous option letter. 


5. Saturn was to indemnify and hold 
TIA harmless against all third-party claims 
arising out of the operation of the air- 
craft (other than as a result of TIA’s own 
negligence), and to obtain and pay for 
insurance against all third-party claims. 


6. Saturn was responsible for the pay- 
ment of all taxes, levies, or assessments 
against the aircraft. 


7. Saturn was to maintain the aircraft 
in a good state of repair and in efficient 
operating condition in accordance with 
Saturn’s FAA approved overhaul and main- 
tenance programs. 


8. Saturn had the right, with the ap- 
proval of TIA not to be unreasonably with- 
held, to sublease the aircraft. 


Under the concurrent option letter, on 
June 2, 1969 Saturn could acquire the “F” 
airplane for an additional $4,980,000 and the 
“T” airplane for an additional $5,801,000. 
On the second day of each succeeding 
month, from July 1969 through December 
1969, the option price decreased by an 
amount equal to the monthly rental paid 
by Saturn to TIA on the first day of that 
month. From January 2, 1970 through 
June 2, 1972, the option price each month 
decreased only by an amount equal to 


approximately 94 percent of the monthly 


rental payment. The net effect of the two 
October 25, 1968, agreements was that 
Saeure, could continue to purchase the air- 

any time. fr m pre zy Ries 
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Korth, then chairman of the board and 
president of Saturn, and currently vice- 
chairman of the board of Transamerica 
Airlines, testified at trial, the price was 
established as of June 2, 1969, $12.1 mil- 
lion for the two aircraft. It remained the 
same throughout the lease term. If the 
options were exercised, the monthly rental 
payments simply served as a means by 
which Saturn paid the balances due on the 
purchase prices of the planes, with only 
the addition of interest on the unpaid bal- 
ances from the end of 1969. 


At the time the lease and option con- 
tract were executed, Saturn expected that 
barring unforeseen circumstances it would 
exercise its options to purchase the air- 
craft. Mr. Korth stated that the only 
circumstances under which Saturn might 
have been expected to return the aircraft 
to TIA were: (1) if Saturn’s business de- 
teriorated so badly that Saturn could not 
operate the aircraft profitably; (2) it could 
not sublease them; and (3) the values of 
the airplanes fell drastically, and Saturn 
could not sell them to a third-party at 
prices in excess of the option prices. He 
further testified that Saturn would not 
have agreed to the lease and option con- 
tract if he thought any of the above possi- 
bilities was likely. 


At the time the lease was entered into, 
Saturn did not have any spare parts for 
these aircraft. On the same date that the 
lease and option contract were executed, 
TIA also sold to Saturn such spare parts. 


TIA had originally financed its purchases 
of the aircraft by secured loans from the 
Bank of America. In a letter dated No- 
vember 6, 1969, the Bank of America 
acknowledged to Saturn the existence of 
the lease agreement and options to pur- 
chase between Saturn and TIA and notified 
Saturn of the bank’s security interest in the 
planes. TIA remained obligated to make 
payments on the secured loans and in fact 
continued to make these payments during 
the term of the lease. On February 25, 
1970, Saturn by letter acknowledged the 
bank’s security interest and agreed that, if 
the bank elected to accelerate payment of 
the loans, Saturn would thereafter make all 
payments to the bank on condition that the 
bank not interfere with the company’s con- 
tinued use and possession of the airplanes. 


On June 11, 1970, Saturn notified TIA 
of its intention to exercise its option with 
respect to the “T” airplane as of August 
2, 1970. Saturn, having previously paid 
~ TIA $2,128,000 in rentals (including interest 
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from 1970) for 16 months, made a lump- 
sum payment to TIA of $4,120,000 on Au- 
gust 2. Saturn exercised its option to 
purchase this airplane because it had earlier 
arranged to sell the aircraft to another air- 
line at a price above the option price. 
Immediately after acquiring title to the 
“T” airplane, Saturn sold the airplane to 
the other airline. 


On November 17, 1971, Saturn notified 
TIA of its intention to exercise its option 
with respect to the “F” airplane. In June 
1972, Saturn paid TIA $1,239,000 to pur- 
chase the aircraft. As of that date, Saturn 
had paid TIA $5,060,000 in rentals (includ- 
ing interest from 1970) over 44 months. 
The “F” airplane was eventually resold by 
Saturn for approximately $3 million above 
the option price. 


In its federal income tax returns for 
1968, TIA claimed a depreciation deduction 
of $103,462 for the “F” airplane. However, 
the Commissioner of Internal Revenue de- 
termined that TIA had made a conditional 
sale and disposition of the “F” aircraft in 
that year and disallowed the depreciation 
deduction. The Commissioner also increased. 
TIA’s taxable income by $2,434,749 for de- 
preciation recapture under Section 1245 of 
the Internal Revenue Code and increased 
the corporation’s tax liability by $340,149 
for investment tax credit recapture pur- 
suant to Section 47 of the Code. 


On its federal tax return for 1969, plain- 
tiff claimed depreciation deductions for 
both the “F” and “T” airplanes in the 
amount of $1,194,448. The Commissioner 
disallowed this deduction on the grounds 
that TIA had made a conditional sale and 
disposition of the “F” aircraft in the prior 
year and of the “T” aircraft in that year. 
Also, the Commissioner increased TIA’s 
taxable income by $3,684,484 for depreci- 
ation recapture on the “TI” aircraft and 
increased the company’s tax liability by 
$330,271 for investment tax credit recap- 
ture on the “T”’ aircraft. 


IT 


Plaintiff contests the Commissioner’s re- 
characterization of the transactions as con- 
ditional sales and argues that the form of 
the transactions was necessitated by valid 
business considerations and therefore the 
labels used by the parties to describe the 
transactions should be controlling for tax 
purposes. On the other hand, defendant 
argues that the agreement and the circum- 
stances surrounding its execution indicate 


- that the parties intended sales and there- 
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fore the Commissioner’s recharacterization 
should be sustained. 


For the reasons stated hereinafter, it is 
concluded that, while there is some ambi- 
guity, defendant’s view of the transactions 
is more in keeping with reality than is that 
of plaintiff. 


Williston on Contracts, § 966, 459-63 (Vol. 
8, 3d ed. 1964), states with respect to a 
conditional sale contract: 


In a conditional sale, where goods are 
delivered to the buyer but title is retained 
by the seller until the price is paid, the 
buyer immediately acquires the right to 
use the goods as his own, and has, in- 
deed, exactly the same power over them 
and right in regard to them that he would 
have if he had bought them and mort- 
gaged them back to secure the price. 


There is no prescribed form for a con- 
ditional sale contract. The rights and 
liabilities of the parties thereto, as in 
any other kind of a contract, must be de- 
termined by the language used and the 
intention deductible from the terms em- 
ployed in the contract. Nor, as the courts 
have often said, does it matter whether 
the parties have denominated their agree- 
ment an absolute sale, a chattel mort- 
gage, a hire-purchase agreement, or a 
lease: * * *, [Citations omitted.] 
Under the tax law as well, it is long 

established that a sale pursuant to which 
possession of property is delivered to the 
purchaser may be deemed a closed trans- 
action to which income tax consequences 
attach despite the facts that transfer of 
title is made conditional upon final pay- 
ment of all installments of the purchase 
price, that the purchaser may not in fact 
complete payment, and that the seller may 
yet reclaim possession of the property upon 
such nonpayment. Commissioner v. South 
Texas Co. [48-1 ustc J 5922], 333 U. S. 496, 
502-03 (1948) ; Burnet v. S. & L. Bldg. Corp. 


[3 ustc f 1064], 288 U. S. 406, 413 (1933); | 


Wiseman v. Scruggs [60-2 ustc J 9690], 281 
F, 2d 900, 902-03 (10th Cir. 1960); Treas. 
Reg. § 1.1245-1(a)(3) (1966), T. D. 6832, 
1965-2 C. B. 292, 300 (“[A] disposition (trig- 
- gering recapture of depreciation] occurs upon 
roperty pursuant to a conditional 

en though the seller retains 

property. for purposes of 


language in O6csterreich v. Commissioner 
[55-2 usne J 9733], 226 F. 2d 798, 801-02 (9th 
Cir. 1955): 


If the parties enter into a transaction 
which they honestly believe to be a 
lease but which in actuality has all the 
elements of a contract of sale, it is a 
contract of sale and not a lease no mat- 
‘ter what they call it nor how they treat 
it on their books. 

and also in Sun Oil Co. v. Commissioner 

[77-2 ustc § 9641], 562 F. 2d 258, 262 (3rd 

Cir. 1977), cert. denied, 436 U. S. 944 (1978): 


Regardless of whether the parties hon- 
estly believe the transaction to be a lease, 
where the documents they have executed 
fully embody the elements of their bar- 
gain it is the documents themselves, not 
the parties’ conceptions of them, which 
must govern the legal characterization of 
the transaction. 
See also M & W Gear Co. v. Commissioner 
[71-2 ustc 7 9555], 446 F. 2d 841, 844 (7th 
Cir. 1971); and! Western Contracting Corp. 
v. Comissioner [59-2 ustc [9751], 271 F. 2d 
694, 699 (8th Cir. 1959). 


As in all tax refund suits, the burden is 
on the plaintiff to prove that the Commis- 
sioner’s characterization of the transaction as 
a conditional sale was erroneous. Lewis v. 
Reynolds, 284 U. S. 281 (1932); Dysart v. 
United States [65-1 ustc [9188], 169 Ct. Cl. 
276, 340: F. 2d 624 (1965). 


The factors which lead to the conclusion 
that the October 25, 1968, agreement was 
intended to be and was in substance a con- 
ditional sale and not a lease are as follows: ~ 


First, the $115,000 and $133,000 monthly © 
payments, labelled as “rentals” in the lease, 
were not actually rentals in any con- 
ventional sense, i.e., payments for the use. 
of the lessor’s property for a limited period 
of time, but were actually installments on 
the purchase price, credited to Saturn by 
reducing its option price pro rata (apart 
from the interest on the delayed payments 
from and after 1970). During the same 
year, 1968, Saturn was able to rent two 
other (Hercules) aircraft having a fair 
market value of $7 million each (consid-. 
erably in excess of those of the “F” and 
i alien om the Lockheed and Fly- 
es, s little as bee 
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Southern Railway v. Commissioner [CCH 
Dec. 38,028], 76 T. C. 1067, 1094 (1981), 
“where the lessee, as a result of the rent 
payments, acquires something more than 
the mere use of the property, he is building 
up an equity in that property, and the pay- 
ments, though denominated ‘rent’ in the 
lease instruments, do not fall within the 
definition of that term in the statute.’ See 
also Sun Oil Co., 562 F. 2d at 264, 268; M & 
W Gear Co., 446 F. 2d at 845; Haggard v. 
Commussioner [Dec. 21,249], 24 T. C. 1124, 
1128 (1955), affd per curiam [57-1 ustc 
9230], 241 F. 2d 288 (9th Cir. 1956). 


Second, as of the date of the agreements, 
the likelihood that Saturn would not com- 
plete the purchases by making the final 
“option” payments was remote. As of April 
30, 1968, and October 25, 1968, the parties 
valued the aircraft at $12.1 million and 
provided that Saturn was required to pro- 
cure insurance in at least that sum during 
the entire lease term. The schedules at- 
tached to the agreements showed that by 
termination date, June 30, 1972, Saturn’s 
aggregate “rental” payments would entitle 
it to $9,380,000 in credit on the purchase 
price of the aircraft, and for Saturn to ac- 
quire title to them would only require an 
additional $2,720,000 payment. Thus, for 
Saturn not to exercise the options would 
mean that it would have to forfeit the 
$9,380,000 already paid and give up the 
opportunity to acquire property having a 
value of $12.1 million in exchange for only 
$2,720,000, which was not greatly in excess 
of its estimated salvage value of $2,212,765. 
Even if depreciation over the term of the 
lease is factored in at the rate reflected in 
the record, the aircraft would still be worth 
at least $8,300,000°, and it would be just as 
improbable that Saturn would not exercise 
the options if it contemplated that the air- 
craft would be worth that sum. No study 
or report with respect to the fair market 
value of the two aircraft in 1968 or there- 
after was offered or available. No credible 
evidence was introduced as to the antic- 
ipated or actual fair market value of the 
aircraft at the conclusion of the lease term, 
nor was there any evidence which indi- 
cated that the parties believed that the fair 


market value of the aircraft would decline 
so greatly as to approximate the prices on 
the option schedules.’ 


Where an option price is substantially 
below the contemplated fair market value 
of the property, it may be inferred that the 
parties were reasonably certain at the time 
they entered into the agreement that the 
option would in fact be exercised. M & W 
Gear Co., 446 F. 2d at 846; Oesterreich, 226 
F. 2d at 802-03. 


Third, the intention of the parties to 
enter into a sale and not a lease is also 
evidenced by the fact that, beginning in 
1970, Saturn was charged interest each 
month on the unpaid balance of the option 
prices. This was accomplished by reducing 
Saturn’s credit for its monthly “rent” by 
0.5 percent of the unpaid balance. The un- 
disputed testimony of Messrs. Malone and 
Korth, as well as Malone’s worksheets and 
memoranda show that this was intended 
as interest on the delayed payment of the 
purchase prices. The fact that an interest 
factor was added to the unpaid balance in 
the transaction is a further indication that 
the parties intended to enter into a sales 
agreement and that the unpaid balance of 
the consideration therefor was recognized 
to be owed. See M & W Gear Co., 446 
F. 2d at 846; Mt. Mansfield Television Inc. 
v. United States [64-2 ustc J 9714], 239 F. 
Supp. 539, 544 (D. Vt. 1964); aff'd per 
curiam [64-2 ustc 99714], 342 F. 2d 994 
(2d Cir.), cert. denied, 382 U. S. 818 (1965); 
Judson Mills v. Commissioner [Dec. 16,485], 
11 T. C. 25, 33-35 (1948); and Swigart v. 
Commissioner [CCH Dec. 37,235(M)], 49 
T. C. M. (P-H) {80,379 (1980). 


Fourth, under the October 25 agreement 
the risk of damage to the aircraft was shifted 
to Saturn. The contract required Saturn to 
pay for and maintain hull insurance on the 
aircraft, and, if the aircraft were damaged 
beyond repair, to pay TIA the option prices 
as of the dates of destruction. Also, it was 
required to pay for insurance policies to 
relieve TIA of any liability due to breach 
of warranty and to indemnify TIA, for any - 
liability to third persons resulting from the 
operation of the aircraft. Finally, the con- 


2 Glenn Cramer, TIA’s chairman of the board 
and chief executive officer, testified that as of 
1968 such aircraft were being depreciated by 
the air carrier industry over an estimated 
12-year useful life with a 10 percent residual 
value. On a $12.1 million cost this would result 
in $75,694 monthly depreciation, or $3,784,700 
over the 50-month term of the lease, leaving 
$8,315,300 as the contemplated remaining value 
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of the aircraft at the termination of the lease. 
3 As has previously been noted, Malone ad- 
vised TIA to fix the option prices well below 
fair market value so that Saturn would not be 
free to ‘‘walk-away’’ from the purchases. The 
fact that Saturn exercised both options and 
made substantial profits by reselling the air- 
craft to third parties also confirms that the 
option prices were below fair market value. 
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tract required that Saturn maintain the 
aircraft in accordance with FAA standards 
and keep the aircraft and their engines in 
a good state of repair. The assumption by 
the transferee of the burden of all insur- 
ance costs as well as the duty to repair 
is another indication that the parties in- 
tended to enter into a conditional sale as 
opposed to a lease. Swift Dodge v. Commis- 
sioner [82-2 ustc J 9675], 692 F. 2d 651, 653 
(9th Cir. 1982); Sun Oil Co., 562 F. 2d at 
263; Mt. Mansfield Television Inc., 239 F. 
Supp. at 544. 


Fifth, that the parties intended to enter 
into a sales agreement rather than a lease 
is also reflected in the provisions of the 
October 25 agreement governing the dis- 
tribution of insurance proceeds in the event 
that either airplane was damaged beyond 
repair during the term of the contract. The 
agreement provided that TIA would only 
be entitled to receive insurance proceeds 
equal to the additional amount Saturn 
would have had to pay to exercise its 
option to purchase on the date of destruc- 
tion. Thus, with each monthly payment, 
Saturn increased its entitlement to insur- 
ance proceeds, presumably to protect its 
increasing investment in the aircraft. But 
how would Saturn come to have an in- 
surable interest in the aircraft during the 
lease term which increased pro rata as the 
lease ran out, if it were merely a lessee of 
the property? When the lessee acquires 
rights beyond mere use and possession of 
the equipment and with his payments builds 
up an equity interest in the property, this 
is a further indication that the agreement 
is in substance a conditional sale and not 
a lease. Kansas City Southern Ratlway, 76 
T. C. at 1094; Haggard, 24 T. C. at 1128. 


Sixth, the intention of the parties to enter 
into a sale of the aircraft is found in the 
sale by TIA to Saturn of the spare parts 
for the aircraft at the inception of the lease. 
It is unlikely that Saturn would have pur- 
chased TIA’s spare parts had it intended 
to return the aircraft at the end of the 
lease period. It would be reasonable to 
expect Saturn to purchase only those items 
“at ly needed to repair the aircraft 


goblet e. paces and balancing of the 


entitled it to take deductions for depreci- 
ation from the time it took possession, must 
be given some weight in assessing the in- 
tent of the parties. Cf. M & W Gear Co., 
446 F. 2d at 846; Lemon v. United States 
[53-1 usre 1 9305], 15 e. Supp. .070, O77, 
(W. D. Va. 1953). 


Plaintiff claims that it remained subject 
to the risks of an owner during the years 
at issue because Saturn might have decided 
not to exercise its options to purchase the 
aircraft at the termination of the lease. 
However, plaintiff protected itself against 
loss from depreciation of the property by 
requiring Saturn to pay it $248,000 per 
month “rental” for the two aircraft, while 
their estimated depreciation was only 
$75,694 per month.* Plaintiff protected it- 
self against loss in market value by making 
the rental component of the purchase price 
for each sufficiently high and the remaining 
balance at the termination of the lease 
sufficiently low that the possibility that 
Saturn would not exercise the option was 
remote;. and, thus, even in the event that 
Saturn did not exercise the option, plaintiff 
could sell the aircraft at a price which was 
at least as high as the remaining balance. 
This is not substantially different than the 
situation under a conditional sales contract 
generally. A seller under such a contract 
has similar risks that the buyer may fail to 
make a final or balloon payment, requiring 
the seller to repossess the property and re- 
sell it in order to recoup the unpaid bal- — 
ance on the sales price. Ordinarily the 
seller protects himself against loss upon 
such eventuality by setting the down pay- 
ment and the remaining installment suffi- 
ciently high as to offset the possibility of 
loss in value on the resale. Thus, despite 
the form of the agreements, the combined 
lease and option agreements herein were | 
still not different in substance from a con- 
ditional sales agreement. Cf. pat Dodge, 
692 F. 2d at 653- bath edt 


Psi I 


Plaintiff contends shee the traditional 
method of determining whether an agree- 
ment is a lease or a conditional sale, by 


Court Decisions—Cited 85-1 USTC 


87,403 


Transamerica Corporation v. U.S. 


tax purposes.” As plaintiff sees it, if there 


are legitimate business motivations, apart 
from tax avoidance, for structuring an 
agreement as a lease, “the sole question is 
whether the lessor retained some attributes 
of a traditional lessor. If so, the transac- 
tion is to be treated as a lease for tax pur- 
poses.” 


Plaintiff is mistaken as to the meaning 
and scope of the Frank Lyon decision. The 
issue there was as to the bona fides of a 
bank’s sale and leaseback of an office build- 
ing with options to purchase. The Com- 
missioner of Internal Revenue took the 
position that the transaction in its entirety 
should be regarded as a sham, and that 
Lyon, the purchaser-lessor, was not the 
owner of the building but a mere conduit in 
a financing scheme, used to forward ‘the 
mortgage payments, made under the guise 
of rent, to the mortgagee, and that, as a 
result, various items of income and ex- 
penses relating to the building were not 
allowable to Lyon for income tax purposes. 
The Court held, however, that the trans- 
action was not a sham and Lyon was the 
owner, because of the district court’s find- 
ings: that the parties intended to create a 
bona fide sale-and-leaseback in accordance 
with the form of the documents; that the 
rents were unchallenged and were reason- 
able throughout the period of the lease; that 
the option prices, negotiated at arm’s 
length between the parties, represented 
fair estimates of market value on the appli- 
cable dates; that the bank-lessee would 
acquire an equity in the building only if 
it exercised one of its options to purchase; 
and that there was no understanding and 
it was highly unlikely, as a practical matter, 
that any purchase option would ever be 
exercised. The Court further relied upon 
the facts that the bank was under state and 
federal regulatory restraints which pre- 
vented it from acquiring the real estate 
itself; that Lyon independently borrowed 
$500,000 from a third-party insurance com- 
pany to make the purchase and was solely 
liable on the note; that Lyon had the risks 
associated with depreciation and variations 
_ in the value of the real estate and the rents; 
and that there was an absence of any tax 
advantage to the parties from the ar- 
rangement. 


In confirmation of its view that the Su- 
preme Court has now adopted a, new rule 
that a transaction in the form of a lease 
is not to be analyzed objectively but is to 
be recognized as such for tax purposes 
unless there are no non-tax motives for the 
arrangement, plaintiff relies on the follow- 
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ing concluding paragraph from Frank Lyon, 
435 U. S. at 583-84: 


In ‘short, we hold that where, as here, 
there is a genuine multiple-party trans- 
action with economic substance which is 
compelled or encouraged by business or reg- 
ulatory realities, is imbued with tax-inde- 
pendent considerations, and is not shaped 
solely by tax-avoidance features that have 
meaningless labels attached, the Government 
should honor the allocation of rights and 
duties effectuated by the parties. Expressed 
another way, so long as the lessor retains 
significant and genuine attributes of the 
traditional lessor status, the form of the 
transaction adopted by the parties gov- 
erns for tax purposes. What those at- 
tributes are in any particular case will 
necessarily depend upon its facts. It 
suffices to say that, as here, a sale-and- 
leaseback, in and of itself, does not neces- 
sarily operate to deny a taxpayer’s claim 
for deductions. 


Plaintiff construes the Frank Lyon deci- 
sion too broadly. First, even in the context 
of the sale and leaseback issue which was 
there involved, the Frank Lyon decision did 
not repudiate the rule of substance over 
form. It reiterated that (Jd. at 572-73): 


In a number of cases, the court has re- 
fused to permit the transfer of formal 
legal title to shift the incidence of taxa- 
tion attributable to ownership of property 
where the transferor continues to retain 
significant control over the property 
transferred. * * * In applying this doc- 
trine ot substance over form, the Court 
has looked to the objective economic 
realities of a transaction rather than to 
the particular form the parties employed. 
The Court has never regarded “the sim- 
ple expedient of drawing up papers,” 
* * * as controlling for tax purposes 
when the objective economic realities are 
to the contrary. “In the field of taxa- 
tion, administrators of the laws, and the 
courts, are concerned with substance and 
realities, and formal written documents 
are not rigidly binding.” * * * Nor is the 
parties’ desire to achieve a particular tax 
result necessarily relevant. [Citations 
omitted. ] 


Second, Frank Lyon did not involve the 
same question as that herein. Frank Lyon 
involved a sale-and-leaseback situation, and 
the issue was whether or not the agreement 
reached actually changed ownership or 
possession of the building, or was merely a 
sham designed solely to avoid adverse tax 
consequences. Here, there is no dispute 
that a transfer occurred. The question at 
issue is only as to whether the proper 


characterization of the transaction is a 
lease or conditional sale. The Supreme 
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Court itself took note of the fact that the 
two questions were of a different nature 
when it pointed out that although there 
was an Internal Revenue Service ruling 
which set forth the Service’s most complete 
statement for characterizing a transaction 
as a lease or conditional sale of equipment, 
the ruling gave Lyon very little guidance 
against which to measure the genuineness 
of a sale-and-leaseback in a real estate 
transaction.° 


_ Another important difference is that the 
Frank Lyon decision is premised on accept- 
ance of the district court’s findings pre- 
viously summarized (see id. at 569, 58-82), 
while the evidence herein leads to ‘quite 
different findings. 


Other courts which have considered 
whether a particular transaction is a lease 
or a conditional sale likewise have not con- 
strued Frank Lyon as laying down a new 
determinative subjective intent test, as 
plaintiff urges. Instead, these courts have 
continued to apply the objective substance 
versus form analysis utilized herein. See 
Swift Dodge v. Commissioner [82-2 ustc 
19675], 692 F. 2d 651 (9th Cir. 1982); 
Leshe Leasing Co. v. Commissioner [CCH 
Dec. 39,909], 80 T. C. 411 (1983); and 
Kansas City Southern Railway v. Commis- 
stoner [CCH Dec. 38,028], 76 T.-C. 1067 
(1981). 


Finally, plaintiff relies on the Supreme 
Court’s reasoning that because the bank- 
Lyon transaction also involved a _ third- 
party, the insurance company which financed 
the transaction, it cannot reasonably be 
inferred that the transaction between the 
first two parties alone was a sham. Plain- 


tiff points to the Bank of America’s securi- 
ties interest in the two aircraft and argues 
that that Bank’s role requires that the 
court treat the October 25, 1968 agreement 
as a lease in accordance with its form 
rather than as a conditional sale. Plain- 
tiff’s reasoning is not persuasive. The Bank 
of America financed TIA’s original pur- 
chase of the two aircraft in 1963 and 1965 
and held a security interest in them, but it 
did not play an active role in the transac- 
tion between TIA and Saturn in 1968. The 
record reflects that in February 1970 
Saturn wrote to the bank acknowledging 
the latter’s security interest and agreed that 
if the bank elected to require acceleration 
of payment of the loans, Saturn would 
transmit directly to the bank all amounts 
payable under the lease and purchase option 
agreement, and TIA and the Bank con- 
sented to this arrangement. Thus, the role 
of the Bank of America is not incompatible 
with the determination that in the circum- 
stances herein there was a conditional sale. 
Indeed, Saturn’s agreement as early as 
February 1970, to pay TIA’s debt to the 
bank, before it exercised its options with 
respect to the aircraft, would seem to fur- 
ther the conception that there was a con- 
ditional sale rather than a lease. 


Conclusion 


Plaintiff claims and defendant concedes 
that if the transaction at issue is a con- 
ditional sale plaintiff is entitled to report 
its income on the sale pursuant to the 
installment method, as provided in Section 
453 of the Internal Revenue Code. With. 
the exception of this contention, plaintiff’s 
claims with respect to the aircraft leasing 
issue will be dismissed. 


[9211] Roy Nuttelman, Cecilia Nuttelman, Douglas Nuttelman and Dennis Nuttel- 
man, Appellants v. Dennis Vossberg, Mark Primoli, Mitchell Premis, Geri Anfinson, 
George Langdale, David Mayger, Brady R. Bennett, Susan Kahalekula, Lyle D. Mctiaes 


and John/Jane Does, Appellees. 
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[Code Sec, 7421] 


Assessment of tax: Suits enjoining: Anti-Injunction Act.—An order entered in the 
U. S. District Court for the District of Nebraska, which denied the taxpayers’ request 
for a restraining order to prevent government employees from collecting unpaid employ- 
ment and withholding taxes until a final adjudication on the merits, was affirmed. No 
restraining order could issue since neither judicial nor statutory exceptions to the Anti- 
Injunction Act applied. Back reference: {| 5779.738. 


Before HEANEY, Circuit Judge, HENLEY, Senior Circuit Judge, and McMuti1an, Circuit 


Judge. 


Per CuriaAM: Roy, Cecilia, Douglas and 
Dennis Nuttelman appeal pro se from an 
order entered in the District Court’ deny- 
ing their request for a restraining order 
for lack of subject matter jurisdiction. The 
Nuttelmans sought to restrain Dennis 
Vossberg and other government employees 
from collecting certain employment and 
withholding taxes until a final adjudication 
on the merits. We affirm. 


The Nuttelmans own Nuttelman Pontiac, 
GMC, Inc., which ceased operations in 
1980. Vossberg, an agent for the Internal 
Revenue Service, conducted an audit of the 
business in 1982. According to Vossberg’s 
report, Nuttelman Pontiac had employees 
for whom no employment or withholding 
taxes had been paid; the resulting defi- 
ciency as of May 23, 1984, was $29,976.50, 
including accumulated interest and penalty. 


The Nuttelmans filed this action under 
42 U.S. C. § 1983, alleging that the named 
defendants conspired to deny the Nuttel- 
mans their constitutional rights. Specifically, 
they argued that defendants knowingly 
made an invalid assessment, because the 
persons listed as “employees” in the audit 
report were under private contracts and 
were, therefore, liable for their own taxes. 
As part of their relief, they requested the 
district court to restrain the collection of 
the alleged deficiency. 


The district court held that the Anti- 
Injunction Act, 26 U. S. C. A. § 7421(a) 
(West Supp. 1984), precluded it from grant- 
ing the requested relief. The Nuttelmans 
appealed, alleging several points for rever- 
_ sal. Because the merits of the Nuttelmans’ 
claim have not yet been addressed by the 
district court, the only issue before us is 
whether the district court erred in refusing 
to grant a restrtaining order. We _ hold 
that it did not. — ; 


A federal court’s jurisdiction to restrain 
the collection of taxes is severely limited 
by statute. Title 26 U. S. C. §7421(a) 
provides: 


Except as provided in sections 6212(a) and 
(c), 6213(a), 6672(b), 6694(c), 7426(a) 
and (b)(1), and 7429(b), no suit for the 
purpose of restraining the assessment or 
collection of any tax shall be maintained 
in any court by any person, whether or 
not such person is the person against 
whom such tax was assessed. 


We agree with the district court that 
“Tnjothing in [the Nuttelmans’] complaint 
even remotely suggests that they fall within 
the statutory exceptions.” Nuttelman v. 
Vossberg, No. CV-84-0-619, at 3 (D. Neb. 
Oct. 26, 1984 (order). The Nuttelmans’ 
assertion that the Anti-Injunction Act does 
not apply to the colletcion of penalties is 
unpersuasive. Although the tax assessment 
did include a penalty, penalties and interest 
are treated as taxes, see 26 U. S. C. A. 
§§ 6601(e)(1), 6660(a)(2) (West Supp. 
1984), and subject to the requirements of 
the Anti-Injunction Act. Professional Engi- 
neers, Inc. v. United States [75-2 ustc { 9781], 
527 F. 2d 597, 599 (4th Cir. 1975). 


A judicial exception to the Anti-Injunc- 
tion Act was created in Enochs v. William 
Packing & Navigation Co. [62-2 ustc { 9545}, 
370 U. S. 1 (1961). There the Supreme 
Court held that “if it is clear that under 
no circumstances could the Government 
ultimately prevail, the central purpose of 
the Act is inapplicable and ... the at- 
tempted collection may be enjoined if equity 
jurisdiction otherwise exists.” Jd. at 7. 
Hence, in order to obtain the relief sought, 
the Nuttelmans would be required to show 
that under the most liberal view of the 
law and the facts, the government could 
not prevail and that irreparable harm 
would occur absent a restraining order. See 


1The Honorable Albert G. Schatz, United 


States District Judge for the District of Ne- | 


braska. 
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Hansen v. United States [84-2 ustc J 9824], 
744 F. 2d 658, 660 (8th Cir. 1984) (per 


curiam). 


The Nuttelmans have not made such a 
showing. The employee-independent con- 
tractor distinction within the context of the 
Internal Revenue Code is an issue to be 
determined by the facts and circumstances 
of the particular case. Generally, the issue 
is decided on the right to direct and con- 
trol the method and manner in which the 
work shall be done by the person for whom 
the services are performed. Marvel uv. 
United States [83-2 ustc J 9659], 719 F. 2d 
1507, 1514 (10th Cir. 1983). Other factors 
that may be considered include: (1) the 
investment made by the person rendering 
the service in his own tools and equipment; 
(2) the cost incurred by the employee in 


rendering the service; (3) the ability of 
the employee to profit from his own man- 
agerial skills; (4) whether the service re- 
quires a special skill; (5) the permanency 
of the relationship between the parties; and 
(6) whether the person rendering the serv- 
ice works in the course of the recipient’s 
business rather than in an ancillary capacity. 
Id. at 1514 n.11; Avis Rent A Car System, 
Inc. v. United States [74-2 usre {9725}, 
503 F. 2d 423, 429 (2d Cir. 1974). Because 
the government can obviously prevail if it 
presents evidence to indicate employee 
status of the persons listed in the audit 
report, the Nuttelmans’ request for a re- 
straining order was properly refused by 
the district court. 


Accordingly, the judgment of the district — 
court is affirmed. 


[9212] In re International Horizons, Inc., et al., Debtors, United States of 
America, Plaintiff-Appellant v. International Horizons, Inc., et al., Defendants-Appellees. 


U. S. Court of Appeals, 11th Circuit, No. 84-8068, 1/31/85. Affirming the unreported 
decision of the District Court. 
[Code Sec. 6871] 


Bankruptcy and receivership: Amended claim: Untimely assertion of a new claim. 
—The government’s untimely filing of an amended claim asserting previous claims for 
withholding and FUTA taxes and a claim for corporate income tax and interest was actu- 
ally an assertion of a new claim, and thus amendment was properly disallowed. Although 
the creditors and debtors were aware of the IRS claim prior to plan confirmation, nothing 
in the record indicated that the interested parties were aware the government intended 
to assert a corporate tax claim prior to the bar date, the date by which claims were to 
be filed. Here, the IRS met with the corporation to discuss alleged tax liabilities months 
prior to the debtors’ filing for bankruptcy, but no mention of the potential liability was 
made again until a notice of deficiency was sent months past the bar date. Further, the 
Treasury’s message to the corporation had been ambiguous; thus, the IRS had not 
shown sufficient facts from which to conclude that the Tax Court abused its discretion 
in finding that no informal proof of claim was filed so as mot to excuse the absence of 
proper timely proof of claim. Finally, because the IRS did not object to the plan 
either in writing or at the confirmation hearing, the government was estopped from 
Tecate that a windfall would befall creditors absent the tax claim. Back reference: 

641.024. 


Glenn L. Archer, Assistant Attorney General, Gayle P. Miller, Randall M. Roden, 
Michael L. Paup, Wynette J. Hewett, Department of Justice, Washington, D. C. 20530, 
for plaintiff-appellant. Robert A. Parker, Jr., David G. Bisbee, Bisbee, Parker & 
Rickertsen, 127 Peachtree Street, N. E., Atlanta, Ga. 30303, Robert M. Fire, Troutman, 
Sanders, Lockerman & Ashmore, 127 Peachtree Street, N. E., Atlanta, Ga., ey for 
defendants-appellees. 
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income taxes. This court has jurisdiction 
under 28 U. S. C. § 1293(b). Appellant con- 
tends that the bankruptcy court abused its 
discretion in holding that the amended 
claims for corporate income taxes were 
untimely under the circumstances which 
shall be presented below. Finding there 
was no abuse of discretion, we affirm. 


Facts 


Appellees International Horizons, Inc. 
(THI); International Horizons (Curacao), 
N. V.; North American Exports, Inc. 
(NAE); and International Horizons, N. V., 
on March 20, 1981, filed petitions, for reor- 
ganization pursuant to Chapter 11 of the 
Bankruptcy Code, 11 U. S. C. §101 et seg. 
World of English, N. V. and Communica- 
tion and Studies International, Ltd., af- 
filiates of the above-mentioned debtors, filed 
similarly on June 17, 1981, as did Financial 
Resources, K. K., on February 1, 1982. The 
proceedings involving these debtors were 
handled in consolidated form, with the 
debtors continuing to operate the businesses 
as debtors-in-possession. 


On June 17, 1981, the bankruptcy court 
sset a bar date by order, filed pursuant to 
‘Rule 3001(b)(2)(B) of the Interim Bank- 
‘ruptcy Rules (adopted by the bankruptcy 
‘court and the District Court for the North- 
-ern District of Georgia as applicable to 
cases under Chapter 11 of 11 U. S. C.) and 
notwithstanding the provisions of §§ 502 
cand 1111(a) of Title 11, in which it ordered 
that creditors desiring to assert claims 
against debtors were to file proofs of claim 
on or before August 31, 1981. It is undis- 
puted that the United States Internal Rev- 
enue Service (Service) was sent timely 
notice of the bar date order. 


On May 18, 1981, and June 29, 1981, the 
Service filed proofs of claim against NAE 
asserting claims for withholding taxes and 
Federal Unemployment Tax Act (FUTA) 
taxes for three quarterly tax periods of 1980 
and 1981 in the amount of approximately 
$33,000. On May 18, 1981, the Service also 
filed a proof of claim against IHI asserting 
claims for withholding taxes for two quarterly 
tax periods of 1980 and 1981 for approxi- 
mately $36,000. 

Subsequent to the bar date, on December 
28, 1981, the Service served upon NAE a 
notice of deficiency for corporate income 
taxes in the amounts of $385,539 and 
$14,886,908 for the 1974 and 1975 tax years 
respectively. Prior to the bar date, indeed 
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prior to debtors filing their petitions, the 
Service and NAE had discussed whether 
taxpayer NAE’s tax returns were correct 
at a closing conference for an audit on 
October 15, 1980. There was no resolution 
of the controversy at this October 15 meet- 
ing, and NAE was not contacted about the 
Service’s concerns again until the notice of 
deficiency, more than a year after the clos- 
ing conference and four months after the 
bar date. No corresponding proof of claim 
for corporate income taxes was filed, nor 
was an extension for time to file ever 
requested. 


Following receipt of the notice of defi- 
ciency, on January 22, 1983, debtors filed a 
disclosure statement indicating that they 
had received a notice of deficiency and 
intended to “vigorously” contest. The disclo- 
sure statement also described the plan’s 
provision that unfiled claims be cancelled 
without any payment whatsoever. Payment 
of corporate income taxes was never scheduled 
in the reorganization plan, as the only 
listing of payment to the government was 
in the amount of $71,360, the aggregate of 
the FUTA and withholding taxes. 


November 5 was set by the bankruptcy 
court as the deadline for filing objections 
to the disclosure statement; ballots and ob- 
jections to confirmation of the reorganiza- 
tion plan were to be filed by December 6, 
1982. The government filed no objections. 
Rather, on November 2, prior to the dead- 
line for objections to the disclosure state- 
ment and the plan, the Service filed an 
amended proof of claim asserting a claim 
against NAF for the withholding and FUTA 
taxes (stated in the original proof of claim) 
and a claim for corporate income taxes in 
the amount of $385,539 and $14,886,908 and 
interest in the amount of $160,019 and 
$5,074,124. for the tax years 1974 and 1975 
respectively. On November 18, 1982, the 
Service filed an amended proof of claim 
against IHI, asserting the previous claims 
against IHI and a claim for corporate in- 
come tax of $1,719,649 and interest of $81,412 
for 1980. Taken together, the two amended 
proofs asserted claimsi of well over $20,000,000, 
amended onto the original $70,000 claimed. 


Finally, ending the long saga of reorgani- 
zation negotiations, a hearing on confirma- 
tion was held on December 15, 1982. During 
this hearing an exchange occurred among 
the judge, debtors’ counsel, and the Serv- 
ice’s counsel concerning tax claims. Of 
course, appellant and appellees each inter- 
pret the meaning of this exchange differ- 
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ently. The record does show, however, at 
least that debtors’ counsel indicated that 
the plan would allow for payment of actual 
tax liability as found by the bankruptcy 
court, and that the government, which had 
not actively participated in the almost in- 
cessant hearings and conferences which oc- 
curred in the 21 months of negotiations 
leading to the confirmation hearing, was 
aware that debtors felt they would have to 
pay no corporate income tax and that it 
was unlikely that the debtors could pay 
that tax claim and other creditors’ claims 
as well. Still, the government stated that 
the plan should be confirmed, as it ulti- 
mately was. The debtors filed an objection 
to the government corporate income tax 
claims and moved for summary judgment 
in March 1983; the government filed a 
cross-motion. The bankruptcy court granted 
debtors’ motion in June 1983. 


Dispositions Below 


We consider briefly the bankruptcy court’s 
decision here so that we may provide an 
ample foundation for consideration of any 
abuse of discretion, 


The bankruptcy court determined that 
Rule 715 of the Rules of Bankruptcy Pro- 
cedure, which incorporate Rule 15 of the 
Federal Rules of Civil Procedure, controls 
consideration of allowance of pleading amend- 
ment, and noted that while amendments 


should be freely allowed, they are not to’ 


be used to assert an entirely new claim. 


The court first considered amendment 
under the traditional view that amendment 
was allowed only where a new claim was 
not being asserted and an original timely 
proof of claim had been filed. Distinguish- 
ing the case principally relied upon by the 
Service, Memck v. Hoffman [53-2 ustc 
1.9506], 205 F. 2d 365 (9th Cir. 1953), as of 
precedential value only in its factual setting in 
which notice to the individual’s business of a 
claim for withholding taxes also constituted 
notice to the individual of his income tax 
liability, the court found that: 


[T]he Service’s amendment asserts a 
new poe ea come not arising out 


; ce fi om be 


and that a creditor has an affirmative 
duty to [file] timely a proof of claim. 


The court then undertook a detailed analysis 
of equitable factors following the analysis of 
In re Miss Glamour Coat Co., 80-2 ustc 
{ 9737 (S. D. N. Y. Oct. 8, 1980), and held 
that— 


This Court [refuses] to allow the Serv- 
ice to amend its proof of claim. While 
the debtor and its creditors acted with 
knowledge of the potential of the IRS’s 
asserting a claim for corporate income 
taxes in these cases, when balanced against 
the Service’s behaviour, it would not be 
appropriate to grant the Service leave to 
amend. The Service has disregarded its 
internal procedures concerning the filing 
of proofs of claim for unliquidated or 
disputed claims and has offered no justi- 
fication for its failure to act timely. 
While amendments are to be freely al- 
lowed where justice so requires, * * * the 
Service’s unexplained negligence does not 
present an instance under which justice 
or fairness requires the allowance of an 
amendment. 


The district court, after a de novo review 
of the record, adopted in full and affirmed 
the findings of fact and conclusions of law 
set forth by the bankruptcy court. | 


Discussion — 


This court reviews the decision of the 
_ district court and the bankruptcy court and 


will reverse only upon finding an abuse of 
discretion. Carnegia v. Georgia Higher Edu- 


_ cation Assistance Corp., 691 F. 2d 482, 483 
(11th Cir. 1982). (Since the district court 


adopted the decision of the bankruptcy 
court, we will address ourselves only to 


the bankruptcy court decision.) Appellant 


asserts the court’s decision below disallow- 
ing amendment constitutes an abuse of dis- 
cretion because the debtors and creditors 


were aware of the tax liabilities, the 
amended proof of claim was filed prior to 


plan confirmation, the plan arguably pro- 
vided for tax claim litigation on the merits, 
and because the debtors waited for three 
months after plan confirmation before ob- 
jecting to the late claim. We find appel- 


lant’s contentions uncompelling. 


It is well accepted that the bankruptcy 
court is guided by the principles of equity, 
t the i 
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case, amendment to a claim is freely al- 
lowed where the purpose is to cure a defect 
in the claim as originally filed, to describe 
the claim with greater particularity or to 
plead a new theory of recovery on the facts 
set forth in the original claim. See Szat- 
kowski v. Meade Tool & Die Co., 164 F. 2d 
228, 230 (6th Cir. 1947); In re G. L. Miller 
& Co., 45 F. 2d 115 (2d Cir. 1930). Still, the 
court must subject post bar date amend- 
ments to careful scrutiny to assure that 
there was no attempt to file a new claim 
under the guise of amendment. In the Matter 
of Commonwealth Corp., 617 F. 2d 415, 420 
(Sth Cir. 1980). See Wheeling Valley Coal 
Corp. v. Mead, 171 F. 2d 916, 920 (4th Cir. 
1949). 


Under the more traditional view on the 
appropriateness of amendment that the bank- 
ruptcy and district courts first considered, 
and which was developed interpreting the 
statutory 6-month bar provision of § 57n of 
the Bankruptcy Act, 11 U. S. C. §93(n), 
amendment is permitted only where the 
original claim provided notice to the court 
of the existence, nature, and amount of the 
claim and that it was the creditors’ intent 
to hold the estate liable. See Walsh v. Lock- 
hart Associates, 339 F. 2d 417, 418 (5th Cir. 
1964). See also Sun Basin Lumber Co. v. 
United States, 432 F. 2d 48, 49 (9th Cir. 
1970); Lacoe v. DeLong, 65 F. 2d 82, 83 (9th 
Cir. 1933). Appellant contends that the 
court below abused its discretion in apply- 
ing the facts of this case to the above-men- 
tioned principles, and relies on Menick v. 
Hoffman [53-2 ustc 19506], 205 F. 2d 365 
(9th Cir. 1953), a case where the Service 
was allowed amendment of a withholding 
tax claim to include an income tax claim. 


The court below has considered Menick 
and we think properly found it confined to 
its facts. In Menick, a case decided by the 
ninth circuit and not controlling in this cir- 


cuit, the bankrupt was an individual, rather . 


than a corporation, and the withholding 
taxes as to the bankrupt’s business had a 
dual identity of being also income taxes as 
to the bankrupt individually. In the present 
case the original claim also was for with- 
holding and FUTA taxes; however the 
amendment sought to introduce claims 
based upon nonrecognition of a transaction 
under 26 U. S. C. § 351, controversy over 
business deductions, and disqualification of 
NAE as a domestic international sales cor- 
poration (DISC). In Menick the ninth cir- 
cuit considered that the amendment merely 
particularized a claim to include taxes of 
a same generic origin. The bankruptcy court 
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here determined that the amended claims, 
relating to nonrecognition of a transaction 
and adjustments premised upon the com- 
plex DISC tax provisions, simply did not 
relate to basic withholding and FUTA 
taxes. We can find no abuse of discretion 
in the court’s determination that the 
amended claim was actually an assertion 
of a new claim, (This court neither en- 
dorses nor rejects the court’s reasoning in 
Menick, as the facts of that case are not 
before us.) 


Appellant suggests, however, that the 
circumstances of this case are analogous to 
those in which the courts have deemed 
amendment merely a method of perfecting 
a prior informal proof of claim. Appellant 
asserts that the debtors, as debtors-in- 
possession and thus standing in the shoes 
of a trustee under 11 U. S. C. § 1107, were 
well aware of the government’s claims since 
they had discussed these tax issues with the 
Service in 1980. Furthermore, asserts the 
Service, the disclosure statements noted 
the Service’s notice of deficiency against 
debtors and the plan called for litigation of 
tax claims. The bankruptcy court found that 
the debtors and creditors knew of the poten- 
tial of the Services’ asserting a claim for 
corporate income taxes against the debtors. 


The bankruptcy court rightly found that 
mere notice of a claim alone is not to be 
called an informal proof of claim in order 
to excuse the absence of a proper timely 
proof of claim as the law requires. An in- 
formal claim may be asserted, if it can be 
at all, only when it is apparent that the 
creditor intends to seek recovery from the 
estate and when the informal proof of claim 
is “filed” prior to the bar date. See Wilkens 
v. Simon Brothers, Inc., 731 F. 2d 462, 465 
(7th Cir. 1984) (“The general rule is that 
a claim arises where the creditor evidences 
an intent to assert its claim against the 
debtor. Mere knowledge of the existence of 
the claim by the debtor, trustee or bank- 
ruptcy court is insufficient”). 


Here the Service met with NAE to dis- 
cuss alleged tax liabilities months prior 
to debtors filing for bankruptcy. No mention 
of the potential liability was made again 
until a notice of deficiency was sent months 
past the bar date. Nothing in the record 
indicates that the debtors or creditors knew 
that the government intended to assert a 
corporate income tax claim prior to the 
bar date. While it is true that the creditors 
and debtors were aware of the Service’s 
claim prior to plan confirmation, nothing in 
the record indicates that the interested 
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parties were aware of the claims prior to 
the bar date, the date by which claims were 
to be filed. 


The informal proof of claim must as a 
minimum furnish the information that a 
formal claim would give. This includes the 
fact that claimant has what it believes to 
be legal claim for money owing. In the tax 
context, after audit of income tax returns, 
such notice is given in a notice of deficiency. 
We may suppose, arguendo, that a notice of 
deficiency, known to the trustee, before the 
cut-off date, would have some claim to be 
regarded as an informal proof of claim in 
the bankruptcy. Here there was no notice 
of deficiency until too late. After an audit, 
and after discussions of tax liability by the 
taxpayer with the auditor and perhaps other 
Treasury officials, but before notice of de- 
ficiency, Treasury is sending an ambiguous 
message. Its silence may say that on review 
it has failed to find the right to collect taxes 
so obvious and clear as the auditor said. 
It may say the matter is still-under study. 
It does not say taxpayer is exonerated. It 
does not say taxpayer is liable and owes 
money in all events. 


Such an ambiguous message would to the 
ordinary mind become a little less ambigu- 
ous as a greater length of time passed in 
silence. The message is strengthened that 
Treasury’s right to collect a deficiency is 
found not as clear as originally supposed. 
The message is weakened that Treasury is 
just perfecting the details of its claims. It 
is clear that until notice, or until limitations 
run, taxpayer is not justified in disregarding 
any possible contingent tax liability in de- 
termining its financial condition. None of 
this adds up to an informal proof of claim. 
Thus, the Service has not shown sufficient 
facts from which we may conclude that the 
court abused its discretion in finding that 
no informal proof of claim was filed. Cf. 
Evanston Motor Co. v. First National Bank of 
Lincolnwood, 735 F. 2d 1029 (7th Cir. 1984) 


(cases accepting that an assertion of a claim 
against a trustee is equivalent to filing with 
the court and is thus an informal proof of 
claim are based on law superseded by 
Bankruptcy Rule 509(c) and Interim Bank- 
ruptcy Rule 3001 and are no longer ap- 
ageete ts 


relied upon the Service’s earlier proofs of 
claim or whether they had reason to know 
that subsequent proofs of claim would be 
filed pending the completion of an audit; 
(2) whether other creditors would receive 
a windfall by the court’s refusing to allow 
amendment; (3) whether the Service inten- 
tionally or negligently delayed in filing its 
proof of claim stating the amount of cor- 
porate tax due; (4) the justification for — 
failure of the Service to file for a timely 
extension to the bar date; and (5) whether 
equity requires consideration of any other 
factors. The Service concedes that it was 
negligence not to request an extension for 
its time to file a proof of claim, as indeed 
its regulations require. The Service proffers 
no justification. Yet the government sug- 
gests that other equitable factors exist 
which strongly support amendment. 


The bankruptcy court considered the 
Glamour Coat factors in detail. It found that 
the debtors and creditors were aware of 
the income tax liabilities and acted, at least 
in part, based on that knowledge. Still the 
court found that the creditors would not 
receive a windfall if the tax claim was 
barred. The government had multiple op- 
portunities to assert its claim timely; it did 
not. It had opportunity to object to the 
disclosure statement which did not schedule 
corporate income taxes; it did not. It was 
aware that the reorganiztion plan described 
payment only of actual tax liabilities and 
that the plan would be unviable should the 
government reach and prevail on the merits 
of its tax claim. Yet it did not object to 
the plan either in writing or at the con- 
firmation hearing. The bankruptcy court held 
that given the above behavior, the Service 
was estopped from asserting that a windfall 
would befall creditors absent the tax claim. 
We can find no abuse of discretion in the 
court’s equitable consideration of the Serv- 
ice’s reorganization posture. 


Finally, the government claims as an 
equitable factor that the plan provided for 
litigation of the tax claims in bankruptcy 
court, that the plan binds the debtors, and 
that debtors waived the right to object to 
the claim by allowing the plan to go 
through confirmation. We find that the 
plan provision allowing for litigation of tax 

( obj ections to claims on 
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give detailed analysis of specific claims. 
The government’s somewhat paradoxical 
argument that appellees have waived their 
right to object by waiting for three months, 
when appellant, through unjustified negli- 
gence, waited 20 months to assert its late 
claim, is singularly unappealing. 


Conclusion 


The court below provided a detailed 
analysis of the facts and correctly applied 
them to the applicable law. The government 
concedes that it is to receive no special 
consideration in determination of its late 


claims. Here the Service acted negligently 
and without justification. It was given 
every chance to assert its rights, yet failed 
to until the eve of confirmation. Aware that 
debtors plan was unviable should its claims 
prevail, the Service still argued that the 
plan be confirmed. The weighing of equi- 
ties is within the province of the courts 
below and their judgment is to be reversed 
only when an abuse of discretion occurred. 
Having considered appellant’s arguments, 
the record, and the decisions below, we find 
no abuse of discretion. 


AFFIRMED. 


[9213] Armando Gonzalez, Plaintiff v. United States of America, Defendant. 


U. S. District Court, So. Dist. Fla., Case No. 84-2600-Civ-Hoeveler, 1/15/85.—(606 
FSupp 134.) 


[Code Sec. 7429] 


Termination Assessment: Reasonableness.—A huge cash hoard that was secreted 
by the taxpayer and apparently skimmed from illicit narcotics trafficking was properly 
subject to a termination assessment. There was a great possibility that the money would 
never be reported to the IRS. Intervention in a state forfeiture proceeding (under which 
the money was in police custody) by the IRS—as opposed to pursuing the termination 
assessment—was not a sufficient means of safeguarding the SE s interest in the hoard. 


Back reference: { 5784T.033. 
Jay Moskowitz, 


Sands & Moskowitz, Miami, 


Fla., for plaintiff. Steven Kwartin, 


Department of Justice, Washington, D. C. 20530, for defendant. 


Order of Dismissal Without Prejudice 


HoeEVELER, District Judge: This cause came 
before the Court for hearing on December 
14, 1984, upon the Complaint of Plaintiff 
Armando Gonzalez for a summary de novo 
review pursuant to 26 U. S. C. A. § 7429 
(b)(1) of a termination assessment made 
by the Internal Revenue Service on or 
about August 20, 1984. 


Agents of the Internal Revenue Service 
personally delivered to the Plaintiff a No- 
tice of Termination Assessment of Income 
Tax for the period of January 1, 1984 
through July 25, 1984. A Termination Assess- 
ment under Section 6851 of the Internal 
Revenue Code is made for a tax year that 
either has not ended or for which the due 
date for filing a tax return has not yet 
passed. The Notice served upon Mr. Gon- 
zalez assessed a tax against him in the 
amount of $886,841.40. The Notice from 
the District Director of the Internal Reve- 
nue stated that 


under the section 6851 of the I. R. C,, 
you are notified that I have found you 
designing to quickly place property be- 
yond the reach of the Government by 
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either concealing it or dissipating it, 
thereby tending to prejudice or render 
ineffective collection of income tax for 
the 1984 taxable year. 


Workpapers of an Internal Revenue Service 
agent were attached to the assessment. The 
papers stated that Metropolitan Dade County 
police officers, while executing a search 
warrant, found a large sum of money— 
$1,784,740.00—in the bedroom closet of the 
Plaintiff's residence. According to the agent’s 
notes, an analysis of Plaintiff’s previously 
filed tax returns indicated that the monies 
found were never reported by the Plaintiff. 


At the hearing of December 14, 1984 on 
this catise, several Metro-Dade police detec- 
tives testified about an ongoing narcotics 
investigation and execution of the search 
warrant on Plaintiff's residence on or about 
July 25, 1984, that led to a customs dog’s 
alert to the $1,784,740.00 contained in large 
plastic garbage bags in the bedroom of 
Plaintiff’s residence at 235 N. W. 59th Ave- 
nue in Miami, Florida. Detective Mario 
Biovides testified that a confidential in- 
formant had reported to the Metro-Dade 
police that he had observed approximately 
five kilograms of cocaine in the Plaintiff’s 
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residence. The Government presented a 
copy of the affidavit for Search Warrant 
as Government’s Exhibit 1. The affidavit 
contained information supporting the in- 
formant’s reliability. 


Detective Juan Espinosa testified that he 
was present during the execution of the 
search warrant when the monies were 
found. Customs Officer John Matckolin, a 
“K-9” enforcement officer, testified that his 
customs dog alerted to the garbage bags 
that contained the money, indicating that 
the money had been near or in contact 
with narcotics. 


The Government also presented pictures 
of the seized currency, Government’s Ex- 
hibits 2A and 2B. Of the monies seized, 
there were six hundred and six one-hun- 
dred dollar bills, two thousand and seventy 
two fifty-dollar bills, seventy six thousand 
and six hundred fifty-five twenty-dollar 
bills, six thousand seven hundred and twenty 
one ten-dollar bills, and forty-six five-dollar 
bills. Detective Schumacher, also of the 
Metro-Dade police force and present at 
the execution of the search warrant, testi- 
fied that the condition and packaging of 
the bills was similar to money used in the 
purchase and sale of narcotics. Detective 


Schumacher testified as having thirteen years 


of narcotics investigation experience. 


The monies seized are presently the sub- 
ject of a forfeiture action in Dade County 
State Court, In re: Forfeiture of $1,784,740.00 
in U. S. Currency, Case No. 84-27674, 
Eleventh Judicial Circuit in and for Dade 
County, Florida. Thus, Plaintiff contends 
that the termination assessment issued by 
the Internal Revenue under 26 U.S. C. A. 
§ 6851 (West Supp. 1984) was not reason- 
able under the circumstances. Plaintiff 
asserts that the money is presently in the 
custody of the Metro-Dade police depart- 
ment and beyond the reach of the Plaintiff 
unless he prevails in that action. Plaintiff 
feels that the notice of termination is un- 
necessary because the IRS could intervene 
in the state forfeiture action and protect 
its interests. Plaintiff therefore contends that 
the IRS has not met its burden of proving 
that the assessment is reasonable under the 


ae: 


The sole issue before the Court is whether 
the notice of termination issued to Mr. 
Gonzalez was reasonable under the circum- 
stances.. 26 U. S. C. A. § 7429(b)(2) (A) 
(West Supp. 1984). See Loretto v. United 
States [78-1 ustc $9110], 440 F. Supp. 
1168, 1172 (EDs Pas 1977)5\“Bhes fact! that 
the monies are presently the subject of a 
forfeiture action and beyond the reach of 
the Plaintiff does not demand a conclusion 
that the notice of termination was unrea- 
sonable. In Randahl v. United States of 
America [82-1 ustc § 9356], Stand. Fed. Tax © 
Rep. .(CCH)...7.9356..(D.. Minn, Jan. 5, 
1982), the court stated: 


Plaintiff's principal argument is that it 
is somehow unfair for the government 
to be claiming that the money seized 
is, on one hand, subject to forfeiture, 
and, on the other hand, due for income 
taxes. Having considered this argument 
the court concludes that the mere pres- 
ence of a forfeiture action does not 
change the nature of the termination 
assessment which is, under the circum- 
stances, reasonable. It is not necessary 
that a taxpayer have an absolute and 
irrevocable right to retain the gains from 
apparent criminal activity in order to be 
taxed. He may lose the tainted money 
and still be subject to taxes on the profit 
it represents. 


Id. (citation omitted). 


The testimony at the hearing indicated 
that the money seized may have been in- 
volved in narcotics transactions. Moreover, 
Plaintiff's tax returns filed by the Plaintiff 
for the years 1977 through 1983 revealed 
that Plaintiff’s taxable income never ex- 
ceeded $31,000.00 (Response 95), with the 
exception of the 1981 taxable year when 
the Plaintiff won $245,000.00 in the Puerto 
Rican lottery and filed an amended tax 
return reporting those winnings in Decem- 
ber 1983. 


The Court therefore finds that the mak- 
ing of the termination assessment, in light 
of the testimony and evidence presented at 
the hearing and the possibility that money 
involved in narcotics transactions would 
not be reported by the Plaintiff as taxable 
income, was reasonable under the circum- 
stances. “Thus, the Secretary had sufficient 


reason to find that eet As was Seer et 
Eta 
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States [81-2 ustc 9768], 529 F. Supp. 98 
(S. D. Ohio 1981). 


Accordingly, it is hereby 


ORDERED AND ADJUDGED that 
Plaintiff's Complaint be and is DISMISSED 


WITHOUT PREJUDICE to the rights 
of the Plaintiff to contest the asserted tax 
liability by way of any available remedy, 
including a petition in Tax Court or a suit 
for refund in district court or the United 
States Claims Court. 


[9214] Cheryl McGowan, Plaintiff v. The United States of America and the Direc- 
tor of Internal Revenue Service, Defendants. 


; U. S. District Court, No, Dist. Ill., East. Div., No. 84 C 3890, 11/29/84.—(601 FSupp 
350.) 


[Code Sec. 7421] 


Civil suits: Suits to restrain assessment: Anti-Injunction Act.—In granting the IRS’s 
motion to dismiss, the court found that the taxpayer’s suit was barred by the Anti-Injunc- 
tion Act because the taxpayer failed to establish that, under the most liberal view of the 
facts and the law, the government could not possibly prevail on the merits. Therefore, 
the court lacked subject matter jurisdiction. The taxpayer asserted that she was an 
innocent spouse within the meaning of the Code and was therefore not liable for the 
additional taxes and penalties assessed against her following her ex-husband’s embezzle- 
ment coriviction. Back reference: {| 5779.743. 


Willis E. Brown, 39 S. LaSalle St., Chicago, Il. 60603, for plaintiff. James J. Kubik, 
Assistant United States Attorney, Chicago, Ill., for defendants. 


Memorandum Opinion and Order 


ASPEN, District Judge: Plaintiff Cheryl 
McGowan (“McGowan”) brings this action 
against the United States of America and 
the Director of the Internal Revenue Serv- 
ice (“the IRS”) to enjoin the collection of 
certain outstanding taxes and penalties 
assessed against her for the taxable year 
ending December 31, 1974. McGowan as- 
serts that she is an “innocent spouse” 
within the meaning of 26 U. S. C. § 6013(e) 
and therefore is not liable for additional 
taxes and penalties following her ex-hus- 
band’s embezzlement conviction. Defend- 
ants have moved to dismiss McGowan’s 
complaint on various grounds: insufficient 
service of process, sovereign immunity, 
lack of subject matter jurisdiction, failure 
to state a claim upon which relief can be 
granted and res judicata. As explained 
below, defendants’ motion to dismiss is 
granted because this Court is without sub- 
ject matter jurisdiction.* 


McGowan invokes three statutory juris- 
dictional bases for this action: 26 U. S. C. 
§ 7402(a), 28 U. S. C. § 1346(a) and 28 
U. S. C. § 1340. The first of these statutory 
provisions, Section 7402(a) of the Internal 


1 Accordingly, we need not reach defendant’s 
other arguments supporting dismissal of this 
suit. 

2 Generally, a taxpayer must either petition 
the Tax Court for a redetermination of an as- 
sessed tax or pay the tax and then sue for a 
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Revenue Code (“the Code’), clearly does 
not apply to this case. Section 7402(a) 
grants the district courts jurisdiction, inter 
alia, to issue injunctive orders “at the in- 
stance of the United States” to help en- 
force the internal revenue laws. It applies 
only to injunctive relief sought by the 
United States, not against the government, 
as in this case. 


The second statute, 28 U. S. C. § 1346(a), 
provides for civil actions against the United 
States by taxpayers seeking a refund of 
taxes.” However, McGowan is not seeking 
a refund of taxes and penalties she has 
already paid but is attempting to enjoin 
defendants from collecting certain assess- 
ments in the first place. McGowan cannot 
sue for a refund of taxes until the assessed 
income tax liability has been paid in full. 
See Flora v. United States [60-1 ustc { 9347], 
362 U. S. 145, 80 S. Ct. 630 (1960). Thus, 
Section 1346(a) does not grant this Court 
jurisdiction to enjoin the government’s col- 
lection efforts. 


McGowan also cites 28 U. S. C. § 1340 
as a basis for jurisdiction. However, Sec- 
tion 1340 does no more than state generally 
that the district courts have original juris- 


refund in federal district court. See, e. 9., 
Flora v. United States [60-1 ustc { 9347], 362 
U. S. 145, 158, 80 S. Ct. 630, 637 (1960); West- 
gate-California Corp. v. United States [741 
ustc { 9375], 496 F. 2d 839, 841 (9th Cir. 1974). 
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diction of civil actions brought under the 
internal revenue laws. Its scope is not 
without limits, but in fact is restricted by 
26 U. S. C. §7421(a). Section 7421(a) of 
the Code, commonly referred to as the Anti- 
Injunction Act, provides that “no suit for 
the purpose of restraining the assessment 
or collection of any tax shall be maintained 
in any court by any person. ...’* The 
prohibition of Section 7421(a) has been 
strictly enforced by the courts and consist- 
ently upheld by the United States Supreme 
Court. See, e.g., Bob Jones Umiversity v. 
Simon [74-1 ustc J 9438], 416 U. S. 725, 94 
S. Ct. 2038 (1974); Alexander v. “Americans 
United” Inc. [74-1 ustc J 9439], 416 U. S. 
752, 94 S. Ct. 2053 (1974). Section 7421(a) 
applies equally to attempts at enjoining the 
collection of tax assessments as well as 
penalties. E.g., Cox v. Commissioner [83-1 
ustc J 9260], 51 A. F. T. R. 2d 83-685, 83- 
686 (E. D. Mich. 1983); Crouch v. United 
States [78-1 ustc J 9376], 447 F. Supp. 385, 
386 (N. D. Cal. 1978). Thus, the Anti-In- 
junction Act appears to bar McGowan’s suit. 


Before reaching this conclusion, how- 
ever, we must also consider the one judicial 
exception to Section 7421(a). In Enochs v. 
Williams Packing & Navigation Co. [62-2 
uste ='9545]) 370nU). ISialS2nS. Gt25 
(1962), the Supreme Court ruled that a 
taxpayer may still obtain injunctive relief 
by establishing that: (1) under the most 
liberal view of the facts and the law, the 
government cannot possibly prevail on the 
merits; and (2) the taxpayer has no ade- 
quate remedy at law. Jd. at 7, 82.S. Ct at 
1129. 


McGowan has failed to satisfy the re- 
quirements of the Williams Packing excep- 


tion. She alleges that she is an “innocent 
spouse” within the scope of 26 U. S. C. 
§6013(e) and therefore is not liable for 
any of the additional taxes and penalties 
assessed against her. However, her bare 
assertion of innocence is not sufficient to 
show conclusively that “under the most 
liberal view of the law and the facts, the 
United States cannot establish its claim.” 
Diehl v. United States [74-1 ustc J 9215], 373 
F. Supp. 1069, 1071 (S. D. Tex. 1974); see 
also Kirtley v. Bickerstaff [74-1 uste § 9112], 
488 F. 2d 768 (10th Cir. 1973), cert. denied, 
419 U. S. 828, 95 S. Ct. 47 (1974); Rosen- 
baum v. United States [72-2 ustc J 9588], 346 
F. Supp. 872, 874 (D. Md. 1972).* Similarly, 
although McGowan claims that she relied 
on some representation by the IRS that 
her tax obligations had been satisfied, she 
has fallen far short of the requisite certainty 
mandated by Williams Packing for avoiding 
the Anti-Injunction Act. See, e. g., Kaestner 
v. Schnudt [73-1 uste J 9266], 473 F. 2d 1294. 
(9th Cir. 1973). Since McGowan has not 
established certainty of success on the 
merits, we need not inquire whether she 
has demonstrated irreparable injury. Shan- 
non v. United States [75-2 ustc J 9646], 521 
F. 2d 56, 61 (9th Cir. 1975), cert. denied, 424 
U.S. 965, 96 S. Ct. 1458 (1976); Rappaport 


‘v. United States [76-2 ustc $9702], 419 F. 


Supp. 1236, 1238 (N. D. Ill. 1976), aff'd 
[78-2 ustc J 9585], 583 F. 2d 298, 302 (7th 
Cir. 1978). ) 


Thus, McGowan’s suit does not fall under 
any exception to the Anti-Injunction Act, 
and this Court is without subject matter 
jurisdiction, Accordingly, defendants’ mo- 
tion to dismiss is granted. It is so ordered. 


[7.9215] Andrew Perugino, Plaintiff v. United States of America, Defendant. 


_U. S. District Court, Mid. Dist. Pa., 


Penalties: Failure to file returns: 


Reasonable cause: 


Civil No. 83-1628, 11/26/84. 
[Code Secs. 6651 and 6656] 


Reliance on accountant.— 


Interest and penalties were properly assessed against taxpayer for failure to file timely 


ells Ad 
ae 


returns. mea ae Ss one on a hits aousane to oo returns no not constitute reason- 
: rain 
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George G. Oschal, III, Michael J. Cefalo, 309 Wyoming Ave., West Pittston, Pa. 
18643, for plaintiff. Robert Nolan, Assistant United States Attorney, Scranton, Pa. 
18501, S. Martin Teel, Jr., Department of Justice, Washington, D. C. 20530, for defendant. 


Memorandum and Order 
Conapoy, District Judge. 


BACKGROUND. Plaintiff filed this civil 
action pursuant to 28 U. S. C. § 1346(a) (1) 
seeking the return of interest, penalty 
and/or additional tax payments assessed 
by the Defendant and paid by Plaintiff for 
the employment tax years 1979, 1980 and 
1981. 


The gist of Plaintiff’s assertion is that 
he signed the applicable quarterly tax re- 
turns and drew checks payable to the In- 
ternal Revenue Service in a timely fashion 
(with respect to the due date of the re- 
turn) and on all occasions in question gave 
both the the return and the check to his 
accountant for filing with the IRS. 


However, in October of 1982, the IRS 
informed Plaintiff that the quarterly re- 
turns for the tax years 1979, 1980 and 1981 
had not been filed in a timely fashion and 
as a result, interest and penalties were 
assessed against Plaintiff by Defendant 
IRS pursuant to 26 U. S. C. § 6651(a)(1), 
(2), (3) and 26 U. S. C. § 6656(a). 


Plaintiff alleges that he paid the interest 
and penalties as assessed, and now seeks 
their return, arguing that he exercised 
ordinary business care and prudence by 
relying on his accountant to file his 
returns in a timely fashion. Plaintiff con- 
tends that his actions constitute “reason- 
able cause” so as not to justify the penalties 
assessed by the IRS. 


The Defendant has filed a motion for 
summary judgment and supporting brief 
and the Plaintiff has filed his response in 
opposition. This matter is now ripe for our 
decision. 


RESPONSIBILITY FOR TIMELY FIL- 
ING. The rule, in the Third Circuit, per- 
taining to responsibility for the timely 
filing of Federal Tax Returns was clearly 
summarized in Sanderling v. C. I. R. [78-1 
ustc {9284], 571 F. 2d 174 (3d Cir. 1978) : 


Where a taxpayer relies upon its ac- 
countant to file a return when due, his 
failure to do so, without more, ordinarily 
will not excuse the imposition of the 
penalty, United States v. Kroll [77-1 ustc 
§ 13,187], 547 F. 2d 393 (7th Cir.. 1977), at 


least in the siutation where the due date 


is known to the taxpayer. [78-1 ustc 
J 9284], 571 F. 2d 174, 177. 
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The U. S. v. Kroll decision cited in 
Sanderling, supra concluded that when “.. . 
a return must be filed, the taxpayer has a 
personal, nondelegable duty to file the tax 
return when due.” United States v. Kroll 
[77-1 ustc 7 13,187], 547 F. 2d 393, 396 
(1977). 


We note that the Kroll decision dealt 
with the taxpayer’s reliance on his at- 
torney’s advice that a return did not have 
to be filed, but the court went on to point 
out that: 


An entirely different situation is pre- 
sented where a penalty is assessed be- 
cause a return, although filed, is filed 
after the due date. This situation often 
arises where the taxpayer knows that he 
must file a return, but entrusts the prep- 
aration and filing of the return to an 
attorney or an accountant. Any layman 
with the barest modicum of business 
experience knows that there is a dead- 
line for the filing of returns and knows 
that he must sign the return before it is 
filed. Jd. [77-1 ustc J 13,187], 547 F. 2d 
393, 396 (1977). 


Plaintiff argues that he was not aware 
of the quarterly due dates of the returns 
and therefore should be excused from the 
standards put forth in U. S. v. Kroll, supra 
and Sanderling, supra. Further, Plaintiff 
admits tnat he has the burden of demon- 
strating that a failure to file his returns 
and pay the amount due was as a result 
of “reasonable cause” which exists when a 
taxpayer has exercised ordinary business 
care and prudence. Norton v. U. S. [77-1 
ustc § 9296], 551 F. 2d 821 (1977), cert. 
denied, 434 U.S. 831. 


The record before us indicates that: (1) 
the Plaintiff has been in business for some 
thirty years and argues that he made checks 
payable to the IRS and signed the ap- 
plicable returns; (2) none of the quarterly 
tax returns for the periods in question were 
filed until May 20, 1981 (Doc. #8); and 
(3) Plaintiff is aware of his duty to file 
Employer Quarterly Federal Tax Returns 
(Plaintiff's answer to Defendant’s Inter- 
rogatory #5, appended to Doc. #8). We 
find that this far exceeds the “barest 
modicum” of business experience in Kroll. 


If we were to agree with Plaintiff's con- 
tentions, we would open the door to the 
possibility of widespread collusive tax 
evasion with the government having no- 
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where to turn. The taxpayer would argue 
that his accountant was at fault, the ac- 
countant would argue that it is not his 
debt and the United States would be left 


In light of the foregoing discussion and 
applicable case law, we find Plaintiff's 
argument, that his lack of knowledge and 
his reliance on his accountant constitute 


the “reasonable cause” necessary to rule in 
his favor, to be meritless, when read in 
light of the cases cited by both parties. 


holding an empty purse. The string of 
opinions cited above were authored to pre- 
vent such evasive action and we must 
continue their reasoning and adopt the gov- 
ernment’s concern for the safety of our 
federal taxation system. 


Therefore, Defendant’s motion for sum- 
mary judgment filed pursuant to Rule 
56(c) of the Federal Rules of Civil Pro- 
cedure, must be granted, as there is no 
issue of material fact and Defendant is 
entitled to summary judgment as a matter 
of law. 


In light of this, the following is issued. 


Order 


NOW, this 26th day of November, 1984, 
IT’ ITHEREBY ORDERED THAT: 

1. Defendant’s motion for summary 
judgment is granted and judgment is en- 
tered in favor of the United States of 
America. 


2. The Clerk of Courts is directed to- 
close this case. 


Also, we note that the taxpayer is not 
without a remedy as his accountant may 
be libel for Plaintiff’s increased financial 
burden, but that is not for us to decide. 


MOTION FOR SUMMARY JUDG- 
MENT. In the case of a summary judg- 
ment motion, the burden is on the moving 
party to demonstrate that he is entitled to 
summary judgment as a matter of law and 
that no material issues of relevant facts 
exist. Adickes uv. S. H. Kress & Co., 398 
U. S. 144 (1970). Further, all matters pre- 
sented with reference to the motion must 
be looked at in a light most favorable to 
the opposing party. U. S. v. Diebold, 309 
U.S. 654 (1962). 


[] 9216] George Sutherland, et al., Plaintiff v. Roscoe L. Egger, as Commissioner 
of Internal Revenue for the United States of America and Consolidated Rail Corporation, 
Defendant. 


U. S. District Court, West Dist. Pa., Civil Action 83-1352, 12/11/84.—(605 FSupp 28.) 


[Code Secs. 6532 and 7421] ¥ 


District Court: Jurisdiction: Refund claim: Limitation on bringing action after refund 
claim: Injunctive relief: Exceptional circumstances: Motion to dismiss.——The District 
Court lacked jurisdiction over a refund action where the complaint failed to specify who 
(in the group of taxpayers bringing such action) filed claims for refund, what date they 
were filed, or that such claims were rejected by the IRS. Because the exact dates of filing 
such claims were not specified, it was impossible to determine whether the six-month 
waiting requirement of Code Sec. 6532(a)(1) was satisfied. The court also determined that 
it lacked jurisdiction to enjoin the former employer of the taxpayers from withholding 
taxes from termination benefits absent evidence of exceptional circumstances. ‘Thus, 
motions to dismiss made by the government and the former employer were granted. 
However, the tapxayers’ complaint was dismissed without prejudice because the court 
felt that the taxpayers’ claims had merit. Former employees of Conrail brought this action 
to determine whether the IRS may tax an early retirement lump sum, payment as ordinary 
income in the year of receipt and whether Conrail may lawfully withhold a portion of 


tw euch sum as if earned as wages. Back references: {| 5498.3338 and 5779.738. 


Dende A. eke Shorall | & ones 617 Frick Sr oes Pittsburgh, Pa. 15219, for plaintiffs ; 


vintapettis F. Manler, 
Re Pa. 15219, 
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CONRAIL as an incentive to elect early 


retirement. 


At issue is whether the IRS may tax this 
lump sum as ordinary income within the 
calendar year it is received and whether 
CONRAIL may lawfully withhold a por- 
tion of the sum as if earned as wages. 


It is the plaintiff's contention that the 
language of the Northeast Rail Service Act 
of 1981 which states: 


... any termination allowance received 
under § /97(a) of this title shall be con- 
sidered compensation solely for purposes 
of— 


(1) the Railroad Retirement Act of 
1974... and 


(2) determining the compensation re- 
ceived by such employee in any base year 
under the Railroad Unemployment Insur- 
ance Act..., . 


45 U. S. C. §797(d) (b), specifically excludes 
the severance payments from gross income. 


The defendants * argue, however, that this 
court may not reach the merits of this claim 
since it lacks subject matter jurisdiction. 
They therefore have moved to dismiss the 
ccmplaint. 


For the reasons stated below the defend- 
ants’ motion to dismiss will be granted. 


Procedural History 


Plaintiffs initiated suit by filing a com- 
plaint on June 28, 1983. The complaint 
alleged jurisdiction under 28 U. S. C. 
§ 1346(a)(1) (civil action for recovery of 
tax erroneously collected) and § 1346(e) 
(civil action pursuant to 26 U. S. C. § 7426 
[action by person other than taxpayer for 
wrongful levy]). 


The plaintiffs sought certification of a 
class action and relief in the form of a 
declaratory judgment directing the federal 
income tax on the lump sum distribution to 
be apportioned over a period of 20 years, 
and injunctive relief directing the IRS. to 
refund the excess tax collected and CON- 
RAIL to discontinue withholding the ex- 
cess tax. 


The complaint was amended July 26, 
1983, wherein the plaintiffs sought a de- 
claratory judgment that the lump sum was 
not taxable at all. 


1 Although CONRAIL did not formally join in 
the United States’ motion to dismiss, it did 


- raise the jurisdiction issue as an affirmative 


defense in its answer to the plaintiffs’ com- 
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The defendants filed a motion to dismiss 
November 23, 1983, arguing that the court: 


1) lacked jurisdiction under 28 U.S. C. 
§ 1346(a)(1) because the complaint failed 
to allege that claims for refunds were 
filed with the IRS as required under 26 
Us SMGe8 7422: 

2) lacked jurisdiction under 28 U. S. C. 
§ 1346(e) because 26 U.S. C. § 7426 is not 
a remedy available to the taxpayer and 
the complaint did not allege the IRS had 
made levies upon property for which a 
wrongful levy action could be brought; 

3) lacked jurisdiction to enjoin CON- 
RAIL from withholding taxes because 
26 U. S. C. § 7421 prohibits suits for the 
purpose of restraining the assessment or 
collection of any tax; and 


4) lacked jurisdiction because 28 
U. S. C. §2201 bars declaratory relief 
with respect to federal taxes other than 
an action brought under § 7428 (status 
and classification of an organization 


under § 501(c)(3)). 


By order dated December 22, 1983, and 
filed January 4, 1984, Judge Dumbauld dis- 
missed the plaintiffs’ action because the 
complaint and amended complaint failed to 
allege that any claims for tax refunds had 
been filed as required under 26 U. S. C. 
§ 7422. However, Judge Dumbauld dis- 
missed the complaint without prejudice to 
file an amended complaint because he be- 
lieved the plaintiffs’ claim was meritorious. 


An amended complaint was filed June 7, 
1984, in which the plaintiffs alleged that a 
“substantial” number of the named plain- 
tiffs had filed refund claims with the IRS 
as required under § 7422. 


In their answer to this amended com- 
plaint, the defendants point out that after 
a claim for a refund has been filed no suit 
may be commenced before the expiration 
of 6 months or unless the IRS denies the 
claim before that. 26 U. S. C. § 6532(a) (1). 


Since no allegation was made as to who 
filed the claim, what date they were filed 
or what the outcome was, the defendants 
claim the jurisdictional defect was not cured. 


Discussion 


The defendants’ first argument concerns 
whether the proper procedures for main- 
taining a refund action have been followed. 
As stated above, the defendants contend 
plaint. Therefore any reference to “defendants” 


in this memorandum pertains to both the 
United States and CONRAIL. 
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that the plaintiffs have yet to meet the 
requirements of 26 U. S. C. § 7422. 


Although the plaintiffs’ amended com- 
plaint alleges that a “substantial” number 
of the plaintiffs have filed refund claims, 
the defendants are correct that only those 
who have actually filed refund claims may 
maintain a refund suit. Tibbetts v. United 
States [78-1 ustc J 9472], 41 A. F. T. R. 2d 
1056 (N. D. Tex. 1978), Green v. Walters 
[73-2 ustc J 9729], 32 A. F. T. R. 2d 5963 
(EDs Gal s1973)s 


The amended complaint does not specifically 
mention which plaintiffs have filed refund 
claims. Furthermore, since the exact dates 
of filing these claims were not alleged, it is 
impossible to determine whether the 6- 
month waiting requirement of 26 U. S. C. 
§ 6532(a)(1) has been met. The mere al- 
legation in plaintiffs’ complaint that “Coun- 
sel for plaintiffs have been advised by 
counsel for defendants that the Internal 
Revenue Service will probably reject each 
amended return . . .” is not sufficient to 
render the refund claims as being denied. 


Without knowing which plaintiffs have 
filed refund claims and when, it is impos- 
sible to determine if jurisdiction is proper. 
Thus the complaint is still jurisdicitonally 
defective as to this claim. 


The defendants next argue that the court 
lacks jurisdiction under 28 U. S. C. § 1346(e) 
because that section deals with suits brought 
pursuant to 26 U. S. C. § 7426, and § 7426 
is not available to the taxpayer. That sec- 
tion states: 


§ 7426 Civil actions by persons other 
than taxpayers. 


(a) Actions permitted. 


(1) Wrongful levy. If a levy has been 
made on property or property has been 
sold pursuant to a levy, any person (other 
than the person against whom is assessed 
‘the tax out of which such levy arose) 

who claims an interest in or lien on such 
property and that such property was 
wrongfully levied upon may bring a civil 
action against the United States in a 
istrict court of the United pits 


because 26 U. S. C. § 7421 prohibits suits 
for the purpose of restraining the assess- 
ment or collection of any tax. 


This section, also known as the Anti- 
Injunction Act, has been interpreted by the 
United States Supreme Court as prohibiting 
suits to enjoin collection of taxes unless 
two conditions are met. 


First, if under no circumstances, under 
the most liberal view of the law and facts, 
could the government ultimately prevail, 
and second, if equitable jurisdiction were 
present (inadequate remedy at law and ir- 
reparable injury). Enochs v. Williams Pack- 


‘ing and Navigation Co. [62-2 ustc {[ 9545], 


370. U. S. 1 (1962). 


Since no reported case has ever ad- 
dressed the issue of the proper interpreta- 
tion of § 797(a) of the Northeast Rail Service 
Act of 1981, it certainly is possible that 
the government might ultimately prevail 
on the merits. Furthermore, it appears the 
plaintiffs have an adequate remedy at law, 
a refund suit, to determine whether the 
severance pay was taxable. 


Having failed to demonstrate that the 
exception to the Anti-Injunction Act exists, 


the plaintiffs’ prayer for injunctive relief 


is barred. 


Finally, the defendants argue that 28 
U. S. C. § 2201 bars any declaratory relief 
with respect to federal taxes. That section 
begins: 

In a case of actual controversy within 
its jurisdiction, except with respect to fed- 
eral taxes .. 
States . . . may declare the rights and 
other legal relations of any interested 
party ... (emphasis added). 


This action clearly seeks declaratory re- 
lief with respect to federal taxes. Plaintiffs’ 
arguments to the contrary are unpersuasive. 
This claim is therefore barred. 


In conclusion, we note that while this 
court lacks jurisdiction to address the plain- 
tiffs’ claims, it appears nevertheless that 
the claim does have merit. As the govern- 
ment suggests, however, the proper pro- 
cedut nerits of ue ae 


. any court of the United. 
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Order It is further ordered that the plaintiffs’ 
AND NOW, December 11, 1984, the de- action be dismissed without prejudice. 
fendants’ motion to dismiss is granted. 


[79217] James F. Pelowski, et al., Plaintiff v. United States of America, Defendant. 
U. S. District Court. No. Dist. Ohio, East. Div., C82-1793, 1/30/85.—(605 F Supp 65.) 


[Code Sec. 117] 


Nontaxables: Scholarships and fellowships: Evidence——An employee of a college, 
who received a $10,000 grant from his employer and attended Michigan State University 
while on leave of absence from his employer, was not required to include any amount of 
such grant in his gross income. The court concluded that: (1) the $10,000 did not 
represent compensation from his employer for past, present or future employment serv- 
ices and (2) the evidence did not show that the taxpayer’s studies were primarily for the 
benefit of his employer. Since the grant did not fall under either of these exceptions to 
the general rule of Code Sec. 117 (that gross income does not include any amount 
received as a fellowship grant), it was excludable from gross income. Back reference: 
{| 1179.0301. 

[Code Sec. 162] 


Business expenses: Educational expenses: Travel expenses.—Rent payments and 
utility bills incurred by a taxpayer while pursuing a doctorate at a university away from 
his home were deductible. The taxpayer attended the university with a grant from his 
college employer while on leave of absence from the college. The court concluded that 
the taxpayer’s stay at the university was primarily for educational purposes and that there 
was nothing in the record which showed that he devoted more time to personal activities 
as compared with educational pursuits. Back reference: { 1360.718. 


[Code Secs. 62, 162 and 274] 


Business deductions: Entertainment expenses: Substantiation—An employee of a 
college was not entitled to deduct expenses incurred in hosting a party at his home. The 
party was given before the taxpayer left the college to pursue doctoral studies. Although 
the taxpayer testified that persons invited to the party were contributors to the college 
and the purpose of the party was to show appreciation and encourage continued contri- 
butions, the taxpayer did not establish that the expenses were incurred in connection 
with his services as an employee of the college. The taxpayer also did not show that the 
party was an ordinary and necessary expense in carrying on a trade or business and 
did not satisfy the substantiation requirements of Code Sec. 274(a) and (d). Back 
references: {[ 716.1297, 1340.2667 and 2296.30. 


[Code Sec. 662] 


Estates and trusts: Beneficiaries: Complex trusts: Taxable income.—A taxpayer and 
his wife were not entitled to exclude from gross income $4,000 received by the taxpayer’s 
wife from a testamentary trust. The evidence at trial was insufficient to establish a 
basis for the exclusion of such amount. Back reference: {] 3659.32. 


Joseph B. Picardini, 7000 Fracci Court, Mentor, Ohio 44060, for plaintiff. Matthew 
Yackshaw, Department of Justice, Washington, D. C. 20530, for defendant. 


Memorandum and Order this memorandum and order which consti- 
tutes the Court’s findings of fact and con- 


Waite, District Judge: This action arises : 
clusions of law. 


under the Internal Revenue Laws of the 


United States, the Court having jurisdiction The following facts were Stipuldied by 
under 28 U. S. C. §§ 1340 and 1346(a). The _ the parties: 
matter was tried before the Court and the Plaintiffs filed a joint U. S. Individual 


Court having heard the testimony of wit- Tax Return (Treasury Form 1040) for 
nesses and having examined the exhibits. 1978. Plaintiffs paid the tax shown due on 
and briefs submitted by counsel, makes the return. 
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On their 1978 return, plaintiffs claimed, 
in pertinent part, deductions of $2,006 as 
employee business expenses and $270, as un- 
reimbursed entertainment expenses. Plain- 
tiffs failed to report on their 1978 return 
a grant received from Lake Erie College 
by James F. Pelowski in the amount of 
$10,000. Plaintiffs reported a $4,000 distri- 
bution received by Barbara Pelowski from 
the Testamentary Trust of Seabury S. 
Gould IV. 


Plaintiffs’ 1978 return was examined by 
the Internal Revenue Service. As a result, 
a deficiency assessment of tax was made 
against the plaintiffs in the amount of 
$4,816 on September 7, 1981. 


By two payments received October 5, 
1981, and February 22, 1982, plaintiffs paid 
the deficiency assessment of tax. 


On October 6, 1981, plaintiffs filed an 
Amended U. S. Individual Income Tax 
Return (Treasury Form 1040X) (claim for 
refund #1) with the Internal Revenue 
Service claiming a refund of the tax paid 
in response to the deficiency assessment, 
as well as the tax attributable to the inclu- 
sion in gross income of $4,000 received by 
Barbara G. Pelowski in 1978 from the 
Testamentary Trust of Seabury S. Gaul 
ve 


By letter gated January 13, 1982, plain- 
tiffs’ claim for refund #1 was denied. 

On January 13, 1983, plaintiffs filed an 
Amended U. S. Individual Income Tax 


Return (Treasury Form 1040X) (Claim for 
refund #2) with the Internal Revenue 


Service claiming a refund of the tax paid 


in response to the deficiency assessment, 
as well as the tax attributable to the inclu- 
sion in gross income of $4,000 received by 
Barbara Pelowski in 1978 from the Testa- 
mentary Trust of Seabury S. Gould IV. © 


The Internal Revenue Service has failed 
to act upon plaintiffs’ claim for refund #2. 


During 1978 Michigan State University 
was an “educational organization” as de- 


scribed in 26 U. es c. SOCAL) CA NG) 


years of employment. Mr. Pelowski at- 
tended Michigan State University (MSU) 
with this grant. During the period of time 
he was a student at MSU he took a leave 
of absence from Lake Erie College. He had 
no obligation to return to Lake Erie Col- 
lege after he completed his Ph.D. work. 
During the time he was at MSU he was 
not employed at Lake Erie College. The 
Lake Erie College did not select the cur- 
riculum for his Ph.D. thesis. While at MSU 
he received no benefits from Lake Erie 


College. No reports on his progress were 


given to his former employer. 


26 U. S. C. §117 provides that gross 
income does not include any amount re- 
ceived as a fellowship grant. However 
there are certain exceptions. Pertinent to 
this case is 26 C. F. R.. § 1.117-4(c) which 
states: 


“The following payments or allowances 
.shall not be considered to be amounts 
received as a scholarship or a fellowship 
grant for the purpose of § 117: 


(1) Except as provided in maracatan 
(a) of §1.117-2, any amount paid or 
allowed to, or on behalf of, an individual 
to enable ‘him to pursue studies or re- 
search, if such amount represents either 
compensation for past, present, or future 
employment services or represents pay- 
ment for services which are subject to 
the direction or supervision of the 
grantor. 


(2) Any amount paid or itowied to, or 
on behalf of, an individual to enable him 
to pursue studies or research primarily 
for the benefit of the grantor.” 


Upon examination of the facts set South 
above, the Court concludes that the $10,000 
does not represent compensation for past, 
present or future employment services. 


In addition, the second exception does 
not apply to the facts of this case. The 
evidence does not show that plaintiff's 
studies were primarily for the benatt of 
Lake Erie College. loses 


Employee Business Expense 


The second issue is whether plaintiffs 
are entitled to claim as a_ ‘business expense 
> sum consists of rent! Raymets 


= 
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business expense on form 2106, Employee 
Business Expenses. (Joint Exhibit 1.) Plain- 
tiffs explain in their reply to defendant’s 
Post Trial Brief that the deduction was 
listed under business expenses because there 
is no room on form 2106 under Part III 
for listing of educational expenses. 


The law in the 6th Circuit is that grounds 
on which a claim for a tax refund is made 
must be specifically set forth in the claim 
for refund or the Court is without jurisdic- 
tion to consider the claim in a tax refund 
suit. However, Internal Revenue was on 
notice that plaintiffs’ deductions for rent 
and utilities were in connection with edu- 
cation. Under the section for occupation in 
which expenses were incurred on form 2106 
plaintiff answered scholarship grant. His 
employer was Lake Erie College. There is 
no place on the form to list educational 
expenses nor are there directions on what 
to do if you have educational deductions. 


26 C. F. R. 1.162-5(e) provides: 


Travel away from home. (1) If an 
individual travels away from home pri- 
marily to obtain education the expenses 
of which are deductible under this sec- 
tion, his expenditures for travel, meals, 
and lodging while away from home are 
deductible. However, if as an incident of 
such trip the individual engages in some 
personal activity such as sightseeing, so- 
cial visiting, or entertaining, or other 
recreation, the portion of the expenses 
attributable to such personal activity con- 
stitutes nondeductible personal or living 
expenses and is not allowable as a deduc- 
tion. If the individual’s travel away from 
home is primarily personal, the individ- 
ual’s expenditures for travel, meals and 
lodging (other than meals and lodging 
during the time spent in participating in 
deductible education pursuits) are not 
deductible. Whether a particular trip is 
primarily person or primarily to obtain 
education the expenses of which are 
deductible under this section depends upon 
all the facts and circumstances of each 
case. An important factor to be taken 
into consideration in making the deter- 
mination is the relative amount of time 
devoted to personal activity as compared 
with the time devoted to educational 
pursuits. The rules set forth in this para- 
graph are subject to the provisions of 
section 162(a)(2), relating to deduct- 
ibility of certain traveling expenses, and 
section 274(c) and (d), relating to allo- 
cation of certain foreign travel expenses 
and substantiation required, respectively, 
and the regulations thereunder.” 


The evidence in this case demonstrates i 
' ments of section 274(a) and (d). There was 


that the Pelowski stay in East Lansing, 
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if 


a 


Michigan was primarily for educational 
purposes. There is nothing in the record 
showing that more time was devoted to 
personal activities as compared with educa- 
tional pursuits. Therefore the $2,006 for 
rent and utilities is deductible as an edu- 
cational expenses. 


Entertainment Expenses 


The plaintiffs claim a deduction of $270 
for expenses incurred while hosting a going 
away party at their home. The party was 
given just before Mr. Pelowski was to 
leave Lake Erie College to pursue his doc- 
torate studies. He testified at trial that 
the persons invited were contributors to 
the College and the party was to show 
appreciation and hopefully to convince 
those invited to continue contributing. 


Plaintiffs contend that the $270 was a 
business expense under 26 U. S. C. 8§ 62 
and 162. According to § 62(2) travel and 
business expenses consist of (1) expenses 
paid or incurred by the taxpayer in connec- 
tion with the performance of his services 
as an employee under reimbursement or 
other expense allowance arranged with his 
employer; (2) expenses for travel away 
from home; (3) transportation expenses; 
and (4) outside salesman expenses. 


26 U. S. C. §274 pertains to entertain- 
ment expenses. Section 274(a) disallows 
an entertainment deduction unless the Tax- 
payer establishes that the item was directly 
related to or that such item was associated 
with the active conduct of the Taxpayers 
trade or business. The Taxpayer must 
substantiate by adequate records or by suffi- 
cient evidence corroborating his own state- 
ment the amount of such expense, time 
and place of the entertainment, the business 
purpose, and the business relationship to 
the Taxpayer of the persons entertained. 


‘The plaintiffs have failed to show that the 
expenses relate to the categories in § 62(2). 
There was no evidence of a reimbursement 
arrangement regarding the entertainment 
expenses with Lake Erie College. Also 
plaintiffs did not clearly establish that the 
expenses was incurred in connection with 
their services as employees of Lake Erie 
College. The fact that the persons invited 
to the party were contributors to the 
College did not prove this requirement. It 
was not shown that the party was an ordi- 
nary and necessary capense in eet via on 


a trade or business. 


Plaintiff also did Kee satisfy HES require- 
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no substantiation by adequate records or 
sufficient evidence corroborating plaintiffs 
statement of the amount of the expense, 
time, and place of the entertainment, the 
business purpose or the business relation- 
ships of the guests to the plaintiffs. 


Income from Testamentary Trust 


The issue of whether plaintiffs are enti- 
tled to exclude from gross income $4,000 
received by Barbara Pelowski from the 
Testamentary Trust of Seabury S. Gould 
IV arose ‘shortly before trial. There was 
no testimony at trial on this issue. The 
parties stipulated plaintiffs are claiming a 
refund of tax attributable to the inclusion 
in gross income of $4,000 received by Bar- 
bara Pelowski in 1978 from the Testamen- 
tary Trust of Seabury S. Gould IV. 


26 U. S. C. § 102 provides that income 


from a gift, bequest, devise or inheritance 


is not excludable from gross income. Any 
amount included in gross income of a 
beneficiary under Subchapter J, Estates, 
_Trusts, and Beneficiaries, shall be treated 
“as a gift, bequest, devise, or inheritance of 
income from property. Whether a section 
102 exclusion applies requires reference to 
Subchapter J. 26 U.S. C. § 662(a) requires 
inclusion in gross income of a beneficiary 
to whom an amount specified in § 661(a) 
is paid by an estate described in § 661. 
Section 661 allows a deduction for a trust 
any amounts required to be distributed or 
properly paid which does not exceed the 
distributable net income of the trust. Dis- 
tributable net income is defined in § 643(a) 
and includes capital gains where there is 
a distribution of any amount required to 
be paid, credited or distributed during the 
taxable year. Review of Exhibit 5 and 
considering the definition of distributable 
net income show that distributable net 
income exceeded the $158,608.25 paid to the 
beneficiary by the $4,000. 


Section 663(a) provides exclusions for 
amounts falling under §§ 661(a) and 662(a). 
The only possible applicable subsection is 


663(a)(1). However, it is not applicable as 
an exclusion because the Testamentary 
Trust does not authorize payment or credit 
of a specific sum of money or property 
at one time or in not more than three 
installments. The Trust contains no limita- 
tion as to the amount of money or the 
number of installments which might be 
given to Mrs. Pelowski. 


Plaintiffs have submitted after trial a 
statement from the Assistant Vice Presi- 
dent of the First Pennsylvania Bank, Trus- 
tee of the Seabury S. Gould Trust, stating 
that it deems the trust to be a simple trust 
with income distributions to the surviving 
spouse. The bank taxes the surviving 
spouse on the distributable net income. 
Based on this statement plaintiffs argue 
that the $4,000 should be excluded. 


The statement from the bank cannot be 
considered. It was not introduced during 
trial and was not marked as an exhibit. 
The scant evidence before the Court neces- 
sitates that the $4,000 be included as gross 
income. 


Accordingly, judgment is for plaintiff on 
the issues of the $10,000 grant and the 
$2,006 employee business expense. Judg- 
ment for defendant on the issues of the 
$270 entertainment expense and the $4,000 
income from the Testamentary Trust. 


IT IS SO ORDERED. 
Order 


Pursuant to the Court’s Memorandum 
and Order filed January 30, 1985, 


IT IS ORDERED that judgment is 
hereby entered in favor of the plaintiff 
and against the defendant on the issue of 
the $10,000 grant and the $2,006 employee 
business expense. IT IS FURTHER OR- 


-DERED that judgment is hereby entered 


in favor of the defendant and against the 
plaintiff on the issues of the $270 entertain- 
ment expense and the $4,000 income from 
Anes Testamentary Trust. 


Lf 9218] L. Jay Walker, Appellant v. Coren tener of Internal Revenue, Appellee. 


La Si Ghart of Appeals, 3rd Circuit, No. 84-5135, 2/26/85.—(757 F2d 36.) Reversing 
and Tne Tax Court, 46 TCM 1267, Dec. 40,420(M), Memo. 1983- 538. 
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supported a finding that all of the profits of the operation inured to the taxpayer. The 


court of appeals reversed and remanded for further proceedings. 


{] 681.244, 5533.33, 5533.339, and 5533.3391. 


Back references: 


James M. Orman, Freedman and Lorry, 800 Lafayette Bldg., Philadelphia, Pa. 19106, 
for appellant. Glenn L. Archer, Assistant Attorney General, Michael L. Paup, Richard W. 
Perkins, Gayle P. Miller, Department of Justice, Washington, D. C. 20530, George M. 
Sellinger, Internal Revenue Service, Washington, D. C. 20224, for appellee. 


Before Gissons, BEcKER, Circuit Judges, and Karz, District Judge.* 


Opinion of the Court 


Karz, District Judge: Unreported income 
from illegal gambling is a frustrating prob- 
lem for the tax collector. Estimates show 
that such income is substantial. The In- 
ternal Revenue Service has sometimes over- 
reacted by imposing arbitrary assessments.” 
The presumption of correctness which at- 
taches to the Commissioner’s assessment 
of a tax deficiency is, however, an impor- 
tant tool for recovering taxes on unreported 
income.* 


In unreported income cases, the presump- 
tion of correctness imposes on the taxpayer 
the difficult burden of proving a negative, 


that he did not earn the income the gov-. 


ernment claims he earned. The burden 
usually arises, however, from the taxpayer’s 
own failure to keep business records of 
transactions known only to him* Never- 
theless, the taxpayer’s record keeping fail- 
ures do not justify “a naked assessment 
without any foundation whatsoever.” 


* Honorable Marvin Katz, United States Dis- 
trict Judge for the Eastern District of Pennsyl- 
vania, sitting by designation. 

1A recent study indicates that the unreported 
income from illegal gambling in the United 
States in 1982 was between 2.4 and 3.5 billion 
dollars. Internal Revenue Service, 1 Unreported 
Taxable Income from Selected Illegal Activities 
108, 112 (March 31, 1983). Unreported income 
from numbers playing alone was estimated to 
be between 1.6 and 1.9 billion dollars. Jd. at 
91,112. 

2 See Webb v. Commissioner [68-1 ustc { 9341], 
394 F. 2d 366, 373 (5th Cir. 1968) (‘‘[t]he ab- 
sence of adequate tax records does not give the 
Commissioner carte blanche for imposing Dra- 
conian absolutes.’’). See also United States v. 
Carson [78-1 ustc { 16,280], 560 F. 2d 693, 698 
(5th Cir. 1977) (Government’s reliance on the 
bare presumption of correctness is a position 


‘which would support the most arbitrary of» 


assessments’’ and ‘‘does not become the govern- 
ment’s agents. . . .’’); Pizzarello v. United 
States [69-1 ustc { 15,886], 408 F. 2d 579 (2d 
Cir. 1969); Rinieri v. Scanlon [66-1 ustc { 9383], 
254 F. Supp. 469, 474 (S. D. N. Y. 1966) (“‘The 
government. has acted in a fashion which can 
only be described as arbitrary, capricious and 
unconscionable.’’). 

3 The Supreme Court first recognized the 
presumption in Welch v. Helvering [3 wstc 
7 1164], 290 U. S. 111, 115 (1933) ._ (Commis- 
sioner’s ‘‘ruling has ‘the support of a presump- 
tion of correctness, and the petitioner has the 
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United States v. Janis [76-2 ustc J 16,229], 
428 U. S. 433, 441 (1976).° 


In United States v. Gerardo [77-1 ustc 
1 9322], 552 F. 2d 549 (3d Cir. 1977), this 
Court struck a balance between the tax 
collector’s legitimate interest in assessing 
tax on illegal gambling income and the tax- 
payer’s right to be free from oppressive and 
arbitrary assessments. Gerardo requires that 
the Commissioner’s reliance on the presump- 
tion of correctness rest on “some evidence... 
which would support an inference of the 
taxpayer’s involvement in gambling activity 
during the period covered by the assess- 
ment. Without that evidentiary foundation, 
minimal though it may be, an assessment 
may not be supported even where the tax- 
payer is silent.” United States v. Gerardo, 
552 F. 2d at 554. In DeCavalcante v. Com- 
missioner of Internal Revenue {80-1 vustc 
1 9363], 620 F. 2d 23, 27 (3d Cir. 1980), 
this Court reiterated that “the ‘Commis- 
sioner [must] provide some predicate evi- 


burden of proving it wrong.’’). See also Note, 
Proving a Negative—When the Taxpayer De- 
nies Receipt, 70 Cornell L. Rev. 141, 143-44 
(1984) : 

Courts and commentators attribute several 
functions to the presumption of correctness. 
First, and most commonly, courts contend that 
the presumption sets the threshold level of the 
taxpayer's initial production burden. To over- 
come the presumption, the taxpayer must 
produce enough evidence to show that the de- 
termination could be erroneous. Second, the 
presumption fulfills the symbolic burden of em- 
phasizing that the taxpayer has the burden of 
persuasion. A third, more substantive purpose 
of the presumption is to increase the quantity 
and quality of the evidence needed to prevail, 
thereby assuring that the taxpayer produces all 
the evidence in his or her possession. 

4See Weimerskirch v. Commissioner of In- 
ternal Revenue [79-1 ustc f 9359], 596 F. 2d 358, 
361 (9th Cir. 1979); Carson v. U. S. [78-1 ustc 
1 16,280], 560 F. 2d 693, 698 (5th Cir. 1977). 

5As Judge Goldberg put it in Carson v. 
United States, 560 F. 2d 693, 696 (5th Cir. 1977): 

Neither tax collection in general nor wager- 
ing activities in particular . . . have ever been 
thought wholly to excuse the government from 
providing some factual foundation for its as- 
sessments. The tax collector’s presumption of 
correctness has a herculean muscularity of 
Goliathlike reach, but we strike an Achilles heel 
‘when we find no muscles, no tendons, no liga- 
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dence connecting the taxpayer to the charged 
activity.’ ”’ ® 


I. 


Appellant L. Jay Walker appeals from 
a decision of the Tax Court upholding the 
Commissioner’s assessment of tax deficien- 
cies for the years 1973 and 1974. The Tax 
Court found that Walker derived illegal 
income of $192,448 in 1973 and $123,880 in 
1974 from his involvement in an illegal 
“numbers” operation. The tax deficiency 
assessed against him for 1973 was $122,708 
and for 1974 was $73,598." The Tax Court’s 
factual findings are binding upon us unless 
clearly erroneous. DeCavalcante v. Commis- 
sioner, 620 F. 2d at 26. 


During the summer of 1974, the Pennsyl- 
vania State police conducted an undercover 
investigation of an illegal numbers opera- 
tion in Harrisburg, Pennsylvania.* Part of 
the investigation focused on two Harris- 
burg cafes, the Blue Note and the Lounge. 
The taxpayer was the titleholder of the 
Lounge. An undercover policeman assigned 
to the investigation occasionally placed bets 
with the owner of the Blue Note Cafe. On 
several occasions, a numbers runner from 
the Harrisburg area visited the Blue Note 
bar, learned what bets had been placed 
at the bar that day and then used the 
telephone to report this information. On 
August 7, 1974, the undercover policeman 
watched the numbers runner dial the tele- 
phone. Observing from fifteen to twenty 
feet away, the investigator believed that 
the runner dialed the number “233-4477.” 
Appellant Walker’s number at the time was 
“234-4473.” 


On September 19, 1974, the Pennsylvania 
State Police executed a number of search 
warrants relating to their investigation. 


Records were seized from the taxpayer’s 
home and from the home of John L. Bar- 
bee, who admitted at the Tax Court hear- 
ing that he was the “processor” for a num- 
bers game.? Mr. Barbee was a meticulous 
record keeper. 


The Commissioner’s comparison between 
the records seized from Barbee and those 
seized from Appellant Walker is the foun- 
dation for the deficiency assessment in this 
case. Two types of records seized in the 
raid on Barbee’s home were introduced 
into evidence at the Tax Court proceeding: 
calendars summarizing daily income and 
“tally sheets” showing the daily transac- 
tions of seventeen numbers runners. Walk- 


-er’s records showed the same information 


as Barbee’s “tally sheets” for four of these 
seventeen runners on September 17 and 18, 


1974. 


The government introduced Barbee’s cal- 
endars for the years 1972 through 1974. 
Each Monday through Saturday on the cal- 
endars from January, 1972 through Sep- 
tember 17, 1974 was marked with three 
figures: the total amount of bets collected 
by all runners less the runner’s twenty-five 
percent commission; the winning number 
for the day; and the amount of winnings 
paid out for that day. 


The government also introduced Mr. 
Barbee’s “tally sheets” for September 17 
and 18. From these slips of paper, Barbee 
derived the figures to enter on his calendar. 
These tally sheets contained codes identi- 
fying the seventeen numbers runners. Next 
to the codes, Barbee entered the amount 
collected by each runner less his twenty- 
five percent commission.” The tally sheets 
also contained the winning numbers for 


6 Other Courts of Appeals have followed the 
Gerardo rationale. See Llorente v. Commis- 
sioner [81-1 ustc { 9446], 649 F. 2d 152 (2d Cir. 
1981); Griffin v. United States [79-1 wustc 
16,310], 588 F. 2d 521 (Sth Cir. 1979); DiMauro 
v. United States [83-1 ustc { 16,399], 706 F. 2d 
882 (8th Cir. 1983); and United States v. Stone- 
aoe ustc {| 9285], 702 F. 2d 1288 (9th Cir. 
19: 

-1™The Tax Court did not find that Mr. Walker 
had acted fraudulently and he was therefore 
ot jable for the cae, percent addition. to his 

_ presc | by 26 U.S. C. : : 


registered with an intermediary (variously 
called a writer, runner, or seller), who collects 
the wager and delivers it, minus a percentage 
fee, to a pickup man who in turns brings the 
collected wagers to the ‘‘bank.’’ 

Unreported Taxable Income from Selected 
Illegal Activities, swpra note 1, at 78. - 

® As the Tax Court pointed out, Barbee was 
the only witness the Commissioner produced | 
who could have shed some light on the extent 
of the taxpayer’s involvement in the gambling 
operation. The government, however, ‘‘inex- 
Plicably failed to ask Mr. Barbee any questions 
coe g his fe. ree jet Ae 
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each day,” as well as the amount of each 
winning bet and how much the bet paid off.” 


The State Police also seized several 
papers from Walker’s residence. Compar- 
ing these papers with those taken from 
Barbee shows that Walker was involved 
with four of the seventeen coded runners 
reflected in Barbee’s records for Septem- 
ber 17 and September 18, 1974. On one 
handwritten slip, the number “594” was 
written across the top. Barbee’s tally sheets 
and calendar show that this was the win- 
ning number for September 17. Below the 
winning number, four other numbers were 
written. These numbers correspond with 
the amounts Larbee recorded as collected 
by four numbers runners on September 17.” 
On another handwritten slip seized at 
Walker's home, the winning number for 
September 18 was written. Walker’s rec- 
ords for September 18 also tally with 
Barbee’s records for that date in showing 
the collections of four of the seventeen 
numbers runners, as well as their payoffs 
to winners.“ Comparing Walker’s with 
Barbee’s records makes clear that Walker 
was involved with the same four numbers 
runners on both September 17 and Septem- 
ber 18. 


Thus, both sets of records show a con- 
nection for two days in September be- 
tween Walker and four of the seventeen 
numbers writers of whom Barbee kept 


track. The two sets of records tie Walker 
to Barbee’s calendar only for September 
17 and September 18, 1974. The records 
show- no evidence of participation by 
Walker in the gambling activities for any 
period except these two days. The Tax 
Court, however, upheld the Commissioner’s 
assessment against Walker for the total in- 
come reflected in Barbee’s calendars from 
the beginning of 1973 through the time of 
the search in September, 1974.* 


100 


Although there is sufficient evidence that 
Walker was involved to some extent in the 
numbers operation on September 17 and 
September 18, 1974,** the Commissioner has 
failed to make a minimal evidentiary show- 
ing of Walker’s involvement before those 
two days. Under Gerardo and DeCavalcante, 
the Commissioner is not entitled to the 
presumption of the correctness of the as- 
sessment for the period beginning January 
1, 1973 and ending September 16, 1974. 


This Court’s holding in Gerardo controls. 
In that case, the Internal Revenue Service 
conducted an undercover investigation of 
an illegal lottery between August 5, 1966 
and February 3, 1967. The investigation 
culminated in raids in early February, 1967 
in which daily tally sheets were seized. 
Gerardo was subsequently convicted in 
New Jersey state court for conspiracy to 


11 *594’’ was the winning number for the 
seventeenth, ‘841’’ for the eighteenth. Both 
numbers appear on the tally sheets. ‘‘594’’ is 
also entered on Barbee’s calendar for Septem- 
ber 17. Barbee’s calendar for September 18 
contains neither the winning number nor the 
amount payed out to winning bettors. Appar- 
ently, Barbee did not have a chance to enter 
these figures before the raid on his home. 

22 For instance, the September 17 tally sheet 
contains only one winner. One of the customers 
of runner ‘‘CB’”’ bet five cents and won fifteen 
dollars. ‘‘$15.00’’ appears also on Barbee’s 
calendar for September 17. According to Bar- 
bee’s records, there were six winners on 
September 18 and the amount the numbers 
operation paid to winning bettors was $204.00. 

13,Qne of the numbers is off by one digit. 
Next to this number on Walker’s slip, however, 
“1” is written and circled. There were no 
winners on September 17 among the bettors 
who played with the four runners on Walker’s 
records. 

14Two other pieces of paper were seized at 
Walker’s residence. One, the tape from an 
adding machine, contained some of the same 
numbers that appear in the handwritten slips. 
There is no other correlation between this tape 
and Barbee’s records. The other piece of paper 
is a three-by-five card on which was writtén 
_ the codes for two numbers runners (‘“‘B1’’ and 
“‘J’’). A telephone number appeared beside 
each code. These codes correspond with the 
codes on Barbee’s records. For example, ac- 
cording to Barbee’s records, on September 17 
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the winning number was 594 and ‘“‘B1’’ collected 
$77.32 (after his commission). One of the hand- 
written slips in Walker’s home contained the 
numbers ‘‘594’’ and ‘‘77.32.’’ The other hand- 
written slip in Walker’s apartment contained 
numbers which correspond with Barbee’s record 
of how much ‘‘B1’’ collected and how much he 
paid out to winners on the eighteenth. The 
three by five card also contained the notation 
“Simp,’’ with a telephone number beside it. 
The phone number belonged to Carl Simpson 
who, according to testimony before the Tax 
Court, was known to be involved in numbers. 
% The Commissioner computed Walker’s un- 
reported income by figuring from Barbee’s 
calendar the ‘“‘net take’’ for each day (total 
amount collected less twenty-five percent com- 
mission) and subtracting (1) each day’s pay- 
outs to winning bettors and (2) another 5% of 
gross receipts for miscellaneous business ex- 
penses. 
1%The Tax Court found that Walker’s self- 
serving statements that he had never partici- 
pated in a numbers operation other than as a 
player were not worthy of belief. Such a find- 
ing was not clearly erroneous. United States v. 
Gerardo, 552 F. 2d at 553. Under Gerardo, 
however, the mere fact that Walker gave self- 
serving testimony does not suffice to meet the 
Commissioner’s burden to provide a minimal 
foundation to connect the taxpayer with the 
gambling operation during the period in issue, 
i.e., April 4 to August 5, 1966 in Gerardo and 
before September 17, 1974 in this case. 
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operate a lottery between August, 1966 and 
February, 1967.7 The Commissioner as- 
sessed deficiencies based on Gerardo’s un- 
reported income from April 4, 1966, four 
months before the commencement of the 
investigation, through February 3, 1967. 
There was only one reference in the Tax 
Court record to support the assessment 
from April 4 to August 5. On April 4, 1966 
New Jersey prosecutors raided a, residence 
in the Newark area and a large volume of 
betting slips were seized. Most of the 
codes on the slips taken in the April 4 
raid matched those taken in the raids in 
February, 1967. In addition, several in- 
dividuals arrested as a result of the April 4 
search were observed to be part of the 
IRS investigation which resulted in Ger- 
ardo’s conviction. The Court held that, 
although the August 5, 1966 to February 3, 
1967 assessment was supported by sufficient 
evidence, the Commissioner had failed to 
produce the minimal predicate evidence 
necessary to raise the presumption of cor- 
rectness as to the assessment before Au- 
gust 5, 1966. The Court determined that 
the identity of codes on the two sets of 
gambling records was insufficient evidence 
to link Gerardo to an illegal gambling 
enterprise before August 5, 1966: 


The raid conducted by the prosecutor’s 
office of Essex County on April 4, 1966 
disclosed no link to Gerardo nor did it 
reveal his participation in that lottery. 
Gerardo was not observed at that time, 
and no other investigation which impli- 
cated Gerardo took place between April 4 
and August 5. The codes on the April 4 
betting slips, even though identical to those 
on the February 3 betting slips, do not, 
without more, identify Gerardo’s involue- 
ment. ... Even if we were to accept the 
Commissioner’s assertion that the lottery 
observed by the IRS in August, 1966 was 
the same lottery as that being conducted 
in April, 1966, the evidence in the Tax 
Court of Gerardo’s gambling activity, as 
distinct from unidentified gambling oper- 
ations, was limited to the period from 


August 5, 1966 through February 3, 1967. 


We are obliged to conclude therefore 
that, absent proof in the record that 
Gerardo was involved in gambling ac- 
tivities from April 4, 1966 through 
August 5, 1966, no court could properly 
draw an inference of such involvement. 


v. Gerardo, 552 F. 2d at 554. 


enterprise between January 1, 1965 and 
December 15, 1969. The Commissioner as- 
sessed the taxpayer for unreported income 
from illegal gambling between 1965 and 
1969. The Tax Court upheld the assess- 
ment for the second half of 1968 and 1969, 
but refused to find any deficiency between 
1965 and the middle of 1968. Both. sides 


appealed. This Court affirmed both aspects, 


of the Tax Court’s opinion. The investiga- 


tion leading to DeCavalcante’s conviction 
had taken place in 1968 and 1969. The 


Court refused to accept the Commissioner’s 
argument that an inference should arise 
that the gambling enterprise must have 
begun before its detection ‘and that this 
inference should provide the necessary 
predicate of minimal evidence for an as- 
sessment. The Court held: 


[I1]n support of his pre-1968 assessment, 
the Commissioner argues that the gam- 
bling operation in which DeCavalcante 
was involved “manifestly did not arise 
overnight”. The Commissioner’s 
argument misses the mark, however, by 
ignoring the fact that a ‘similar infer- 
ence could have been drawn in Gerardo. 
The essential point of Gerardo is that no 
inference is reasonable if it is wholly 
lacking of even a minimal factual basis. 


DeCavalcante v. Commissioner, 602 F. 2d at 
28 (citations and footnotes omitted). 


TI, 


Under this Court’s holdings in Gerardo 
and DeCavalcante, we must reverse the Tax 
Court’s decision allowing the assessment 
from January 1, 1973 through September 
16, 1974. Gerardo requires minimal predi- 
cate evidence linking the taxpayer’s in- 
volvement in the illegal enterprise to the 
beginning of the assessment period. In the 
present case, Barbee’s records make clear 
that the numbers operation was in existence 
in January, 1973. The evidence of Walker’s 
involvement in the operation for two days 
in September, 1974, however, does not give 
rise to an inference that he participated in 
the operation from its inception. Gerardo 


was, in fact, a stronger case for upholding. 


the Commissioner’s assessment than this 


one. Gerardo’s position as third in com- 


mand of the wagering operation from 


August, 1966 to February, 1967 did not 
justify an TE: that he was mvelyed.4 in- 


Court Decisions—Cited 85-1 USTC 


87,427 


Martin Marietta Corporation v. U. S. 


numbers business reflected in Barbee’s 
records, but with just four of seventeen 
numbers runners.* 


IV. 


The Tax Court also erred in its deter- 
mination that the Commissioner was en- 
titled to a presumption that all the proceeds 
of the lottery inured to Walker. The Tax 
Court relied on Gerardo for its conclusion. 
In that case, this Court stated: 


Gerardo’s final contention that there was 
an insufficient factual basis upon which 
to attribute the entire proceeds of the 
lottery to him, is equally without merit. 
The record reveals sufficient evidence 
that, at least from August 5, 1966 through 
February 3, 1967, Gerardo held a con- 
trolling position in the lottery operation. 
That evidence suffices to give effect to 
the presumption of correctness of the 
Commissioner’s determination. As the 
Commissioner points out, Gerardo’s argu- 
ment that he should not be assessed with 
the entire tax as he was not the “boss” 
misses the mark. .. . It is not incumbent 
upon the Commissioner to show that no 
one except Gerardo received the lottery 
profits. Rather, it was Gerardo’s burden 
to prove that others and not he alone 
shared the lottery proceeds. Gerardo, 
however, failed to sustain this burden. 


“Uputedes tates asecrardon55? sKii2daates oe, 


The Tax Court’s reliance on Gerardo is 
misplaced. Gerardo stands for the proposi- 
tion that before the presumption of correct- 
ness can attach to the Commissioner’s 
determination that a taxpayer should be 
charged with all the profits of an illegal 
business, the Commissioner must supply 
minimal predicate evidence to establish the 
proposition. Here the Commissioner has 
failed to make such a showing. Indeed, 
comparison of the betting slips seized at 
Walker’s and Barbee’s residences indicates 
that Walker was connected with only four 
of the enterprise’s seventeen numbers 
runners. While Barbee’s records. reflect a 
net take of $2565.27 for September 17 and 
18, 1974, Walker’s records reveal a net take 
of only $556.54.% Not only has the Com- 
missioner failed to come forward with any 
minimal predicate evidence, but the exist- 
ing evidence shows that Walker did not 
have a controlling interest in the entire 
operation. 

V. 


Having determined that no minimal evi- 
dentiary foundation supports the assess- 
ment for any period other than September 
17 and 18, 1974, and that no minimal evi- 
dentiary foundation supports a finding that 
all of the profits of the operation inured to 
Walker, we reverse and remand for further. 
proceedings consistent with this opinion. 


[9219] Martin Marietta Corporation and affiliated corporations, American-Marietta 
Company as succeeded in interest by Martin Marietta Corporation, the Martin Company 
as succeeded in interest by Martin Marietta Corporation, Martin Marietta Corporation as 
successor in interest to American-Marietta Company, and Martin Marietta Corporation 
as successor in interest to the Martin Company, Plaintiffs v. the United States, Defendant. 


U. S. Claims Court, No. 572-77, 2/28/85. 


[Code Sec. 613] 


Percentage depletion: Treatment process: Chemical additive—The Claims Court has 
joined the Tax Court in ruling that percentage depletion is not restricted to the extraction 


18The Tax Court properly refused to afford 
any probative value to hearsay statements 
about Walker’s role in the operation. It is un- 
clear from its opinion whether the Tax Court 
gave any weight to the undercover investigator’s 
observation of the telephone call placed by a 
numbers runner at the Blue Note Cafe on 
August 7, 1974. The telephone number the 
investigator saw the runner dial from a distance 
was two digits off from Mr. Walker’s. This 
evidence. does not supply the minimal predicate 
evidence necessary to link Mr. Walker to the 
gambling operation on August 7, 1974. The Tax 
Court stated that ‘‘although it may be reason- 
able’’ to assume that the investigator saw the 
numbers runner dial Walker’s number, ‘“‘this 
testimony is certainly not of a conclusive na- 
ture.’’ Walker v. Commissioner of Internal 
Revenue, 46 T. C. M. (CCH) at 1270. 
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129 Walker’s records show that four runners 
(coded. - B-l.4 lo «dy ands. Ni) inepeed: 
totals of $328.47 on September 17 and $333.07, 
less payoffs of $105, on September 18. Barbee’s 
records show that these four runners and thir- 
teen others netted totals of $1424.01, less payoffs 
of $15.00, on September 17 and $1360.26, less 
payoffs of $204, on September 18. The records 
reflect the same take (within a one dollar mar- 
gin of error) for the four runners coded on 
both sets of records: d 


CODE 9/17/74 9/18/74 
Bl sits $ 77.32 $114.22 
IG) Sasi 107.72 98.87 
7 ay. aka Be 111.18 74.01 
Tiana tee 32.25 45.97 
$328.47 $333.07 
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of minerals as they naturally exist but may be extended to the extraction of a mineral 
that is chemically treated to derive one component of the mineral. Here, brine was ex- 
tracted and then treated by a precipitation process that yielded magnesium hydroxide 
after the brine was mixed with a chemical. The IRS argued that depletion was permissible 
only for the extraction process up to the point that the brine was combined with the 
chemical. Addition of the chemical was tantamount to manufacture rather than extraction 
of magnesium hydroxide. Stating that the chemical additive merely helped to draw out 
(and therefore mine) magnesium ions in the brine, the court held that percentage depletion 
may be claimed for the chemical treatment process and the subsequent dewatering of the 
magnesium hydroxide (prior to being turned into magnesium oxide). The court also ruled 
that (1) the proper depletion rate was 5% rather than 15%, (2) the proportionate profits 
method rather than the representative market or field price method had to be used to 
determine gross income from mining, (3) part of the cost of using the chemical additive 
in the extraction process could be counted as a mining cost, and (4) gross income had to 
be based on revenue derived from the sale of the first marketable product (magnesium 
oxide) resulting from the application of a nonmining process. Back reference: {[ 3558.712. 


Dennis I. Meyer, John F. Creed, Robert A. Fesjian, Winston K. Zee, Baker & Mc- 
Kenzie, for plaintiffs. Glenn L. Archer, Jr., Assistant Attorney General, Mary M. Abate, 
Theodore D. Peyser, Donald H. Olson, Department of Justice, Washington, D. C. 20530, 


for defendent. 
Opinion 


Wiese, Judge: Plaintiffs, Martin Marietta 
Corporation and affiliated corporations, on 
their own behalf and as successors in in- 
test to American-Marietta Company and to 
The Martin Company, claim entitlement to 
income tax refunds for their taxable years 
ended November 30, 1960 and September 
30, 1961, the short taxable year October 1, 
1961—December 31, 1961, and the taxable 
calendar years 1962-66 and 1969. In the 
present suit, which comprises part of what 
has been a multi-issue refund litigation,’ the 
contention is that the Internal Revenue 
Service (IRS) erroneously disallowed cer- 
tain mineral depletion deductions claimed 
for the years in question. 


Plaintiffs are integrated miner-manufac- 
turers of a variety of mineral and chemical 
products. One of their divisions, Standard 
Lime and Refractories Company (Standard 
Lime Division), operates a plant at Man- 
istee, Michigan, where magnesium, in the 
form of magnesium hydroxide, is extracted 
from natural brine (a low tenor ore not 
marketable in its crude form) by means 
of a treatment process referred to as pre- 
cipitation. The magnesium hydroxide is 
then further processed to obtain magnesium 
oxide—a product which, during the tax 
years in issue, was sold primarily to steel 
manufacturers as refractory raw material 
for use in lining steelmaking furnaces. 


The “Manistee depletion claim”, as this 
portion of the case involving the Standard 
Lime Division has come to be called, arises 
from percentage depletion deductions which 
plaintiffs claimed in respect of their pro- 
duction of magnesium hydroxide. Essenti- 
ally, the controversy centers on three issues: 
the identity of the extraction product with 
respect to which plaintiffs may claim a 
depletion deduction, the identity of the 
processes that comprise plaintiffs’ mining 
operations, and, finally, the amount of 
plaintiffs’ gross income from mining—gross 
income being the basis upon which the 
allowance for depletion is initially calcu- 
lated. These issues are examined in detail 
in the discussion portion of the opinion. In 
brief, the conclusion is that plaintiffs are 
entitled to a 5 percent depletion allowance 
for their extraction of magnesium (in the 
form of magnesium hydroxide) by a mining 
process whose cut off point occurs prior to 
the kiln-heating that transforms the product 
to magnesium oxide. 


Facts 


During the years in issue, the Standard 
Lime Division produced magnesium oxide 
(MgO) from magnesium hydroxide (Mg 
(OH):), a product obtained by combining 
natural brine with a reagent, dolomitic lime 
or “dolime”. The operation encompassed 
17 to 23 brine wells in the Manistee, Michi- 
gan area. These wells pumped natural 


10f the several issues originally raised in. the 
complaint, five were Berded prior ie trial aE 


this. counts on September 23, 1983. é 
Marietta Corp. v. United States {Sa 
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1. 9607], 3 Cl. Ct. 453 (1983). Still to be de- 
cided is an issue growing out of plaintiff's tax 
treatment of dolomite stone bearing property 
on which mining operations were voluntarily 
terminated in response to a Sa agen olteange 
condemnation action. 
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brine from porous Filer sandstone forma- 
tions located approximately 2,200 to 2,800 
feet below the earth’s surface. Plaintiffs’ 
well produced, on average, 175,500 thousand 
gallons of natural brine per year during the 
relevant period. 


The brine is a clear liquid solution of 
solids dissolved in water. The dissolved 
solids, which are present in the brine as 
hydrated ions, represent approximately 30 
percent of the brine’s content by weight.’ 
The remaining 70 percent of the brine’s 
weight is water. 


The brine was pumped from the wellhead 
through a pipeline gathering network to 
plaintiffs’ Manistee plant—a distance of no 
more than 10 miles. Prior to its arrival at 
plaintiffs’ plant, the brine’s bromine con- 
tent was extracted, initially by Great Lakes 
Chemical Corporation and later by Michigan 
Chemical Corporation, pursuant to cost- 
sharing agreements between these compa- 
nies and plaintiffs* The brine emerged 
from debromination in a heated state which 
was more suited to the further processes 
applied at plaintiffs’ plant. 


At the Manistee plant, plaintiffs collected 
the brine in an outdoor storage tank. The 
precipitation process began when the brine 
was pumped to a smaller “head tank” inside 
the plant building. The brine flowed out 
of the head tank into a large vat, the “pri- 
mary reactor”, where it was mixed, by 
means of an agitator, with a reagent, dolo- 
mitic lime or dolime (CaOe MgO). 


Plaintiffs obtained the dolime used as a 
reagent at the Manistee plant from another 
of their divisions, located at Woodville, 


2A representative analysis of the ionic solids 
contained in the brine is as follows: 
Cations 
(positively charged ions) 
Calcium (Ca 


Magnesium (Mg _ )....... 2.40 
Sodium (Nat ee. eee 1.38 
otassiume (Ke) eae. 0.29 
Strontium (Srq.)y ed. Fe oes 0.17 
JMoabastorh te) VANE) 9 leegaasr 0.014 
Anions 2 
(negatively charged ions) % by Weight © 
Chlorine (Cl tans acaake cred 20.31 f 
BLOMMNEN CSI 2) weet ct. cent: 0.23 
Sulfate* (SO) 9s) oe 0.003 
Boric Oxide (BOs )....... 0.027 


3’ Through the trial phase of this litigation, 
defendant had contended that the routing of the 
brine to other users constituted a sale and 
repurchase of the brine (by plaintiffs), thus 
triggering the disqualifying language of 26 
U. S. C. § 613(c)(3) (1969), which denies de- 
pletion benefits to a ‘“‘purchaser’’ of mining 
wastes or residues acquired for further extrac- 
tion. Defendant’s post-trial brief has aban- 
doned this argument. 
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Ohio. That division processed dolime by 
quarrying dolomite stone and calcining it— 
that is, heating it to a high temperature— 
which effected a chemical breakdown of the 
dolomite into dolime. The dolime was 
shipped by rail to plaintiffs’ plant at Man- 
istee. 


In the chemical reaction that occurred 
when the brine and the dolime were com- 
bined, magnesium hydroxide (Mg(OH).2) 
precipitated. The magnesium component of 
the magnesium hydroxide derived in part 
from the magnesium ions in the brine and 
in part from the magnesium oxide (MgO) 
in the dolime.* 


The formation of magnesium hydroxide 
was completed in a secondary reactor. The 
product leaving the reactors was a slurry 
composed of solid magnesium hydroxide 
particles (approximately 9 percent by weight) 
and a liquor highly enriched in calcium 
chloride. The slurry was then processed 
through three tanks of lake water, which 
diluted and washed away the chloride liquor 
while thickening the slurry. (The process 
is referred to as a countercurrent decanta- 
tion system.) At this point, the slurry, now 
composed of approximately 30 percent mag- 
nesium hydroxide and 70 percent water, 
was pumped to a silo. 


Next the slurry was dewatered. This was 
accomplished by pumping the material from 
the silo to a “ferris wheel feeder” which 
metered the volume of slurry being processed. 
The slurry was fed into a disc filter system 
which removed excess water using a filter 
cloth and vacuum. As it was removed from 
the disc filter, the slurry consisted of approxi- 
mately 50 percent solids. 


4The chemical reaction which resulted in the 
precipitation of the magnesium from the brine 
involved several steps. In the first step, the 
calcium ovide (CaO) and magnesium oxide 
(MgO) components of the dolime combined with 
the brine water to form hydroxides of calcium 
and magnesium in a reaction called hydration, 
or slaking: Z 
CaO - MgO + 2H:0 ——> Ca(OH)2 + Mg(OH)2 

In the next step, some of the calcium hy- 
droxide dissolved in the brine water, releasing 
hydroxyl ions: 

dissolves 
Ca(OH)2 —————> CA +20H 
The increased concentration of hydroxyl ions 
raised the pH of the reaction mixture. 

The increase in pH caused the magnesium in 
the brine to precipitate as magnesium hy- 
droxide: 

Mg (form brine) + 20H 
Ca(OH):) ———> Mg(OH): 
Additional calcium hydroxide dissolved as the 
magnesium hydroxide precipitated, which in 
turn permitted additional magnesium to pre- 
cipitate. This process would continue until all 
the magnesium in the brine was consumed. 


q{ 9219 
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In the final step of the production process, 
the magnesium hydroxide was transported 
by a feed screw to a paddle mixer, which 
mixed the slurry with various chemical addi- 
tives. Another feed screw then transported 
the mixture to rotary kilns. In the kilns, the 
magnesium hydroxide was calcined to drive 
off the remaining water. The product 
emerged from the kiln as magnesium oxide, 
which was then packaged for sale and ship- 
ment to plaintiffs’ customers. 


Prior to the taxable year 1965, plaintiffs 
had claimed no percentage depletion with 
respect to the brine processed at their 
Manistee plant. For their taxable years 1965 
and 1966, however, plaintiffs did claim per- 
centage depletion with respect to the brine 
itself. Then, in 1969, following the Tax 
Court’s decision in Dow Chemical Co. v. 
Commissioner [CCH Dec. 29,429], 51 T. C. 
669 (1969), aff'd, [70-2 ustc J 9643] 433 F. 
2d 283 (6th Cir. 1970), plaintiffs’ tax return 
for that year claimed percentage depletion 
with respect to the magnesium hydroxide 
processed at Manistee. Also on the basis 
of that decision—which plaintiffs had read 
as authorizing the deduction claimed— 
plaintiffs filed claims for refund for the dis- 
puted years prior to 1969. The 1969 deduc- 
tion, as well as the claims for refunds, were 
disallowed by IRS. Plaintiffs then filed suit 
in this court. 


Discussion 


Section 611(a) of Title 26 (the Internal 
Revenue Code) allows as a deduction in 
computing taxable income a _ reasonable 
allowance for depletion of mines and other 
natural deposits.’ Under §613(a), one 
measure of this allowance for depletion is 
a specified percentage of the “gross income 
from the property.” Section 613(a), reads, 
in pertinent part, as follows: 


In the case of the mines, wells, and 
other natural deposits listed in subsection 
(b), the allowance for depletion under 
section 611 shall be the percentage, speci- 
fied in subsection (b), of the gross income 
from the property * * *. Such allowance 
shall not exceed 50 percent of the tax- 
payer’s taxable income from the property 

‘ Senn ee allowance for deple- 
tion ~ 


Section 1 6 (ce) (1) ards: te BE of explana 


: magnesium (in the form of peep ces hy- 


By the statutory formula then, determina- 
tion of the depletion allowance involves a 
computation that requires the identifica- 
tion of several factors: the nature and ex- 
tent of the mining process involved, the 
depletable end product derived through that 
process, and, the income that process yields 
—measured at both the gross income and 
taxable income levels. There is sharp dis- 
agreement between the parties on each of 
these points; it is to these conflicting views 
that we now turn. 


1. The Mining “Cutoff” Point 


Plaintiffs’ position with respect to defin- 
ing the scope of their mining operations is 
straightforward. They identify as “mining” 
the entirety of the extractive process from 
transportation of the brine from the well- 
head through the washing and dewatering 
of the precipitate, the magnesium hydroxide 
slurry. Tested against the statutory scheme, 
there would seem to be little room to de- 
bate this position. 


Mining as that term is defined by the 
applicable code section, includes not merely 
the extraction of the ores or minerals from 
the ground “but also the treatment processes 
considered as mining described in para- 
graph (4) (and the treatment processes 
necessary or incidental thereto), and so 
much of the transportation of ores or 
minerals * * * from the point of extraction 
from the ground to the plants or mills in 
which such treatment processes are applied 
OEE 26° SAE8 G13 (e) (2)? 


The referenced paragraph, paragraph (4) 
of § 613(c), lists the treatment processes that 
qualify as mining: “precipitation” is among 
the processes enumerated to the extent it 
is used in the separation or extraction of the 
product from “ores or minerals which are 
not customarily sold in the form of the 
crude mineral product * * *.” 26 U. S. C. 
§ 613(c)(4)(D). 


Going by the letter of the law then, plain- 
tiffs’ position as to the extent of their 
operations that qualify as mining seems — 
incontestable: they rely upon a listed 


' treatment process—precipitation (and the 


processes incidental thereto)—to extract 
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Despite the seeming correctness of plain- 
tiffs’ position, the Government urges a 
different view. Says the Government: pre- 
cipitation within the intention of the statute 
contemplates a process that results in the 
extraction or separation of a depletable sub- 
stance from the ore. Plaintiffs’ process is 
said to be distinguishable because, in de- 
fendant’s words, that “process was not used 
to separate or extract a depletable substance 
from the brine ore, but was used to combine 
a depletable substance in the brine with a 
nondepletable additive (dolomite) and thereby 
to produce a wholly new chemical substance 
the magnesium content of which was made 
up of equal parts from the brine ore and 
from the additive.”* Put another way— 
though again in defendant’s words—“[t]hey 
[plaintiffs] elected to use the magnesium 
chloride, while still in the brine state, to 
manufacture magnesium hydroxide as an 
intermediate * * * step in the manufacture 
of magnesium: oxide.” 


Thus, as the defendant views it, what is 
really going on here is production of a 
synthetic chemical, magnesium hydroxide, 
rather than the separation or extraction of 
a depletable constituent of the brine. By this 
view then, mining ceases at the head tank, 
prior to the addition of the reagent. 


The court cannot accept the Government’s 
position. To start with, the argument sounds 
much the same as the position that was 
presented and rejected in Dow Chemical Co. 
v. Commissioner [CCH Dec. 29,429], 51 
T. C. 669 (1969), aff'd, [70-2 ustc J 9643] 
433 F. 2d 283 (6th Cir. 1970). In that case, 
the Government had contended that the 
taxpayer’s extraction process (involving the 
precipitation of magnesium hydroxide through 
the addition of slaked lime or calcium hy- 
droxide to brine) did not qualify as mining 
because that process depended upon chemi- 
cal change. 


Neither the trial court nor the appellate 
court found this a persuasive argument. 
Pertinent are the words of the Tax Court: 


[Section 613(b)(6)(C)] must be read 
not only as an indication of the depletion 
percentage to be allowed with respect to 
the three minerals there enumerated [bro- 
mine, calcium chloride, and magnesium 
chloride] when obtained from brine wells, 


6 As was explained at note 4, supra, defend- 
ant is correct that roughly half of the mag- 
nesium hydroxide precipitate is attributable to 
magnesium from the dolime. However, plain- 
tiffs do not claim depletion with respect to the 
magnesium derived from the reagent. 

™Defendant’s view that plaintiffs’ precipita- 
tion of magnesium hydroxide does not extract a 
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but it must also be read as a clearly 
implied intendment by Congress that even 
though the minerals as they exist in brine 
are chemically and physically different 
from the result of the use of permitted 
processes, they still retain their identity 
as mined products within the meaning of 
section 613. [51 T. C. at 682.] 


The Government seeks to sidestep the 
thrust of the Tax Court’s words by claiming 
that they address a different argument from 
that raised here. The contention in Dow, 
defendant explains, was that the brine was 
the depletable substance and the subsequent 
extractive process, was, in reality, a chemi- 
cal reformulation of the mined product, 
hence, not mining. Here, on the other hand, 
the Government sees the depletable sub- 
stance to be the brine’s magnesium. chloride 
content and it views the extractive process 
as a reactive process through which mag- 
nesium hydroxide is manufactured, not mined. 


Though the “catch-words” may be dif- 
ferent, the two arguments are, beyond 
doubt, one and the same. Each is based 
on the notion that an extractive process 
that relies upon the chemical functions of 
a reagent is not precipitation within the 
meaning of the statute. Neither in Dow 
nor here has the Government offered any 
credible support for this proposition. Con- 
sequently, this court cannot presume, any 
more than could the Tax Court, that Con- 
gress would grant a statutory depletion 
allowance for, say, calcium chloride when 
drawn from brine wells, without corre- 
spondingly recognizing as a qualifying min- 
ing process the conventional industry means 
of accomplishing the permitted extraction. 
For us then, the answer to the Govern- 
ment’s argument is the same as that given 
by the Tax Court. 


Nor is a different answer called for be- 
cause the magnesium hydroxide which plain- 
tiffs obtain is not a naturally occurring 
constituent of the brine. Though the Gov- 
ernment argues this point, z.e., that mag- 
nesium hydroxide is not a mineral within 
the meaning of the statute because it is not 
present in the brine at the wellhead’ and 
therefore its extraction does not qualify as 
mining, this, in the court’s view, reflects 
far too narrow an understanding of the matter. 


naturally occurring mineral and therefore must 
be denied treatment as a mining process is prem- 
ised on the fact that the magnesium hy- 
droxide (Mg(OH)2) derived from the magnesium 
ions in the brine contains one oxygen atom 
attributable to the hydration of the calcium 
oxide (CaO) component of the dolime 


(CaO-Mg0O). 
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The depletion statute treats the extrac- 
tion of valuable products from brine as min- 
ing since § 613(b) (6) (C) provides a specific 
depletion rate for bromine, calcium chloride, 
and magnesium chloride “if [recovered] 
from brine wells”. However, these substances 
are present in brine only in an ionic state, 
that is, as positively and negatively charged 
particles—as bromine, calcium, chlorine, and 
magnesium ions—and thus are no more 
minerals by a geologist’s definition® than 
is magnesium hydroxide. In reality then, 
defendant’s notion of limiting application 
of the statute to the extraction of naturally 
occurring “minerals” is a position divorced 
from, fact. 


Given the truth of the matter—that brine 
is but a solution of solids in ionic form— 
the court can see no basis to distinguish 
between the recovery of magnesium ions 
from brine, when extracted in chemical 
combination with chlorine ions, and a mag- 
nesium recovery process in which the chlorine 
ions are left behind, t.e., where the mag- 
nesium ions are extracted in the form of 
an hydroxide. Particularly does this seem 
a permissible position to adopt given that 
the statute does not restrict the depletion 
allowance only to the enumerated brine 
derivatives—it speaks as well of “all other 
Mminerals7e zor Us oe Ce § OlsbyiCs). 


Nor do the regulations pose an obstacle 
to this view. Indeed, the definition of ‘“min- 
erals” provided in Treas. Reg. § 1.611-1 
(d)(5) (1960) is broad enough to encom- 
pass the magnesium content of the brine 
since it provides that the term “includes 
ores of the metals, coal, oil, gas, and all 
other natural metallic and nonmetallic de- 
posits’. (Emphasis added.) It cannot be 
doubted that magnesium is a natural, non- 
metallic deposit of the brine. 


For the reasons given, the court finds 
little reason to favor the Government’s ar- 
gument that a naturally occurring substance 
in the brine—the magnesium ion—does not 
qualify for a depletion allowance because, 
in the form in which extracted here, it exists 
in chemical union as magnesium hydroxide. 


Accordingly. the court concludes that plain- 


that the mining cutoff point in plaintiffs’ 
process occurs after the magnesium hydroxide 
has been dewatered to a 50 percent solids 
content by processing through the hydrate 
disc filters. 


2. The Identity of the Depletable Substance 
and Ascertainment of the Appropriate 
Depletion Rate 


In light of the preceding discussion, the 
identity of the depletion product is no 
longer an issue open to debate: the court 
agrees with plaintiffs that they are engaged 
in the mining of magnesium from brine. 
But that determination only answers part 
of the problem here; what remains to be 
decided is the depletion rate plaintiffs may 
claim with respect to the magnesium. 


Percentage depletion rates for mines, wells 
and other natural deposits are cataloged in 
§ 613(b). This section provides for a de- 
pletion rate of 5 percent in the case of 
“bromine, calcium chloride, and magnesium 
chloride” extracted from brine wells; 26 
U. S. C. §613(b)(6)(C); in the case of 
“all other minerals” (subject to exceptions 
not pertinent here), the assigned depletion 
rate is 15 percent. 26 U. S. C. § 613(b) (7). 


Plaintiffs contend that, since neither mag- 
nesium nor magnesium hydroxide is identi- 
fied by name in the course of § 613(b), they 
are therefore entitled to the 15 percent de- 
pletion rate applicable to “all other minerals”. 


The court cannot accept this argument. 
The same reasoning which persuades us 
that the depletion statute encompasses the 
extraction of magnesium from brine also 
convinces us that the magnesium which 
plaintiffs extract in the form of magnesium 
hydroxide cannot be distinguished from 
the magnesium to which the statute assigns 
a depletion rate of 5 percent when extracted 
in the form of magnesium chloride. 


To further explain: as was stated in the 
preceding analysis of the mining cutoff 
point, the magnesium chloride to which. 
§ 613(b)(6)(C) refers is present in brine 
only in an ionic state—that is, in the form 
of separate magnesium and chlorine ions. 
While a miner of magnesium chloride 
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of their exhaustion of only one component 
of the valuable product to which Congress 
has assigned a rate of 5 percent. 

‘Mineral depletion for tax purposes, as the 
Supreme Court explained in United States v. 
Cannelton Sewer Pipe Co. [60-2 ustc J 9553], 
364 U. S. 76 (1960), “is an allowance from 
income for the exhaustion of capital 
assets.” Jd. at 81. Bearing in mind this 
purpose, one cannot conclude that Congress 
intended to grant a greater allowance than 
that specified for magnesium chloride for 
the exhaustion of a smaller asset—the re- 
serve of magnesium ions alone. 


For these reasons the court finds that 
plaintiffs are entitled to a depletion rate of 
5 percent, pursuant to § 613(b)(6)(C), in 
respect of their mining of magnesium in the 
form of magnesium hydroxide. 


3. Gross Income From Mining 
As 


“Gross income from mining” refers to 
that amount of income which is attributable 
to the extraction of the ores or minerals 
from the ground and the application of 
mining processes, including, ‘mining trans- 
portation. Treas. Reg. § 1.613-4(a) (1973).° 
Under the statutory scheme, the determina- 
tion of “gross income from mining” is an 
essential step in fixing the maximum allow- 
able percentage depletion deduction since it 
is the base against which the specified de- 
pletion rate is applied. 


In the case (not presented here) of a 
mining operation that sells its ore or 
mineral immediately after the application 
of mining processes, the calculation is a 
simple one: gross income from mining 
equals total sales revenue. By contrast, in 
the case of an integrated mining-manu- 
facturing operation, where the mined ore 
or mineral is subjected to additional non- 
mining processes before being sold, ascer- 
tainment of the gross income from mining 
requires apportionment of the total sales 
dollar between the mining and nonmining 
constituents. For example, in this case, 
where plaintiffs mined magnesium (ex- 
tracted in the form of magnesium hy- 
droxide) and sold magnesium oxide, the 
gross income from mining is that portion 
of sales revenue allocable to the processes 
up to the mining cutoff point, 1. e., through 
the reactor stages and the subsequent proc- 


®° Treasury Regulation § 1.6134 (1973), is the 
principal regulation explaining the concept of 
“gross income from mining’ in the case of 
minerals other than oil and gas. This regula- 
tion was promulgated by Treasury Decision 
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esses of washing and dewatering; exclud- 
able as a source of mining income is the 
final step in the process—the calcining 
operation which converted the magnesium 
hydroxide slurry to magnesium oxide. 


The regulations specify several methods 
by which an integrated miner-manufacturer 
may determine its gross income from min- 
ing. The preferred method, the so-called 
“representative market or field price” 
method, computes gross income by refer- 
ence to the competitive sales price “of an 
ore or mineral of like kind and grade as 
the taxpayer’s ore or mineral after the ap- 
plication of the mining processes actually 
applied * * *.” Treas. Reg. § 1.613-4(c)(1). 
The aim here, as the regulation goes on to 
explain, is to draw from the competitive 
marketplace “the dollar figure or amount 
which most nearly represents the approxi- 
mate price at which the taxpayer * * * 
could have sold his ores or minerals if, 
prior to the application of nonmining 
processes, the taxpayer had sold the quanti- 
ties and types of ores and minerals to which 
he applied nonmining processes.” Jd. In 
other words, the representatives market or 
field price method of computing gross in- 
come from mining utilizes market criteria 
to “construct” a mining revenue figure for 
the integrated miner-manufacturer. 


In situations where a representative mar- 
ket or field price cannot be determined, the 
regulations prescribe the use of the so- 
called proportionate profits method to com- 
pute gross income from mining. This 
method utilizes a cost-based approach to 
determine mining income. Specifically, what 
is involved is “multiplying the taxpayer’s 
gross sales (actual or constructive) of his 
first marketable product * * * by a fraction 
whose numerator is the sum of all the 
costs allocable to those mining processes 
which are applied to produce, sell, and 
transport the first marketable product * * * 
and whose denominator is the total of all 
the mining and nonmining costs paid or 
incurred to produce, sell, and transport the 
first marketable product * * *.” Treas. Reg. 
§ 1.613-4(d) (4) (ii). In equation form, the 
proportionate profits method is expressed 
as follows: 


Mining Costs 


xX Gross Income = Gross 
Total Costs Income From Mining. 
7170, 1972-1 C. B. 178, which provides that 
Treas. Reg. § 1.6134, except as otherwise pro- 
vided therein, is applicable to taxable years 
beginning after December 31, 1953, and to tax- 
able years ending after August 16, 1954. 
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As between the two methods described, 
plaintiffs urge our use of the representa- 
tive market or field price claiming, as the 
appropriate comparative for this purpose, 
the price of magnesium hydroxide as pro- 
duced and sold by Dow Chemical Company. 


This position cannot be endorsed. In 
order to compute gross income from mining 
through use of a representative market or 
field price, the reference must be to “an 
ore or mineral of like kind and grade as 
the taxpayer’s ore or mineral’, Treas. Reg. 
§ 1.613-4(c)(1), (2), the sales of which “are 
the result of competitive transactions.” 
Treas. Reg. § 1.613 -4(c) (3). Neither of 
these twin requirements is fully satisfied 
here. 


Concerning the first requirement, this 
observation is in order. To serve as a 
valid basis upon which to construct gross 
income from mining, the representative 
market or field price must be drawn from 
a product which corresponds to the deplet- 
able ore or mineral in question—in this 
instance, magnesium. Here, however, plain- 
tiffs seek to rely upon the market price 
of magnesium hydroxide—a compound which 
includes, but which obviously is not 
limited to, magnesium. On the very face 
of it, therefore, plaintiffs claim reliance 
upon the price of an ore or mineral that 
is not of like kind and grade as the mag- 
nesium in regard to which their claim for 
depletion allowance is based. Putting it in 
basic economic terms, the objection is that 
one cannot say, as plaintiffs would have the 
court do, that the market value of the 
depletable magnesium, were it to be sold 
alone, would be the same as the market 
value of magnesium hydroxide. 


The court recognizes that the issue is 
perhaps not as simple or straightforward 
as it has been made to appear since mag- 
nesium hydroxide is, as a matter of fact, 
the form in which the extracted magnesium 
ion appears as the result of the application 
In a. 
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Accepting this point for discussion’s sake, 
plaintiffs then face the further difficulty that 
the magnesium hydroxide price they seek 
to build upon is not a price that has been 
competitively established. Indeed, it ap- 
pears that, for the period in question here, 
there was but one principal source of sup- 
ply for magnesium hydroxide, that being | 
the Dow Chemical Company. Consequently, 
plaintiffs run afoul of that part of the 
regulation which instructs that ‘[s]ales or 
purchases * * * of ores or minerals of like 
kind and grade as the taxpayer’s, will be 
taken into consideration in determining the 
representative market or field price for the 
taxpayer's ore or mineral, only if those 
sales or purchases are the result of compet- 
itive transactions.” Treas. Reg. § 1.613-4 
(c)(3). For lack of any other competing 
sources of supply,” the price of magnesium 
hydroxide sold by Dow Chemical Company 
cannot be considered a representative mar- 
ket or field price. 


Ga 


It follows from the foregoing discussion 
that, in this case, the determination of 
plaintiffs’ gross income from mining must 
proceed by use of the proportionate profits 
method. Within the framework of that for- 
mula there are three matters that neqtare 
attention here. 


First, there is disagreement between the 
parties regarding the treatment to be given 
to the dolime costs, that is, whether or not 
these costs are to be counted as part of 
the mining costs. The dispute on this 
point stems chiefly from the opposing posi- 
tions which the parties draw from an anal- 
ogous issue considered in Standard Lime 
and Cement Co. v. United States [64-1 ustc 
(OSTETA165<'Crs? Che 150.5329 1. Zit 930 
(1964). ie A + 


he. elaadanees wpe case was. Reteone gh 
in the overall with the application of the 
proportionate profits method in the deter- 
mination of gross income from mining for 
an integrated limestone mining-cement 
thanufacturing operation. Among the ques- 
tions in the case was whether certain 
purchased. additives—shale, sand, and mi- 
nute quanti ies. of i iron ore—though essential 
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physically been introduced into the overall 
operation prior to the statutory mining 
cutoff point. 


In considering the issue, the court de- 
cided, first of all, that because the additives 
had been introduced in conjunction with 
a mining process their costs could not be 
assigned to the category of nonmining ex- 
penditures. At the same time, however, 
the court did not view use of the additives 
in conjunction with a mining process as 
compelling inclusion of their costs as part 
of mining costs. Said the court: “Admit- 
tedly these costs are incurred prior to the 
cutoff point; however, we are here con- 
cerned with taxpayer’s gross income from 
mining of limestone and shale in order to 
compute its proper depletion allowance, 
thus it should not be entitled to an allow- 
ance with respect to minerals which it does 
not mine [z.e., 


Td. at 197, 329 F. 2d at 949. 


Accordingly, as the court saw it, the 
only solution to this impasse was to com- 
pletely exclude the additive costs from the 
proportionate profits computation. Only by 
a total exclusion of these extraneous costs 
could the court avoid improperly enhanc- 
ing the depletion allowance for limestone 
and shale by an amount attributable to 
mineral additives which had themselves 
been the subject of depletion allowances 
claimed by the same taxpayer. 


It is in conformance with this reasoning 
that the court is urged to strike the dolime 
costs from the proportionate profits equa- 
tion. The reason for doing so, we are told, 
is that plaintiffs obtained the benefit of a 
depletion allowance on the dolime at the 
time they initially extracted it; thus they 
should not be permitted to claim that 
benefit a second time around—this time in 
the guise of a mining cost incurred in 
the extraction of magnesium from brine. 


There is some merit to this argument; 
however, its application here requires much 
‘refinement. To start with, this point is to 
be noted: the exclusion of the purchased 
additives from the catalog of mining costs 
in the Standard Lime case rests fundamen- 
tally on the fact that those additives, 
though introduced during a mining process, 
were nevertheless not integral to that 


the purchased additives].” 


process. That is to say, the additives did 
not contribute to the actual extraction of 
limestone or shale; thus their costs could 
not be viewed as “mining costs” in the 
intended sense of the term. In other 
words, while the additives were introduced 
“upstream”, that is, prior to the statutory 
mining cutoff point, their function was cru- 
cial only in the “downstream” process of 
cement manufacture. Given that critical 
fact, inclusion of the additive costs as min- 
ing costs in the proportionate profits equa- 
tion was analytically unacceptable; not to 
have stricken them would have created an 
artificial enhancement of mining costs and 
thus of the depletion allowance. 


The same is not true with respect to 
the dolime—at least not entirely. As ex- 
plained earlier in this opinion, see note 4, 
the addition of the dolime in plaintiffs’ 
process accomplishes a double function; the 
calcium oxide (CaO) component of the 
dolime serves as the reagent which pre- 
cipitates the magnesium from the brine, 
while the magnesium oxide component of 
the dolime (MgO) hydrates to form addi- 
tional magnesium hydroxide, augmenting 
that extracted from the brine. Thus the 
dolime is, in part, vital to the process that 
accomplishes the extraction of the magne- 
sium from the brine (there could be no 
precipitation absent the reagent) and, in 
part, it is simply an additional constituent 
of the reaction mixture that is itself proc- 
essed for its magnesium content. 


Consequently, to the extent the dolime 
functions as a reagent, it is essential to the 
process that accomplishes the extraction of 
the magnesium from the brine. Hence, in 
that capacity, it must be regarded as a 
mining cost. However, to the extent the 
dolime serves simply as a source of addi- 
tional magnesium, it remains a nondepletable 
ore, the costs and processing of which 
cannot qualify as mining costs. See Treas. 


Reg. § 1.613-4(d) (3) (ii) (1973).” 


With respect to apportioning the costs 
of the dolime (including related transporta- 
tion expenses) the record offers no specific 
data. What we do have is a breakdown, by 
weight, of the chemical constituents of the 
dolime. This shows that, on a lot-by-lot 
basis, calcium oxide ranged from 57.5 to 


11The cited regulation, Treas. Reg. 
(d) (3) (ii) (1973), provides, 
as follows: 


§ 1.613-4 


payer’s costs, a process shall not be considered 
as a mining process to the extent it is applied 


to ores, minerals, or other materials with re- 


spect to which the taxpayer is not entitled to 
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in relevant part, 
“In determining gross income from 
mining by use of methods based on the tax- 


a deduction for depletion under section 611. 
The costs of such nondepletable ores, minerals, 
or materials; the costs of the processes (includ- 
ing blending, size reduction, etc.) applied 
thereto; and the transportation costs thereof, 
if any, shall be considered as nominating [sic] 
{should read nonmining] costs in determining 
gross income from mining.”’ 
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58 percent of the’ total weight of the dolime 
and the magnesium oxide ranged from 40.5 
to 41 percent by weight. (The remaining 
constituents, comprising on average approxi- 
mately 1 percent, were oxides of various 
metals—silicon, iron, aluminum and car- 
bon.) For want of anything better to go on, 
the court must use these numbers as a basis 
for determining mining and nonmining 
costs. Thus, 58 percent of the costs of the 
dolime, including a like percentage of trans- 
portation charges, shall be taken as mining 
costs. 


Even as the costs of the dolime require 
apportionment between mining and non- 
mining expenses, so also must the costs of 
the treatment processes incidental to the 
precipitation process—the washing and 
dewatering of the magnesium hydroxide 
slurry—be similarly divided.” The division 
of these functions into mining and nonmin- 
ing operations follows, of necessity, from 
the fact that they are processes which are 
being applied to a product, the magnesium 
hydroxide slurry, that derives only in part 
from a depletable ore. As explained, part 
of the magnesium comes from the dolime, 
meaning, in this case, from a nondepletable 
source; and to that extent then, the related 
processing costs are nonmining costs. 


Based on computations which have been 
left to a footnote,“ the court has determined 
that, for each ton of magnesium hydroxide 
slurry produced by plaintiffs’ Manistee op- 


eration, slightly more than one-half (.504). 


of the washing and dewatering expenses 
qualify as mining costs; the remainder, of 
course, are nonmining costs. 


The final matter that requires attention 


is the fact that the parties propose to | 


measure gross income (for purposes of the 
proportionate profits method of computa- 
tion) by reference to magnesium hydroxide, 
i.e., developing a gross income figure by 
plaintiffs’ constructive sale of magnesium 
hydroxide measured at the market price. 
This approach is not correct. 


_ Gross income, for purposes of the pro- 
portionate profits equation, refers to a tax- 


of the “first marketable prouweeell —a term 
which the applicable regulation defines as 
“the product * * * produced by the tax- 
payer as a result of the application of non- 
mining processes, in the form or condition 
in which such product * * * [is] first 
marketed in significant quantities by the 
taxpayer or by others in the taxpayer’s mar- 
keting area.” Treas. Reg. § 1.613-4(d) (4) (iv). 


Under the standard contemplated by the 
regulation, gross income must be measured 
here by the taxpayer’s actual sales of 
magnesium oxide and not by constructive 
sales of magnesium hydroxide. This follows 
from the fact that it is the former, and that 
only, which meets the requirement of the 
first marketable product resulting from the 
application of nonmining processes. To put 
it into specifics, the first nonmining process 
in plaintiffs’ operations is the heat process 
(the calcining operation) which converts 
the magnesium hydroxide slurry into mag- 
nesium oxide; hence, the first marketable 
product within the meaning of the regula- 
tion is magnesium oxide. 


D. 
With these points decided, what the 


“matter comes down to is the following. 


First, under the heading of mining costs, 
there shall be included: 100 percent of the 
costs of extracting and transporting the 
brine from the wellhead to the reactor stage, 
58 percent of the costs of acquiring, trans- 
porting and processing the dolime, and .504 
percent of the cost of the post-precipitation 
processes—the washing “ and dewatering of 
the magnesium hydroxide slurry. Second, 
under the heading of total costs, there is to 
be added to the foregoing mining costs, the 
remaining 42 percent of the dolime costs, 
the remaining .496 percent of the cost of 
post-precipitation processes and 100 percent 
of the costs incurred after the introduction 
of the magnesium hydroxide slurry into the 
kilns including the selling expenses asso- 
ciated with the marketing of the magnesium 
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as numerator and denominator of the pro- 
portionate profits fraction while gross sales, 
as determined from plaintiffs’ actual sales 
of magnesium oxide, becomes the base to 
which the fraction is applied. The resulting 
value represents the taxpayers’ gross income 
from mining. 


4. Taxable Income From Mining 


The final figure of importance here is the 
taxpayers’ taxable income from mining (com- 
puted without allowance for depletion), for 
by the statutory formula the deduction for 
depletion may not exceed 50 percent of that 
figure. The calculation of this ceiling on 
depletion presents no special problems here; 
in this case taxable income from mining is 


simply the difference between gross income 
from mining and mining costs. Treas. Reg. 


§ 1.613-5(a) (1973). 


Accordingly, the taxpayers are entitled 
to a percentage depletion deduction of 5 
percent measured against gross income from 
mining but not to exceed 50 percent of their 
taxable income from mining—each income 
figure to be ascertained in accordance with 
the cost outlines specified in this opinion. 


Conclusion 


For the reasons given, plaintiffs are en- 
titled to recover. Judgment is to be for 
plaintiffs with the amount to be determined 
by the parties within 60 days of the date 
of this opinion. 


[9220] Douglas B. Koger and Palma Koger, Appellants v. United States of 


America, Appellee. 


U. §. Court of Appeals, 4th Circuit, No. 84-1315, 2/26/85.—(755 Fad 1094.) 
[Code Sec. 7421] 
Jurisdiction: Appellate court: Injunction: Assessment and collection: Payment.— 


The appellate court held that it lacked jurisdiction to hear an appeal from a lower court 
order dismissing a complaint filed by individuals seeking to enjoin the IRS from col- 
lecting assessed income tax deficiencies where payment of the assessed income tax defi- 
ciencies, penalties and interest was made while the appeal was pending. An actual con- 
troversy must exist at all stages of review rather than only at the time of the filing of 
the complaint. Accordingly, the appellate court vacated the judgment of the District 
Court, which dismissed the complaint for failure to state a claim upon which relief could 
be granted and remanded the case with instructions to dismiss the complaint as moot 
for lack of jurisdiction. Back references: {[ 5770.0524 and 5779.615. 


William H. Thomas, III, Dobson & Dobson, for appellants. Charles R. Brewer, 
United States Attorney, Asheville, N. C. 28802, Glenn L. Archer, Jr., Assistant Attorney 
General, Michael L.. Paup, William S. Estabrook, Department of Justice, Washington, 


D. C. for appellee. 


Before WIDENER, PHILLIPS and Ervin, Circuit Judges. 


WIDENER, Circuit Judge: This is an appeal 
of an order entered by the district court 
dismissing a complaint filed by the tax- 
payers seeking to enjoin the government 
from collecting assessed income tax defi- 
ciencies. The taxpayers’ complaint also 
sought a release of a federal tax lien which 
the Internal Revenue Service (IRS) had 
filed against the taxpayers’ property after 
deficiency assessments had been made. The 
government moved to dismiss the tax- 
payers’ complaint for failure to state a 
claim upon: which relief could be granted, 
and the district court dismissed the case 
on that ground pursuant to FRCP 12(b)(6). 
It is from this dismissal order that the 
taxpayers took their appeal. We agree that 
the complaint should be dismissed, but on 
a different ground. 
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Douglas B. Koger and Palma Koger 
(taxpayers) were residents of Cocoa Beach, 
Florida in 1978 and 1979, and, for the years 
at issue here, the taxpayers’ income tax 
returns indicated a Cocoa Beach address. 
In 1981, the taxpayers became residents of 
Blowing Rock, North Carolina and indi- 
cated this new address on their 1981 income 
tax return. Despite their change in address, 
when the IRS, Florida District, determined 
that deficiencies existed for the Kogers’ tax 
years of 1978 and 1979, a statutory notice 
of deficiency was sent by certified mail to 
the Kogers in 1982 at their Cocoa Beach, 
Florida address. Although this notice was 
returned undeliverable, the IRS assessed 
deficiencies against the taxpayers for tax 
years 1978 and 1979. The taxpayers claim 
that they first received notice of the tax 
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deficiencies in April 1983, after the IRS 
had already made the deficiency assess- 
ments. They also assert that they never 
received actual notice of the proposed defi- 
ciency.’ While the Kogers maintain that 
they have not received the statutory notice 
of deficiency, see IRC § 6212,’ upon re- 
ceiving notice of the assessments, taxpayers 
through their accountant informed the IRS 
that no notice of the proposed deficiency 
had been received prior to the deficiency 
assessments. Additionally, the Kogers 
allege that, after the IRS notified them of 
the 1978 and 1979 assessments, they re- 
quested the IRS to send actual notice of 
deficiency, but that the IRS failed to do so 
prior to its filing of a federal tax lien against 
the taxpayers in October 1983. 


A few weeks after the IRS filed its tax 
lien, the taxpayers brought suit in the 
district court seeking to enjoin the IRS 
from collecting the assessments for 1978 
and 1979 and to require release of the fed- 
eral tax lien. Essentially, the Kogers’ com- 
plaint alleged that any assessment or 
collection effort by the IRS in respect of 
tax deficiencies for 1978 and 1979 would 
be improper because the IRS failed to 
provide an adequate notice * of the proposed 
deficiency, prior to assessment, as required 
by IRC §8§ 6212, 6213. As a result of this 
failure to comply with IRC provisions, the 
taxpayers alleged that they would suffer 
irreparable injury if the court failed to 
issue the injunction because further illegal 
collection activity by the IRS would con- 
tinue to impair their business reputation 
and ability to transact business. The com- 
plaint further alleged that since payment 
of the illegally assessed taxes would damage 
the taxpayers’ business interests irreparably, 
no adequate remedy at law existed to pre- 
clude the issuance of an injunction. 


_As stated, the government filed a motion 
to dismiss the Kogers’ complaint under 
FRCP 12(b)(6), which the district court 
granted, and taxpayers appealed. While this 
appeal was pending, however, the taxpayers 
fully paid the assessed income tax deficien- 


a ‘Taxpayers argue that the notice they re- 
ril 1983 Siena ere taxes had 


cies, as well as the penalties and interest 
thereon, and thereby effected a release of 
the federal tax lien. 


Because the taxpayers have paid fully the 
assessed deficiencies as well as the penalties 
and interest thereon, we must consider 
whether such payment, during the pend- 
ency of this appeal, has rendered the case 
moot. Article III of the Constitution limits 
our power to hear only those cases involv- 
ing an actual case or controversy. Further- 
more, actual controversy must exist at all 
stages of review rather than only at the 
time of the filing of the complaint. Steffel v. 
Thompson, 415 U. S. 452, 459 n. 10 (1974). 
Therefore, even if a controversy existed at 
the time the Kogers filed their complaint, 
we are without jurisdiction to hear their ap- 
peal if ‘payment of the deficiencies has 
rendered the case moot during the appeal. 
State of Cahfornia v. San Pablo & Tulare 
Railroad, 149 U. S. 308 (1893). Accordingly, 
only upon a finding that the case is not. 
moot may we reach the merits of the case.. 


Generally, subject only to quite limited 
exceptions, when a court denies a tax- | 
payer’s request for an injunction to prohibit: 
his government from collecting taxes, an 
appeal of this denial presents a moot ques- 
tion over which an appellate court has no 
jurisdiction, if the taxpayer has paid the 
taxes during the pendency of the appeal. 
Singer Manufacturing Co. v. Wright, 141 
U. S. 696 (1891); Little v. Bowers, 134 U.S. 
547 (1890); R. J. Reynolds Tobacco Co. v. 
Robertson [36-1 ustc J 9057], 80 F. 2d 966. 
(4th Cir.), cert. denied, 297 U. S. 719 (1936); 
see also Harvey vw. Early [47-1 ustc ae 2 
160 F. 2d 836, 837 (4th Cir. 1947). 


Notwithstanding the fact that payment 
of the taxes and release of the tax lien have 
been accomplished during the pendency of 
this appeal, the taxpayers argue that the 
appeal of the dismissal order nevertheless is 
not moot. While we in no way condone 
the fact that the taxpayers have been denied 
a prepayment forum in the Tax Court be- 
cause they did not receive the statutory, 

2TRC section numbers are the same as. 26. 
U. S. C. Thus, IRC § 6212 is 26 USC § 6212. 

3 Section 6212 requires the IRS to send a 
notice of deficiency (90-day letter) to a tax- 


payer’s ‘‘last known address’ so that the 
ee. _ file a A petition = the Tax Court 
to e1 ni defici 
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notice of deficiency, this denial of a prepay- 
ment forum does not obviate the fact that 
the deficiencies have been fully paid, and 
whatever our concerns with the govern- 
ment’s method, we nonetheless lack juris- 
diction to hear the case unless an actual 
controversy exists. 


Turning to their contentions, we first 
consider two interrelated arguments which, 
essentially, ask us to find this case not 
moot for policy reasons. More specifically, 
the taxpayers claim that since Congress 
drafted an explicit exception to the Anti- 
Injunction Act* to enable taxpayers to 
contest alleged deficiencies, prior to pay- 
ment, by filing a petition in the Tax Court 
within 90 days of receiving notice of a pro- 
posed deficiency, the procedure employed 
here by the IRS in failing to give effective 
notice within this 90-day period defeats 
Congressional intent to provide a prepay- 
ment forum. Thus, taxpayers claim that this 
procedure, maintained as proper by the 
IRS, presents an important public issue 
inasmuch as the IRS has frustrated Con- 
gressional intent and has undermined the 
jurisdiction of the Tax Court. Because, the 
argument goes, this is a significant public 
issue with a likelihood of repetition, public 
interests would be undermined if the ap- 
peal were held moot. We do not think this 
is a permissible consideration, Little, supra, 
at 558, but even if it is we do not accept the 
argument for two reasons. First, the capa- 
ble-of-repetition doctrine which permits a 
federal court to hear a claim which is capa- 
ble of repetition, yet evades review, is inap- 
posite to the facts of this case. “[T]he 
capable-of-repetition doctrine applies only 
in exceptional situations, and generally only 
where the named plaintiff can make a rea- 
sonable showing that he will again be sub- 
jected to the alleged illegality.” City of Los 
Angeles v. Lyons, 461 U.S. 95, 109 (1983), 
citing DeFunis v. Odegaard, 416 U. S. 312, 
319 (1974). We do not think that the tax- 
payers have made a showing that they 
again will be subjected to the same pro- 
cedure of alleged illegal assessments fol- 
lowing improper notice. Also, the claim of 
illegal assessment will not evade review to 
the extent that the taxpayers may be able 
to vitiate the effect of any illegal assessment 
in a claim and suit for refund. 


4IRC § 7421(a) generally prohibits any suit 
seeking to enjoin the collection or assessment 
of any federal tax. Section 7421(a), however, 
contains explicit exceptions to the general pro- 
hibition against injunction actions. Of rele- 
vance here, § 7421(a) specifically excepts any 
action provided for in § 6212(a) and § 6213(a). 
Section 6212 authorizes issuance of deficiency 
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As a second policy argument, the tax- 
payers claim that we should hear the case 
on the merits because dismissal of the case 
as moot would sanction a procedure by 
which the government could force an ap- 
peal to become moot. In particular, the tax- 
payers argue that following dismissal of 
their complaint in the district court, the 
Collection Division of the IRS proceeded 
to levy on the taxpayers’ home and prop- 
erty, thereby forcing them to pay the al- 
leged deficiencies to avoid forced foreclosure 
prior to the resolution of the dismissal issue 
on appeal. The Kogers claim that our dis- 
missal of the appeal would reward the IRS 
for its own misdeeds and would offend the 
appellate process since the post-dismissal 
collection activity forced the taxpayers to 
pay the alleged illegal assessments to avoid 
forced liquidation during the pendency of 
this appeal. Accordingly, taxpayers assert 
forced payment of the assessments should 
not render the appeal moot. 


We, however, cannot find on this ground 
that the appeal is not moot. While the tax- 
payers perceive that unilateral action by the 
IRS has forced them to pay the assess- 
ments and thereby prejudice their appeal, 
the taxpayers in actuality were not without 
power to seek’ a stay or injunction of the 
district court dismissal order during the 
pendency of the appeal. See FRCP 62; 
FRAP 8&(a). The same point was made in 
Little v. Bowers, supra, at 553, and decided 
against the taxpayer. Since the Kogers 
chose, during the pendency of the appeal, 
to pay the assessments, without seeking a 
stay or injunction pending appeal, we can- 
not say that the IRS unilaterally forced the 
appeal to become moot. Thus, while we 
express no opinion whether unilateral action 
on the part of the IRS in forcing payment 
of assessed deficiencies necessarily pre- 
serves an appeal any controversy existing 
at the time the injunction suit was filed, see 
Little v. Bowers, at 553-558, cf. Singer, supra, 
at 700, we decline to find this case not moot 
on this ground. : 


We have considered the other assign- 
ments of error and are of opinion they are 
without merit. 


notice and § 6213(a) contains authorization for 
injunction actions by providing that if col- 
lection or assessment action is begun either 
before 90 days have elapsed after the mailing 
of the notice of deficiency or after a taxpayer 
has filed a petition in the Tax Court, then the 
taxpayer may Ayal s py to aia er ‘pro- 


ceeding. | 
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relitigation of the issues between 


parties.” 340 U. S. at 40. 


The judgment of the district court is 
VACATED AND REMANDED WITH 
INSTRUCTIONS. 


In accordance with United States v. 
Munsingwear, 340 U. S. 36 (1950), we vacate 
the judgment of the district court and 
remand to that court to dismiss the tax- 
payers’ complaint as moot for lack of juris- 
diction “which will clear the path for future 


the 


[19221] Betty W. Steele, Appellant v. Secretary of the Treasury, Donald Regan; 
Charles E. Roddy, District Director, Internal Revenue Service, Appellees. 


U. S. Court of Appeals, 4th Circuit, No. 84-1314, 2/26/85.—(755 F2d 1091.) Affirming 
and remanding unreported District Court decision. 


[Code Sec. 7421(a)] 


Civil suits: Suit to restrain assessment: Anti-Injunction Act: Homestead property: 
Signing of consent form.—The taxpayer, who along with her ex-husband signed a series 
of IRS Forms 4549 consenting to the immediate assessment and collection of income 
tax liability, sought injunctive and declaratory relief from the government’s efforts to 
enforce tax liens filed against her residence and 55 acres of land. The court of appeals 
found that the district court properly dismissed the taxpayer’s complaint because she 
failed to establish that she was virtually certain to prevail on the merits. Despite the 
fact that the taxpayer’s pleadings showed that she was mistaken in law as to the 
effect of the consent forms and that she was mistaken in fact as to the content of such 
forms, the government could reasonably argue that she was not relieved of her obliga- 
tions contained in the consent forms. However, although the court of appeals affirmed 
the dismissal of the taxpayer’s complaint, it remanded the case to the district court, 
with instructions to amend its order to indicate its dismissal was for lack of age se 
Back references: {| 5779.643 and 5779.775. 


George C. Rawlings, Rawlings, Pruitt and Bieber, for copulate Elsie L. Munsell, 
United States Attorney, Norfolk, Va., Glenn L. Archer, Jr., Assistant Attorney General, 
Michael L. Paup, Gary R. ‘Allen, itainé F, Ferris, Department of Justice, Washineten, 


D. C. 20530, for appellees. 


Before WIDENER and HALL, Circuit Judges, and MICHAEL, United States District Judge, 
Western District of Virginia, sitting by designation. 


Wipener, Circuit Judge: This is an appeal 
of an order of the district court dismissing 
a complaint filed by a taxpayer seeking to 
prevent the government from enforcing a 
federal tax lien against the taxpayer’s prop- 
erty. The government filed a motion to 
dismiss the complaint under FRCP 12(b) (1) 
for lack of jurisdiction and, alternatively, 
under FRCP 12(b)(6) for failure to state a 
claim upon which relief could be granted. 
Without specifying which FRCP 12(b) pro- 
vision it was basing its decision upon, the 
district court granted the government’s mo- 
o dismiss, from which this appeal is 


While we Sate that the Oe ie 
ha 


and, as a result, became the subject of an 
Internal Revenue Service (IRS) investiga- 
tion. On July 17, 1980, taxpayer and her 
husband co-signed a series of IRS Forms 
4549 (Income Tax Examination Changes) 
in which they consented to the immediate 
assessment of income tax liability, and col- 
lection thereof, for the years 1968 through 
1978. Moreover, by executing these forms, 
both taxpayer and her husband explicitly 
waived their right to appeal the deficiency 
determinations either within the IRS or to 
the Tax Court. In compliance with the 
terms of the consent forms, the IRS made 
income tax assessments against taxpaver 
and her husband for the tax years 1968 

in the total amount of $137,085.46. 
taxes were not Aig? the 
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forms, she and her husband were divorced, 
we are told, and he has moved to North 
Carolina, while taxpayer has remained in 
Spotsylvania County. Taxpayer has alleged 
that her only assets include a residence and 
55 acres of land located in Spotsylvania 
County. She has further alleged that prior 
outstanding mortgages and judgments en- 
cumber approximately 75% of these assets 
and that enforcement of the IRS’ subor- 
dinate tax lien would eliminate all of her 
remaining equity. 


Accordingly, taxpayer brought this suit 
in the district court seeking injunctive and 
declaratory relief from the government’s 
efforts to enforce its tax liens. She asserted 
two grounds to support her request for 
relief. First, taxpayer alleged that she was 
an innocent spouse under IRC § 6013(e) ? 
and therefore she was exempt from her 
husband’s tax liability. She also argued 
that at her husband’s insistence and direc- 
tion she signed the consent forms without 
knowledge of the content and effect of the 
forms and without knowledge that her 
husband had failed to file returns for the 
years 1968 through 1978. 


In a suit to enjoin the collection of taxes, 
as in the case at hand, a court’s power to 
hear the matter depends upon whether or 
not either a legislative or judicial exception 
exists to lift the bar to maintaining suit 
that is imposed by the Anti-Injunction Act, 
IRC §7421(a). Since taxpayer alleged facts 
in her complaint which did not implicate 
the explicit statutory exceptions to section 
7421(a), the district court’s power to hear 
her case must depend upon the existence 
of a judicially created exception. 


Section 7421(a) operates as a bar to 
maintaining suits brought for the purpose 
of enjoining the assessment or collection of 
federal taxes. In relevant part, section 
7421(a) provides that: 


1IRC section numbers correspond to 26 


[N]o suit for the purpose of restraining 
the assessment or collection of any tax 
shall be maintained in any court by any 
person whether or not such person is the 
person against whom such tax was assessed. 


Although the Act contains statutory ex- 
ceptions? which are not relevant here, a 
narrowly defined judicial exception may per- 
mit a court to hear a tax injunction suit, 
provided the taxpayer shows that the court 
has equitable jurisdiction over the matter. 
The Supreme Court in Enochs v. Williams 
Packing & Navigation Co. [62-2 ustc J 9545], 
370 U. S. 1 (1945), established a two-prong 
test, which has been consistently reaffirmed, 
for courts to consider in determining whether 
jurisdiction exists over a tax injunction suit 
notwithstanding the literal terms of section 
7421(a). See Bob Jones University v. Simon 
[74-1 ustc f 9438], 416 U. S. 725 (1974); 
United States v. American Friends Service 
Committee [74-2 ustc J 9774], 419 U. S. 7 
(1974) ; Alexander v. “Americans United,’ 
Inc. [74-1 ustc J 9439], 416 U. S. 752 (1974). 


Under the Williams Packing exception, a 
court may entertain a suit to enjoin the 
assessment or collection of taxes “if it is 
clear that under no circumstances could 
the Government ultimately prevail : 
[and] if equity jurisdiction otherwise exists.” 
370 U. S. at 7. Both requirements of the 
Williams Packing exception must be satisfied 
before a court may hear a tax injunction 
suit that does not fall within the statutory 
exceptions in section 7421(a). American 
Friends, supra, at 10. Thus, to uphold the 
district court’s dismissal, we first consider 
whether taxpayer has failed to show that 
she is virtually certain to prevail on the 
merits of her complaint. If she so fails, 
then the other requirement need not be 
considered. 


We think the district court correctly 
dismissed taxpayer’s complaint because she 
has not shown that she is virtually certain 
to prevail on the merits.* The pleadings 


Section 7429(b) concerns district court review 


U.S.C. Thus, IRC § 6013(e) is 26 USC § 6013(e).. 


2The Anti-Injunction Act refers to specific 
sections of the Internal Revenue Code as author- 
izing otherwise prohibited suits to enjoin the 
assessment or collection of federal taxes. Sec- 
tions 6212(a), (c) and 6213(a) provide for suits 
in the Tax Court to contest deficiency pro- 
cedures. Section 6672(b) allows the filing of a 
suit under certain circumstances to contest a 
penalty assessment. IRC § 6694(c) authorizes 
an extension of time for collection in a situation 
in which a tax preparer has paid 15% of an 
assessed penalty and a suit to enforce the pro- 
vision. Section 7426(a), 
in certain circumstances by persons other than 
those against whom taxes have been assessed. 


1985 Standard Federal Tax Reports 
: 4 


(b)(1) permits suits — 


of jeopardy assessments. 

3 The district court found that because tax- 
payer had alleged all of the prerequisites for 
invoking innocent spouse protection, the court 
was bound to accept the truth of the allega- 
tions on the government’s motion to dismiss. 
Thus, the court concluded that it was unable 
to find that taxpayer arguably would not pre- 
vail on her innocent spouse claim. The court 
further noted that the government could have 
challenged the basis for taxpayer’s allegations 
in a motion for summary judgment but, since 
the government failed to do so, the court was 
bound to accept the truth of taxpayer’s allega-— 
tions on the innocent spouse claim. 
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show that taxpayer executed the consent 
forms and there is nothing to show that 
the government did not rely on the waivers 
contained therein. The pleadings further 
show that this aspect of taxpayer’s case is 
not broader than that she was mistaken in 
law as to the effect of the consent forms 
and that she was mistaken in fact as to the 
content of the forms. Neither of these 
theories is a reason beyond argument that 
would relieve her of her obligations con- 
tained in the consent forms. See Quigley v. 
Internal Revenue Service [60-2 ustc { 9586], 
289 F. 2d 878, 879-80 (D. C. Cir. 1960); 
Perkins v. McCarthy [78-1 ustc { 9327], 41 
AFTR 2d 78-1048, 1049 & n. 1 (M. D. Ga. 
1978); Willston on Contracts, 3rd Ed. 
(1970), § 1581. 


Without deciding the merits, we think 
taxpayer’s contentions “are sufficiently de- 
batable to foreclose any notion that ‘under 


no circumstances could the Government 
ultimately prevail... .’” Bob Jones Univer- 
sity, supra, at 748-49, citing Williams Pack- 
ing, supra, at 7. Thus, in accordance with 
Bob Jones University, the case must be dis- 
missed for want of jurisdiction. 


Additionally, although we have not dis- 
cussed taxpayer’s claim for declaratory 
relief, a decision on the merits of this 
claim is similarly barred by the Declaratory 
Judgment Act which, the Supreme Court 
has found, “is at least as broad as the Anti- 
Injunction Act.” See Bob Jones University, 
supra, at 732-33 n. 7. 


Accordingly, although we-affrm the dis- 
missal of the complaint, we remand to the 
district court with instructions to amend 
its order dismissing the complaint to indi- 
cate its dismissal is for lack of jurisdiction. 


AFFIRMED AS MODIFIED AND 
REMANDED WITH INSTRUCTIONS. 


[9222] In Re: Jackie Ray Wills, Debtor. Melvin M. Feldman, Trustee Plaintiff 
v. Maryland National Bank, First National Bank of Md., Elizabeth Dorothy Bayne, In- 
ternal Revenue Service, Jackie Ray Wills, Defendants. 


U. S. Bankruptcy Court, Dist. M. D., at SP ee Case No. Sareea 2/6/85.— 


(46 BR 333.) 


[Code Secs. 1398 and 6012] 


Information returns: Who must file: Fiduciaries: Bankrupt estate: Rule relating to 
title 11 cases for individuals—The mere fact that there might not be any tax liability be- 
cause of other tax attributes of a debtor, pursuant to Code Sec. 1398(g) and (h), did not 
relieve the trustee of his obligation to file a tax return with respect to the bankrupt estate. 


Back references: {[ 4849E.01 and 5017.556. 


Henri deLozier, for debtor. Melvin Feldman, pro se. William Hallam, 10 Light Street, 
Baltimore, Md. 21202, Andrew Dyer, Robert Claggett, Charles Baer, for defendants. 


Memorandum of Decision 


Mawnes, Bankruptcy Judge: This case 
deals with an attempt by the bankruptcy 
trustee to make an end run around the re- 
quirements of the Internal Revenue Code. 
The trustee is out of bounds. The Internal 
Revenue Service prevails. 


Melvin M. Feldman, trustee of the bank- 
ruptcy estate of Jackie Ray Wills, filed a 
“Motion to Determine Necessity for Filing 
Ieee Returns and sg aude ete If Any, on 


trative expenses, lien claimants, debtor’s ex- 
emptions, and the Internal Revenue Service 
in full, Trustee complains that “I. R. S. 
is of the position that a tax return is re- 
quired and that if there be a taxable gain, 
that the tax is an administrative expense 
and with priority over the lien creditors.” 
Trustee prays that this court find: (1) that. 
no tax on the gain from sale of the realty 
is required under the circumstances of this 
case; and (2) that no tax return need be 
filed for this estate in connection with the 
sale of the realty.” 


Unfortunately, this court cannot answer 
the trustee's prayers. Section 6012(a)(9) of 
Code provid les as follows : : 
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(a) General rule. Returns with respect 
to income taxes under subtitle (a) shall 
be made by the following: 


* * x 


(9) Every estate of an individual under 
Chapter 7 or 11 of Title 11 of the United 
States Code (relating to bankruptcy), the 
gross income of which for the taxable 
year is $2,700 or more. 

This section of the Internal Revenue Code 
(IRC) was added by the Bankruptcy Tax 
Bill of 1980, which also added § 1398, Rules 
relating to individuals’ title 11 cases. In 
particular, under IRC §1398(c)(3), the 
amount of the estate’s zero bracket amount 
for the taxable year shall be the same as for 
a married individual filing a separate return 
for such year. Under IRC § 1398(g) (6), the 
estate succeeds to the tax attributes of the 
debtor with respect to the basis, holding 
period, and character of assets. While there 
may not be any tax liability because of other 
tax attributes of the debtor as set out in 
§ 1398(g) and the deduction allowed under 
§ 1398(h), those determinations should be 
determined by the Internal Revenue Serv- 
ice under the “hurry up” provision of § 505(b) 
of the Bankruptcy Code: 


§550 Liability of transferee of avoided 


transjer 


(b) The trustee may not recover under 
subsection (a) (2) of this section from— 
(1) a transferee that takes for value, in- 
cluding satisfaction or securing of a 
present or antecedent debt in good faith, 
and without knowledge of the voidability 
of the transfer avoided; or 
(2) any immediate or mediate good 
faith transferee of such transferee. 
For the foregoing reasons, the court find- 
ing no support for the trustee’s position, the 
trustee’s motion will be denied.” 


Order Denying Trustee’s Motion to 
Determine Necessity for Filing Tax 
Returns and Paying Tax 


This matter comes before the court upon 
the trustee’s “Motion to Determine Neces- 
sity for Filing Tax Returns and Paying 
Tax, If Any, on Gain of Liened Property 
Where Liens and Administrative Expenses 
Exceed Sale’s Proceeds.” In accordance 
with the Memorandum of Decision entered 
herewith, it is, this 6th day of February, 
1985, by the United States Bankruptcy 
Court for the District of Maryland, 


ORDERED, That the trustee’s motion 
be and it hereby is denied. 


* * x 


[7 9223] ECD Systems, Inc., Plaintiff v. United States of America, Defendant. 
U. S. District Court, Dist. Colo., Civil Action No. 84-C-613, 1/9/85. 


[Code Sec. 7426] 


Levy: Wrongful: Civil action by nontaxpayer: Related corporations—A company 
created to render uncollectible the tax debts of a second corporation and with which it 
had many facts in common was considered the alter ego of the latter corporation. Thus, 
the Commissioner’s motion for summary judgment was granted, the corporation’s wrong- 
ful levy action was dismissed, and the IRS could rightfully look to the assets of the 
company for payment of the tax-debtor-corporation’s tax liabilities. Back reference: 
{ 5784K.21. 


Peter A. Weir, Washer & Waller, 5655 S. Yosemite, Englewood, Colo. 80111, for 
plaintiff. John Steffan, Department of Justice, Washington, D. C. 20530, for defendant. 


filed. The motions have been thoroughly 
briefed and oral argument would not ma- 
terially assist my decision. Because there 
are no disputed issues of material fact, 
summary judgment is appropriate. Rule 
bored: Re Giver. 


Order 


CaRRIGAN, District Judge: This is a 
wrongful levy action. The United States 
levied upon certain assets of ECD Systems, 
Inc. to collect for the tax liability of Elec- 
tric Energy Company. Jurisdiction is based 


on 26 U. S. C. §§ 7426(a) and (b). Cross 
motions for summary judgment have been 


2 For a general summary of the Bankruptcy 
Tax Act of 1980, see Miller and Cook, A Practi- 
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Plaintiff asserts that it is not liable for 
the tax liability of Electric Energy Com- 


cal Guide to the Bankruptcy Reform Act, 
pp. 6801.2 et seq. (1982). 
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pany. The government asserts in response 
that it may undertake collection activities 
against ECD Systems as the nominee, 
alter-ego and transferee of Electric Energy 
Company. I conclude that ECD Systems 
is the alter-ego of Electric Energy Com- 
pany. 

Edwin Van Roekel was the sole owner 
and moving force behind Electric Energy 
Company. The Company had an outstand- 
ing tax liability to the United States for 
unpaid payroll taxes of over $150,000. Van 
Roekel determined that Electric Energy 
Company could no longer operate with that 
tax burden. He created ECD Systems with 
the express purpose of rendering uncol- 
lectible the tax debts of Electric Energy 
Company. He transferred his management 
skills, marketing ability and loyal clientele 
to ECD systems. Though the two com- 
panies technically have separate legal 
existence (separate capitalization and ac- 
counts and at ECD Systems’ inception 
different incorporators, shareholders, officers 
and directors), ECD Systems conducted 
the same business as Electric Energy Com- 
pany, carried over the same customers, 
continued in the same office space, and 
carried over the same employees Electric 
Energy Company had employed. 


In the Tenth Circuit it is clear “that 
transactions motivated solely and entirely 
by tax considerations and which are likely 
devoid of substantial business justifications 
are shams.” Boone v. United States [73-1 
ustc [9125], 470 F. 2d 232, 237 (10th Cir. 
1972) ; see also First Security Bank v. Com- 


missioner [71-1 ustc J 9169], 436 F. 2d 1192, 
1197 (10th Cir. 1971), aff'd, [72-1 usrc 
7 9292A], 405 U. S. 394 (1972). Based on 
this authority, and the other authority pre- 
sented by the United States in its brief 
in support of its motion for summary judg- 
ment, I conclude that the Internal Revenue 
Service can rightfully look to the assets of 
ECD Systems, as the alter-ego of Electric 
Energy Company, for- payment of the 
latter company’s tax liabilities. 


Accordingly, 
IT IS ORDERED that summary judg- 
ment is granted in favor of the United 


States and against ECD Systems, Inc., and 
that the complaint and action are dismissed. 


Judgment 

Pursuant to and in accordance with the 
Order entered by The Honorable Jim R. 
Carrigan, District Judge, on January 9, 
1985, it is 

ORDERED AND ADJUDGED that 
judgment is entered in favor of the de- 
fendant UNITED STATES OF AMERICA 
and against the plaintiff ECD SYSTEMS, 
INC., and it is 

FURTHER ORDERED that the de- 
fendant shall have its costs upon the filing 
of a Bill of Costs with the Clerk of this 
Court within ten days of the entry of this 
judgment, and it is 

FURTHER ORDERED that this civil 
action and complaint be and hereby are 
dismissed with prejudice. 


[9224] John J. Sundheim and Janice A. Sundheim, Plaintiffs v. United States of 


America, Defendant. 


U. S. District Court, Dist. Colo., Civil Action No. 83-Z-2234, 11/19/84. 


[Code Sec. 7402] 


Civil suits: Jurisdiction-District Courts: Equity jurisdiction of District Court—In 
granting the IRS’s motion to dismiss, the court found it lacked jurisdiction to entertain 
an independent action in equity by the taxpayers in order to grant relief from a judgment 
entered by the Tax Court. The taxpayers complained that their counsel before the Tax 
Court was concerned only with the validity of a family trust and that both their counsel 
and the Tax Court accepted the tax returns filed by the trust as reflecting the taxpayer’s 
actual income when, in fact, the returns included errors. The court found that although 
the taxpayers, along with their new tax counsel and accountant, were prepared to demon- 
strate such errors, they failed to establish the unusual and exceptional circumstances 
required for an independent action in equity. Back reference: {[ 5770.0196. 


Michael J. Abramovitz, Benjamin Spitzer, Drexler, Wald & Abromovitz, 210 Univer- 
sity Blvd., Denver, Colo 80206, for a tie TE ree = 


19224 © 1985, Commerce Clearing House, Inc. 
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Order of Dismissal 


WEINSHENK, District Judge: Plaintiffs 
John J. and Janice A. Sundheim filed a 
“Complaint for an Independent Action in 
Equity to Set Aside an Erroneous Judg- 
ment of the United States Tax Court.” 
They request that this Court exercise its 
jurisdiction to set aside or order rehearing 
of the Tax Court’s judgment in Sundheim 
v. Commissioner [CCH Dec. 39,209(M)], 
T. C. Memo 1982-417. According to the 
Complaint, the Tax Court case was one of 
a group of more than one hundred cases 
heard together in Denver, Colorado, all 
concerning the validity of family trusts 
purchased from an entity known as Educa- 
tional Scientific Publishers. Plaintiffs com- 
plain that the Tax Court never determined 
their “true tax liability” because the only 
issue litigated was the validity of the trusts. 
Jurisdiction is asserted under 28 U. S. C. 
§§ 1331 and 1340. 


This matter is now before the Court on 
defendant’s Motion to Dismiss plaintiffs’ 
Complaint pursuant to Fed. R. Civ. P. 
12(b)(1), (2), and (6). The defendant’s 
Motion raises the issue of this Court’s 
jurisdiction to entertain an independent 
action in equity under the circumstances 
set forth in plaintiffs’ Complaint. 


The right to bring an independent action 
in equity for relief from a judgment is 
preserved by the language of Fed. R. Civ. 
P. 60(b). Nevertheless, such actions are 
available only under unusual and excep- 
tional circumstances. Crosby v. Mills, 413 
F. 2d 1273, 1276 (10th Cir. 1969). 


Generally, such an independent action 
must show a recognized ground, such as 
fraud, accident, mistake or the like, for 
equitable relief and that there is no 
other available or adequate remedy. It 
must also appear that the situation in 
which the party seeking relief finds him- 
self is not due to his own fault, neglect 
or carelessness. In this type of action, it 
is fundamental that equity will not grant 
relief if the complaining party “has, or 
by exercising proper diligence would 
have had, an adequate remedy at law, 
or by proceedings in the original action 


to open, vacate, modify or otherwise 
obtain relief against, the judgment.” 


Winfield Associates, Inc. v. Stonecipher, 429 
F, 2d 1087, 1090 (10th Cir. 1970) (citations 
omitted). 


Plaintiffs’ Complaint indicates that their 
counsel before the Tax Court were con- 
cerned only with the validity of the family 
trust, and that both counsel and the Tax 
Court accepted the tax returns filed by the 
trust in 1976 and 1977 as reflecting plain- 
tiffs’ actual income. The Complaint alleges 
that in fact these returns include errors 
amounting to $70,000 in taxes for those two 
years, and that plaintiffs now have new tax 
counsel and an accountant prepared to 
demonstrate these errors. 


This recital does not set forth the un- 
usual and exceptional circumstances re- 
quired for an independent action in equity. 
The errors of plaintiffs’ prior counsel in 
the Tax Court are not a basis for setting 
aside that Court’s judgment. The fact of 
plaintiffs’ representation by counsel con- 
cerned exclusively with one issue does not 
suggest that the judgment was the result 
of fraud, accident, or mistake rather than 
counsel’s fault, neglect or carelessness. 


Plaintiffs state in their Complaint that 
they were denied a rehearing after en- 
gaging new counsel because of the unusual 
burden caused by the numerous family 
trust cases. If this is true, the proper 
remedy was an appeal from the Tax Court’s 
ruling to one of the United States Courts 
of Appeals pursuant to 26 U. S. C. § 7482. 
Because plaintiffs had an adequate remedy 
at law through such proceedings, there is 
no basis for an independent action in 
this Court. 

It is 

ORDERED that defendant’s Motion to 
Dismiss is granted. It is 


FURTHER ORDERED that plaintiffs’ 
Complaint for an Independent Action in 
Equity to Set Aside an Erroneous Judg- 
ment of the United States Tax Court and 
cause of action are dismissed with prejudice, 
all parties to pay their own costs. 


[1.9225] United States of America, Appellee v. Michael J. Gleason, III, Appellant. 
U. S. Court of Appeals, 8th Circuit, No. 84-2387, 1/23/85. 


[Code Sec. 7402] 


Jurisdiction: U. S. Court of Appeals: District Court: Discovery motion: No case 
pending.—The U. S. Court of Appeals held that it lacked jurisdiction to review a District 
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Court’s denial of a motion for discovery and inspection that was filed when no case was 
pending in such court. Under such circumstances, the District Court lacked jurisdiction 
to consider the motion because the individual’s criminal case, which involved one count 
of willfully and knowingly conspiring to defraud the United States by impeding the col- 
lection of income taxes and one count of willfully and knowingly aiding and assisting in 
the preparation of false income tax returns, was closed. Motions to reduce his sentence 
had already been denied, so there was no case pending in the District Court when the 
individual, in an attempt to redetermine his parole eligibility, made a discovery motion 
for the production of tax records of those taxpayers who claimed false charitable contri- 
butions to the Universal Life Church. Thus, the appeal was dismissed. for lack of juris- 


diction. Back reference: {[ 5770.0524. 


Michael J. Gleason, III, pro se. John R. Osgood, Assistant United states Attorney, 


for appellee. 


Before McMitiian, Gipson and BowMaAN, Circuit Judges. 


Per CurtamM: Michael J. Gleason, III ap- 
peals from the district court’s * denial of his 
motion for discovery and inspection. The 
United States has filed a motion to dismiss 
this appeal for lack of jurisdiction. We grant 
the motion to dismiss. 


On July 27, 1983 Gleason pled guilty to 
one count of willfully and knowingly con- 
spiring to defraud the United States by im- 
peding the collection of income taxes in 
violation of 18 U. S. C. § 371 and one count 
of willfully and knowingly aiding and as- 
sisting in the preparation of a false income 
tax return in violation of 26 U. S. C. 
§ 7206(2). He received a four year sentence 
and a $5,000 fine on count I and a four 
year sentence on count II; the sentence on 
count II was suspended and Gleason was 
placed on four years probation to follow 
his confinement on count I. 


On December 13, 1983 Gleason filed a 
Rule 35 motion for reduction of sentence, 
arguing that he should be placed on proba- 
tion and allowed to work in a public sery- 
ice capacity. The motion was denied. 


On February 22, 1984 Gleason filed a 
second Rule 35 motion arguing that his 
sentence should be reduced because the 
court had relied on an incorrect figure in 
judging the seriousness of his crime. 
Count I charged Gleason with conspiring 
to impede the United States in the collec- 


tion of income taxes by, inter alia, causing 


to be filed a vchseribses 9 of ee income 


butions and the amount of tax revenue lost, 
and had discovered that the amount of tax 
revenue involved was substantially less than 
$100,000. Additionally, Gleason asserted 
that the United States Parole Commission 
had miscalculated the severity of his crime 
based on the incorrect estimate of lost reve- 
nue, and this miscalculation affected his 
eligibility for parole. 


In an order dated July 9, 1984 the district 
court denied the second Rule 35 motion 
noting that even if Gleason was correct in 
arguing that the estimate of lost revenue 
was inflated, his sentence would not have 
been different. The court, however, re- 
quested the probation officer for the district 
to prepare an addendum to Gleason’s pre- 
sentence investigation report setting forth 
the allegations Gleason made in his second 
Rule 35, motion. 


On August 24, 1984 Gleason filed a mo- 
tion in the district court for the production 
of the tax records of those taxpayers who 
claimed false charitable contributions. Glea- 
son’s conviction resulted from his activity 
concerning contributions to the Universal 
Life Church by the various taxpayers, and 
these were the objects of his discovery. He 
stated that the IRS had denied his discov- 
ery request and his Freedom of Information 
Act request to produce these records and 
that he needed the records to determine the 
exact amount of tax revenue lost as a result. 
of the count I conspiracy. Gleason empha- 
sized that the tax records were necessary 
to convince the Parole Commission that it 
had miscalculated the severity of his crime. 
i ourt denied the piscareey mo- 
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Gleason states in his brief that on August 
28, 1984, four days after filing his discovery 
motion in the district court, the Parole 
Commission denied his request to recalcu- 
late his parole eligibility and also denied his 
request to investigate the accuracy of the 
estimate of tax revenue lost as a result of 
the count I conspiracy. He thus argues 
that he has exhausted his remedy before 
the Parole Commission and that his discov- 
ery motion should now be granted. Glea- 
son has filed a separate discovery motion in 
this court. 

The United States has filed a motion to 
dismiss this appeal for lack of jurisdiction, 
arguing that since Gleason’s criminal case 
was disposed of in July of 1983 and since 
he had no action pending in the district 
court when he filed the discovery motion, 
the district court lacked jurisdiction to con- 
sider the motion. 


We agree. At the time Gleason filed the 
discovery motion his criminal case was 


closed and his two Rule 35 motions had 
been denied; there was no case pending in 
the district court. The motion cannot be 
construed as a 28 U. S.-C. § 2255 motion 
to vacate, correct or modify a sentence be- 
cause it did not challenge his sentence” but 
rather the Parole Commission’s calculation 
of his parole eligibility. Because the pur- 
pose of Gleason’s discovery motion was to 
challenge the execution of his sentence and 
not the sentence itself, the district court 
lacked jurisdiction under § 2255 to consider 
it. See United States v. Leath, 711 F. 2d 119, 
120 (8th Cir. 1983); Umited States v. Fraser, 
688 F. 2d 56, 58 (8th Cir. 1982). Nor did 
the district court have jurisdiction if we 
construe the discovery motion as a habeas 
corpus petition under 28 U. S. C. § 2241 
because Gleason did not file the motion in 
the district in which he is confined. See 
United States v. Leath, 711 F. 2d at 120; 
United States v. Fraser, 688 F. 2d at 58.* 


Accordingly, we dismiss the appeal for 
lack of jurisdiction. 


[9226] United States of America v. John H. Isenhower, Appellant. 
U.S. Court of Appeals, 3rd Circuit, No. 84-5474, 2/13/85.—(754 F2d 489.) Affirming 


an unreported District Court decision. 


[Code Sec. 7203] 


Criminal penalties: Failure to file returns: Jurisdiction—An individual’s conviction 
for failure to file income tax returns for two consecutive years was affirmed. His conten- 
tion—that the district court lacked jurisdiction to try him for criminal tax offenses—was 
frivolous and entirely without merit. Back reference: {| 5709.0945. 


Joseph J. Farnan, Jr., United States Attorney, William C. Carpenter, Jr., Assistant 
United States Attorney, Wilmington, Delaware 19801, for appellee. John H. Isenhower, 
P. O. Box 288, Frederica, Delaware 19946, pro se. 


Before SrItz, GippoONs and SLoyitTer, Circuit Judges. 


Opinion of the Court 


SLovitTer, Circuit Judge: Appellant, John 
H. Isenhower, was convicted after a jury 
trial of failing to file income tax returns 
for the calendar years 1980 and 1981 in 
violation of 26 U. S. C. § 7203. The evi- 
dence at trial showed that Isenhower re- 
ceived gross income during calendar year 
1980 of $30,321.67 and during calendar year 
1981 of $14,136.87, and that he failed to file 
any incomle returns for those years. 


On appeal, Isenhower, appearing pro se, 
does not challenge the government’s factual 


2In his response to the government’s re- 
sponse to his discovery motion Gleason stated 
“(t]he Defendant’s sentence is not at issue. The 
Defendant perceives the fairness of the sentence 
within the prescription of the Court * * *.” 


1985 Standard Federal Tax Reports — 


assertions. Instead, he contends in essence 
that the district court lacked jurisdiction 
to try him for criminal tax offenses. His 
arguments are, “that the Congress of the 
United States ... has never conferred upon 
the District Courts within the Federal 
Government, or any other Court, criminal 
jurisdiction over God-created persons.” Brief 
for Appellant at 1. “The second reason is 
that in examining the Constitution Con- 
gress only has the power over three (3) 
types of crimes! [counterfeiting, felonies 
on the high seas and offenses against the 
law of nations, and treason].” Jd. “The 
8 Gleason is currently serving his four year 


sentence in a United States camp at Leaven- 
worth, Kansas. 
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third reason is that within the whole of 
Title 18 of the United States Code, exists 
all the law (sic) on any federal crime that 
could be committed against the United 
States.” Id. at 2. The district court rejected 
these challenges, as do we. 


Jurisdiction over tax matters has been 
explicitly given to the district courts by 
Congress, which provided that the district 
courts of the United States shall have ori- 
ginal jurisdiction over all offenses against 
the laws of the United States. 18 U. S. C. 
§ 3231. Article I, Section 8 of the Constitu- 
tion and the Sixteenth Amendment em- 
power Congress to create and enforce an 


income tax. The statute under which Isen- 
hower was convicted plainly falls within 
that authority. Finally, there is no prece- 
dent nor rationale to support Isenhower’s 
contention that all of the criminal laws of 
the United States must be placed in Title 18. 


We will affirm the judgment of the dis- 
trict court. Furthermore, the grounds as- 
serted in this appeal are plainly frivolous. 
We will, therefore, today issue an Order 
to Show Cause why we should not “award 
just damages and single or double costs to 
the appellee” as authorized under Rule 38 
of the Federal Rules of selva Proce- 
dure. 


[1.9227] The Church of the New Testament, its members and friends, plaintiffs v. 


United States of America, Defendant. 


U. S. District Court, East. Dist. Calif., Civil No. S-84-0726 EJG, 12/6/84. 


[28 USC 1346 and 28 USC 2201] 


Civil suits: Jurisdiction: District courts: Declaratory judgment: Tax-exempt organi- 
zations.—An organization was not entitled to declaratory injunctive relief concerning its 
tax-exempt status, since there was no assessment against the organization to create 
jurisdiction for a refund suit. As a result, a district court dismissed the action due to 
lack of subject matter jurisdiction. Back reference: {| 5770.0165. 

Gordon Ginn, P. O. Box 41054, Sacramento, Calif. 95841 for plaintiffs. Donald B. 


Ayer, United States Attorney, R. Steven Lapham, Assistant United States Attorney, 
Sacramento, Calif. 95814, Robert N. Kwan, Department of Justice, Washington, D. C. 


20530, for defendant. 


Order of Dismissal 
Introduction 


Garcia, District Judge: This case came 
before the undersigned United States Dis- 
trict Judge on October 12, 1984 on de- 
fendant’s motion to dismiss the complaint 
and the action for lack of subject matter 


jurisdiction and for failure to state a claim — 


upon which relief can be granted. Mr. 
Gordon L. Ginn, Pastor, the Church of the 
New Testament, appeared in pro per for 
the plaintiffs. Robert N. Kwan, Esquire, Trial 
Attorney, Tax Division, United States De- 


partment of Justice, appeared for defendant. 


Plaintiffs, the Church of the New Testa- 
ment, et al., 
parbosa of sbileits ae Segaratory, iude- 

at h rch 


instituted this action for the 


Discussion 

The Court concludes that there is no 
subject matter jurisdiction over this action 
for declaratory relief because this is a 
controversy involving federal taxes. 28 
U. S. C. Section 2201; Bob Jones University 
v. Stmon [74-1 uste J 9438], 416 U. S. 725, 
732-733 (1974); Mitchell v. Riddell [68-2 
ustc J 9633], 402 F. 2d 842, 845-847 (9th 
Cir. 1968), appeal dismissed and cert. denied, 
394 U. S. 456 (1969) ; Universal Life Church, 
Inc. v. Internal Revenue Service, 82-1 ustc 
7 9390 (E. D. Cal. 1982). Plaintiffs’ com- 
plaint against the United States is that the 
Internal Revenue Service has not included 
the Church of the New Testament on its 
recognized list of tax-exempt organizations, 
and thus, they seek a judicial declaration 
that the church is indeed a tax-exempt 
organization. As such, this suit is clearly 
barred_ under the: ae DES AIGA, Sea 

| 2201. 
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action to recover taxes paid under 28 U. S. C. 
Section 1346(a)(1). This case is distin- 
guishable because this is not a tax refund 
suit; there is no allegation by plaintiffs that 
the United States erroneously and illegally 
assessed or collected taxes against them 
and that they seek to recover these amounts. 
Therefore, there is no jurisdiction to hear 
their action where no refund is claimed. 


controversy” raised. 402 F. 2d at 845-846. 
The Court of Appeals further recognized 
that under the Declaratory Judgment Act, 
28 U. S. C. Section 2201, “the courts have 
no jurisdiction to enter declaratory judg- 
ments with respect to federal taxes.” Id. at 
846. This case is indistinguishable from 
Mitchell v. Riddell, and therefore, this Court 
holds that it lacks jurisdiction over this 


action. 
Accordingly, it is hereby ordered, ad- 
This case is controlled by the decision judged and decreed as follows: 
of the Court of Appeals for the Ninth Cir- 1. 
cuit in Mitchell v. Riddell, supra. Therein 
the Court of Appeals dismissed an organi- 
zation’s action for a declaratory judgment 
that it was tax-exempt because there was 
no assessment of federal taxes against the 
organization to create jurisdiction for a 
refund suit and thus, there was no “actual 


Universal Life Church, Inc. v. Internal Rev- 
enue Service, supra, 82-1 ustc at 84,075. 


Defendant’s motion to dismiss the 
complaint and the action for lack of sub- 
ject matter jurisdiction is hereby granted. 
28 U. S. C. Section 2201; Rule 12(b)(1) 
of the Federal Rules of Civil Procedure. 


2. The Clerk shall enter judgment hereon. 


It is so ordered. 


[7.9228] In the Matter of Baldwin United Corporation, D. H. Baldwin Company, 
et al., Debtors. D. H. Baldwin Company, Plaintiff v. United States of America, Defendant. 


U. S. Bankruptcy Court, So. Dist. Ohio, West Div., Consolidated Case No. 1-83-02495, 
2/15/85. 
[Code Sec. 482] 


Allocation of income: Commissions: Interrelated corporations: Purchase of defaulted 
installment contracts: Arm’s length dealings.—A corporation which used a series of in- 
terrelated companies, a foundation, and a trust was only partially successful in escaping 
the income tax consequences it sought to avoid. The IRS prevailed in the first of two 
issues which concerned the underreported income of a piano company that was a wholly 
owned subsidiary of a parent corporation. The piano company, which was later sold 
as part of a bankruptcy reorganization, underreported its gross income by failing to 
report additional commission income received under a contract with the parent company 
trust. Code Sec. 482 authorizes the IRS to allocate gross income between organiza- 
tions controlled directly or indirectly by the same interests. All of the trustees of the 
trust had a present or past relationship to the parent or the piano company and. the trust 
was established for the express purpose of providing the piano company with a vehicle 
to sell its inventory. The trust’s only business was its contract with the piano company 
and the trust had no employees. The agreement between the trust and the piano company 
could not withstand the test of arm’s length dealings and the IRS was correct in its alloca- 
tion of the income. 


The second issue was resolved in favor of the parent company. An IRS allocation 
of an additional $640,195 in income to the parent company for 1976 attributable to collec- 
tions on installment accounts receivable was incorrect because the purchase of defaulted 
installment contracts by an interrelated company did not constitute a sham. The sale of 
the defaulted installment contracts met the test of arm’s length dealings. The attempt 
by the piano company to avoid being taxed on collections on the contracts after changing 
from the accrual method to the installment method of accounting was a justifiable business 
purpose for a bona fide sale of installment accounts receivable. The parent was entitled 
to a refund of $528,611 in taxes and interest it paid attributable to the installment accounts 
receivable deficiency assessment. Back references: {| 2993.015 and 2993.27. 


Alan Vogeler, Susan Grogan Faller, Martin Mooney, Frost & Jacobs, 2500 Central 
Trust Center, Cincinnati, Ohio 45202, for plaintiff. Nicholas J. Pantel, Assistant United 
States Attorney, Cincinnati, Ohio 45202, Mathew Laueart: Department of Justice, Wash- 
ington, D. C. 20530, for defendant. 
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Findings of Fact, Opinion and 
Conclusions of Law 


Newsome, Bankruptcy Judge: At Cincin- 
nati, in said District, on February 15, 1985: 
This Chapter 11 adversary proceeding is 
before the Court pursuant to its removal 
from the U.S. District Court for the South- 
ern District of Ohio by agreement of the 
parties. The plaintiff, D. H. Baldwin Com- 
pany (“Baldwin”), seeks recovery of an 
income tax deficiency and interest assessed 
for its 1976 tax year. A trial on the merits 
was held August 21 through 23, 1984. Two 
issues are presently before us, both arising 
from alleged deficiencies in 1976 reported 
gross income of the Baldwin Piano and 
Organ Company (“Piano Company’’), 
wholly-owned subsidiary of Baldwin which 
filed its 1976 corporate income tax return 
on a consolidated basis with the plaintiff. 
The first, known as the commissions issue, 
involves the question of whether under In- 
ternal Revenue Code (“IRC”) § 482 Bald- 
win’s 1976 reported gross income should 
have been increased by $725,614 by virtue 
of alleged additional commission income to 
the Piano Company under a contract with 
the D. H. Baldwin Trust. The second, 
known as the installment accounts receiv- 
able issue, raises the question of whether 
under IRC § 482 Baldwin’s 1976 reported 
gross income should have been increased 
by $640,195 attributable to collections in 
1976 on certain installment sales contracts 
originally sold by the Piano Company to a 
group of banks and then repurchased by a 
Baldwin affiliate company. The remaining 
issues pending in this adversary proceeding 
were severed from this trial by our Order 
of August 20, 1984 (Court Doc. 50). 


The Court hereby submits the following 
Findings of Fact, Opinion and Conclusions 
of Law. In our Findings of Fact we have 
incorporated the facts stipulated before the 
District Court where relevant. 


. Findings of Fact 


1. For all years relevant to this case, 


OD Tg and the Piano ee were oy 


when available, the installment method of 
accounting for tax purposes. Baldwin and 
the Piano Company filed their income tax 
return on a calendar year basis (Stip. 2). 


3. Pursuant to filing extensions granted 
to that date, on September 15, 1977 Baldwin 


filed a consolidated U. S. Corporation In- 


come Tax Return (Treasury Form 1120) 
for the taxable year 1976, reporting therein 
income of the Piano Company. Such return 
reported a federal income tax liability of 
$1,704,670, the full amount of which was 
timely paid to the Internal Revenue Service 
(“TRS”) (Stip. 3-4; Joint Ex. I). 

4. On June 18, 1982 the IRS assessed a 
deficiency of $1,840,969 of income taxes 


against Baldwin and its consolidated sub- 
sidiaries for 1976, plus $932,399.34 of statu- 


tory interest fHeteon: After recalculation by. 


the IRS, the amount of assessed statutory 
interest was reduced by $27,107.10. Baldwin 
timely paid the total so assessed to the IRS 
(Stip. 5). 

f5On December 7; 1982 Baldwin filed. a 
claim for refund of $1, 293,674 of the as- 
sessed deficiency of income tax for 1976 


plus the paid statutory interest attributable 
thereto plus interest thereon provided by 


law. The IRS denied such claim on 
December 30, 1982 (Stip. 6). . 


Commissions Issue 


6. The Baldwin Foundation (Rounda 


tion”), created on May 20, 1961, is an Ohio 


nonprofit corporation which eiipteaciucel its 


office at the same address with Baldwin and 
the Piano Company. The Foundation was 
formed under Ohio Revised Code (“ORC”) 
§ 1702.01 as a nonprofit corporation and con- 
stitutes a charitable corporation as defined 
by ORC § 1702.01(D). The Internal Revenue 
Service (“IRS”) determined the Founda- 


tion to be a charitable organization under In- 


ternal Revenue Code (“IRC”) § 501(c) (3). 


The IRS ruling of October 25, 1962 that — 


made this_ determination. remains. in effect 
(Stip. 7, Joint Box LE) ee 

_7. The trustees of the EeasndeniGens in etn 
period from December 1, 1967 through 1976 
were Lucien Wulsin, Jr., Morley P. 5a 


son, Robert ee ws aa M 
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8. In an effort to achieve, inter alia, off 
balance sheet financing and a reduction in 
state and local income taxes for themselves, 
Baldwin and the Piano Company desired to 
enter into a contract with a third party for 
the sale of substantially all finished inven- 
tory of the Piano Company, to be consigned 
to the Piano Company’s dealer network. 
Baldwin and the Piano Company also de- 
sired to produce revenue for the Foundation 
(Stip. 9, Tr. 149, 181). 


9. On December 19, 1967 the D. H. 
Baldwin Trust (“the Trust’) was formally 
created by agreement between the Foun- 
dation and Alan R. Vogeler, J. Leland 
Brewster and D. Michael Poast in their 
fiduciary capacity as the initial trustees. 
The Trust continues in existence to the 
present date (Stip. 10, Joint Ex. III). 


10. All trustees of the Trust were ap- 
pointed by the trustees of the Foundation, 
which had the right to remove any trustee 
upon thirty days’ notice. (See, Joint Ex. ITI, 
Trust Agreement, Article V(A)). From 
1967 through 1977 the Foundation had not 
removed any trustee of the Trust. From 
December 19, 1967 through 1976, the trustees 
of the Trust were Alan Vogeler (to March 
31, 1968), J. Leland Brewster II (to De- 
cember 31, 1968), D. Michael Poast (to 
March 31, 1968), Walter S. March (1968-70), 
Fred Lindsey (1968-1976), J. Tracy Kropp 
(1970-1976), Charles G. Lindeman (1971- 
1976), and Adam Bauer (1968-1973). None 
of the trustees of the Trust was an officer, 
director, or employee of the Piano Com- 
pany or its parents or affiliates while serv- 
ing as a trustee (Stip. 11). 


11. While serving as trustees, Alan R. 
Vogeler and J. Leland Brewster were part- 
ners and D. Michael Poast an associate of 
the law firm of Kyte, Conlan, Wulsin & 
Vogeler, which in 1967 and 1968 repre- 
sented Baldwin as principal attorneys. 
Prior to becoming trustees, Walter S. 
March and Fred Lindsey had been em- 
ployed as vice presidents of Central Trust 
Company, a creditor of Baldwin at all 
times relevant. J. Tracy Kropp had been 
partner in charge of the Peat, Marwick, 
Mitchell & Co. office in Cincinnati, Ohio, 
the certified public accounting firm which 
audited Baldwin and its subsidiaries’ books 
during the relevant time periods. Charles 
G. Lindeman had been employed previously 
as the controller of Baldwin. Adam Bauer 
had been employed previously as director 
of manufacturing of the Piano Company 
(Sip au): Pasa: 
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12. On December 19, 1967, effective 
December 30, 1967, the Trust entered into 
a contract (‘the contract”) with the Piano 
Company to purchase all of the new 
pianos, organs, piano benches and acces- 
sories (“the inventory”) then owned or 
thereafter manufactured by the Piano Com- 
pany except for such items needed by the 
Piano Company to stock its own retail 
stores and for promotional, charitable or 
other business reasons. In 1972 the con- 
tract was amended to provide for the sale 
to the Trust of inventory consigned to the 
Piano Company’s retail stores. As used 
hereinafter “dealer” includes independent 
and company-owned stores (Stip. 13, Joint 
Ex. V, Second Amended Agreement, 1972 
(“SAA”)). 

The Trust’s only business activity in 1976 
was the contract with the Piano Company; 
it had no employees (Tr. 225). 


13. The Trust executed a credit agree- 
ment on December 28, 1967 with the 
Central Trust Company. With certain 
amendments from time to time a credit 
agreement remained in effect for the dura- 
tion of the contract with the Piano Com- 
pany (Stip. 12, Joint Ex. IV). The interest 
rate specified in the credit agreement was 
.5% over prime rate. This favorable rate 
is attributable to Baldwin and its subsidi- 
aries being major customers of the Central 
Trust Company (Tr. 188-9). 


The credit agreement required the Trust 
to provide the Bank with yearly certified 
audits of the Trust, Baldwin and the Piano 
Company (Joint Ex. IV, § 4(f), Tr. 190-1). 


As part of the Trust’s credit arrange- 
ments Baldwin adopted a resolution guar- 
anteeing full performance by the Piano 
Company of its obligations under the con- 
tract with the Trust (Def. Ex. E-1-3, Tr. 
187-8). 

14. The contract called for the Trust to 
purchase items of inventory from the 
Piano Company at the prices specified in 
“Schedule B” to the contract and known 
as the “cost price” or factory billing price. 
The cost prices were the normal prices a 
manufacturer would charge for the sale of 
its product to a wholesaler. The price at 
which each item would be sold by the 
Trust to dealers, known as the “wholesale 
price’ or consignment price was also shown 
on Schedule B. The cost prices on Sched- 
ule B were subject to change by the Piano 
Company on reasonable notice to the 
Trust, and the wholesale prices were sub- 
ject to change by the Trust upon reason- 
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able notice to the Piano Company, subject 
however, to certain limitations (Joint Ex. 
V, SAA §4). 

15. For 1976, the contract between the 
Piano Company and the Trust was im- 
plemented as follows: the Piano Company 
manufactured the inventory and sold it to 
the Trust at the cost prices in effect on 
Schedule B. At this time, the Piano Com- 
pany reported in its gross profit the differ- 
ence between its cost of goods sold and 
the prices for which they were sold (Stip. 16). 


The total price at which the Piano Com- 
pany sold merchandise to the Trust in 1976 
was $52,736,956. The total sales of the 
Piano Company for 1976 were $58,456,111 
upon which the Piano Company had a gross 
profit of $14,965,505 and net profit of 
$8,307,982 (14.212% of sales). Such profits 
were reported 4 in its 1976 income tax return 
(Stip. 23). 

16. The Trust did not take physical pos- 
session of the inventory it purchased or 
make any physical alterations to it. Instead, 
the inventory was consigned to dealers by 
the Trust and delivered. directly to them 
from the Piano Company. If a dealer sold 
an item of inventory to a consumer for cash, 
the dealer bought the item of inventory 
from the Trust at the “wholesale price” on 
Schedule B. If the dealer arranged the sale 
on the installment plan using Piano Com- 
pany financing, the Piano Company repur- 
chased the item of inventory from the Trust 
and an installment contract was created be- 
tween the consumer and the Piano Com- 
pany. On installment sales through an 
independent dealer, the Piano Company paid 
the dealer a sales commission (Stip. 16, 17). 


The contract between the Piano Com- 
pany and the Trust also provided for the 
Piano Company to act as collection agent 
for the Trust in connection with cash sales 
made of Trust inventory (Stip. 24). 


17. The agreement further provided for 
the employment by, the Trust of the Piano 
Company as servicing agent for the Trust 
in its transactions with dealers, with the 
following responsibilities: ; 


(d) Handling all settlements with 
dealers for consigned goods sold to or by 
them, including particularly the collection 
of all monies becoming due by reason of 
such sales and remitting such monies to 
the Trust. 


_(e) Handling all meee complaints, 
inquiries and claims made by customers 
under the manufacturer’s warranty. — 
(£) Handling all dealer complaints or 
disagreements under the Dealer Contract 
or Company Store Contract and execu- 
tion of trust instructions with EESR Oa to 
such contracts. 


(g) Removing consigned goods ies 
the floor of any dealer who failed to com- 
ply with the terms of his Dealer Contract 
or Company Store Contract or who was. 
terminated as a dealer. : 


(h) Maintaining insurance on all con-. 
signed goods for the account of the Trust 
and any bank or other financing institu-_ 
tion or agency having an interest in the 
goods. 

(i) Reporting to the Trust any infor 
mation regarding or affecting the security 
of the merchandise on Sa oa os 


15). 


In consideration for the services provided 
to the Trust by the Piano Company as 
servicing agent, the contract between the 
Piano Company and the Trust required the 
Trust to pay the Piano Company ‘“commis- 
sions” (Joint Ex. V, SAA § ILE CS here “ate 


18. The amount of commissions . which 
the Piano Company received was based on 
total collections from dealers on cash sales 
of inventory.. The contract provided for 
the Piano Company to receive as commis- 
sions for its services such part of the total 
collections as remained after deduction of: 

(a) ‘be aggregate ‘ ‘cost prices” of all 
items of inventory paid | fon by dealers 
during the month; : ; 


(b) the puielatet ‘cost’ prices” of all 
items of inventory which sBecame old 
stock during the month; | — Ee 


(c) expenses reasonably incurred by 
the Trust in the ordinary conduct of its 
business including, but not limited to 
trustee’s fees, cost of furniture and equip- 

ment, salaries of Trust employees, rent, 

‘interest on loans, amounts payable to 
and state law: costs; and 
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19. Prior to 1974, the Piano Company 
and the Trust had each used the First-In- 
First-Out (“FIFO”) method for valuing 
inventory for tax purposes. Using the FIFO 
method of valuing inventory, sales of fun- 
gible inventory during a year are deemed 
to be of the oldest inventory first. 


Effective for the year 1974, both the Piano 
Company and the Trust adopted the Last- 
In-First-Out (““LIFO”) method for valuing 
inventory. Using the LIFO method, sales 
of fungible inventory during a year are 
deemed to be of the newest inventory first. 
In a period of rising prices of inventory, 
use of LIFO rather than FIFO will in- 
crease reported cost of goods sold and re- 
duce reported taxable profits. 


For the relevant taxable years, any tax- 
payer using a FIFO method could adopt a 
LIFO method for valuing inventory upon 
filing with the IRS notice of intention to 
do so (Form 970) and paying any taxes for 
the year of change and the year prior 
thereto (IRC § 472(d)). Both the Piano 
Company and the Trust timely filed such 
forms for 1974 (Stip. 18, 19). 


20. For years in which a taxpayer em- 
ploys a LIFO method of valuing inventory, 
a year-end adjustment of the books of the 
taxpayer of the inventory value must be 
made to reflect the difference between what 
the inventory value would be if a FIFO 
method had been employed. This difference 
is called a LIFO reserve. The Trust’s year- 
end LIFO inventory reserve adjustment 
for 1976 was in the amount of $725,614 
(Stip. 20). 


21. Testimony at trial indicated that the 
Trust’s adoption of LIFO was discussed 
between a representative of the Piano Com- 
pany, Charles Lewis from the D. H. Bald- 
win controller’s office, trustees of the Trust, 
namely, Mr. Kropp and Mr. Lindeman and 
Mr. Mellott of Mellott and Mellott, the 
Trust’s accountants. Mr. Lewis made a 
presentation regarding LIFO at a Trust 
meeting (Tr. 262-3). Mellott and Mellott 
prepared a memorandum dated January 
21, 1975 strongly urging that the inventory 
valuation method used by the Trust be con- 
verted to the LIFO method effective for 
the year ended December 31, 1974 (Pl. Ex. 
1). The memo states that “there will not 
be a material difference in income as a re- 
sult of changing to LIFO since cost of 
sales will increase and commissions to the 


Baldwin Piano and Organ Company will 


decrease on a dollar for dollar basis.” 
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Among the advantages of LIFO outlined 
was improvement of cash flow to the Trust. 


Mr. Lewis explained that implicit in the 
Trust’s considering the adoption of LIFO 
was an agreement between the Piano Com- 
pany and the Trust that the amount of 
commissions to be paid to the Piano Com- 
pany under the contract would be deter- 
mined by the Trust’s LIFO cost of goods 
sold. For 1976, the amount the Trust ac- 
tually paid for inventory to the Piano Com- 
pany did not change from the “cost prices” 
shown on the Schedule B then in effect 
(Tr. 266). But the parties agreed that for 
purposes of computing commissions, the 
“cost price” used would be the Trust’s re- 
ported cost of goods sold under the LIFO 
method of valuing inventory (Tr. 256-6, 
271-3). 

The parties did not amend the written 
contract to reflect this new manner of com- 
puting commissions (Tr. 255-6). The serv- 
ices performed by the Piano Company for 
the Trust were not reduced or changed as 
a result of the reduction in commissions to 
be paid to the Piano Company (Tr. 168). 


Mr. Lewis further testified that the Piano 
Company was agreeable to receiving re- 
duced commissions as a result of the Trust’s 
adoption of LIFO because the Trust would 
have additional cash to either purchase in- 
ventory from the Piano Company or to re- 
pay the Trust’s indebtedness (and there- 
fore reduce the interest expense component 
of the commissions formula) (Tr. 116, 260). 
He did not know whether these benefits to 
the Piano Company actually occurred (Tr. 
260, 274). 

22. Transactions between the Trust and 
the Piano Company were summarized on 
monthly settlement statements (Joint Ex. 
XVI). The Piano Company prepared these 
statements for review by the trustees and 
Mellott and Mellott (Tr. 103). The settle- 
ment statement for December 1976 shows 
a deduction for “LIFO reserve 12/31/76” 
in the amount of $725,614.89. The parties 
stipulated that the Trust received a credit 
of $725,614 from the Piano Company against 
its indebtedness to the Piano Company as 
reflected on the settlement sheet of De- 
cember 31, 1976 (Stip. 21). 


The 1976 accounting records of the Piano 
Company, in particular, Account No. 9295 
“Commission on Trust” shows a _ gross 
figure of $6,194,330.88 at December 31, 1976. 
A “charge” of $725,614.89 is shown for 
December 31, 1976 for a reduced gross 
commission amount of $5,468,715.99 (PI. 
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Ex. 5, Tr. 157). Account No. 2080 “D. H. 
Baldwin Trust Account Receivables” shows 
a gross figure of $1,137,846.34 at December 
31, 1976 with a “credit” of $725,614.89 to 
the Trust (Def. Ex. H-2).. A “Journal 
Entry” dated 12/31/76 shows a debit to 
Account No. 9295 and a credit to Account 
No. 2080 each in the amount of $725,614.89, 
explained as “[r]Jecord commission due 
D. H. B. Trust after offset for Trust LIFO 
inventory Adj [sic] at 12/31/76” (Def. 
lose Iai 

23. The Piano Company reported com- 
mission income of $5,841,616.29 for its 1976 
tax year (Tr. 120, 156; Pl. Ex. 2). This was 
computed from the figures shown in Plain- 
tiff's Exhibit 5, as follows: 
Gross Commissions 


(Account No. 9295, 
Trust’s LIFO reserve 


Tr. 157).... $6,194,330.88 


adjustment ©) s2eh ee oe: ae (725,614.89) 
5,468,715.96 
Display. Charges, 2.8 tec ne ee ek 375,323.01 
(Account No. 9210, Tr. 155)... 54,757.56 
6,898, 796.56 
Trust Expense 
(Account No. 9698, Tr. 156).... (40,334.09) 
6, 858,462.47 


Interest Expense 


(Account No. 9329, Tr. 153).... (1,016,846.18) 


$5,841,616.29 


The IRS increased the reported gross 
income of the Piano Company by $725,614 
by virtue of alleged additional commission 
income to the Piano Company. This in- 
creased the plaintiff's tax liability by 
$348,295 according to plaintiff's calculation 
and resulted in $345,130 in interest being 
paid (Tr) 329). 


24. During 1976, the net earnings of the 
Trust amounted to $15,722 and the sum 
of $16,300 was paid directly to the Foun- 
dation (Stip. 25). As a result of the IRS 
adjustment for 1976 increasing the Trust’s 
commission expense by $725,614, the Trust 
had a net operating loss in 1976 of approx- 
imately $710,000 (Tr. 123). 


Installment Accounts Receivable Issue — 


25. As” noted Eset when a an | installment 


of a piano were assigned by the Piano Com- 
pany to the Baldwin Finance Company 
(Joint Ex. XIX, Tr. 287). 


27. In 1974 the Piano Company wanted 
to sell by December 31, 1974 its then exist- 
ing installment contracts (and those dis- 
counted with Baldwin Finance Company). 
Thereafter, it could adopt the installment 
method of accounting for sales as permitted 
by IRC § 453(a) without incurring the tax 
disadvantages prescribed by IRC § 453(c) 
for installment method taxpayers receiving 
payments on accounts already reported in 
income under the accrual method of ac- 
counting (Stip. 29, Tr. 292). 


28. The Piano Company requested and 
on December 17, 1974 received a private 
letter ruling from the IRS that a proposed 
sale of installment contracts would con- 
stitute a bona fide sale. The ruling holds: 
that the Piano Company could thereafter 
elect the installment method of accounting 
for sales of inventory and avoid collections. 
on the contracts sold being taxable (Stip.. 
29, Joint Ex. VIII, p. 3, Tr. 294-96). 


The ruling from the IRS was based on 
a proposed contract with a group of banks. 
headed by Continental Illinois National 
Bank and Trust Company (‘“Continental”’).. 
Under the contract, collections on the in- 
stallment contracts would be made by the 
Piano Company as agent for the banks 
(Stip. 32, Joint Ex. VIII p. 1-2, Joint Ex. 
IX § 6, Tr. 295-96). 


29. Prior to the sale of ec con- 
tracts to Continental, Baldwin Finance Com- 
pany assigned its portion of such contracts 
to the Piano Company (Tr. 297-98). 


30. On December 31, 1974 the Piano 
Company entered into an agreement with a. 
group of banks headed by Continental (the 
“Agreement”’) for the sale of installment 
contracts. The installment contracts sold 


_had a principal value of $18,385,311.42 and 


future interest payable of $4,793,094.81. 


Under the Agreement, the sale price to 
Continental was $21,091,422. Of this amount, 
Continental held back 10% as a reserve, 
or $2,109,142.26 (Joint Ex. Ix § 4(B), PI. 
Ex, 9 gore s0G- -03). 


¢ am The piiGpan Lar and accrued in- 
st on all installment contracts covered 
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price with Continental and the principal 
balances on the installment contracts sold) 
was also included in the Piano Company’s 
gross income in 1974 (Stip. 35, Pl. Ex. 9, 
Tr. 294, 303). 


32. As of January 1, 1975, the Piano 
Company elected to report sales of inven- 
tory on the installment method of accounting 
(Stip. 36, Tr. 288-9). 


33. The Agreement with Continental 
gave the Piano Company an option to re- 
purchase any “defaulted installment con- 
tract” from Continental at a price equal to 
the contract’s then unpaid contract balance 
—all amounts remaining to be paid on the 
installment contract, both interest and prin- 
cipal (Stip. 31, Joint Ex. IX). 


A defaulted installment contract was de- 
fined as one on which any installment was 
past due in whole or in part for a period in 
excess of 90 days (Stip. 31, Joint Ex. IX 
§1(D)). 

34. If the Piano Company repurchased 
any defaulted installment contracts from 
Continental, any collections on such con- 
tracts would be includable in the Piano 
Company’s gross income as received, even 
though the full amount of principal and ac- 
crued interest on the contracts had pre- 
viously been included in its gross income 
for 1974.7 The December 17, 1984 ruling 
from the IRS specifically holds that: 


Any Contracts which are repurchased 
by Piano from the Agent [Continental] 
will become part of its installment ac- 
counts receivable and will be treated, for 
Federal income tax purposes, as if the 
accounts were never sold. 


(Joint Ex. VIII, p. 3, Tr. 310-11) 


35. If a defaulted installment contract? 
was not purchased from Continental, Con- 
tinental could charge the entire unpaid con- 
tract balance against the 10% reserve (Stip. 
31). If Continental charged a defaulted in- 
stallment contract against the 10% reserve, 
any future collections on such defaulted 
installment contract were to be added to 


the reserve. The 10% reserve required by 
the Agreement was reduced proportionately as 
collections were made and was payable ul- 
timately to the Piano Company (Joint Ex. 
IX §11, Tr. 361-2). 


Plaintiff believed it would be taxed a 
second time on collections added to the 
reserve, as though it had repurchased the 
contracts (Tr. 309-10). Plaintiff also be- 
lieved that depletion of the 10% reserve 
by Continental’s charging defaulted con- 
tracts against it would have jeopardized the 
Piano Company’s credit relationship with 
Continental, particularly since at the time 
of the transfer to Continental a number of 
contracts were already at or near default 
(Tr. 305, 335). One means for avoiding 
these problems appeared to be for a third 
party to purchase the defaulted contracts 
from Continental (Tr. 310). 


36. National Farmer’s Union Service 
Corporation (“NFU”) is an insurance hold- 
ing company and a Delaware corporation, 
all of the outstanding common shares of 
which were owned by the Farmers Educa- 
tional and Cooperative Union of America, 
a Texas nonprofit corporation (Stip. 26, Tr. 
367-68). 


37. As of December 12, 1973, Baldwin 
gained ownership of convertible, participating, 
cumulative preferred stock of NFU which 
could be converted into 90% of the out- 
standing common stock of NFU at any 
time until a certain date at which time 
conversion became mandatory. The pre- 
ferred stock was previously held by Baldwin- 
Central, Inc., a wholly owned subsidiary 
of Baldwin, and the mandatory conversion 
date was January 1, 1975. After the pre- 
ferred stock was reissued to Baldwin, the 
mandatory conversion date was postponed 
until after 1976 (Stip. 26). 


Ownership of the preferred stock en- 
titled the owner to 90% of the net earnings, 
if any, of NFU (Stip. 26, Joint Ex. VI.). 
The conversion of NFU preferred stock 
into common stock took place in January, 
1978 (Tr. 322-3). 


1The Defendant’s post-trial brief explains 
that ‘‘while income which may have been pre- 
viously included in gross income under the 
accrual method of accounting must be reported 
again as installments are collected, double 
taxation is prevented by Section 453(c).’’ That 
section provides for a credit in the year of the 
second income inclusion for the amount of the 
income tax already paid because of the prior 
inclusion of the same item in income. The 
problem however, is that ‘‘[mJore tax is due 
from Baldwin on that income because it had 
more taxable income on a consolidated basis 
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in 1976 than it reported in 1973 and 1974, and 
thus the tax credited from the prior years’ 
inclusion of the installment income in income 
for tax purposes, does not equal the additional 
tax for 1976.”’ (Court Doc. 60 p. 12 n. 5, p. 17.) 

2 During 1975, installment accounts receivable 
included in the Agreement in the amount of at 
least $1,947,196 fell into the category of de- 
faulted contracts. 

During 1976, installment accounts receivable 
included in the Agreement in the amount of. 
$562,947 fell into the category of defaulted con- 


tracts (Stip. 33, 34). 
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38. Baldwin’s Form 10-K for its fiscal 
year ended December 31, 1976, filed with 
the Securities and Exchange Commission, 
states that: 


Although The Farmers’ Educational 
and Cooperative Union of America (Na- 
tional Farmers Union) owns 100% of the 
outstanding common stock of Service 
[NFU], Baldwin controls Service by 
virtue of its ownership of all of the 
four percent (4%) cumulative, convertible 
participating preferred stock issued by 
Service in 1970.” 

(Def. Ex. we p. E-8-9) See also, Def. 
Ex. B. p. 


39. There ee been no allegations that 
the directors or officers of NFU during 
the requisite time period had any relation- 
ship to Baldwin or the Piano Company. 
The directors of NFU in 1974 through 
1976 were individuals who were directors 
or officers of the various state farmers 
unions which owned common stock of 
NFU. The officers of NFU were appointed 
by the board of directors of NFU (Stip. 
Wei, Te), 


40. NFU did not file a consolidated fed- 
eral income tax return with Baldwin or 
the Piano Company for 1976 or any year 
prior thereto (Stip. 37, Tr. 323). 


41. In early January 1975, James Schwab, 
treasurer of Baldwin, telephoned Paul Huff, 
vice president and treasurer of NFU and 
its insurance subsidiaries, inquiring whether 
NFU had any interest in purchasing the 
defaulted installment contracts. The yield 
to be expected on the investment was rep- 
resented to be 14% or better, with an 
initial investment of $500,000 to $600,000. 
Mr. Huff decided that NFU would acquire 
the contracts (Tr. 370-373). 


42. The purchase of defaulted installment 
contracts by NFU was done on a month- 
to-month basis. The Piano Company ad- 
vised NFU of the total purchase price it 
was to pay to Continental for the acquisi- 
tion of defaulted installment contracts. NFU 


wired funds directly to an account at Con- 
tinental in an amount equal to the remaining 
principal and interest that was to be paid 
on the defaulted installment contracts (Tr. 
315-6, 387 Se 4, ees Pl. Ex. 3). 


Continental by NFU were paid to NFU. 
Therefore, NFU’s profit on the transaction 
consisted of the interest or “carrying charge” 
portion of the collections as well as the 
late charges collected on the contracts (Tr. 
335-6, 352, 359-60, 371, Ply Ex” 3).” The 
Piano Company also reimbursed NFU for 
up to 10% of its original purchase of de- 
faulted contracts which had ultimately be- 
come uncollectible (Tr. 319-21). 


44. The Piano Company acted as collec- 
tion agent for NFU of the amounts collected 
on the installment contracts NFU purchased 
and received a service charge of $.50 per 
month per contract (Tr. 374, 382, Pl. Ex. 4). 


During 1976, NFU was credited with 
$1,129,576 by the Piano Company from 
collections on installment contracts pur- 
chased from Continental (Stip. 38). 


45. Mr. Huff testified that the acquisi- 
tion of the defaulted contracts was a 
profitable investment for NFU with a rate 
of return between 14 and 16 percent. This 
rate of return was calculated by measuring 
the principal balance of the notes, i.e., the 
amount invested, against the income from 
interest and late charges. 


46. The understanding between the Piano 
Company and NFU regarding the pur- 
chase of installment contracts was not 
reduced to writing until 1977 and then only 
to satisfy the insurance examiners for the 
State iofUtahy (ir..375-6, Ply Hx. 4). 


47. NFU reported in its 1976 tax return 
the profits that it earned from the install- 
ment contracts (Tr. 387). 


48. The Piano Company did not include 
in its gross income for 1976 collections from 
the defaulted installments purchased from 
Continental by NFU (Tr. 326). 


49. The IRS increased the reported gross 
income of the Piano Company by $640,195 
attributable to collections in 1976 on in- 
stallment sales contracts purchased by NFU. 
This increased plaintiff's 1976 tax liability 
by $265,512 and resulted in interest of 
$263,099 being paid (Tr. 327). 


Opinion : 


I. Commissions Issue 
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the same interests authorizes the IRS to 
allocate gross income between such orga- 
nizations in order to prevent evasion of 
taxes or clearly to reflect income. 


The first inquiry under § 482 is whether 
the Trust and Piano Company were con- 
trolled by the same interests: 


The term “controlled” includes any kind 
of control, direct or indirect, whether 
legally enforceable, or however exercis- 
able or exercised. It is the reality of the 
control which is decisive, not its form 
or the mode of its exercise. Treas. Reg. 
§ 1.482-1(a) (3). 
While the control relationship in this case 
is not readily apparent because of the inter- 
position of the Foundation between the 
Piano Company—a wholly owned subsidiary 
of Baldwin—and the Trust, all of these 
entities were subject to Baldwin’s control. 
The Foundation’s trustees were all officers 
or directors of Baldwin or the Piano Com- 
pany. The Foundation’s trustees appointed 
the trustees of the Trust.’ 


All of the Trustees of the Trust had 
a present or past relationship to Baldwin or 
the Piano Company. Moreover, the Trust 
was established for the express purpose of 
providing the Piano Company with a vehicle 
to sell its inventory, and only secondarily 
to provide revenue for the Foundation. In- 
deed, the Trust’s only business activity was 
its contract with the Piano Company. These 
factors constitute sufficient evidence of di- 
rect or indirect control of the Trust by 
Baldwin to support a reallocation of income 
under § 482 to clearly reflect income or 
prevent evasion of taxes. 


The standard to be applied under § 482 
is that of an uncontrolled taxpayer dealing 
at arm’s length with another uncontrolled 
taxpayer. Treas. Reg. § 1.482-1(b)(1). The 
“agreement” for the Trust to adopt LIFO, 
with the Piano Company to accept reduced 
commissions, cannot withstand the test of 
arm’s length dealings. We do not believe 
that two unrelated taxpayers would structure 
an agreement to pay commissions for serv- 
ices performed around one taxpayer’s adop- 
tion of the LIFO method of inventory 
valuation. The Trust had no independent 
reason to adopt LIFO. Indeed, use of the 
LIFO method for 1976 without a reduction 
in commissions resulted in a huge loss to 
the Trust. Further, the services performed 
by the Piano Company for which commis- 


sions were paid! did not decrease when com- 
missions were reduced. See Treas. Reg. 
§ 1.482-2(b)(3). The business justification 
asserted for the Piano Company’s receiving 
reduced commissions is unpersuasive and 
unsubstantiated. 


A determination of deficiencies by the 
IRS is presumed correct and the tax- 
payer has the burden of showing it to be 
otherwise. Davis v. Commissioner [78-2 ustc 
7 9776], 585 F. 2d 807, 812 (6th Cir. 1978), 
cert. dented, 440 U. S. 981 (1979). The 
plaintiff has not carried its burden of 
proving that the defendant was incorrect 
in allocating an additional $725,614 in com- 
mission income to it for 1976. 


Under the written contract in effect, the 
Piano Company had a right to commissions 
determined by reference to the “cost prices” 
shown on Schedule B. The parties con- 
tinued to operate under that contract in 
1976, with the Trust purchasing inventory 
at the Schedule B prices, and the Piano 
Company recording “gross commissions” 
from collections on sales by dealers. By 
agreement of the parties, however, the 
Piano Company received $725,614.89 less 
in commissions than it was entitled to 
under the contract. 


This was tantamount to a waiver of 
earned commissions by the Piano Company. 
In a similar but much simpler case on 
point, the IRS’ determination of a deficiency 
in reported commission income was upheld. 
In Mensik v. Commissioner [CCH Dec. 
25,314], 37 T. C. 703, 748 aff'd, [64-1 ustc 
¥ 9243] 328 F. 2d 147 (7th Cir. 1964), cert. 
denied, 379 U. S. 827 (1964), the taxpayer 
was entitled to commissions on insurance 
sales equal to 20% of the initial premiums 
paid. However, on sales to employees, 
friends and relatives, 20% was deducted by 
them before making the premium payment 
to the taxpayer. The Tax Court held that 
having earned the premiums he could not 
escape taxation thereon by voluntarily 
waiving or assigning his right thereto to 
someone else, citing Lucas v. Earl [2 ustc 
7 496], 281 U. S. 111 (1930) and Helvering 
v. Horst [40-2 ustc J 9787], 311 U. S. 112 
(1940). The Piano Company’s agreeing to 
accept less commissions than it had earned 
under the contract, with the attendant re- 
duction in taxable income, does not appear 
to warrant a different result from Mensik. 


‘See also, Hugh Smith Inc. v. Commissioner 


8 While not dispositive of this issue we note 
that a control relationship in the case of ‘‘char- 
itable’’ organizations which are exempt from 
federal income tax is established where a ma- 
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jority of the trustees of one organization are 
appointed by the trustees of another organiza- 
tion. See, Treas. Reg. § 1.509(a)-4(g) (1) (i) 
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[CCH Dec. 15,690], 8 T. C. 660, 670-1, 
aff'd, [49-1 ustc J 9196] 173 F. 2d 224 (6th 
Cir. 1949), cert. denied, 337 U. S. 918 (1949). 


We find that plaintiff is not entitled to a 
refund of taxes and interest paid as a result 
of the IRS’ allocation of an additional 
$725,614 in income to it for 1976. 


Tf. Installment Accounts Receivable Issue 


The IRS contends that the purchase by 
NFU of the defaulted installment contracts 
was a sham; that in substance, if not form, 
the contracts were repurchased by the 
Piano Company. In the alternative the IRS 
argues that the sole purpose for the purchases 
by NFU was the evasion of taxes by the 
Piano Company, therefore requiring an 
allocation of income to the Piano Company 
from collection on the contracts under 


§ 482. 


We disagree with both theories. The 
plaintiff has produced sufficient credible 
evidence to overcome the presumptive cor- 
rectness of the IRS’ determination. Davis 
v. Commissioner [78-2 ustc | 9776], 585 F. 
2d 807, 812 (6th Cir. 1978). 


The testimony of Mr. Huff, coupled with 
Plaintiff's Exhibits 3 and 4, establishes that 
NFU did purchase and pay for the de- 
faulted installment contracts. In turn the 
Piano Company acted as collection agent 
for a monthly fee and remitted the collec- 
tions on the contracts to NFU. The IRS 
has produced no evidence to support its 
theory that the Piano Company repurchased 
the contracts from Continental. 


The attempt by the Piano Company to 
avoid being taxed on collections on the 
contracts after changing from the accrual 
method to the installment method of ac- 
counting is a justifiable business purpose 
for a bona fide sale of installment accounts 
receivable. A taxpayer has the legal right 
“to decrease the amount of what otherwise 
would be his taxes or altogether avoid 
them, by means which the law permits,” 
and the motive of the taxpayer to escape 
payment of a tax will not alter the result. 
Gregory v. Helvering [35-1 ustc { 9043], 293 
U. S. 465 (1935). In City Stores v. Smith 
57- tc 9960], 154 F. Supp. 348 (E. D. 
57) the Court held that payments on 
ent aye to two 

ic would 


method need not include in gross income 
amounts attributable to installment obliga- 
tions sold in the previous year. Rev. Rul. 
59-343, 1959-2 C. B. 137. 


We need not decide whether Baldwin 
had the ability to exercise direct or indirect 
control of NFU for purposes of § 482, be- 
cause the sale to NFU meets the test of 
arm’s length dealings regardless. The sale 
of defaulted installment contracts from 
Continental to NFU was advantageous to 
Baldwin for both tax reasons and to main- 
tain a good creditor relationship with Con- 
tinental. From NFU’s perspective this was 
an attractive investment opportunity which 
produced an excellent rate of return. The 
Piano Company’s reimbursing the interest 
portion of the contracts to NFU provided 
the impetus for NFU to make the invest- 
ment. Defendant’s post-trial brief admits 
that the payments made to NFU were less 
than the additional tax which would have 
been owed by Baldwin if it were treated as 
having repurchased the contracts directly 
from Continental (Court Doc. 60 at p. 17.) 


Once the taxpayer meets its burden of 
proof with the production of competent and 
relevant credible evidence sufficient to es- 
tablish that the IRS’ determination is 
erroneous, the burden of going forward 
with the evidence is shifted. If the IRS 
offers no evidence to support a deficiency 
assessment, uncontroverted evidence that 
the IRS’ determination is incorrect will 
meet the taxpayer’s ultimate burden. 
Sullivan v. United States [80-1 ustc { 9344], 
618 F. 2d 1001, 1008-9 (3rd Cir. 1980.) 


The IRS here has produced no evidence 
to support its deficiency assessment. The 
IRS’ assertion that Continental had no 
knowledge of or dealings with NFU was 
not supported by credible or reliable 
evidence, and was refuted by plaintiff's 
witnesses. 

Based upon the renee we find that 
plaintiff is entitled to a refund from the 
defendant of $528,611. 


Conclusions of Law 


1. This Court has jurisdiction over this 
_action under 28 U. S. C. $157 as enacted 
“July 10, 1984. 


2. Defendant’ s allocation of an additional 
commission income to eet 
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tributable to collections on installment ac- 
counts receivable was incorrect. 


4, Plaintiff is entitled to a refund of 
$528,611 in taxes and interest it paid at- 
tributable to the installment accounts 
receivable deficiency assessment, and judg- 
ment is hereby rendered in favor of the 
plaintiff on the installment accounts re- 


For the reasons stated in the attached 
Findings of Fact, Opinion and Conclusions 
of Law: 


1. Judgment is rendered in favor of the 
defendant on the commissions issue; 


2. Judgment is rendered in favor of the 
plaintiff on the installment accounts re- 
ceivable issue. 


ceivable issue. 


IT IS SO ORDERED. 
Judgment Entry 


IT IS SO ORDERED. 


At Cincinnati, in said District, on February 


15, 1985: 


[9229] Allan K. Frasure, Plaintiff v. United States of America, Defendant. 


U. S. District Court, Mid. Dist. Fla., Jacksonville Div., Case No. 84-200-Civ-J-12, 
10/18/84. 
[Code Sec. 6702] 


Penalties, civil: Frivolous returns: Constitutional objections, fifth amendment.—The 
penalty for filing a frivolous return was sustained for a taxpayer who filed returns which 
contained the words “none” or “object” in response to the line item inquiries and which 
were intended to be objections based on the fifth amendment privilege against self- 
incrimination, as jwell as arguments that Code Sec. 6702 violated the origination clause 
of the Constitution. Likewise, the taxpayer’s argument that Code Sec. 6702 violated the 
first amendment right to petition the government for redress of grievances was “the 
height of silliness.” Finally, the argument that Code Sec. 6702 violated the separation of 


powers doctrine was meritless. Back references: { 5595G.02 and 5595G.30. 


Allan K. Frasure, Rt. 8, Box 271-A, Live Oak, Fla. 32060, pro se. George T. Rita, 
Department of Justice, Washington, D. C. 20530, for defendant. 


Order 


MELTon, District Judge: This cause is 
before the Court on defendant’s Motion to 
Dismiss or for Summary Judgment, filed 
herein on June 11, 1984. After careful con- 
sideration of the record and the memoranda 
in support of and opposition to the motion, 
this Court is of the opinion that defendant’s 
motion for summary judgment should be 
granted. 


Plaintiff filed his 1982 income tax return, 
and the only information he provided was 
his name and address. In response to the 
line item inquiries, plaintiff filled in either 
“none” or “object”. At the top of the form, 
plaintiff typed the following: “The word 
‘object’ in response to a specific question 
means on grounds of self-incrimination.” 
The Internal Revenue Service, determining 
that plaintiff's return was frivolous, as- 
sessed a $500 penalty against plaintiff pur- 
suant to 26 U. S. C. § 7602 (1982). Plaintiff 
paid 15% ($75) of the fine and thus was 
entitled to file suit in this Court. Jd. § 6703. 
In his complaint, plaintiff alleges several 
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constitutional objections to sections 6702- 
6703 and seeks refund of the $75. 


Plaintiff first asserts a fifth amendment 
privilege against self-incrimination to justify 
his refusal to provide the requested finan- 
cial data. However, it is well established 
that a taxpayer cannot use the fifth amend- 
ment privilege against self-incrimination to 
refuse to provide any financial information 
on a tax return. See, e. g., Umted States v. 
Heise [83-1 ustc § 9419], 709 F. 2d 449 (6th 
Cir. 1983); United States v. Pilcher [82-1 
ustc § 9299], 672 F. 2d 875 (11th Cir. 1982) ; 
Beatty v. Commissioner [82-1 ustc { 9204], 
667 F. 2d 501 (5th Cir. 1982). In order to 
claim this constitutional privilege, plaintiff 
must be faced with “real and appreciable” 
hazards of self-incrimination. United States 
v. Neff [80-1 ustc 79397], 615 F. 2d 1235, 
1239 (9th Cir.), cert. denied, 447 U. S. 925 
(1980). There is nothing in this case to 
suggest that plaintiff would face real and 
appreciable hazards of self-incrimination by 
responding to line item inquiries on a Form 
1040, U. S. Individual Income Tax Return. 
Thus, plaintiff cannot rely on a fifth amend- 
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ment privilege for refusing to provide any 
financial data. As a matter of law, plain- 
tiff’s reliance on the fifth amendment is 
frivolous and! falls within the conduct pro- 
scribed by section 6702. 


Plaintiff also argues that section 6702 
violates the origination clause of the Con- 
stitution. This argument is without merit. 
See Milazzo v. United States, 84-1 ustc J 9167 
at 83,227 (S. D. Cal. 1983) (TEFRA orig- 
inated in the House of Representatives and 
the Senate acted within its power in pro- 
posing amendments). Likewise, plaintifi’s 
argument that section 6702 violates the first 
amendment right to petition the govern- 
ment for redress of grievances is, as one 


Id. This Court notes that plaintiff is 
exercising his right of redress by filing this 
action. Finally, plaintiff contends that sec- 
tion 6702 violates the separation of powers 
doctrine. This argument too is meritless. 
See United States v. Egan, 587 F. 2d 338, 
339 (6th Cir. 1978). 


For the foregoing reasons, it is 

ADJUDGED: 

1. That defendant’s Motion for Summary 
Judgment is hereby granted; and 


2. That the Clerk of the Court is hereby 
directed to enter Final Judgment for de- 
fendant. 

ORDERED in Chambers at Jacksonville, 
Florida, this 17th day of October, 1984. 


court labelled it, “the height of silliness.” 


[1.9230] NLT Computer Services Corporation, Plaintiff-Appellee v. Capital Com- 
puter Systems, Inc., et al., Defendants-Appellees, Gallo Sales Company, Inc. (83-5156); 
Richard Distributing Company (83-5157), Defendants-Appellants, United States of 
America, Defendant-Appellee. 


U. S. Court of Appeals, 6th Circuit, Nos. 83-5156, 5157, 3/4/85. 
[Code Secs. 6323 and 6871 and Rev. Stats. Sec. 3466] 


Bankruptcy: Jurisdiction: Stay lifted by district court—The Sixth Circuit U. S. 
Court of Appeals vacated a district court’s proceedings because the lower court im- 
properly lifted a stay against its proceedings brought on by the filing of an involuntary 
bankruptcy petition. An interpleader action had been filed in the district court by an 
insolvent debtor’s customer to resolve which of the debtor’s creditors was entitled to 
payments owed to the debtor by the customer. During the course of the interpleader 
proceedings, one of the creditors filed an involuntary bankruptcy petition against the 
debtor and an automatic stay was imposed against the district court deliberations. The 
district court withdrew the bankruptcy action, lifted the stay, and passed judgment on 
the interpleader suit. The appellate court held that although the bankruptcy action could 
have been withdrawn by the district court, proper steps should have been taken. A mo- 
tion to lift the stay should have been filed in the bankruptcy proceeding, followed by 
assignment of the interpleader action to a district court judge in accordance with district 
court rules. Despite vacating the lower court proceeding, the appellate court made a fur- 
ther ruling, that an interpleader action qualifies as a Title 11 bankruptcy proceeding once 
a petition for bankruptcy is filed. Consequently, efforts to establish priorities to the 
customer’s payments under the federal insolvency statute (31 U.S. C. § 3713) were super- 
cis by the priorities listed in the Bankruptcy Code. Back references: {| 5362.78, 5641.0755 
and 5789.17. 


Don L. Smith, 700 Metropolitan Federal Building, Nashville, Tenn. 37219, for 
plaintiff-appellee. Barrett B. Sutton, Jr., David N. Shearon, White & Reasor, 3305 West 
End Avenue, Nashville, Tenn. 37203, Thomas B. Cresswell, Jr., Boult, Cummings, Con- 
ners & Berry, First American Center, Nashville, Tenn. 37238, foe iciendants-dppélianis! 
Joe B. Brown, United States Attorney, Nashville, Tenn. 37219, Glenn L. Archer, Jr., 
Assistant Attorney General, Joan Oppenheimer, Michael L. Paup, Department of Justice, 
Washington, D. C. 20530, Bob cae Internal Revenue Service, Washington, D. C. 29539, 
for defendant-appellee. 


Before Livety, Chief Judge; ENGEL, Circuit Judge; 
_*Honorable Luther M. Swygert, Senior 


Judge, United States Court of Appeals for the 
Seventh Circuit, sitting by designation. 


{| 9230 


ao et Senior Circuit Judge.* 
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ENGEL, Circuit Judge: The substantive 
issue in these appeals is whether the gov- 
ernment’s rights as a recorded tax lien- 
holder continued to be covered by the 
provisions of the federal insolvency statute, 
31 U. S. C. §3713, after involuntary bank- 
ruptcy proceedings were filed against the 
insolvent taxpayer, or whether after the 
bankruptcy filing, those rights were gov- 
erned by the priorities established in the 
Bankruptcy Reform Act of 1978 (“Bank- 
ruptcy Code’). We hold that in such cir- 
cumstances the priorities established in the 
Bankruptcy Code must prevail. We further 
hold that in any event, the unusual proce- 
dural posture of this case at the time of 
the lower court’s decision requires a vaca- 
tion and remand of that court’s order. 


ue 


This litigation commenced in the district 
court when plaintiff NLT Computer Serv- 
ices Corporation (“NLT”) filed an inter- 
pleader action naming as defendants the 
taxpayer Capital Computer Systems, Inc. 
(“Capital”), the United States, and several 
creditors of the taxpayer, including appel- 
lants Richard Distributing Company (“Rich- 
ard”) and Gallo Sales Company (“Gallo”). 
Because. the facts are complicated and are 
contained in a stipulation filed in the dis- 
trict court, we summarize only briefly those 
facts necessary to our decision. 


In 1981, NLT purchased certain com- 
puter software and licenses from Capital. 
When it commenced this interpleader action 
in the district court on June 21, 1982, NLT 
still owed Capital $150,000 on the purchase 
price, the balance of which was to be paid 
in two $75,000 installments on June 30 and 
December 31, 1982. NLT admitted that 
the payments were due as specified in its 
purchase contract and was otherwise willing 
to honor its obligations, but it faced the 
competing claims of several creditors of 
Capital, each claiming a prior right in the 
$150,000. 


The United States claimed that the monies 
due were subject to a recorded government 
notice of tax levy to secure the payment of 
over $500,000 in withholding taxes which 
Capital had failed to pay over a five year 
period. Appellant Richard asserted its 
rights to the monies as a judgment creditor 
of Capital; Richard had obtained a valid 
judgment against Capital and had com- 
menced garnishment proceedings against 
NLT in the Chancery Court of Davidson 
County, Tennessee to satisfy that judgment. 
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Appellant Gallo claimed its rights as a 
secured creditor of Capital; Capital had 
conveyed a security interest in the monies to 
Gallo during a suit which Gallo had brought 
against Capital in a Tennessee state court 
for breach of contract damages. Gallo as- 
serted that its secured interest was valid 
and that a proper financing statement had 
been recorded on January 18, 1982. 


NLT paid each of the $75,000 sums into 
the district court’s registry as they became 
due, and those funds were placed out at 
interest pending resolution of the several 
claims against them. NLT then withdrew 
from further active participation in the 
case. 


After a certain amount of discovery had 
been taken and one trial date cancelled, the 
district court on October 29, 1982 ordered 
hearing on the government’s motion for 
summary judgment reset for 1:00 p. m, 
January 10, 1983. The court also ordered 
the parties to submit a stipulation of the 
facts and appropriate briefs before the hear- 
ing. When the parties appeared before the 
court on January 10, counsel for Richard 
and for one other creditor, Testa Distribut- 
ing Company, Inc. (not herein a party), 
announced to the court that on that same 
morning they had filed an involuntary peti- 
tion in bankruptcy against Capital. They 
then asserted, for the first time, that the 
court was stayed from further proceedings 
in the interpleader matter by virtue of the 
automatic stay provisions of 11 U. S. C. 
§ 362. They also contended that the filing 
of the petition had removed the instant 
case from the effect of the insolvency stat- 
ute, 31 U. S. C. $3713, because that statute 
specifically provided that the priority es- 
tablished in it does not apply in a “case 
inden: ithe: Mie sle Oe. SriGa 9 6715 a> 


In an opinion filed on January 31, 1983, 
the district court held that it was not pro- 
hibited from proceeding upon the merits 
of the government’s claim despite the auto- 
matic stay provisions of 11 U. S. C. § 362, 
because it possessed the power to withdraw 
the order of reference of the involuntary 
proceedings to the bankruptcy court and 
then lift the automatic stay provisions which 
would otherwise apply. NLT Computer 
Services v. Capital Computer Systems [83-1 
ustc § 9393], 31 Bankr. 960 (M. D. Tenn. 
1983). The court withdrew the reference, 
lifted the stay, and proceeded to consider 
the merits of the government’s motion. It 
determined that in this case, the govern- 
ment’s rights under the general insolvency 
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statute were unimpaired by the intervening 
involuntary bankruptcy proceedings against 
Capital because, in its view, the interpleader 
action was not a “case under Title 11” as 
that term was incorporated into section 
3713(a). It, therefore, evaluated the com- 
peting rights of the several claimants to 
the fund under the provisions of section 
3713 and decided that the government’s 
claim was entitled to priority over the 
claims of the debtor and the other de- 
fendants. As the government’s claim was 
admittedly greater in amount than the sum 
available in the interpleader action, the 
district court entered a judgment directing 
payment to the United States of all the 
funds on deposit with the court. Jd. 


Jil 


We first address the unusual procedural 
posture of this case. For accuracy, we quote 
at length from the opinion of the district 
court: 


At the January 10, 1983 hearing, coun- 
sel for Testa and Richard announced 
that they had, that morning, filed an 
involuntary petition in bankruptcy against 
Capital. Two questions are thereby pre- 
sented: first, whether this Court is stayed 
from proceeding in this matter by 11 
U.S. C. Sec. 362 (the “automatic stay”); 
secondly, whether the filing removes this 
case from the effect of Section 3713(a) 
because of the last sentence of that 
statute. 


The Court concludes that, for several 
reasons, the automatic stay does not pre- 
vent continuation of this action. First, it 
appears that the automatic stay is not 
applicable by the express terms of 11 
U.S. C. Sec. 362. The several subsections 
of Section 362(a) stay acts and judicial 
proceedings “against” the debtor and/or 


property of the estate. This interpleader . 


action is certainly not one “against”. the 
debtor, especially where the debtor has 
specifically disclaimed any interest in the 
funds. In addition, the funds in question 
are not property of the estate because the 
debtor claims no interest in them and 
because Capital’s right to payment, which 
gave rise to the funds, had been previ- 
_ ously levied upon by the United States. 
See Cross Electric v. United States [81-2 
qos el, 664 F. 2d 1218 (4th Gir. Y 


the jurisdictional grant contained in the 
Bankruptcy Code unconstitutional. In 
essence, the rule provides that although 
the District Court has jurisdiction over 
bankruptcy cases, all bankruptcy cases 
are referred to the bankruptcy court for 
disposition, with certain limitations on the 
powers of the bankruptcy judges. One 
of these limitations is that a bankruptcy 
judge may not conduct a proceeding to 
enjoin a court. Rule (d) (1). Moreover, 
the rule gives this Court the power to with- 
draw the reference at any time upon its 
own motion. Therefore, this Court, at the 
hearing, withdrew the reference to bank- 
ruptcy court regarding the involuntary 
petition filed against the debtor; lifted 
the automatic stay (if it applies at all) as 
it pertains to this interpleader action; 
and remanded the bankruptcy case to 
the bankruptcy court for any further pro- 
ceedings in that matter. 


The second question is whether the 
filing of the bankruptcy petition removes 
this case from the effect of Section 3713 
(a), as contended by Testa and Richard. 
The last sentence of the statute provides: 
“the priority established under this sec- 
tion does not apply, however, in a case 
under title 11.” 


But this interpleader action is not one 
“under title 11.7 The complaint herein 
was filed on June 22, 1982, and is in no 
way related to the bankruptcy petition 
filed on January 10, 1983, under Title 11. 


The Court is unaware of, and neither 
Testa nor Richard have cited, any statu- 
tory provision or other authority which 
would somehow convert the instant in- 
terpleader action into one “under Title 
11” simply because an involuntary bank- 
ruptcy petition has been filed against a 
party to this proceeding. The Court there- 
fore finds that the filing of the petition 
does not stay this action. 


$ Section 362(a)(6) stays ‘‘any act to collect 
* * * a claim against the debtor which arose 
before the commencement of the case under 


this title.’”’” But the legislative history makes 


clear that this was intended to prevent creditors 
from harassing debtors after a petition is filed. 
House Report No. 95-595, 95th Cong., 1st Sess. 
340-2 (1977); Senate Report No. 95-989, 95th 
Cong., 2d Sess. 49-51 (1978), Uz. S. Code Cong. 
& Admin. News, p. 5787. 


NLT Computer Services v. Capital Computer 
Systems [83-1 ustc 9393], 31 Bankr. 960, 
O61-62 as D. Tenn. 1983). 
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that he was empowered to proceed in the 
interpleader action and to disregard the 
automatic stay provisions of section 362. 
Other than the district court’s opinion, the 
only reference to the bankruptcy case is 
found in entry number 56 on the district 
court docket sheet for the interpleader ac- 
tion; that entry provides: 


ORDER: (1) Order of Reference to 
Bankruptcy Ccurt in the involuntary 
bankruptcy case involving Capital Com- 
puter Systems, Inc., which was initiated 
by the filing of a petition on 1-10-83 is 
WITHDRAWN, that the automatic stay 
provided in 11 U. S. C. Sec. 362 is lifted 
as it relates, if at all, to this interpleader 
action; and that the bankruptcy case is 
REMANDED to Bankruptcy court for 
any further proceedings in that matter, 
(2) Clerk shall cause funds on deposit 
with the Court in this cause to be paid to 
United States and (3) Case DIS- 
MISSED. Case Notice No. 36 Cy of Or- 
der mailed to Smith, Shearon, Sutton, 
Rice, Brown, Ramer, Davis, Cresswell, 
and Dodson. 

NLT Computer Services Corp. v. Capital Com- 
puter Systems, Inc., et al. [83-1 ustc J 9393], 
No. 82-3558, Civil Docket Continuation 
Sheet Entry No. 56 (M. D. Tenn.). Thus, 
the opinion of the trial court and the docket 
entry recording that decision are the only 
two documents of which we are aware to 
reflect the action taken by the trial judge. 
We hold that as a matter of law these 
documents do not show that the judge in 
this case had been conferred the power to 
proceed to the merits of the government’s 
motion. We find that this error alone would 
require us to vacate the district court’s 
judgment. 

We must observe at the outset that we 
have considerable sympathy for the dilem- 
ma which the trial judge faced. It is diffi- 
cult to fault him for proceeding as he did. 
All of the parties had known for months 
that January 10 was the date set for hear- 
ing on the motion for summary judgment, a 
hearing which could have disposed of the 
case on the merits. Yet, two of the parties 
saw fit to wait until the morning of the 

January 10 hearing to commence the invol- 
untary bankruptcy proceedings and then 
take advantage of that action at the hearing. 
It is not surprising that their efforts were 
not met with great enthusiasm by the trial 
judge. Nevertheless, bankruptcy petitions, 
whether voluntary or involuntary, are never 
filed unless the petitioner perceives some 
benefit from the act, and we believe that 
the creditors’ motivation in this case is 
neither worse nor better than that which 
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normally triggers such filing. However 
frustrating the creditors’ timing might have 
been, we are unable to agree with the inno- 
vative method of dealing with this dilemma 
described in the district court’s opinion. In 
our view, the district court’s action short- 
circuits the orderly procedure for the ad- 
ministration of bankruptcy stays by failing 
to recognize the legal effect of both the 
filing of the involuntary bankruptcy pro- 
ceedings and the issuance of the automatic 
stay. 


We assume, as did the parties and the 
trial judge, that the involuntary bankruptcy 
petition was in fact filed. Yet, in our view, 
the fact that bankruptcy proceedings are 
pending in a specific United States district 
court does not confer upon any judge sitting 
in that court the right to lift an automatic 
stay as to any other proceedings before 
him. The Bankruptcy Act and rules care- 
fully set forth the procedures for the ad- 
ministration of bankruptcy proceedings. 
The stay provisions of section 362 are auto- 
matic and self-operating and those who 
have knowledge of the pendency of a bank- 
ruptcy action and stay are bound to honor 
the stay unless and until it is properly lifted. 
See Clay v. Johns-Mansville Sales Corp., 722 
F. 2d 1289 (6th Cir. 1983), cert. demed, 104 
S. Cts 3537 (1984). 


It is true, as the trial judge observed, 
that Northern Pipeline Construction Company 
v. Marathon Pipe Line Company, 458 U. S. 50 
(1982), found the expanded jurisdiction 
granted bankruptcy courts under the Bank- 
ruptcy Code unconstitutional. After North- 
ern Pipeline, the Sixth Circuit adopted a 
recommended emergency rule which was in 
effect at the time of these proceedings in 
the district court. Under that rule, all bank- 
ruptcy cases were referred automatically to 
the bankruptcy court for disposition. Emer- 
gency Interim Rule § (c)(1); White Motor 
Corp. uv. Citibank, N. A., 704 F. 2d 254, 256, 
265-66 (6th Cir. 1983). The emergency rule 
also gave the district court the power to 
withdraw the reference at any time on its 
own motion. Emergency Interim Rule 
§(c)(2); White Motor Corp., 704 F. 2d at 
256, 266. However, while broad power was 
given the district court to withdraw the 
reference to a bankruptcy judge, we see 
nothing in the interim rule or in the Bank- 
ruptcy Code which could ever be construed 
as authorizing the continuation of the in- 
terpleader suit without some appropriate 
action having first been taken in the bank- 
ruptcy case itself. See 2 Collier on Bank- 
ruptcy J 362.08 (15th ed. 1984) ; see also In re 
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Nashville White Trucks, Inc., 731 F. 2d 
376, 378 (6th Cir. 1984). In our view, the 
trial judge in these proceedings was in a 
position no different from that of any judge 
presiding in any other pending federal, 
state, or local court proceedings which 
could affect the assets of the bankrupt. It 
certainly cannot seriously be claimed that 
were such a suit pending in another district 
court or in a state court, the judge of that 
court could proceed to decide that suit on 
the merits without a motion to lift the stay 
under 11 U. S. C. § 362(d) having first been 
filed in the bankruptcy proceeding itself. 


In addition, the district court’s assump- 


tion of jurisdiction over the bankruptcy 
proceeding was improper under the bank- 
ruptcy procedure rules then in effect. 
While the emergency interim rule author- 
ized the district court to withdraw the 
reference to the bankruptcy judge, the 
rule also provided that once withdrawn, 
the matter “shall be reassigned to a district 
judge in accordance with the court’s usual 
system for assigning civil cases.” Emer- 
gency Interim Rule § (c)(2); White Motor 
Corp., 704 F. 2d at 266. Under the local 
rules of the district court, the withdrawn 
bankruptcy proceeding should have been 
assigned to a district judge on a random 
selection basis. M. D. Tenn. Local Ct. R. 6. 
The district judge here did not have the 
authority to assign the bankruptcy action 
to himself in violation of these procedural 
rules, 


We, therefore, believe that the trial judge 
was without power to proceed, at least 
based on our understanding of the record. 
Accordingly, we vacate the judgment of the 
district court and remand for such further 
proceedings as may be appropriate. Be- 
cause of our own lack of record, we are 
unable to finally determine the effect of the 
involuntary proceedings on the power of 
the district judge to proceed in the inter- 
pleader action. 


III. 


Having concluded that under the facts 
as we know them the district judge was 
without power to ken the, merits of the 


At the same time, our jurisdiction over. 
the appeal is unquestioned. A timely appeal 
has been taken from an appealable final 
judgment, and the power of our court under 
these circumstances is plenary, at least to 
the extent we see fit to exercise it. See 
generally 9 J. Moore, B. Ward & J. Desha 
Lucas, Moore’s Federal Practice { 110.25[1] 
(2d ed. 1983), and cases cited therein. 
Thus, in Alexander v. Aero Lodge, 565 F. 2d 
1364, 1370 (6th Cir. 1977), cert. denied, 436 
U. S. 946 (1978), we held that once a court 
of appeals has jurisdiction under 28 U. S. C. 
§ 1292(a)(1) to review an interlocutory 
order of the trial court granting injunctive 
relief, it also possesses the power to reach 
other questions not directly involved in the 
propriety of the injunction itself. See also 
Curran v. Merrill Lynch, Pierce, Fenner and 
Smith, 622 F. 2d 216, 230 n.17 (6th Cir. 
1980), aff'd on other grounds, 456 U. S. 353 
(1982). Citing Mercury Motor Express, Inc. 
v. Brinke, 475 F. 2d 1086, 1091 (5th 
Cir. 1973), we held that the rule limiting 
review to the narrow questions raised on 
appeal was “one of orderly judicial admin- 
istration and not a limit on jurisdictional 
power.” Alexander v. Aero Lodge, 565 F. 2d 
at 1370. Because we believe that the district 
court erred in its interpretation of 31 U.S. C. 
§ 3713(a)(2).and that such an interpretation 
uncorrected would most likely result in a 
continuation of error on remand and, thus, 
unnecessarily prolong this litigation, we 
address that issue. 


The federal insolvency statute, 31 U. S. C. 
§ 3713, provides in part: 


(1) A claim of the United States Gov- 
ernment shall be paid first when— 


(A) a person indebted to the Govern- 
ment is insolvent and— 


(i) the debtor without enough property 
.to pay all debts makes a voluntary assign- 
ment of property; 

(it) property of the debtor, if absent, 
is attached; or 

(iii) an act of bankruptcy is committed ; 
or 
(B) the estate of a deceased debtor, 
in the custody of the executor or admin- 


istrator, is not enough to pay all oopre 
of the debtor. 


acl?) This subsection does not apply to a 
case under title 11. 
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The Federal Priority in Insolvency: Proposals 
For Reform, 70 Mich. L. Rev. 3 (1971); see 
also Kennedy, The Relative Priority of the 
Federal Government: The Pernicious Career 
of the Inchoate and General Lien, 63 Yale 
L. J. 905 (1954). 


The government and the other parties all 
appear to agree that the government is in 
a considerably stronger position under the 
insolvency statute than it is under the 
priorities established in the Bankruptcy 
Code at 11 U. S. C. §§ 545, 724. The gov- 
ernment’s first argument is, therefore, that 
the insolvency siatute is applicable here 
despite its subsection 2 because an inter- 
pleader action is not a “case under Title 
11.” The district judge agreed. As we 
understand it, the government allows that 
the priorities of the Bankruptcy Code may 
have applied had no interpleader action 
been pending when the involuntary bank- 
ruptcy petition was filed. The government 
argues, however, that because the inter- 
pleader action was pending, this is not a 
“case under Title 11.” Presumably, the 
government’s contention is that the only 
“case under Title 11” is the involuntary 
bankruptcy proceeding itself and that any 
other litigation which involves assets of 
the debtor and for which the automatic 
stay has been lifted would continue to be 
governed by the insolvency statute. Fur- 
ther, the government asserts that because 
its claim and the claims of the other cred- 
itors exceed the $150,000 involved here, 
there is no conceivable circumstance in 
which those monies could be potentially 
available for use in the administration of 
the bankruptcy estate. Section 362(d) of 
the Bankruptcy Code provides: 


On request of a party in interest and 
after notice and a hearing, the court shall 
grant relief from the stay provided under 
subsection (a) of this section, such as by 
terminating, annulling, modifying, or 
conditioning such stay— 

(1) for cause, including the lack of 
adequate protection of an interest in 
property of such party in interest; or 


(2) with respect to a stay of an act 
against property, if— 

(A) the detbor does not have an equity 
in such property; and 


(B) such property is not necessary to 
an effective reorganization. 


11. USS."C.-§°362(d): 


In the government’s own words: 


Thus, under the terms of the statute, — 


relief from the stay is authorized in cir- 
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cumstances in which the debtor has no 
equity in the property and the property 
is not necessary for an effective reor- 
ganization. 


. .. Because the bankruptcy case is a 
liquidating proceeding, there can be no 
question concerning whether the pay- 
ments under the contract that are in- 
volved here were needed for an effective 
reorganization. There is to be no reor- 
ganization. Furthermore, it cannot be 
doubted that the taxpayer has no equity 
in the property. The tax liens in this 
case secured a claim stipulated to be at 

' least $500,000, a sum far in excess of the 
$150,000 available for distribution in this 
interpleader action. In short, relief from 
the automatic stay was clearly justified in 
this case. Having granted relief from the 
stay, the District Court correctly recog- 
nized that the issues in the interpleader 
action should be determined under ap- 
plicable non-bankruptcy law. 


Brief for Appellee United States of America 
at 36 (footnote omitted). 


While the government’s position is not 
altogether implausible, the argument does 
not adequately take into account the specific 
amendment by Congress in 1978 which 
added the language now found in subsec- 
tion 2 of section 3713(a). That language 
and what little statutory history we have 
found all point unmistakably to the purpose 
of section 3713(a)(2). 


All parties concede that the reference to 
Title 11 (as contrasted to Chapter 11) is 
a reference to the Bankruptcy Code in 
general. The language referring to Title 
11 was added to the insolvency statute by 
amendment as part of the Bankruptcy Re- 
form Act of 1978, H. R. 8200, 95th Cong., 
2d Sess. § 322(a) (1978). It was one of 36 
sections which amended laws other than 
the bankruptcy statute itself. See H. R. 
8200, 95th Cong., 2d Sess. §§ 301-38 (1978). 
The primary purpose of those amendments 
was to bring all adjudications of relative 
priorities in an insolvent’s property within 
the bankruptcy proceeding. As the House 
Report states: 

Title III of H. R. 8200 contains 36 
sections amending other laws of the 
United States. The general policy fol- 
lowed in title III is to eliminate any 
special treatment of bankruptcy found in 
those other laws. Special treatment under 
current laws takes several forms. First, 
some laws prescribe perferential treatment 
of certain claims or creditors in bank- 
ruptcy cases, or grant priorities to cer- 
tain claims or creditors. These special 
priorities and preferences are inconsistent 
with bankruptcy policy, which prescribes 
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equality of distribution for all creditors. 
When an insolvent estate is liquidated 
and the proceeds distributed under the 
bankruptcy laws, myriad other laws that 
reorder the priorities fixed in the bank- 
ruptcy code create confusion and unfair- 
ness. It is necessary to bring all of the 
competing claimants into the same form 
[sic] for a determination of the ap- 
propriate distribution of limited assets. 
Equality of distribution is the rule in 
bankruptcy, and supported by long years 
of strong bankruptcy policy. The bank- 
ruptcy code makes exceptions for certain 
classes of claims, but these exceptions are 
based on a weighing of all competing 
interests in the bankruptcy arena. Other 
laws that grant priorities do so at the 
expense of other creditors and to the 
detriment of the orderly liquidation and 
distribution of a bankrupt estate. Thus, 
the bill, in the interest of a coherent bank- 
ruptcy ‘policy, eliminates special priorities 
found in other laws and brings all priortties 
into the bankruptcy code itself. 


H. R. Rep. No. 595, 95th Cong., 2d Sess. 
285, reprinted in 1978 U. S. Code Cong. & 
Ad. News 5963, 6241-42 (emphasis added). 


The House Report further indicates that 
Congress specifically considered the im- 
pact of the new Bankruptcy Code on the 
special priorities granted the government 
in various statutes and decided that even 
those priority claims must be decided under 
the Bankruptcy Code; the Report provides: 


The priority most frequently appear- 
ing in other laws is a priority for the 
United States for nontax claims. These 
claims include contract and tort claims, 
and loan repayment claims. There have 
been steady calls for the elimination or 
reduction of the nontax priority of the 
United States, especially in bankruptcy 
cases, where the priority is exercised at 
the expense of other creditors of the 
bankrupt. This bill makes the priorities 
of the United States for nontax claims 
inapplicable in bankruptcy cases by 
amendments to the other laws of the 
United States that grant the priority. 


H. R. Rep. No. 595, 95th Cong., 2d Sess. 
285, reprinted in 1978 U. S. Code Cong. & Ad. 
News 5963, 6242 (footnote omitted). In 
this case a tax claim of the United States 
is involved; therefore, the above-quoted 
S not directly on “point. How- 


evaluated under the specific Bankruptcy 
Code provisions dealing with lien and tax 
lien priorities. See 26 U. S. C. § 6326(3); 
11 U. S. C. 88 545, 724. Thus, the legisla- 


tive history shows that as part of the en- 


actment of the Bankruptcy Reform Act, 
Congress deliberately changed the existing 
priorities among competing creditors who 
asserted interests in the property of the bank- 
rupt, including the priorities given govern- 
ment claims, and brought the adjudication 
of those priorities into the bankruptcy forum. 


The determination of those priorities 
must be considered in light of the overall 
objectives evident in the substantial revi- 
sions which took place in the area of the 
rights of creditors and debtors under that 
law as discussed in the above-cited House 
Report. The revisions were substantial, im- 
portant, and carefully considered even 
though in some aspects they did not pass 
constitutional muster. See Northern Pipeline 
Construction Company v. Marathon Pipe Line 
Company, 458 U. S. C. (1982). It is ap- 
parent that although the Supreme Court 
and federal courts generally were concerned 
about the constitutionality of employing 
bankruptcy judges who do not enjoy 
Article III status, those courts were none- 
theless vitally interested in upholding in 
other respects Congress’ objectives in pass- 
ing the bankruptcy reform law. The courts 
believed that the Bankruptcy Code was the 
result of extensive investigation over a long 
period of time and should be accorded its 
full meaning to the extent lawfully possible. 
We believe that in few cases has the 
Supreme Court striven so carefully to avoid 
striking down an entire statute where a 
part of it is found unconstitutional. Also, 
the efforts of the Supreme Court and of the 
courts of appeals to enact interim rules to 


permit the orderly administration of bank-. 


rupt estates during the resolution of the 
constitutional issue stand as strong evi- 
dence of the courts’ desire to accord as 
much meaning as practically possible to the 
intent of Congress. We can only read sub- 
section 3713(a)(2) as evidencing an intent 
by Congress that whatever rights the 
United States had under the insolvency 
statute, those rights were to cease and be 
replaced by bankruptcy priorities when the 
bankruptcy ee ae pad es 
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this appeal. First, over the objections of 
Gallo and Richard, the government asks us 
to consider its argument that the debt owed 
by NLT was contingent when Gallo and 
Richard claim to have perfected their liens. 
_ The government contends that NLT’s debt 
was contingent when the liens were per- 
fected and even when the interpleader ac- 
tion was commenced, because at that time 
NLT’s obligation to pay the monies was 
not fixed but, instead, was wholly con- 
tingent on NLT’s retained right to with- 
hold funds if Capital had not met certain 
continuing contractual obligations. Gallo 
and Richard assert that the facts surround- 
ing this circumstance were not contained 
in the parties’ stipulation filed in the dis- 
trict court, and they sought (improperly 
we believe) to supplement the record on 
appeal in an attempt to prove contary facts. 
Since we vacate the proceedings of the dis- 
trict court it is not necessary for us to 
address this question. Presumably whoever 
is ultimately charged with the decision on 
the priorities issue will have a right to 
reconsider this issue. 


For their part, Gallo and Richard claim 
that the federal insolvency statute was 
never intended to resolve the claims of 
creditors asserting secured interests in the 
same property on which the government has 
sought to enforce its lien. They argue that 
outside of bankruptcy, the federal insol- 
vency statute was applied almost exclusively 
to insolvent decedents’ estates or general 
assignments for the benefit of creditors, 
general receiverships, liquidations and com- 
parable collection proceedings, see Plumb, 
The Federal Priority in Insolvency: Proposals 
For Reform, 70 Mich. L. Rev. 3, 13-14 
(1971), and not to resolve the issue of 
priorities between competing lien-holders, 
see Kennedy, The Relative Priority of the 
Federal Government: The Pernicious Career 
of the Inchoate and General Lien, 63 Yale 
L. J. 905, 907-08 (1954). These are ques- 
tions which we need not address here in 
view of our determination that Congress’ 
intent was to limit the application of the 
insolvency statute where the specific pro- 
visions of the bankruptcy statute have been 
triggered by the filing of a bankruptcy 
action. 


Likewise, we do not endeavor to resolve 
here the many arguments raised by each of 
the competing claimants concerning the 
relative merits of its particular right to the 
proceeds. We do, however, make certain 
comments as to some of the considerations 
which may affect the further progress of the 
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case in the hope that they will be of some 
use to the district court. 


We find unpersuasive the government’s 
assertion that because it claims an over- 
riding lien in all of the proceeds, the monies 
paid into the court’s registry were somehow 
robbed of their character as property of the 
debtor and were, thus, not subject to the 
Bankruptcy Code with respect to their 
proper disposition. A similar claim was 
made by the government under somewhat 
similar conditions in United States v. Whit- 
ing Pools, Inc. [83-1 ustc J 9394], 462 U. S. 
TOSS son Cteaz000. (1983). here athe 
Supreme Court held that under section 
542(a) of the Bankruptcy Reform Act of 
1978, 11' U. S. C. § 542(a), an entity who 
was in possession of the debtor’s property 
was obliged to deliver that property to the 
bankruptcy trustee after bankruptcy was 
filed. 462 U. S. at 1 LOSS. Ct. ate 23147 
In that case the IRS had seized the debtor’s 
property to satisfy a previously filed tax 
lien before the debtor filed a Chapter 11 
petition. The Court found that the IRS 
was required to surrender the seized prop- 
erty to the trustee so that it could be ad- 
ministered as part of the debtor’s estate. 
462 U.S._at lOSeSeCtpat Zo 14s 


In this case, it cannot be doubted, we 
believe, that had NLT not commenced the 
interpleader action but rather delivered the 
monies due to a trustee in bankruptcy, it 
would be discharged of further obligations 
and the monies would then be subject to a 
judicial determination of their ownership 
within the context of the Bankruptcy Code. 
When plaintiff NLT, instead, paid the sums 
due into the registry of the district court, 
the clerk of that court became the custodian 
of that property and was charged to hold 
it until the court properly directed how to 
dispose of it. In that sense the clerk was 
acting much like a trustee in bankruptcy. 
Thus, under our interpretation of United 
States v. Whiting Pools, Inc. and the rele- 
vant statutes, once bankruptcy had inter- 
vened, the clerk of the court had a duty 
as custodian to deliver those funds as prop- 
erty of the debtor to the trustee in bank- 
ruptcy for disposition. We believe that 
the custodian would be so obligated unless 
the government had actually acquired own- 
ership of the funds prior tothe filing of the 
proceedings in bankruptcy. See United States 
v. Whiting Pools, Inc. [83-1 ustc J 9394], 462 
Liat 103 S.Ct at Z310. 


Whiting Pools could arguably be  dis- 
tinguished from the instant case, because 
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there the going-concern value (although not 
the liquidated value) of the seized property 
exceeded the amount of the tax lien. 462 
Ws Swat elOS Senet at colt: Zoom elere 
the tax lien is clearly greater in amount 
than the monies deposited in the inter- 
pleader action, and there is less justifiable 
argument that there could be anything 
available for the benefit of other creditors. 
However, the Court’s reasoning was not 
based upon this factual distinction. The 
Court notes that Congress chose to provide 
protection for secured creditors within the 
Bankruptcy Code rather than through non- 
bankruptcy remedies. 462 U. S .at ; 
103 S. Ct. at 2312-13: Indeed, the Court 
takes a very generous view of the scope 
of the property whose ownership must be 
adjudicated as part of the bankrupt estate, 
observing “Congress intended a _ broad 
range of property to be included in the 
estate. 462. U..9.at PeLOS One teat 
' 2313. In addition, the Court wrote: ‘“Noth- 
ing in the Bankruptcy Code or its legislative 
history indicates that Congress intended a 
special exception for the tax collector in 
the form of an exclusion from the estate 
of property seized to satisfy a tax lien.” 
462 U. S. at , 103 S. Ct. at 2316. Thus, 
the Supreme Court’s apparently broad hold- 
ing should not be limited to its facts, and 
distribution of the monies deposited with 
the district court should be governed by the 
Bankruptcy Code. 


The only purpose of the interpleader ac- 
tion was to determine the ownership of 
the funds, for the plaintiff therein made 
no claim to the money and did not dispute 
its legal obligation to pay. Therefore, the 
interpleader court’s only function was the 
same as that which is vested in the bank- 
ruptcy court under the Bankruptcy Code, 
that is, to determine the relative priority 
of competing claims to the fund. As stated 


[7 9231] Tim W. Foutch, Petitioner v. 


Dramell, an I. R. S. Agent, Respondents. 


“Us S. ‘District Court, Eke Dist. Mich., 
5 baie sie 


earlier, the constitutional requirement that 
this function be performed by an Article 
III judge rather than a bankruptcy judge 
does not, in our judgment, impair the cen- 
tral purpose and plan of the bankruptcy 
statute. The fact that the interpleader ac- 
tion was pending in the same district court 
in which the bankruptcy proceedings were 
filed tends to blur but does not remove the 
distinctions between the forums, distinc- 
tions which would otherwise have been so 
apparent had the interpleader action been 
pending in a state court or a different 
United States district court. We further 
observe, if only tentatively, that where, as 
here, there are competing, claims to the 
property of a bankrupt, it was Congress’ 
probable intent to allow the adjudication 
of such competing claims and priorities 
under the Bankruptcy Act within the frame- 
work of the bankruptcy proceedings them- 
selves to the extent that they constitutionally 
could be heard. However, that adjudication 
probably must be heard by an Article III 
judge, unless the parties stipulated other- 
wise, or in some other proceeding consistent 
with Northern Pipeline. We think, therefore, 
the court and the parties must carefully 
consider whether any further purpose would 
be served by continuing the independent 
interpleader action, especially as the sole 
function of that action is to resolve disputes 
which Congress contemplated would be 
adjudicated during the course of bankruptcy 
proceedings once they were instituted. We 
pass no final judgment on this question 
but raise the issue as a matter warranting 
serious consideration by the parties and the 
court during the further proceedings in this 
litigation. 


Accordingly, the judgment of the district | 
court is VACATED and the cause REMANDED 
for further proceedings consistent with this 
ea 


United States of America, and Roberta J. 


‘So. Div. Civil Action ev ‘BACV- 7123-AA, 
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Tim W. Foutch, 13786 So. Dixie Hwy., LaSalle, Mich. 48145, pro per. Geneva Halli- 
day, Assistant United States Attorney, Detroit, Mich., for respondents. 


Order 


Jorner, District Judge: This is a petition 
to quash an I. R. S. summons, issued to 
the People’s Savings Bank, seeking financial 
information concerning petitioner, brought 
under 26 U. S. C. § 7609. The case is before 
the court on respondent’s motion to dismiss 
and for attorney’s fees, and on petitioner’s 
motion to continue the government’s mo- 
tion to dismiss, and for discovery. Petitioner 
has requested an oral hearing on these mo- 
tions, but the respondents have requested 
that oral hearing not be conducted. The 
court determines that it will decide these 
motions upon the papers submitted, and 
concludes that oral hearing will not be con- 
ducted, pursuant to the discretion afforded 
it by Rule 17(j) of the Local Rules of the 
United States District Court for the Eastern 
District of Michigan. 


Discussion 


Petitioner contends that the motion to 
dismiss should be continued because the 
government’s papers were served at an “un- 
deliverable address”. A review of the proof 
of service indicates that the government 
mailed copies of its answer and the motion 
to dismiss to the address given by petitioner 
in his own affidavit, which was attached to 
the petition to quash. Further, it is appar- 
ent from petitioner’s response that he has 
received copies of all the pleadings involved 
in this motion. 


Petitioner also moves for an order com- 
pelling the government to provide discovery 
of certain information, pursuant to Umited 
States v. Genser [79-1 uste J 9275], 595 F. 2d 
146 (3d Cir. 1979) and United States uv. 
Serubo [79-2 uste J 9563], 604 F. 2d 807 (3d 
Cir. 1979). Those cases established the 
right of petitioner in an action to quash 
an I. R. S. summons to discover certain 
information from the government, such as 
whether or not the I. R. S. had issued 
summonses after government agents had 
recommended criminal prosecution, and the 
dates of all summonses issued by the 
I. R. S. in connection with the investigation, 
Genser, supra at 152. 


_In 1982, Congress enacted the Tax Equity 


~and Fiscal Responsibility Act (TEFRA), 


which contained substantial modifications to 
the procedures for enforcing and challeng- 
ing an I. R. S. summons. 
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The Act also 


modified the substantive law of summons 
enforcement, providing that a summons 
issued under 26 U. S. C. § 7602 could 
appropriately seek information that was 
relevant to possible criminal violations on 
the part of the target, 26 U. S. C. § 7602(d). 
As the court noted in Godwin v. United 
States [83-1 ustc J 9379], 564 F. Supp. 1209 
(D. Del. 1983), this revision of the law 
rendered nugatory a challenge on the part 
of a target that the summons was issued 
solely to provide information for a criminal 
investigation, which stemmed from the 
Supreme Court’s ruling in United States v. 
LaSalle National Bank [78-2 ustc J 9501], 437 
U. S. 298 (1978). This court agrees with the 
Godwin court that the need for discovery 
identified in Genser, supra, and Serubo, supra, 
has been eliminated by TEFRA. 


For the foregoing reasons, the motions 
for continuance and for discovery are denied. 


Respondents’ Motions 


The government has moved to dismiss 
the petition, and for an order awarding it 
the attorney’s fees incurred in defense of 
this action. The petition relies principally 
upon petitioner’s fifth amendment right to 
be free from compulsory self-incrimination, 
which right, argues petitioner, entitles him 
to prevent enforcement of the summons 
against the custodian of his financial rec- 
ords. This argument has been conclusively 
rejected in Couch v. United States [73-1 ustc 
7 9159], 409 U. S. 322 (1973), wherein the 
Court held that a summons issued to third- 
party does not compel the person asserting 
the fifth amendment privilege to do any- 
thing, and therefore does not implicate the 
privilege whatsoever. Thus, even though 
the disclosure of documentary evidence by 
the third-party custodian may reveal infor- 
mation that will incriminate the party seek- 
ing to quash, that disclosure is not 
“compelled self-incrimination” of the target 
himself. The fifth amendment privilege does 
not provide a person with a right to ob- 
struct the collection of incriminating evi- 
dence by the government from parties other 
than the accused, but only prevents extrac- 
tion of such evidence from the accused him- 


‘self, see Couch, supra at 329. Consequently, 


the fifth amendment privilege is wholly in- 
applicable to a third-party summons en- 
forcement proceeding such as this one. | 
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The government has satisfied its prima 
facie case for enforcing the summons by 
propounding the affidavit of the investigat- 
ing agent in this case. That affidavit sets 
forth the agent’s assertions that the investi- 
gation is being conducted for a legitimate 
purpose (the calculation of petitioner’s tax 
liability for the years 1980 through 1982); 
that the data sought (signature cards, bank 
accounts, cancelled checks, savings account 
ledger cards, deposit slips, correspondence, 
and escrow items) is relevant to this pur- 
pose; that the data is not already in the 
possession of the I. R. S., and that adminis- 
trative procedures established by the Inter- 
nal Revenue Code relating to the issuance and 
enforcement of a third-party summons have 
been complied with. This showing by the 
government is all that is necessary to justify 
an order of enforcement from this court, 
unless petitioner can set forth legally suff- 
cient reasons to quash the summons, see 
United States v. Will [82-1 uste J 9216], 671 
F. 2d 938, 966 (6th Cir. 1982); Godwin v. 
United States, supra, 564 F. Supp. at 1212. 
TEFRA has been interpreted by the courts 
to permit enforcement of an I. R. S. third- 
party summons upon the government’s affi- 
davit setting forth the four elements listed 
above. Although this procedure may limit 
the target’s opportunity to conduct a poig- 
nant inquiry into the government’s motives 


for instituting the investigation, Congress 
has now struck the balance decidedly in 
favor of broadening the investigative pow- 
ers of the I. R:. S. and curtailing the oppor- 
tunity of taxpayers to challenge and delay 
a tax investigation. 


The government has further moved for 
an order awarding attorney’s fees incurred 
in defending this action. Although attor- 
ney’s fees are not recoverable absent a 
showing of bad faith or vexatious litigation 
on the part of the losing party, see, e.g. 
Aleyeska Pipeline Service Co. v. Wilderness 
Society, 421 U. S. 240 (1975); Pascoe v. 
Internal Revenue Service [84-1 ustc { 9272], 
580 F. Supp. 649 (E. D. Mich. 1984); 
Browne wv. Internal Revenue Service [83-1 
ustc { 9334], 51 AFTR 2d 83-1088 (E. D. 
N. Y. 1983), the court concludes that an 
award of attorney’s fees is appropriate in 
this matter. The petition contains a lengthy 
memorandum of law, which purports to set 
forth the controlling case law under which 
it is brought. Prominently featured in the 
memorandum is the Couch case, a cursory 


review of which would have convinced a. 


reasonable person that this action was 
groundless. 


For the foregoing reasons, the respond-. 
ents’ motion for attorney’s fees is granted. 


SO ORDERED. 
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A.. Melvin McDonald, United States Attorney, Phoenix, Ariz. 85025, James D. 
Whitney, Assistant United States Attorney, Tucson, Ariz. 85702, Jack H. Kindsvatter, 
Department of Justice, Washington, D. C. 20530, for petitioners. Donald W. MacPherson, 
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Findings of Fact and 


This Court having considered all the evi- 
Conclusions. of Law 


dence with respect to the applicable law, 


Marguez, District Judge: 
States of America submits the following 
findings of fact and conclusions of law in 


response ‘to the Court’s Order filed July Ll; 
1984. 
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The United 


and being fully advised in the premises, 
hereby makes the following Findings of 
Fact and Conclusions of Law as set forth 
below. If any finding of fact is determined 
to be more appropriately a conclusion of 
law, or vice versa, it shall be so deemed. 
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Findings of Fact 


1. Petitioner, James F. Borges, is a Rev- 
enue Agent with the Internal Revenue 
Service employed in the Examination Divi- 
sion of the Office of the District Director of 
Internal Revenue at Tucson, Arizona. 


2. The ‘respondent, Sharon Standley, 
Trustee of Catalina Leasing Organization 
and Trustee of Sucaba Enterprises Trust, 
resides at 3555 E. Hardy, Tucson, Arizona, 
which is within the jurisdiction of this 
Court. 


3. Petitioner, James F. Borges, is con- 
ducting an investigation into the tax lia- 
bility of Catalina Leasing Organization for 
the fiscal years ending September 30, 1981 
and September 30, 1982. 


4. Petitioner, James F. Borges, is con- 
ducting an investigation into the tax lia- 
bility of Sucaba Enterprises Trust for the 
fiscal years ending September 30, 1980 and 
September 30, 1981. 


5. The respondent herein is in possession 
and control of testimony and documents 
concerning the above-described investiga- 
tions. 


6. On April 20, 1983, an Internal Reve- 
nue Service summons was issued by Reve- 
nue Agent James F. Borges directing the 
respondent Sharon Standley, Trustee of 
Sucaba Enterprises Trust to appear before 
the petitioner, James F. Borges, on May 17, 
1983, at 10:00 am. at 301 W. Congress 
Street, Room 2-D, Tucson, Arizona, to 
testify and to produce for examination 
books, papers, records or other data de- 
scribed in the summons. The summons 
was served by James F. Borges by leaving 
an attested copy thereof with respondent 
on April 20, 1983. 


7. On May 17, 1983, respondent Sharon 
Standley, Trustee of Sucaba Enterprises 
Trust failed to appear in response to the 
aforementioned summons. Respondent’s 
refusal to comply with the summons con- 
tinues. 


8. On June 17, 1983, an Internal Revenue 
Service summons was issued by Revenue 
Agent James F. Borges directing the re- 
spondent Sharon Standley, Trustee of Cata- 
lina Leasing Organization to appear before 
petitioner, Revenue Agent James F. Borges, 
on July 6, 1983, at 10:00 a.m., at 301 W. 
Congress Street, Room 2-D, Tucson, Ari- 
zona, to testify and to produce for exami- 
nation books, papers, records or other data 
described in the summons. The summons 
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was served by the petitioner, James F. 
Borges, by leaving an attested copy thereof 
with Mary Lou Cednick on June 17, 1983. 


9. On July 6, 1983, the respondent 
Sharon Standley, Trustee of Catalina 
Leasing Organization failed to appear in 
response to the aforementioned summons. 
The respondent’s refusal to comply with 
the summons continues. 


10. The books, papers, records or other 
data sought by the summons are not in the 
petitioners’ possession. 


11. All administrative steps required by 
the Internal Revenue Code, 26 U. S. C,, 
for the issuance of a summons have been 
taken. 


12. The documents sought by the sum- 
monses described in paragraphs 6 and 8, are 
relevant to and can reasonably be expected 
to aid in the determination of the correct 
Federal income tax liability of Catalina 
Leasing Organization for the fiscal years 
ending September 30, 1981 and September 
30, 1982, and the correct Federal income 
tax liability of Sucaba Enterprises Trust for 
the fiscal years ending September 30, 1980 
and September 30, 1981. It was and is 
now essential to the completion of the 
investigation of said tax liabilities that the 
respondent produce the materials sought 
by the summonses. 


13. The investigation of the tax liabili- 
ties of Sucaba Enterprises Trust and Cata- 
lina Leasing Organization was not commenced 
as the result of any grand jury information. 


14. The subject summonses were issued 
as a result of the tax returns of Sucaba 
Enterprises Trust and Catalina Leasing 
Organization being computer selected for 
audit at the Ogden Service Center, Ogden, 
Utah. 


Conclusions of Law 


1. This Court has jurisdiction to enforce 
the summonses pursuant to Sections 
7402(b), 7604(a) and 7609(b)(2)(A) of the 
Internal Revenue Code of 1954 (26 U.S. C.). 


2. The subject summonses satisfy the 
requirements of United States v. Powell 
[64-2 ustc 7 9858], 379 U. S. 48, 57-58 
(1964); i.e., they: (a) were issued for a 
proper purpose; (b) seek information rele- 
vant to that purpose; (c) seek information 
not currently in the Government’s posses- 
sion; and (d) satisfy all of the administra- 
tive steps regarding the service and issuance 
of a summons. : 
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3. The purposes of the examinations are 
to determine the federal tax liabilities, if 
any, of Catalina Leasing Organization and 
Sucaba Enterprises Trust. Such purposes 
are authorized by Sections 7602(a) and 
7602(b) of the Internal Revenue Code. 


4. Catalina Leasing Organization and 
Sucaba Enterprises Trust are “organized 
institutional activities’ which preclude a 
personal Fifth Amendment assertion. Bellis 
v. United States, 417 U. S. 85 (1974). See, 
also, United States v. Alderson [81-1 ustc 
7 9478], 646 F. 2d 421, 422 (9th Cir. 1981). 


5. Respondent holds the trust records 
of Catalina Leasing Organization and Su- 
caba Enterprises Trust in a representative 
capacity with fiduciary duties imposed by 
State law. Az. Rev. Stat. Ann. Sections 
14-7301, et seq. 


6. The summoned trust records of Cata- 
lina Leasing Organization and Sucaba En- 
terpries Trust are records of an independent 
collective entity existing apart from the 
trustee, Sharon Standley, thereby preclud- 
ing an assertion of a personal Fifth Amend- 
ment privilege as a defense to summons 
enforcement. Watson v. Commissioner [82-2 
ustc J 9652], 690 F. 2d 429 (5th Cir. 1982); 
United Sttaes v. Harrison [81-2 ustc § 9507], 
653 F. 2d 359 (8th Cir. 1981); In re Grand 
Jury Proceedings (Barbara Hutchinson), 633 
F. 2d 754 (9th Cir. 1980). 


7. Proceedings in the United States Tax 
Court do not extinguish the Commissioner 
of Internal Revenue’s summons power. 
United States v. Harrison [81-2 ustc J 9507], 
{ 9733], 420 F. 2d 845 (5th Cir. 1969). See, 
also, National Plate Window Glass Co. v. 


United States [58-1 ustc 9421], 254 F. 2d 
92 (2d Cir. 1958), cert. denied, 358 U. S. 
822 (1958). 

Order 


This matter having been considered and 
the Court having entered findings of fact 
and conclusions of law, IT IS THERE- 
FORE 

ORDERED, ADJUDGED and DECREED 
that Sharon Standley appear before Rev- 
enue Agent James F. Borges, or his desig- 
nated representative, at 9:00 am. on 
December 21, 1984, at 301 W. Congress, 
Room 2-D, Tucson, Arizona, then and 
there to be sworn, to give testimony, and 
to produce for examination and copying 
the books, records, papers and other data 
demanded by the summonses served upon 
her on April 20, 1983, and June 17, 1983, the 
examination(s) to continue from day to 
day until completed. 


Order 


On September 26, 1984, this Court or- 
dered that respondent has until October 
15, or 10 days after the Frederick Shaffer 
deposition in which to present further evi- 
dence of grand jury abuse to this Court. 


On motion by respondent for further 
discovery, or in the alternative, for in 
camera inspection and the Government’s 
motion for protective order, this Court 
finds that respondent has not presented 
further evidence of grand jury abuse and it 
is, therefore, ORDERED that respondent’s 
motion for further discovery, or in the 
alternative, for in camera inspection is 
DENIED and that the Government’s mo- 
tion for protective order is GRANTED. 


[9233] The Northwestern Mutual Life Insurance Company v. The United States. 
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Life insurance companies: Investment expenses: State taxes paid: Method of alloca- 
tion.—The taxpayer, a mutual life insurance company, was entitled to deduct a portion 
of its state income or excise taxes as general expenses included in investment expenses 
under Code Sec. 804(c) (as in effect for tax years 1971-1976). The taxes were not de- 
ductible in full as investment expenses because, although the taxes were measured solely 
on the basis of the taxpayer’s net investment income, the taxes were paid for the privilege 


‘of conducting business or earning income within the state (Florida, Illinois, Minnesota, 
ey and thus were paid for the benefit of more than just the investment 
‘state taxes as general expenses could be in part allocated 


estment oa et by multiplying the 
gross investment 
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Opinion 


MarcOoits, Judge: This case is before this 
Court on cross-motions for partial sum- 
mary judgment,’ submitted with oral argu- 
ment. The plaintiff, Northwestern Mutual 
Life Insurance Company, a life insurance 
company taxable under sections 801-820 of 
the Internal Reyenue Code,’ seeks to re- 
cover approximately two million dollars 
of alleged overpayments of federal income 
taxes, plus assessed and statutory interest, 
for the taxable years 1971-76. In each of 
these years, the plaintiff paid state income 
or excise taxes to Florida, Illinois, Minne- 
‘sota and New York. Subsequently, in com- 
puting its federal tax liability, the plaintiff 
deducted these state taxes as investment 
expenses under I. R. C. § 804(c). The 
Commissioner of Internal Revenue disal- 


lowed these deductions. The issue pre- 
sented is whether the state taxes paid are 
deductible under I. R. C. § 804(c)(1) either 
as investment expenses or as general ex- 
penses in part assigned to or included in 
the investment expenses, or whether they 
must be deducted under I. R. C. § 809(d) 
as other deductions. 


Facts 


The plaintiff, a Wisconsin corporation, 
is a mutual life insurance company which 
conducts business in all fifty states and the 
District of Columbia. Consequently, the 
plaintiff is subject to various state taxes. 
During the years in issue, the plaintiff de- 
ducted as investment expenses the following 
amounts of Florida, Illinois, Minnesota and 
New York state taxes it paid: 


1971 1972 1973 1974 1975 1976 
Eee ae 4 $371,545.93 $414,380 $486,913.11 $494,258.85 $439,007 $619,439 
Dee ek cea —_— —— 285,538.46 174,823.70 115,384 271,801 
NYO). 2283 — — — 292,000 411,129.59 462,630 
MN fest: — — — — a 96,422 


The Commissioner of Internal Revenue 
disallowed the plaintiff’s treatment of the 
state taxes and required the plaintiff to 
deduct them as “other deductions” under 


I. R. C. § 809(d) (12).? 


A summary of the state tax provisions 
under which the above liabilities arose 
follows. 


Illinots. Ulinois imposes a tax “measured 
by net income” for “the privilege of earn- 
ing or receiving income” in the state. III. 
Ann. Stat. ch. 120, §2-201(a) (Smith-Hurd 
1970). The tax is in addition to any other 
Illinois occupation or privilege tax. Jd. In 
the case of corporations, the tax is 4% of 
the taxpayer’s net income for the taxable 
year. The taxpayer’s net income for the 
taxable year is that portion of the taxpayer’s 
federal taxable income apportioned to the 
state using the appropriate apportionment 
formula. Jd. at § 2-202(a). 


For life insurance companies, the federal 
income base which is apportioned to Illinois 
is the company’s life insurance company 


taxable income (LICTI) under I. R. C. 
§ 802. Id. at § 2-203(d)(2)(A). The LICTI 
is apportioned to Illinois using the follow- 
ing formula: direct premiums written in 
Illinois upon property or risk there divided 
by direct premiums written upon property 
or risk everywhere. Id. at § 3-304(b)(1). 
The formula yields a fraction which is 
multiplied against LICTI to determine the 
Illinois net income for the taxable year 
subject to the 4% tax. : 


Illinois also imposes a privilege tax on 
foreign insurance companies equal to two 
percent of net taxable premium income. 
Illinois allows insurance companies to 
credit state income tax payments against 
the privilege tax. Ill. Ann. Stat. ch. 73, 


§409(1) & (2)(b) (Smith-Hurd Cum. 
Pocket Part 1982-83). 
Florida. The Florida taxing scheme is 


substantially the same as that of Illinois. 
The tax—5% of the taxpayer’s net income 
for the taxable year—is imposed for “the 
privilege of conducting business, earning or 


1 All other issues, however, have been settled 
or resolved. 

2 All statutory references are to the Internal 
Revenue Code of 1954, as amended, 26 U. S. C. 
(I. R. C.), unless otherwise indicated. 
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3T. R. C. § 809(d)(12) was renumbered as 
I. R. C. § 809(d) (11) by the Tax Reform Act of 
1976, Pub. L. No. 94-455, § 1901(a) (98) (B) (i), 90 
Stat. 1520, 1781. 
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receiving income in [Florida], or being a 
resident or citizen of [Florida].” Fla. Stat. 
Ann. § 220.11 (West Cum. Pocket Part 
1983). 


Florida apportions LICTI to the state 
through the following formula: direct pre- 
miums written upon properties and risks in 
Florida divided by direct premiums written 
upon properties and risks everywhere. Id. 
at § 214.72(1) (a). 


Florida also imposes a premium tax 
based on gross receipts from life policies 
covering Florida residents and on gross re- 
ceipts on annuity contracts paid by holders 
within Florida. Florida allows insurance 
companies to credit income tax payments 
against the premium tax. Jd. at § 624.509(4) 
(1972). 


New York. New York imposes a tax for 
“the privilege of exercising [a] corporate 
franchise, or of doing business, or of em- 
ploying capital, or of owning or leasing 
property in [the] state ... or of maintain- 
ing an office in [the] state....”’ N. Y. Tax 
Law § 1501(a) (McKinney 1975). For the 
years in issue, the tax imposed on the plain- 
tiff was four-tenths of a mill for each dollar 
of the portion of the taxpayer’s subsidiary 
capital allocated to the state plus 4.5 per- 
cent of the taxpayer’s net income allocated 
to New York. See id. at § 1502(a) (1) & (b). 
The plaintiff's net income allocated to New 
York was its LICTI, allocated to the state 
using a weighted-average, two-factor form- 
ula: (1) New York premiums for the tax- 
able year divided by total premiums for the 
taxable year, and (2) wages, salaries, com- 
pensation and commissions for the taxable 
year paid to employees, agents and repre- 
sentatives of the taxpayer within New York 
divided by the wages, salaries, compensa- 
tion and commission for the taxable year 
paid to all of the taxpayer’s employees, 
agents and representatives. Jd. at § 1504(a). 


Minnesota. Minnesota imposes an excise tax 
on corporations, measured by the “taxable 
net income for the taxable year,” for “the 
grant to [the corporation] of the privilege of 
transacting or for the actual transaction” of 
business within the state. Minn. Stat. Ann. 
2 (West 1962 and eg Cum. pest 


: . the. arated 


year begins with a tax base of the net in- 
come “that [the taxpayer] would be re- 
quired to return” to the United States if 
the Revenue Act of 1936 were in effect. Id. 
at § 290.35. This tax base is apportioned 
to the state using the following formula: 
gross premiums collected from old and new 
business within the state divided by total 
gross premiums collected on entire old and 
new business. Jd. 


‘Minnesota also imposes a premium tax 
on foreign insurance companies. Minnesota 
allows life insurance companies to credit 
any premium taxes paid during each year 
against the net income tax. Jd.. at 
§ 290.06(3f) (6). ; 


Discussion 


From 1921 until the enactment of the 
Life Insurance Company Income Tax Act 
of 1959, Pub. L. No. 86-69, 73 Stat. 112 
(26 U. S. C. §§ 801-820) (the 1959 Act), life 
insurance companies were taxed only on 
their net investment income; no tax was 
imposed on their underwriting income. 
Massachusetts Mutual Life Insurance Com- 
pany v. Umited States [84-2 ustc J 9572], 5 
Cl. Ct. 581 (1984); American National In- 
surance Co. v. United States [82-2 ustc 
7 9597], 231 Ct. Cl. 604, 607, 690 F. 2d 878, 
881 (1982). The 1959 Act subjected all the 
income of a life insurance company to tax 
by imposing a tax on “life insurance com- 
pany taxable income” Gee lpalsemles 
§ 802(a). 


Simply stated,* LICTI is determined on 
the basis of the so-called three-phase com- 
putation. Id. at § 802(b). 


Phase I is “taxable investment income 
. or if smaller, the gain from opera- 
tions... .«, da at S$ S02(b) (CL). Li-eain 
from operations is smaller than taxable 
investment income, the company is taxed 
only on the phase I amount. If gain from 
operations exceeds taxable investment in- 
come, phase II adds 50% of that excess 
to the amount taxable in phase I. Id. at 
§ 802(b)(2). Phase III is not relevant to 
this case. 


This dissae concerns whether dha state 
taxes are deductible in determining taxable 
investment income or whether they must be 
deducted in determining gain from opera- 
i wee deduction under taxable invest- 
is significantly more valuable 
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to the plaintiff than is a deduction under 
gain from operations. 


Taxable investment income is defined in 
I. R. C. § 804. A major component of tax- 
able investment income is investment yield, 
which is composed of gross investment in- 
come less the deductions enumerated in 
I. R. C. § 804(c). One of these deductions 
is for “investment expenses.” Id. at 


§ 804(c) (1). 


The investment expenses deduction of 
I. R. C. § 804(c)(1) includes two distinct 
types of expenses: investment expenses, 
which are fully deductible, and general 
expenses, which are only partially in-. 
cluded in the investment expenses based 
on the extent to which they benefit the in- 
vestment department. A limitation on total 
I. R. C. §804(c)(1) deductions applies 
whenever any general expenses are in- 
cluded in the investment expenses. I. R. C. 
§ 804(c) (1). 


The statute does not define the terms 
“investment expenses” or “general ex- 
penses.”’ The Treasury Regulations pro- 
vide that investment expenses are “those 
expenses of the taxable year which are 
fairly chargeable against gross investment 
income.” Treas. Reg. § 1.804-4(b)(1) (i). 
Furthermore, all I. R. C. §804(c) deduc- 
tions must “relate” to investment income 
and may not be “disallowed by any other 


provision of subtitle A of the Code.” Treas. 


Reg. § 1.804-4(a). The regulations give as 
examples of investment expenses “salaries 
and expenses paid exclusively for work in 
looking after investments, and amounts ex- 
pended for printing, stationery, postage, 
and stenographic work incident to the 
collection’ of ~ interest.’ Treas. Reg. 


§ 1.804-4(b) (1) (i). 


The Treasury Regulations also illuminate 
the term “general expenses.” 


As used in section 804(c)(1), the term 
“seneral expenses” means any expense paid 
or incurred for the benefit of more than 
one department of the company rather than 
for the benefit of a particular department 
thereof. For example, if real estate taxes, 
depreciation, or other expenses attributable 


to office space owned by the company 
and utilized by it in connection with its 
investment function are assigned to in- 
vestment expenses, such items shall be 
deductible as general expenses assigned 
to or included in investment expenses. 
. .. Similarly, if an expense, such as a 
salary, is attributable to more than one 
department, including the investment de- 
partment, such expense may be properly 
allocated among these departments. If 
such expenses are allocated, the amount 
properly allocable to the investment de- 
partment shall be deductible as general 
expenses assigned to or included in invest- 
ment expenses. .. . Investment expenses 
do not include Federal income and excess 
profits taxes, if any. 


Treas. Reg. § 1.804-4(b)(1) (ii) (emphasis 
added). 


In a seminal case, New World Life In- 
surance Co. v. United States [40-2 ustc 
7 9832], 88 Ct. Cl. 405, 26 F. Supp. 444 (1939), 
aff'd per curiam, [39-1 ustc 9348] 311 
U. S. 620 (1940), the United States Court 
of Claims defined investment expenses as 
expenses “directly relating to and entirely 
incurred in the maintenance and operation 
of the investment department.” Jd. at 
432-33, 26 F. Supp. at 458.° General ex- 
penses which may be included in part in 
the investment expenses are those expenses 
that “might, with some degree of reason- 
ableness, be said to have some direct rela- 
tionship to the investment department and 
also to be reasonably susceptible of division 
and assignment in part to the different de- 
partments of the business.’”’ Jd. at 435, 26 
F. Supp. at 459. Accord Union Central Life 
Insurance Co. v. United States [83-2 ustc 
7 9609], 720 F. 2d 420, 423 (6th Cir. 1983). 


The courts and commentators have long 
recognized that taxes paid by a life in- 
surance company may qualify as either 
investment expenses or general expenses in 
part assigned to the investment department, 
provided the required nexus between the 
tax and the investment department is es- 
tablished. In New World, the Court of 
Claims stated that “[a]mong other ex- 
penses of a general nature which could with 
equal facility be apportioned and assigned 


5 As will be shown, gain from operations 
ordinarily cannot be less than taxable invest- 
ment income minus $250,000. In each year at 
issue, the plaintiff's gain from operations was 
at this minimum amount. Thus an additional 
deduction under gain from operations would 
have been of no value to the plaintiff. An addi- 
tional deduction under taxable investment in- 
come, however, would have enabled the plain- 
tiff to reduce its gain from operations by a like 
amount provided an additional deduction under 
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gain from operations was available. Typically, 
the additional deduction under gain from oper- 
ations would be dividends paid to policyholders. 
6 Although New World was decided long be- 
fore the 1959 Act was enacted, the parties agree 
that the case remains applicable. While the 
1959 Act substantially changed the overall tax- 
ing scheme for life insurance companies, the 
treatment of investment expenses has largely 
remained unchanged since 1921. See Massachu- 
setts Mutual, 5 Cl. Ct. at 587-89. ; 
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in part to the investment department, the 
following must be mentioned: . . . (10) 
license fees paid to various states for the 
privilege of doing business therein.” 88 
Ct. Cl. at 435 n. 11, 26 F. Supp. at 459 n. 11. 
See Union Central, 720 F. 2d at 424. See 
also Liberty Life Insurance Co. v. Umited 
States [79-1 ustc $9259], 594 F. 2d 21, 24 
(4th Cir.) cert. denied, 444 U. S. 838 (1979) ; 
8 Mertens, The Law of Federal Income Taxa- 
tion § 44.38 (Rev. 1978). 


Although the wording of the state tax 
statutes at issue varies, each state imposed 
the tax for the privilege of conducting 
business or earning income within the state. 
Ill. Ann. Stat. ch. 120, § 2-201(a) (Smith- 
Hurd 1970); Fla. Stat. Ann. § 220.11 (West 
Cum. Pocket Part 1983); N. Y. Tax Law 
§1501(a) (McKinney 1975); Minn. Stat. 
Ann. § 290.02 (West 1962 and West Cum. 
Pocket Part 1983). By enabling the plain- 
tiff to conduct business within the states, 
the taxes were “paid or incurred for the 
benefit of more than one department of the 
company rather than for the benefit of a 
particular department thereof.” Treas. Reg. 
§ 1.804-4(b) (ii). For this reason, the taxes 
cannot qualify as investment expenses, 
deductible in full under I. R. C. § 804(c) (1). 
The taxes, however, could qualify as general 
expenses assignable in part to the invest- 

ment department, provided the required 
direct nexus to that department is 
established. 


To determine whether the taxes bear a 
direct relationship to the plaintiff's invest- 
ment department, the necessary inquiry must 
focus on the nature of the income being 
taxed. A tax on total premium income is 
not deductible under I. R. C. § 804(c) (1). 
Liberty Life, 594 F. 2d at 23-24. A tax on 
gross investment income, however, is de- 
ductible under I. R. C. §804(c)(1). Rev. 
Rul. 79-350, 1979-2 C. B. 257. 


In the instant case, the Minnesota excise 
tax was imposed on the plaintiff’s net in- 
come apportioned to the state. The plain- 
tiffs net income under the Minnesota statute 
is the net income which the plaintiff would 
have returned to the United States if the 
R enue Act, of 1936 were in. _ effect. Under 


eae only on 
underwriting 


The Illinois, Florida and New York tax 
statutes use as a federal tax base the plain- 
tiff's LIGTI. Under I. R. C. § 802(b), LICTI 
consists of gain from operations when that 
amount is smaller than taxable investment 
income. In each year in issue, the plain- 
tiff’s gain from operations was smaller than 
its taxable investment income. 


The defendant contends that since the 
plaintiff's federal tax base was gain from 
operations, there was no direct relationship 
between the tax and the plaintiff's invest- 
ment income. The defendant’s contention, 
however, relies entirely on the mere label 
“oain from operations” and ignores the 
substance of the meaning of that term under 
I. R. C. § 809. 


Gain from operations, as set forth in 
I. R. C. §§ 809-812, represents in substance 
total net income from all sources. United 
States v. Atlas Life Insurance Co. [65-1 ustc 
{ 9407], 381 U. S. 233, 235 n. 2 (1965). The 
company’s gross receipts from all sources 
are taken into account, including the com- 
pany’s share of investment income and its 
gross receipts from underwriting activities. 
I. R. C. § 809(b) & (c); American National, 
231 Ct. Cl. at 608, 690 F. 2d at 881. The 
company’s share of investment income is 
largely the same as the taxable investment 
income under I. R. C. §804(b). The de- 
ductions allowed from gross receipts are 
enumerated in I. R. C. § 809(d). 


One of the deductions allowed is for 
dividends paid to policyholders. I. R. C. 
§ 809(d)(3). The amount of this deduction 
(and two other deductions not relevant 
here) is limited by I. R. C. § 809(f£). During 
the years in issue, these deductions could 
not exceed $250,000 plus the amount by 
which the gain from operations without 
regard to such deductions exceeded taxable 
investment income. In other words, the 
dividends paid to policyholders deduction 
could not reduce gain from operations be- 
low the amount of taxable investment in- 
come minus $250,000. 

This limitation has major significance to 
this case. In enacting the 1959 Act, Con- 
gress was concerned that mutual life in- 
surance companies could pay out dividends 
to policyholders in an aeath ae i Se 
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income as was taxed prior to the 1959 Act, 
t.€., investment income. The purpose of the 
I. R. C. § 809(£) limitation is to establish a 
minimum tax base for insurance companies 


equal to their taxable investment income 
less $250,000." 


The intent of Congress in establishing 
investment income as a minimum tax base 
is apparent in this case. In each year, the 
plaintiff was taxed on an amount equal to 
its taxable investment income minus $250,000. 
The difference between taxable investment 
income and gain from operations was thought 
by Congress to be roughly equivalent to 
underwriting gain. American National, 231 
Ct. Cl. at 608, 690 F. 2d at 881. In each 
year, the plaintiff was able, in effect, to 
eliminate its underwriting gain through its 
dividends paid to policyholders deduction. 
Thus in each year, the plaintiff was taxed 
solely on investment income. 


Illinois, Florida and New York use LICTI 
as the tax base for calculating the income 
attributable to the state. Since the plain- 
tiff’s LICTI consisted solely of investment 
income, the taxes the plaintiff paid in those 
states was also attributable solely to invest- 
ment income. 


The defendant, relying on Rev. Rul. 79-351, 
1979-2 C. B. 259, contends that a state tax 
on net investment income does not meet 
the requirements of the Treasury Regula- 
tion, which states that for an expense to be 
deductible under I. R. C. § 804(c)(1) it 
must be fairly chargeable against gross in- 
vestment income. Treas. Reg. § 1.804-4(b) 
(1)(i). This Court disagrees, and chooses 
not to follow Rev. Rul. 79-351. See State 
Bank of Albany v. United. States [76-1 ustc 
7 9269], 209 Ct. Cl. 13, 19, 530 F. 2d 1379, 
1382 (1976). 


The Treasury Regulations provide that 
for an expense to be an investment expense, 
it must be fairly chargeable against gross 
investment income. Treas. Reg. § 1.804-4 
(b) (1) (i). An expense is fairly chargeable 
against gross investment income if it meets 
the standards set forth in New World: di- 
rectly and entirely related to investment 
income in the case of an investment ex- 
pense, or reasonably direct and reasonably 
susceptible of allocation in the case of a 
general.expense. 88 Ct. Cl. at 432-35, 26 
F. Supp. at 458-59. Merely because the 
amount of an expense is determined on the 
basis of net income does not mean it is 


not fairly chargeable against gross income. 
The state taxes ini the instant case were 
determined solely on the basis of the plain- 
tiffs net investment income. They there- 
fore had a reasonably direct relationship 
to investment income, and, provided they 
were reasonably susceptible of division and 
assignment in part to the different depart- 
ments of the business, are deductible as 
general expenses in part assigned to or 
included in the investment expenses. Id. 
at 435, 26 F. Supp. at 459. 


The defendant further contends that be- 
cause the federal net income of the plaintiff 
was apportioned to the states through formulas 
based exclusively or in large part on gross 
premiums, the tax had a direct relationship 
to premium income and not investment in- 
come. Again this Court disagrees. The 
“plain language” of the state statutes indi- 
cates that the tax was assessed not against 
gross premiums, but on the federal LICTI 
apportioned to the state. Union Central, 720 
F. 2d at 422. The taxes were net income 
taxes; the inquiry must focus on the nature 
of the net income. An apportionment formula 
based on gross premiums or wages is merely 
one of many reasonable methods of making 
a constitutionally valid allocation. See Gen- 
eral Motors Corp. v. District of Columbia, 380 
U. S. 553, 560-61 (1965). 

Finally, the defendant contends that be- 
cause the plaintiff was entitled to credit 
its Florida and Illinois income tax payments 
against its premium tax liabilities in those 
states, the income tax was merely a sub- 
stitute for a premium tax. See Rev. Rul. 
76-209, 1976-1 C. B. 182. The defendant, 
however, does not contend that the Min- 
nesota premium tax, which the plaintiff 
was entitled to credit against its income 
tax, was merely a substitute for an income 
tax. In any event, the taxes at issue were 
independently determined and represented 
independent obligations to the state, whether 
they were less than or exceeded the pre- 
mium taxes. The state legislatures have 
chosen to tax the plaintiff’s income and to 
allow a credit for payment of a premium 
tax. This choice is a “policy decision with 
which [this Court] need not be concerned. 
...” Liberty Life, 594 F. 2d at 24. 


Having determined that the state taxes 
were general expenses which had a reason- 
ably direct relationship to the plaintiff’s 
investment department, the question re- 
mains whether they were “reasonably sus- 


7 The $250,000 was intended as a measure of 


relief for smaller mutual insurance companies, — 
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ceptible of division and assignment in part 
to the different departments of the busi- 
ness.” New World, 88 Ct. Cl. at 435, 26 F. 
Supp. at 459. This in turn requires a rea- 
sonable method of allocating a portion of 
the taxes to the investment department. 


While the state taxes were measured 
solely on the basis of the plaintiffs invest- 
ment income, they were paid for the privilege 
of conducting all of the plaintiff's business 
within the state. They are therefore “rea- 
sonably susceptible” to division and assign- 
ment based on a comparison of the total 
gross income generated by the plaintiff from 
its investment operations to the total gross 
income generated by the plaintiff from all 
sources. A reasonable method of allocation 
is obtained by multiplying the state taxes 
by a fraction, the numerator of which is 
the plaintiff's total gross income from in- 
vestment operations and the denominator 
of which is the plaintiff’s total gross income. 
This method of allocation was approved by 
the Tax Court in Union Central Life Insur- 
ance Co. v. Commissioner [CCH Dec. 38,339], 
77 T. C. 845, 864-65 (1981), rev'd on other 
grounds and remanded, [83-2 ustc J 9609], 
720 F. 2d 420 (6th Cir. 1983). It is reason- 
able under the circumstances. 


Conclusion 


The state taxes paid by the plaintiff were 
paid for the privilege of conducting busi- 
ness or earning income within the states. 
They were therefore paid or incurred for 
the benefit of more than one department 


of the plaintiff, and were general expenses 
as that term is defined by the Treasury 
Regulations. In each state, the taxes were 
determined on the basis of the plaintiff’s 
net investment income; they therefore had 
a reasonably direct relationship to invest- 
ment income. Moreover, the taxes are rea- 
sonably susceptible of assignment to the 
investment department on the basis of the 
plaintiff's total gross investment income 
compared to its total gross income. The 
state taxes, therefore, are general expenses 
which can be in part assigned to and in- 
cluded in the investment expenses under 
I. R. C. § 804(c) (1). 


Accordingly, the plaintiff’s motion for 
partial summary judgment is granted, and 
the defendant’s motion for partial summary 
judgment is denied. 


The parties have forty-five days to de- 
termine the portion of the state taxes which 
can be properly deducted under I. R. C. 
§ 804(c)(1) and the refund due the plaintiff 
pursuant to this opinion. Since I. R. C. § 804 
(c) (1) imposes a limitation on total I. R. C. 
§ 804(c)(1) deductions whenever any gen- 
eral expenses are included in the investment 
expenses, the parties will consider what 
effect, if any, this limitation has on the 
instant case. If the parties are unable to 
agree on the proper amount of the deduc- 
tions and the refund due the plaintiff within 
the allotted time, a status call will be held 
on April 22, 1985, in the National Courts 
Building, at a time and in a courtroom to 
be announced. 


[] 9234] Angelina Scarpellino, et al. v. United States of America. 
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Summonses: Examination of books and witnesses: Third-party recordkeepers: En- 
forcement.—Summonses issued upon several banking institutions to check the accuracy 
of the information already in the possession of the IRS or to “flush out” previoulsy un- 
disclosed records were ordered enforced by a district court. The court noted that the 
standard of relevance necessary to uphold the issuance of summonses is extremely low, 
in that if the summonsed information “might throw light upon” a taxpayer’s tax liabil- 
ities, the summonses are proper. Back reference: {| 5930D.65. 


Scott Maser, Hurwitz & Sagarin, P. C., 147 N. Broad St, Milford, Ct. 06460, for 
: plaintiff. Deborah S. Meland, Tax Division, U. S. Bie of Justice, Washington, D. C. 
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upon third party recordkeepers, such as were followed: petitioners received same- 


banks, that seek their records. For the 
court to enforce the summons over that 
objection, the government must establish 
a prima facie case of proper issuance, which 
it has done in this case through the affidavit 
of Agent Genova. Summons enforcement 
proceedings are to be summary in nature 
and discovery is very limited. The peti- 
tioner must make a “substantial preliminary 
showing” of an alleged abuse and a legally 
sufficient defense. United States v. Tiffany 
Fine Arts [83-2 ustc 79596], 718 F. 2d 7, 
14 (2d Cir. 1983), aff'd on other grounds, 
[85-1 ustc 79117] 53 U. S. L. W. 4078 
(January 9, 1985). Petitioners have not 
come forward with any specific facts from 
their own resources to entitle them to, dis- 
covery, a hearing, or any further delay in 
enforcement of the summonses. Most of 
their grounds are entirely without merit. 
({ 11 a-h of the petition). There is an ex- 
tremely low standard of relevance in that 
if the summonsed information “might throw 
light upon” petitioner’s tax liabilities, the 
summonses are proper. United States v. 
Arthur Young & Co. [84-1 ustc $9305], 52 
U.S. L. W. 4355 (March 20, 1984). There 
is no Fifth Amendment privilege in docu- 
ments in the hands of third party record- 
keepers. United States v. Doe, 52 U. S. L. W. 
4296 (Feb. 28, 1984). Petitioners also claim 
they were given defective notice, f 11 i-m, 
but the government’s exhibits demonstrate 
that the proper administrative procedures 


day notice of the summonses. 


Paragraph 11n alleges that the I. R. S. 
already possesses some of the information 
summonsed and indeed, the I. R. S. admits 
it has some 1099 forms and a few other 
statements (Genova declaration f 14). 
However, the I. R. S. may ask for con- 
firmation from third party recordkeepers to 
establish the accuracy of its information 
as long as there is a realistic expectation 
that the documents would illuminate the 
accuracy or inaccuracy of its present infor- 
mation. Summonsing documents it may 
have received from other sources is not 
“unnecessary” if it may flush out pre- 
viously undisclosed records. Umited States 


uv. Chemical Bank [79-1 uste J 9162], 593 
F, 2d 451, 458 (2d Cir. 1979): see also 
United States v. City National Bank and 


Trust Co. [81-1 ustc J 9259], 642 F. 2d 388 
(10th Cir. 1981). 


‘Accordingly, the petition to quash sum- 
monses is denied, without a hearing, and 
the government’s motion to enforce is 
granted. The summonses are hereby en- 
forced. The I. R. S. may examine the doc- 
uments it possesses and has held under seal 
from New Haven Savings Bank. The 
summonsed persons from Connecticut Na- 
tional Bank and Colonial Bank and Trust 
Company shall appear at a time to be de- 
termined by Agent Genova to testify and/or 
produce the summonsed data. 


SO ORDERED. 


[1 9235] David L. O’Neal and Connie L. O’Neal, Petitioners v. United States of 
America, et al., Respondents. 


U. S. District Court, No. Dist. Ind., Fort Wayne Div., Civil No. F 84-191, 1/30/85. 
(ge teed he [Code Sec. 7602] 

Summonses: Examination of books, witnesses: Illegal search and seizure: John Doe 
summonses: Summons enforced.—The district court denied the taxpayer’s motion to 
quash a summons issued to a telephone company seeking the names and addresses of 
persons called from the taxpayer’s residence because the taxpayer failed to establish 
that the properly issued summons chilled the first amendment associational rights of 
members of an association to which the taxpayer belonged. In order to establish a prima 
facie case for an arguable first amendment claim, the taxpayer had to show (1) a com- 
pelled disclosure of the association’s membership list; and (2) a factual showing of 
harassment, membership withdrawal or discouragement of new members, or other con- 
sequences which objectively suggested an impact on or chilling of the members’ associa- 
tional rights. The taxpayer, who was a member of an organization that claimed that the 
IRS commonly abused and infringed upon the First Amendment rights of individuals, 
failed to establish that there was a compelled disclosure of the association’s membership 
list. Further, the court rejected the taxpayer’s claim that the summons violated the fourth 
amendment prohibition against unreasonable searches and seizures because the govern- 
ment had a legitimate interest in seeking the information requested; it would help to 
determine the taxpayer’s tax liability. Furthermore, the court rejected the taxpayer’s 
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claim that the IRS should have issued a John Doe summons. The court found that the 
summons did not fall under Code Sec. 7609(f) because it specifically identified the tax- 
payer as the person who was being investigated. A summons issued in connection with 
the investigation of a named taxpayer does not need to follow the John Doe summons 
procedures, even if the summons has the further effect of discovering information that 
would aid in identifying unnamed taxpayers and investigating their tax liabilities. Back 


references: {[ 5924.20, 5924.570, and 5924.65. 


David L. O’Neal, P. O. Box 431, Windfall, Ind. 46076, pro se. 


David H. Miller, 


Assistant United States Attorney, Fort Wayne, Ind. 46802, Peter Sklarew, Department 
of Justice, Washington, D. C. 20530, for respondents. 


Order 


Leg, District Judge: This matter is before 
the court on respondents’ motion to dis- 
miss the petition to quash an Internal 
Revenue Service (“IRS”) summons issued to 
the General Telephone Company (“GTE”). 
For the following reasons, the motion to 
dismiss will be granted. 


Petitioners are proceeding pro se. Pro se 
pleadings are to be liberally construed. Haines 
v. Kerner, 404 U. 0S. 519,092.-S. Ct: 594 
(1972). The district court’s role is to 
ensure that the claims of pro se litigants 
are given “fair and meaningful considera- 
tion.” Matzker v. Herr, No. 82-3104, slip op. 
at 6 (7th Cir. October 31, 1984); Caruth 
v. Pinkney, 683 F. 2d 1044, 1050 (7th Cir. 
1982). This court also recognizes that fed- 
eral courts have historically exercised great 
tolerance to ensure that an impartial forum 
remains available to plaintiffs invoking the 
jurisdiction of the court without the guid- 
ance of trained counsel. Pro se motions 
and petitions such as the petitioners’ are 
held to less stringent pleading require- 
ments; rigor in the examination of such 
motions, petitions and pleadings is inappro- 
priate. 


The facts of this case appear to be as 
follows. On May 11, 1984, the IRS issued 
a summons to GTE requesting the pro- 
duction of 


All books and records, which include 
information relative to the installation, 
subscriber credit reports, payment rec- 
ords, location and number of telephones 
and toll records for all telephone service 
at 506 North Posey Street, Windfall, 
Indune 46076 (317) 945-7698. 


ecords are requested for the 
d prior to the service of 
It is also requested that 


a the tell rec- 


Protection Association (“CRPA”) which 
is a group of “like-minded individuals 
[who] have been outspoken, but legal 
critics of the tyranny, abuse and infringe- 
ment of the First Amendment Rights of 
individuals commonly practiced by agents 
of [the] Internal Revenue Service.” Com- 
plaint, [6.3 (emphasis in the original). The 
O’Neals believe that the summons was 
issued “for the sole and improper purpose 
of obtaining a list or partial list of ‘possible’ 
members of the [CRPA], so that the 
I. R. S. can then selectively harass and 
intimidate individual members or people 
they suspect may be members of the 
[CRPA],” id. at 7 6.5, as the phone at the 
number listed in the summons has been 
used for CRPA purposes. Disclosure of 
the members’ names would have a chilling 
effect on the first amendment rights of the 
CRPA members. The O’Neals therefore 
seek to quash the summons. 


The respondents have moved to dismiss 
the petition to quash, contending that the 
O’Neals have failed to allege the necessary 
elements of a first amendment claim. It 
is this motion to dismiss which the court 
now addresses. 


Although the respondents have charac- 
terized their motion as a motion to dismiss, 
it is clear that the issues presented by 
this motion are best addressed after refer- 
ence is made to the exhibits and other 
pleadings in this case. When matters out- 
side the pleadings are presented to and 
not excluded by the court, a motion to dis- 
miss will be converted into a motion for 
summary judgment under Rule 56 of the 
Federal Rules of Civil Procedure. See 
BR: Gives L2G). 


Under Rule 56(c) of the Federal Rules 
of Civil sere ean, summary judgment 
® ‘if “the pleadings, 
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Thus, summary judgment, serves as a 
vehicle with which the court “can deter- 
mine whether further exploration of the 
facts is necessary.” Hahn v. Sargent, 523 
F. 2d 461, 464 (1st Cir. 1975). 


In making this determination, the court 
must keep in mind that the entry of sum- 
mary judgment terminates the litigation, 
or an aspect thereof, and must draw all 
inferences from the established or asserted 
facts in favor of the non-moving party. 
Peoples Outfitting Co. v. General Electric 
Credit Corp., 549 F. 2d 92 (7th Cir. 1977). 
A party may not rest on the mere allega- 


tions of his pleadings or the bare conten- - 


tion that an issue of fact exists. Posey v. 
Skyline Corp., 702 F. 2d 102, 105 (7th Cir.), 
cert. demed, — U. S. —, 104 S. Ct. 392 
(1983). See Adickes v. S. H. Kress & Co., 
398 U. S. 144, 90 S. Ct. 1598 (1970). See 
also Atchison, Topeka & Santa Fe Railway 
Co. v. United Transportation Union, 734 F. 2d 
317 (7th Cir. 1984): Korf v. Ball State 
University, 726 F. 2d 1222 (7th Cir. 1983). 
See generally C. Wright, Law of Federal 
Courts, §99 (4th ed. 1983); 6 Moore’s Fed- 
eral Practice, §56.15 (2d ed. 1984). 


Thus, the moving party must demon- 
strate the absence of a genuine issue of 
material fact. The court views all evidence 
submitted in favor of the non-moving 
party. Even if there are some disputed 
facts, where the undisputed facts are the 
material facts involved and those facts 
show one party is entitled to judgment as 
a matter of law, summary judgment is 
appropriate. Egger v. Phillips, 710 F. 2d 
292, 296-97 (7th Cir. 1983); Collins v. 
American Optometric Assn., 693 F. 2d 636, 
639 (7th Cir. 1982). Further, if the court 
resolves all factual disputes in favor of the 
non-moving party and still finds summary 
judgment in favor of the moving party is cor- 
rect as a matter of law, then the moving party 
is entitled to summary judgment in his favor. 
Egger, 710 F. 2d at 297. See also Bishop v. 


Wood, 426 U. S. 341, 348, 348 n. 11, 96 S. Ct. 
2074, 2079, 2079 n. 11 (1976). 


With these principles in mind, the court 
turns to the question of whether the 
O’Neals’ assertion of a chilling of CRPA 
members’ first amendment rights can with- 
stand the motion for summary judgment 
in light of the facts presented. 


The power to issue IRS summonses is 
governed by chapter 78 of the Internal 
Revenue Code of 1954, 26 U. S. C. §§ 7601- 
7609. In 26 U. S. C. § 7601, the Code im- 
poses a duty on the Secretary of the 
Treasury to “inquire after and concerning 
all persons who may be liable to 
pay any internal revenue tax.” Pursuant 
to that duty, § 7602 provides that 


For the purpose of ascertaining the cor- 
rectness of any return, making a return 
where none is made, determining the lia- 
bility of any person for any internal rey- 
enue "tax. or collecting any such 
liability, the Secretary or his delegate 
is authorized— 


(1) To examine any books, papers, 
records, or other data which may be rele- 
vant to such inquiry; 

(2) To summon... any... person the 
Secretary or his delegate may deem 
proper, to appear before the Secretary 
or his delegate at a time and place named 
in the summons and to produce such 
books, papers, records, or other data... 
as may be relevant or material to such 
ibevapbE Revie ig oe 
According to the respondents’ memo- 

randa, GTE stands ready and willing to 
comply with the summons, pending this 
court’s determination of the validity of the 
petition to quash. Thus, the court does not 
perceive the issue in this case to be whether 
the statutory provisions for issuance of an 
IRS summons have been followed.* The 
O’Neals do not seriously contest the ability 
of the IRS to subpoena telephone records 


1 The O’Neals, in their memorandum opposing 
the motion to dismiss, allege that the four-part 
test of United States v. Powell [64-2 vustc 
1 9858], 379 U. S. 48, 85 S. Ct. 248 (1964), has 
not been met. However, Powell established the 
four-part standard (that the investigation will 
be conducted pursuant to a legitimate purpose; 
that the inquiry may be relevant to that pur- 
pose; that the information sought is not al- 
ready in the Commissioner’s possession; and 
that the administrative steps required by the 
Code have been followed) as the prima facie 
case the government must prove in a summons 
enforcement proceeding under 26 U. S. C. 
§ 7604. As this case involves a challenge to the 
issuance of a summons under 26 U. S. C. § 7602, 
Powell is not directly applicable, although some 
courts have stated that the IRS must exhibit 
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good faith throughout the summons process. 

See United States v. LaSalle Bank [78-2 usrc 

7 9501], 437 U. S. 298, 318, 98 S. Ct. 2357, 2368 

(1978) ; United States v. Grayson County State 
Bank [81-2 usre { 9680], 656 F. 2d 1070, 1073 

(5th Cir. 1981), cert. denied, 455 U. S. 920, 102 

S. Ct. 1276 (1982). However, the O’Neals’ argu- 

ment suggesting a lack of good faith is simply 

the first amendment claim; thus, the analysis 

of whether the summons was issued in good 

faith pursuant to Powell and LaSalle Bank 

centers on whether the summons was issued 

to obtain the CRPA membership list in viola- 

tion of the first amendment. The court there- 

fore implicitly answers the question of good 

faith under Powell by examining the merit of — 
the first amendment claim. 
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in most cases. Rather, the issue here is 
whether a properly issued IRS summons 
may be quashed when it is alleged to chill 
the first amendment associational rights of 
CRPA members. 


The first amendment right to freedom 
of association has been recognized in a long 
line of Supreme Court cases beginning with 
NAACP vw, Alabama, 357 U. S. 449, 78 S. Ct. 
1163 (1958). Since that seminal case, the 
Court has “repeatedly found that compelled 
disclosure [of membership lists], in itself, 
can seriously infringe on privacy of asso- 
ciation and belief guaranteed by the First 
Amendment.” Buckley v. Valeo, 424. U. S. 
1, 64, 96 S. Ct. 612, 656 (1976). Thus, in 
order to justify a compelled disclosure, the 
interests of the state in seeking such dis- 
closure must bear a “relevant correlation,” 
Bates v. City of Little Rock, 361 U. S. 516, 
525, 80 S. Ct. 412, 417 (1960), or a “sub- 
stantial relation,’ Gibson v. Florida Legis- 
lative Comm., 372 U. S. 539, 546, 83 S. Ct. 
889, 893 (1963), to the information required 
to be disclosed. Despite this strict test, 
“we have acknowledged that there are gov- 
ernmental interests sufficiently important to 
outweigh the possibility of infringement, 
particularly when the ‘free functioning of 
our national institutions’ is involved.” 
Buckley, 424 U. S. at 66, 96 S. Ct. at 657, 
quoting Commumst Party v. Subversive Ac- 
tivities Control Board, 367 U. S. 1, 97, 81 
S. Ct. 1357, 1411 (1961). 


However, this strict test is not to be 
applied in every case of alleged infringe- 
ment of associational rights. Rather, a 
plaintiff must make a showing of a demon- 
strable injury. In NAACP v. Alabama, for 
example, the NAACP “made an uncontro- 
verted showing that on past occasions reve- 
lation of the identity of its rank-and-file 
members [had] exposed these members to 
economic reprisals, loss of employment, 
threat of physical coercion, and other mani- 
festations of public hostility.” 357 U. S. 
at 4622 78 SC at? 1172> In Bates v. City 
of Little Rock, 361 U. S. 516, 80'S. Ct. 412 
(1960), the Court cited to “substantial un- 
controverted evidence that public identifi- 
cation of persons in the community as 

of the organization had been fol- 
and eit oh podily 


of community hostility and economic re- 
prisals that would follow public disclosure 
of the membership lists had discouraged 
new members from joining the organiza- 
tions and induced former members to with- 
draw.” Id. at 524, 80 S. Ct. at 417. These 
uncontroverted findings of harassment and 
withdrawal or discouragement of member- 
ship supported freedom of association 
claims, while “highly speculative” claims of 
infringement would not. Buckley, 424 U.S. 
at 69-70, 96 S. Ct. at 659. 


Thus, the elements of a first amendment 


_ freedom of association claim are two-fold: 


plaintiff must show (1) a compelled dis- 
closure of the association’s membership 
list;? and (2) a factual showing of harass- 
ment, membership withdrawal or discour- 
agement of new members, or other conse- 
quences which objectively suggest an impact 
(or “chilling’) on the members’ associa- 
tional rights. This is often called “the 
prima facie case for an arguable first 
amendment claim.” The government may 
then attempt to point out the substantial 
relationship between the government in- 
terest in seeking the information and the 
information sought. If such a relationship 
is proven, the court must then balance be- 
tween the government’s and plaintiff's in- 
terests. 


Compelled Disclosure 


The court finds that the O’Neals have 
failed to prove the element of a compelled 
disclosure. The summons at issue is not 
a request for a list of all CRPA members; 
it simply requests the names and addresses 
of the people called from the O’Neal resi- 
dence. While the names of some CRPA 
members may be revealed incidentally, 
there is no suggestion that all of the mem- 
bers’ names will be revealed. Further, the 
summons involved here seeks the names 
of people who are not members, as the 
O’Neals have never contended that their 
phone is used exclusively for CRPA busi- 
ness. The summons seeks to discover all 
persons who may have information per- 
taining to the O’Neals’ tax liability. The 
indirect disclosure of members which such 
a neutral request may occasion is a far cry 
from the peut. mandating the revelation of 
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struck down in NAACP v. Alabama and 
Bates v. Little Rock. 


A second distinction which mitigates 
against a finding of compelled disclosure 
is that the summons is directed to GTE 
in order to obtain records about two in- 
dividuals—the O’Neals—and not about the 
CRPA. The summons does not contain 
a request for a membership list, nor can 
the neutral nature of the summons be con- 
strued as such a request. This distinction 
is crucial, for the cases seem uniform in 
holding that, while an IRS summons of 
a tax reform organization’s records might 
produce a “readily apparent” chilling effect, 
see Umited States v. Grayson County State 
Bank [81-2 ustc J 9680], 656 F. 2d 1070, 
1074 (5th Cir. 1981), cert. denied, 455 U. S. 
920, 102 S. Ct. 1276 (1982), a summons 
directed to records of individual taxpayers 
do not directly implicate the associational 
rights of the organization’s members ab- 
sent a factual showing of infringement. See 
Kroll v. Umted States [83-2 ustc { 9718], 
573 F. Supp. 982, 987 (N. D. Ind. 1983) 
(tax organization); Voss v. United States 
[83-2 ustc [ 9680], 573 F. Supp. 957, 961-62 
(D. Colo. 1983) (tax organization); United 
States v. Meininger [84-1 ustc J 9385], 101 
Ee REVDE 700; 203, 703" n. 2 (D> Neb. 21984) 
(tax organization). Cf. United States v. 
Manufacturers Bank of Southfield [81-1 ustc 
1 9407], 518 F. Supp. 495, 498 (E. D. Mich. 
1981), remanded, 709 F. 2d 1511 (6th Cir. 
1983) (church). 


The O’Neals argue that the investigation 
of their liability is merely an IRS guise 
for obtaining the names of other CRPA 
members so that the IRS can then begin 
harassing them. However, such an argu- 
ment was specifically rejected in Voss. Nor 
does the admission by Special Agent Weida, 
in his declaration filed in David L. O’Neal v. 
United States of America, No. IP-83-1845C 
(S. D. Ind.), prove this intent to harass. 
That case involves a similar petition to 
quash an IRS summons directed to the 
Union State Bank to produce records of 
a bank account maintained by David 
O’Neal in the name of CRPA. Agent Weida 
declared that the bank records “will dis- 
close the names of various members or 
other persons affiliated with the CRPA who 
may be able to provide testimony and fur- 
ther information on the relationship be- 
tween [O’Neal] and the CRPA ... and 
specifically whether [O’Neal] derived any 
income directly or indirectly from or through 
the CRPA during these periods.” That 
declaration does not indicate an intent to 
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harass the members as to their own tax 
liabilities, but simply to seek out sources of 
information concerning the O’Neals’ in- 
come. The summons to GTE is similarly 
designed to discover information about the 
O’Neals, which is completely consistent 
with the purposes of 26 U. S. C. § 7602. 
The fact that some CRPA members’ names 
may be revealed by such discovery does not 
constitute compelled disclosure of the 
CRPA’s membership list. 


Requisite Factual Showing 


Even if the incidental revelation of some 
CRPA members could constitute a com- 
pelled disclosure of CRPA’s membership 
list so as to satisfy the first element of a 
first amendment claim, petitioners com- 
pletely fail to show the factual basis for a 
fear of a chilling of CRPA members’ rights. 
As was noted earlier, the NAACP v. Ala- 
bama and Bates cases involved uncontro- 
verted factual assertions of harassment, 
threats, withdrawal from the organization, 
and reductions in new membership or fund- 
raising activities. The case law involving 
first amendment claims against IRS sum- 
monses is unanimous in requiring factual 
assertions detailing the adverse effects of 
the summons in order to constitute a prima 
facie showing of arguable first amendment 
infringement. See In re First National Bank, 
Englewood, Colo., 701 F. 2d 115 (10th Cir. 
1983); United States v. Citizens State Bank 
[80-1 ustc § 9153], 612 F. 2d 1091, 1094 (8th 
Cir. 1980); United States v. The Freedom 
Church [80-1 ustc 9132], 613 F. 2d 316, 
320 (Ist Cir. 1979); Voss v. United States, 
573 F. Supp. at 961-62; United States v. 
Manufacturers Bank of Southfield, 518 F. 
Supp. at 498. The proof offered must be 
“objective’—an allegation of “apprehen- 
sion,’ Manufacturers Bank, 518 F. Supp. at 
498, or subjective deterrance of membership 
or contribution, id.; see also Buckley v. 
Valeo, 424 U.S. at 71-72, 96 S. Ct. at 659-60, 
is not sufficient to meet this burden. Fur- 
ther, “the mere possibility of an IRS in- 
vestigation or audit is not the sort of harm 
which would preclude disclosure of mem- 
bership lists.” Manufacturers Bank, 518 F. 
Supp. at 498. However, affidavits from 
members detailing adverse effects of the 
summons on the organization’s activities 
may be enough. See In re First National 
Bank, 701 F. 2d at 118; Citizens State Bank, — 
612 F. 2d at 1094. 


Here, the O’Neals have failed to present 
sufficient objective facts to justify a finding 
that an infringement of CRPA member 


q 9235 


87,484 


U.S. Tax Cases 


O’Neal v. U.S. 


associational rights might arguably occur 
if the summoned information is provided to 
the IRS. The sum total of the allegations is 
an affidavit signed by the O’Neals stating 
that “the summons directed to General 
Telephone Company will destroy the free 
exchange of ideas by and between the 
members of the CRPA,” and the various 
statements in the complaint and in the 
memorandum in opposition to the motion 
to dismiss. These allegations are insuffi- 
cient for a least two reasons. First, they 
are conclusory and do not detail in any 


way how the summons has actually im-. 


pacted (or threatens to impact) on CRPA 
activities. These claims lack the specificity 
of the claims in Bates and NAACP v. Ala- 
bama. Second, the allegations were made 
exclusively by the O’Neals, who cannot 
possibly have personal knowledge of what 
other members of CRPA or potential mem- 
bers might feel or think in light of the 
summons. Thus, the O’Neals have failed 
to prove the requisite factual basis neces- 
sary for establishing a prima facie first 
amendment violation. 


In summary, then, the O’Neals have failed 
to show either of the elements of a first 
amendment claim. They have failed to es- 
tablish that the IRS summons constitutes a 
compelled disclosure of the CRPA mem- 
bership list, and have failed to show that 
disclosure of the information requested will 
in fact result in a chilling of first amend- 
ment associational rights. Having failed to 


3 Some of these statements are: ‘‘Compelled 
disclosure of the names and addresses of all 
toll records (which the summons seeks) will 
have a chilling effect on the rights of [CRPA] 
members,’’ Complaint, 7.2; ‘‘exposing these 
telephone callers to IRS scrutiny will chill the 
members cherished First Amendment rights,”’ 
Memorandum, p. 2; ‘‘compelled disclosure... 
would expose [CRPA] members to harassment 
by government officials . and similar re- 
prisals from private persons who might 
disapprove of or actively oppose [CRPA] pur- 
poses,’’ Memorandum, p. 6; ‘‘[CRPA] will not 
be able to attract new members, much less 
retain existing ones, if the price is unwanted, 
unwelcome, and unjustified exposure,’’ Memo- 
randum, p. 7. 

4Because the O’Neals have failed to prove 
their prima facie case, this court need not re- 

thi vernment to point out the substan- 
- between its interest and the 
However, _the compelling 

dily parent. 

ite 


establish their prima facie burden of proof, 
the O’Neals cannot demand that the gov- 
ernment establish a compelling need for 
the information requested.* The first 
amendment grounds for the petition to 
quash fail. 


The O’Neals make two other allegations 
in their memorandum in opposition which 
need only brief discussion. The first in- 
volves a claim that this summons violates 
the fourth amendment’s prohibitions against 
unreasonable searches and seizures because 
it is merely a “fishing expedition” into the 
papers of the O’Neals and CRPA. First, 
the court finds that the government has a 
legitimate interest in seeking the informa- 
tion requested, as it will help to determine 
the O’Neals’ tax liability. Thus, it is not a 
“fishing expedition.” Second, the case law 
cited by the O’Neals, involving four very 
old cases of the Supreme Court,’ is appli- 
cable and wunpersuasive. Congress has spe- 
cifically authorized the issuance of IRS 
summons in 26 U. S. C. § 7602, and the 
issuance of this summons was consistent 
with relevant statutory and constitutional 
provisions.® 

The second claim is that this summons 
was not issued in accordance with adminis- 
trative procedure required by the Code 
(the fourth part of the Powell test). The 
rationale behind this argument is that, be- 
cause the real purpose behind the summons 
is to obtain the names of CRPA members, 
the IRS should have issued a “John Doe” 


our natural institution’ is involved.’’ Buckley, 
424 U. S. at 66, 96 S. Ct. at 657, quoting Com- 
munist Party v. Subversive Activities Control 
Board, 367 U.S. 15-97, 81 S.Ct, 1857, 1411 
(1961). Seeking information on the O’Neals’ 
tax liability via a summons to GTE is sub- 
stantially and directly related to the compelling 
government interest in collecting taxes. Weighed 
against the lack of any factual showing of a 
chilling effect, the government interest would 
clearly prevail. 

5 The O’Neals cite United States v. Louisville 
and Nashwille R. Co., 236 U. S. 318, 35 S. Ct. 
363 (1915); Harriman v. PON CS 210-Ur SP40T, 
29718: 0CEt. 15 (1908); I. OC. C. v. Brimson, 154 
U. S. 447, 14S. Ct. 1125 (1894); United States vi” 
Lee, 106 U. S. 96, 1 S. Ct. 240 (1882). 
6The respondents cite to United States v. 
Miller, 425 U. S. 435, 96 S. Ct. 1619 (1976), 
where the Court held that a bank depositor 
had no fourth amendment interest in bank 
records re ating to. his account. ‘There the 

“this Court has repeatedly 


Court Decisions—Cited 85-1 USTC 


87,485 


Beek v. Com. 


summons pursuant to 26 U. S. C. § 7609(f). 
The court notes that this summons does not 
appear to fall under § 7609(f), as it specifi- 
cally identifies David L. O’Neal as the per- 
son who is being investigated, and thus 
is not a summons which “does not identify 
the person with respect to whose liability 
the summons is issued.” 26 U. S. C. 
§ 7609(f). At least two courts agree that a 
summons in connection with the investiga- 
tion of a named taxpayer does not need to 
follow the “John Doe” summons procedures 
of § 7609(f), even if the summons has the 
further effect of discovering information 
that would aid in identifying unnamed tax- 
payers and investigating their tax liabilities. 
See Umited States v. Tiffany Fine Arts, Inc. 


[83-2 ustc 7 9596], 718 F. 2d 7, 12-14, (2d ° 


Cir. 1983), affd., [85-1 ustc 99117] 53 
U.S. L. W. 4078 (January 8, 1985); United 


States v. Barter Systems, Inc. [82-2 ustc 
J 9698], 694 F. 2d 163 (8th Cir. 1982). A 
similar position was adopted by the Eleventh 
Circuit in United States v. Gottlieb [83-2 
ustc § 9547], 712 F. 2d 1363, 1369 (11th 
Cir. 1983). In light of this precedent, the 
court is not persuaded by, and specifically 
rejects, the rationale of United States v. 
Thompson, 701 F. 2d 1175 (6th Cir. 1983), 
cited by the O’Neals. 


Thus, the O’Neals have failed to present 
a petition to quash which has any merit. 
The motion to dismiss will be converted 
into a motion for summary judgment, and 
will be granted in its entirety. 


Conclusion 


For the reasons stated above, the converted 
motion to dismiss is hereby GRANTED. 


[9236] Barton Beek and Dorothy M. Beek, et al., Petitioners-Appellants v. Com- 
missioner of Internal Revenue, Respondent-Appellee, Gerald T. and Anne Sparling, Peti- 
tioners-Appellants v. Commissioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 9th Circuit, Nos. 83-7937, 84-7157, 3/4/85. 


[Code Secs. 163 and 461] 


Interest paid or payable: Advance payment: Year deductible.—That portion of pay- 
ments made by a cash basis limited partnership in the year of purchase of real property 
which represented a prepayment of interest due in the year after purchase was required 
to be allocated to the latter year under Code Sec. 461(g). The taxpayers’ claim that an 
814% interest rate stated in an installment sales contract for the purchase of real property 
was “interest” deductible under Code Sec. 163(a), but not “interest” allocable under Code 
Sec. 461(g) (because under usury law the “interest” paid to the vendor on an installment 
sales contract is not a charge for the use or forbearance of money), was invalid. Code 
Sec. 461 could not be interpreted by reasoning transplanted from usury law. For tax pur- 
poses, interest paid to the vendor on an installment sales contract is deductible under 
Code Sec. 163(a) and subject to allocation under Code Sec. 461(g). Consequently, the 
decision of the Tax Court regarding this issue was affirmed. Back references: {| 1416.0285, 
1416.041 and 2907.3253. 


Thomas R. Sheppard, Sheppard, Mullin, Richter & Hampton, 333 Hope Street, Los 
Angeles, Calif. 90071, for petitioners-appellants. Raymond Hepper, Department of Justice, 
Washington, D. C. 20530, for respondent-appellee. 


Before Precerson and BoocHever, Circuit Judges, and Orricx,* District Judge. 


Commissioner, and the partners appeal. — 


We affirm. 


BoocHever, Circuit Judge: Petitioners 
were limited partners of a calendar year, 
cash-basis partnership. The partnership 
bought real property in 1976 under a con- 
tract calling for installment payments, and 
prepaid one year’s worth of interest. The 


Facts 


All of the petitioners were limited part- 
ners of Crystal, a California cash-basis, 


partners deducted that prepaid interest in 
full in 1976, and the Commissioner dis- 
allowed the portion of the deduction al- 
locable to 1977. The Tax Court upheld the 


calendar year partnership formed in August 
1976. On August 31, 1976, Crystal con- 
tracted to buy real property from Crystal 
Wells Apartments, Ltd. (CWL). CWL was 


* Hon. William H. Orrick, Jr., United States 
District Judge for the Northern District of 
California, sitting by designation. 
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at the time paying off a deed of trust note 
to its bank at an interest rate of 6.75% per 
year. Crystal’s land sale installment con- 
tract with CWL called for a $2 million 
total purchase price payable as follows: 


(1) $300,000 down payment to CWL 


(2) $1,700,000 balance to bear interest 
of 844% per year, and to be paid as 
follows: 


(a) $12,772 per month on the 15th day 
of each month through Nov. 1976. 


(b) $153,264 per year payable annually 
starting Dec. 15, 1976. 

CWL agreed to continue to make the pay- 
ments on its deed of trust to its bank (thus 
the new contract was a “wraparound mort- 
gage’). Crystal made the required monthly 
payments, and then on December 15, 1976, 
made the first annual payment to CWL in 
the form of two checks, one to CWL, and 
one to CWL’s bank. CWL used the latter 
check to prepay its 1977 principal and inter- 
est obligations on the deed of trust note. 
Crystal’s limited partners, petitioners here, 
deducted the interest components of the 
monthly installments and the entire interest 
component of the first annual installment 
under I. R. C. §163 on their 1976 tax 
returns. 


Unfortunately for Crystal, in October 
1976, after it had executed its contract with 
CWL, Congress legislated away their tax 
shelter by prohibiting the deduction of pre- 
paid interest. The Commissioner issued 
notices of deficiency to each partner, dis- 
allowing the portion of the interest deduc- 
tion in 1976 allocable to 1977 under I. R. C. 
§ 461(g), which requires allocation of pre- 
paid interest. In the alternative, the Com- 
missioner argued to the Tax Court that even 
if section 461(g) did not require allocation, 
the court should nevertheless deny the de- 
duction because it would result in an im- 
permissible distortion of income under 
I. R. C. § 446(b). The Tax Court agreed 
with the Commissioner that section 461(g) | 
required allocation, and therefore did not 
address the section 446(b) issue. Because 
we agree with the Tax Court’s ruling on 
section 461(g), we affirm. 


ae 


(the “Service”) could disallow it under an- 
other provision. Because the increased de- 
duction would offset income or create a 
loss, this was a commonly used device to 
defer tax on income into a lower marginal 
rate tax year. Section 461(g) was enacted 
to prevent this form of tax shelter. See 
S. Rep. No. 938, 94th Cong., 2d Sess. 101-03, 
reprinted in 1976-3 C. B. (pt. 3) 49, 139-41 
[hereinafter Senate Report]; H. R. Rep. 
No. 658, 94th Cong., 1st Sess. 97-100, re- 
printed in 1976-3 C. B. (pt. 2) 695, 789-92. 
[hereinafter House Report]. Section 461(g) 
provides: 


(1) If the taxable income of the teeta 
is computed under the cash receipts and 
disbursements method of accounting, in- 
terest paid by the taxpayer which, under 
regulations prescribed by the Secretary, 
is properly allocable to any period— 

(A) with respect to which the interest 
represents a charge for the use or for- 
bearance of money, and 

(B) which is after the close of the tax-- 
able year in which paid, 
shall be charged to capital account and’ 
shall be treated as paid in the period to 
which so allocable. 


Petitioners’ claim, in essence, is that the 
814% interest stated in Crystal’s installment 
sale contract with CWL was “interest” de- 
ductible under section 163(a) but not “in- 
terest” allocable under section 461(g). The 
basis for this ingenious argument is a line 
of usury cases which distinguish interest 
paid on a loan from interest paid to the 
vendor in an installment sale. The latter, 
which is termed by some vendors ‘“time- 
price differential,’ has been held by the 
Supreme Court and by a majority of states 
not to be subject to usury laws limiting 
interest rates. Hogg v. Ruffner, 66 U. S. 
(1 Black) 115, 118-19 (1861); e.g., Boerner 
v. Colwell oa 21 Cal. 3d 37, 45-47, 577 P. 
2d 200, 205-06, 145 Cal. Rptr. 380, 385-86. 
(1978); see also 45 Am. Jur. 2d Interest & 
Usury § 123 (1969). Usury laws do not ap- 
ply because the transaction is a sale, not a 
loan, and the interest paid is therefore not 
a charge for the use of money or forbear-. 
ance of a debt. Hogg, 66 U. S. at 119. The 
policy reasons underlying usury laws do not 
apply in a bona fide sale, and the consumer 
pee industry of this country depends on 

on. AGH ga 21 tat at aor at 
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ance of money. Therefore section 461(g) 
does not apply, because by its own terms it 
allocates interest to periods “with respect 
to which the interest represents a charge for 
the use of forbearance of money.” Peti- 
tioners still contend, however, that their 
“time-price differential” is interest deducti- 
ble under section 163(a), under what they 
say is the courts’ expansive definition of 
“interest” for general deduction purposes. 


Contrary to petitioners’ theory, the word- 
ing of section 461(g), and its legislative 
history, make it clear that section 461(g) 
was intended specifically to disallow the 
deduction petitioners are trying to take. 
Petitioners contend that the legislative his- 
tory is ambiguous. That is simply not the 
case. The Senate and House Reports each 
three times specifically refer to prepaid 
interest on vendor-financed installment 
transactions as covered by section 461(g). 
Senate Report, supra, at 102 n. 3, 102-03 & 
n.5, 105 & n.9; House Report, supra, at 
98 n.3, 98-99 & n.5, 101 & n.9. For ex- 
ample, both reports state: 


Prepaid interest on an indebtedness se- 
cured by a “wraparound mortgage” will 
be subject to the general rule of this 
provision.’ 


Senate Report, supra, at 105 & n.9; House 
Report, supra, at 101 & n.9. 


Moreover, petitioners do not base their 
statutory interpretation on any tax case, but 
solely on usury cases. Tax cases do not 
distinguish between interest paid to lenders 
and to vendors, and no tax case has ever 
held that interest in the latter situation is 


® Since the provision focuses on the fact of 
prepayment as such, it is immaterial whether 
the borrower prepays interest (either volun- 
tarily or contractually) to a _ third-party 
lender under the first mortgage rather than 
to the seller of the property. 

1 Petitioners call interest in the vendor- 
financed installment sales ‘‘time-price differ- 
ential,’’ and assert that it is a distinguishable 
subcategory of interest which should be treated 
separately under section 461(g) but not section 
163(a). However, we have found no tax case 
mentioning the term ‘‘time-price differential’ 
which has done anything but treat it as interest 
and/or finance charges. Most of the cases using 
the term do not even discuss its meaning. The 
term appears in the opinions because that par- 
ticular vendor-taxpayer used it in his install- 
ment sales contracts, and the opinions’ com- 
monly follow it with a parenthetical noting 
that it is interest and/or finance charges. See 
W. T. Grant Co. v. Commissioner [732 vustc 
9620], 483 F. 2d 1115, 1117 (2d Cir. 1973) (no 
discussion), cert. denied, 416 U. S. 937 (1974); 
Bank of America National Trust & Savings 
Ass'n v. United States [63-2 ustc | 9501], 317 
F. 2d 859, 861 (9th Cir. 1963) (‘‘[iJn simple 
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not a charge “for the use or forbearance of 
money.’ * Therefore, Congress’ use of his 
phrase in a tax statute should not be inter- 
preted by reasoning transplanted from 
usury law, which is based on concepts and 


policies wholly alien to the tax arena. For 


tax purposes, interest paid to the vendor on 
an installment sale contract is deductible 
under section 163(a), and is subject to the 
allocation rule of section 461(g). 


Petitioners also argue that there is no 
plausible meaning to Congress’ use of the 
phrase “for the use or forbearance of 
money” other than their interpretation: to 
distinguish between interest on loans and 
interest on vendor-financed installment pay- 
ments. The legislative history, however, 
flatly contradicts that interpretation by ex- 
plicitly stating, as noted above, that section 
461(g) applies to vendor-financed install- 
ment sales contracts. The Tax Court inter- 
preted the phrase as an attempt to clarify 
the fact that only prepaid interest which 
really is a charge for the use or forbear- 
ance of money, as opposed to other 
amounts which the parties have labelled 
“interest,” is subject to the allocation rules 
of section 461(g). 80 T. C. at 1033. The 
Tax Court’s interpretation is supported by 
the Senate and House Reports, which note 
problems with accepting the interest and 
principal labels which taxpayers place on 
their payments, and state that section 
461(g) was not intended to change the 
Service’s current ability to recharacterize 
part of a payment from interest to principal, 
or vice versa. See, e.g., Senate Report, 
supra, at 104 n.7, 105 n.9; House Report, 


English ... means... interest’’); Shapiro v. 
Commissioner [61-2 usrc J 9656], 295 F. 2d 306, 
307 (9th Cir. 1961) (‘‘interest and _ service 
charges’’), cert. denied, 369 U. S. 829 (1962); 
Morgan v. Commissioner [60-1 usrc {| 9363], 277 
F. 2d 152, 152 (9th Cir. 1960) (‘‘interest and 
finance charges’’); Pacific Industries, Inc. v. 
Mountain Inn, Inc., 232 F. Supp. 801, 806 (W. D. 
Ark. 1964) (‘‘finance charge’ or ‘‘interest’’); 
Fowler v. Commissioner [CCH Dec. 28,357(M)], 
T. C. M. 1967-36, 26 T. C. M. (CCH) 175, 176 
(‘finance charge’’); Shapiro v. Compenissioner 
[CCH Dec. 23,697(M)], T. C. M. 1959-151, 18 
T. C. M. (CCH) 648, 651 (handling and finance 
charges) ; 
ustc { 9508], 348 F. 2d 175, 183-84 (9th Cir. 
1965) (‘‘time-price differential’’ 


installment basis with no provision in contract 
for interest, no interest imputed by court); 
Estate of Bonnell v. Commissioner [CCH Dec. 
31,028(M)], 
(CCH) 1127, 1131 n. 5 (if no interest intended 
then no interest imputed even though gain on 
sale of debt instrument results from time-price 
differential). : ' ‘ 
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interest but 
under pre-1964 rule if capital asset sold on © 
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supra, at 100 n.7, 101 n.9. The decision of 
the Tax Court is therefore 


AFFIRMED. 


[9237] William E. Gatlin and Marilyn B. Gatlin, Petitioners-Appellants and James 
M. Winge and Willie B. Winge, Petitioners-Appellants v. Commissioner of Internal 
Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 11th Circuit. No. 83-3448, 3/5/85.—(754 F2d 921.) Aff’g 
TC, 44 TCM 945, Dec. 39,295, TC Memo. 1982-489, 


[Code Sec. 170; Tax Court Rule 142] 


Charitable contributions deduction: Stock of closely held company: Fair market 
value: Burden of proof—The Tax Court’s failure to shift the burden of proof to the 
government as to the fair market value of closely-held stock for charitable deduction 
purposes because the deficiency notice was allegedly arbitrary did not prejudice the 
taxpayer. The Tax Court’s findings were based on a de novo review that considered 
evidence before the court and they were not clearly erroneous. Thus, the Tax Court 
determination as to the fair market value of such stock for charitable deduction purposes 
and its finding that the taxpayer was liable for tax deficiencies were sustained. Back 
references: {| 1866.13 and 5823A.03. 


Robert S. Bolt, 100 Twiggs Street, Tampa, Fla., 33602 for petitioner-appellants. 
Kenneth W. Gideon, Internal Revenue Service, Washington, D. C., 20224, Glenn L. 
Archer, Assistant Attorney General, Michael L. Paup, Richard W. Perkins, William P. 
Wang, Department of Justice, Washington, D. C., 20530, for respondent-appellee. 


Before Goppotp, Chief Judge, CrarxK, Circuit Judge, and THomas,* District Judge. 


cents in 1973, 54 cents in 1974 and 49 
cents in 1975. The Tax Court found, how- 


Per CurtAM: Taxpayers appeal from the 
decision of the United States Tax Court 


finding taxpayers liable for varying amounts 
of deficiencies in income taxes for the years 
1973, 1974, and 1975. Two of the taxpay- 
ers, William E. Gatlin and James M. 
Winge, were among eight original stock- 
holders of the Insurex Corporation. Dur- 
ing 1973, 1974, and 1975, the taxpayers 
donated some of their Insurex stock to 
certain qualified charities. Based upon 
these contributions, the appellants claimed 
charitable deductions on their joint Federal 
Income Tax returns. Upon reviewing the 
returns, the Commissioner of Internal Rev- 
enue determined the fair market value of 
the Insurex stock contributed to be zero 
and disallowed the deductions. The tax- 
payers appealed this ruling to the Tax 
Court for a decision on the fair market 
value of the Insurex stock contributed. 
Both the Commissioner and taxpayers pro- 
duced expert witnesses on this issue. The 
government’s expert witness testified that 
the Commi S10 1er’s Decvios epee o zero 


ever, that the valuation method used by 
this expert witness was “inherently flawed” 
and “unreliable.” 


The taxpayer’s expert witness placed the 
value of Insurex stock at $7.50 for 1973 
and 1974, and $4.69 for 1975. As was the 
case with the government’s expert, the Tax 
Court was “not convinced” that the tax- 
payers’ method properly reflected the fair 
market value of the Insurex stock on the 
dates of contribution. After examining the 
entire record and weighing the evidence, 
the Tax Court found the fair market value 
of Insurex stock to be $2.00 per share 
during 1973 and 1974 and $1.00 per share 
during 1975. 


On appeal the taxpayers challenge the 
Tax Court’s findings on the basis that they 
were clearly erroneous. However, petition- 
ers do not challenge the fair market value 
determination of the Tax Court per se. 
Rather, they allege that the Commissioner’s 
original deficiency notice was arbitrary, 
excessive, and without a rational basis or 


foundation, and therefore, the burden of 
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proof with respect to valuation was shifted 
to the government.’ The crux of the tax- 
payers’ argument on appeal is that the 
failure of the Tax Court to shift the burden 
of proof inherently prejudiced the court’s 
findings and effectively gave the totality of 
the taxpayers’ evidence less weight than 
it was due. - 


In view of the facts of this case and the 
proceedings below, petitioners’ appeal is 
unavailing. As noted by the Tax Court, 
when a petitioner asks the court to find 
a deficiency notice arbitrary, excessive, and 
without a rational basis or foundation the 
request essentially asks the court to review 
the evidence, motives, policies or proce- 
dures that may influence the Commissioner 
in making his determination. As a general 
rule, the Tax Court will not honor such 
a request. See Conforte v. Commissioner 
[CCH Dec. 37,205], 74 T. C. 1160 (1980); 
Llorente v. Commissioner [CCH Dec. 36,955], 
74 T. C. 260 (1980). The rationale for this 
general rule, as stated by the Tax Court 
is well settled, ‘a trial before the Tax 
Court is a proceeding de novo; our deter- 
mination of a petitioner’s tax liability must 
be based on the merits of the case and not 
any previous record developed at the ad- 
ministrative level.” Conforte v. Commus- 
stoner [CCH Dec. 37,205], 74 T. C. 1160, 
1177 (1980); Jackson v. Commissioner [CCH 
Dec. 36,460], 73 T. C. 394, 400 (1979); 
Greenberg's Express, Inc. v. Commissioner 
[CGH ~Dec. 632640621, (G2 324" 328 
(1974). This rationale clearly encompasses 
the appellants’ case. The Tax Court con- 
ducted a de novo review based upon the 
existing record and evidence produced be- 
fore the court. The Tax Court then made 
its own findings of fact based upon the 
evidence. There is no basis upon which 
to argue that the court’s refusal to shift 
the burden of proof results in these find- 
ings being clearly erroneous. 


In determining which party bears the 
burden of proof, it is necessary to differen- 
tiate between unreported income cases and 
deduction cases. In unreported income 
cases, once it has been shown through evi- 
dence that the Commissioner’s determina- 
tion is arbitrary and erroneous, the ultimate 
burden of proof or persuasion shifts to 


2 Petitioners made a motion to this effect 
before the Tax Court. The motion was denied. 

3In unreported income cases, the government 
often finds itself trying to reconstruct the ac- 
cumulation of unreported income obtained 
through illegal activities. As noted in Jackson 
v. Commissioner, supra, this difficult task can 
sometimes lead to unreliable results: ‘‘[TJhe 


1985 Standard Federal Tax Reports 


the Commissioner. Jackson v. Commissioner 
[CCH Dec. 36,460], 73 T. C. 394, 401 
(1979). This situation is rare and only 
occurs where the Commissioner has intro- 
duced no substantive evidence, and the 
evidence shows that the claimed tax defi- 
ciency arising from unreported income was 
derived by the government from unreliable 
evidence. See Jackson v. Commissioner, 
supra; * Weimerskirch v. Commissioner [79-1 
ustc J 9359], 596 F. 2d 358 (9th Cir. 1979), 
revg, [CCH Dec. -34,214] 67 T.-C. 672 
(1977). The rationale behind this rule is 
that a taxpayer should not bear the burden 
of proving a negative (no unreported in- 
come) if the Commissioner can present no 
substantive evidence to support his defi- 
ciency claim. See Cohen v. Commissioner 
re USTC J 9388], 266 F. 2d 5, 12 (9th Cir. 
1959). 


This is a deduction case. At all times 
the taxpayer must come forward with evi- 
dence to support his entitlement to the 
deduction and the amount of that entitle- 
ment. See generally Conforte v. Commis- 
stoner [CCH Dec. 37,205], 74 T. C. 1160, 
1178 (1980); Rockwell v. Commissioner [75-1 
usTC J 9324], 512 F. 2d 882, 885 (9th Cir.), 
cert. demed, 423 U. S. 448, 96 S. Ct. 448, 
46 L. Ed. 2d 386 (1975). When claiming 
a deduction, the taxpayer has admitted the 
full amount of income but seeks to pay 
less than the applicable tax on that income 
by utilizing available deductions. Because 
the taxpayer is privy to the facts that sub- 
stantiate a deduction, he must bear the 
burden of proving his right to, and amount 
of, a claimed deduction. This stricter 
burden for deduction cases makes sense be- 
cause unlike unreported income cases the tax- 
payer is not required to prove a negative. 


Moreover, when a taxpayer challenges the 
government’s disallowance of part or all of 
a deduction, the Commissioner’s original 
notice of deficiency and the method of cal- 
culation of the deficiency at the adminis- 
trative level is not evidence in the Tax 
Court. It has no relevancy with respect to 
the proceeding. The Tax Court undertakes 
a de novo review. 


If the government takes a position against 
a taxpayer that is not substantially justified 
and the taxpayer prevails, it is possible 


elaborate construct set out in the deficiency 
notice, based solely as it was on a secondhand 
report of peripheral statements made by an 
unreliable informant, turns out to be sheer 
gossamer. We consequently find respondent's 
determination arbitrary and excessive.’’ Id. at 
403. — 
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that the taxpayer has a remedy for attorney 
fees under the Equal Access to Justice Act, 
28 U. S. C. § 2412(d)(1)(A). See Ashburn 
v. United States [84-2 ustc 99761], 740 F. 


remedy is not one of burden shifting as 
sought by appellants in this case. The 
judgment of the Tax Court is 


AFFIRMED. 


2d 843 (llth Cir. 1984). The taxpayer’s 


[7 9238] Charles J. Martin, Petitioner-Appellant v. Commissioner of Internal Reve- 
nue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 83-1778, 3/5/85.—(756 F2d 38.) Affirming 
an unreported Tax Court case. 


[Rule 38 of the Federal Rules of Appellate Procedure 
and the U. S. Constitution] 


Tax protestors: Frivolous appeal: Constitutional arguments: Double costs award.— 
A taxpayer was assessed double costs for a frivolous appeal after the Tax Court found him 
in default. His arguments that he was not a taxpayer within the meaning of the tax laws 
and that the Tax Court denied him his seventh amendment right to trial by jury were 


found to be without merit. Back references: {| 402A.035 and 5880.36. 
Charles J. Martin, North Lawrence, Ohio 44666, for plaintiff-appellant. Joel Gerber, 


Internal Revenue Service, Washington, D. C. 20224, Glenn L, Archer, Jr., 
Michael L. Paup, Gary R. Allen, Farley PS Karz 


Attorney General, 


Assistant 
Debartment of 


Justice, Washington, D. C. 20530, for respondent- appellee. 


Before: ENGEL and WELLForD, Circuit Judges; and RosENN, Senior Circuit Judge.* 


WELLrorD, J., Circuit Judge: This is an 
appeal from the Tax Court, where appel- 
lant, Charles J. Martin, challenged the 
Internal Revenue Service’s finding of defi- 
ciencies for the tax years 1972 through 
1975. The Tax Court sustained the deficien- 
cies in an unpublished decision, and this 
appeal ensued. We affirm. 


lp 


Appellant owned and operated a family 
farm during the years in question. During 
each of those years, appellant filed a Form 
1040 on which he essentially provided no 
information regarding his income. Using 
the bank deposits and expenditures method 
of reconstruction, the Commissioner deter- 
mined that appellant received over $160,000 
in taxable income for the years in question. 
Appellant was therefore assessed over 
$49,000 in back taxes, over $12,000 for failure 
to file returns under I. R. C. § 6651(a) (1), 
and approximately $4300 in penalties under 
1 us Cc §§ 6653(a) and 6654(a). 


t petitioned the Tax Court to 


minations were in error, assuming arguendo 
the revenues received were properly taxed 
as income. On December 14, 1982, appellant 
was notified by the Tax Court that his trial 
was scheduled for February 1983, and also 
was warned that he should contact the 
Commissioner in an effort to come to an 
agreement regarding uncontested facts. 
This appellant failed to do, even though he 
was sent a proposed stipulation by the 
Commissioner. ] 


At the hearing, instead of contesting the 
Commissioner’s factual findings, appellant 
pursued his constitutional challenges. The 
Tax Court found these arguments to be 
“frivolous, wholly without merit,’ and war- 
ranted “no further dpscuscion! Because 
appellant failed to address the Commis- 
sioner’s findings, the Tax Court found him 
in default, and entered judgment in favor 
of the Commissioner. 


1a 
On appeal, appellant essentially presses 
two constitutional arguments. His first 


argument, in a nutshell, is that he is not a 
taxpayer within the ae aeiae of the tax 
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Court; and because he challenged this juris- 
diction below he was denied due process 
by the Tax Court in rendering judgment 
against him. Appellant attempts to argue 
that the Supreme Court, through its hold- 
ings in Pollock v. Farmers’ Loan & Trust 
Co., 158 U. S. 601 (1895), and Brushaber v. 
Union Pacific R. R. Co, [1 ustc 74], 240 
U.S. 1 (1916), held that an income tax is 
really an excise tax, which can only be 
assessed against those either licensed or 
incorporated. Since he is neither, appellant 
argues that he cannot be taxed, and thus 
is not a taxpayer. 


This argument is baseless. In Brushaber, 
the Court found the 1913 income tax law 
to be constitutional. The Court also noted 
that in Pollock it had previously found the 
taxing of income from professions, trades, 
employments or vocations to be constitu- 
tional in the form of an excise tax. In light 
of the sixteenth amendment, however, all 
taxation of income, “from whatever source 
derived,” was found to be constitutional in 
Brushaber. A multitude of cases following 
Brushaber have held that the type of reve- 
nues and receipts earned by appellant, a 
substantial farmer, constitute taxable in- 
come under the Internal Revenue Code. 
See generally Lively v. Commissioner [83-1 
uSTC ff 9338], 705 F. 2d 1017 (8th Cir. 1983); 
Pledger v. Commissioner [81-1 ustc { 9314], 
641 F. 2d 287 (5th Cir.), cert. denied, 454 
U. S. 964 (1981); Acker v. Commissioner 
[58-2 ustc J 9804], 258 F. 2d 568 (6th Cir. 
1958), aff'd, 361 U. S. 87 (1959); Rowlee v. 
Commissioner [Dec. 40,228], 80 T. C. 1111, 
1119 (1983). Appellant’s earnings, which are 
unchallenged here, constitute gross income 
under the applicable sections of the Inter- 
nal Revenue Code. Appellant is therefore 
liable for income taxes, determined to be 
due, and falls within the proper “jurisdic- 
tion” of the Tax Court upon his challenge 
to the action of the Internal Revenue 
Service. 


Appellant next argues that the Tax Court 
denied him his seventh amendment right 
to trial by jury. This argument has re- 
peatedly been rejected by the courts. The 
seventh amendment guarantees the right to 
a trial by jury only as it existed at common 
law. Because no cause of action existed 
at common law against the sovereign with 
respect to assessment of taxes, no right to 
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a jury trial exists here. The seventh amend- 
ment does not preserve such a right in 
cases brought by the taxpayer against the 
government in the Tax Court. Blackburn v. 
Commissioner [82-2 ustc J 9444], 681 F. 2d 
461 (6th Cir. 1982). Appellant’s argument 
to the contrary is meritless. 


III. 


Rule 38 of the Federal Rules of Appellate 
Procedure provides: 


If a court of appeals shall determine that 
an appeal is frivolous, it may award just 
damages and single or double costs to 
the appellee. 


Section 7482(c)(4) of the Internal Revenue 
Code states: 


The United States Court of Appeals and 
the Supreme Court shall have power to 
impose damages in any case where the 
decision of the Tax Court is affirmed and 
it appears that the notice of appeal was 
filed merely for delay. 


See also 28 U. S. C. § 1912 (court of appeals 
has discretion to award just damages and 
double costs). This court recently awarded 
double costs in a tax protestor case. Beer v. 
Commissioner [84-1 ustc J 9465], 733 F. 2d 
435 (6th Cir.), cert. denied, 54 U. S. L. W. 
3239 (1984). See also Ueckert v. Commis- 
stoner [83-2 ustc J 9696], 721 F. 2d 248 
(8th Cir. 1983); Knighten v. Commissioner 
[83-1 ustc J 9292], 702 F. 2d 5% (5th Cir.), 
reh’g denied [83-1 ustc { 9383], 705 F. 2d 
777, cert. denied, 104 S. Ct. 249 (1983). 


This court therefore has ample authority 
to assess not only double costs against 
appellant, but also “just damages” incurred 
by the government in respect to this essen- 
tially frivolous appeal. In future such cases 
this court will not hesitate to award dam- 
ages when the appeal is frivolous, or taken 
merely for purposes of delay, involving an 
issue or issues already “clearly resolved.” 
See Ueckert, 721 F. 2d at 251; Lonsdale v. 
Commissioner [81-2 ustc J 9772], 661 F. 2d 
71 (5th Cir. 1981). 


IV. 


For the foregoing reasons we AFFIRM 
the decision of the Tax Court and assess 
double costs against appellant by reason 
of his frivolous appeal, apparently pursued 
for purposes of delay. ; 
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[7 9239] William E. Bailey, Petitioner-Appellant v. Commissioner of wdc Rev- 
enue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 84-1134, 3/5/85.—(756 F2d 44.) 
[Code Sec. 1341] 

Claim of right doctrine: Civil penalty—A taxpayer could Rae invoke the claim of 
right doctrine to support his deduction of a civil penalty from gross income. He argued 
that imposition of the penalty deprived him of his right to the income he used to pay the 
fine. The court ruled that payments for civil penalties are not encompassed by the claim 
of right doctrine; paying the fine had no bearing on the taxpayer’s right to the income 
he used to make the payment. Also, a district court’s decision allowing the taxpayer to 
apply the fine as restitution to parties waging a class action suit against him did not 


change the fine’s nature as a civil penalty. Back reference: {| 4837.60. 
Harry J. Kaplan, 111 West St. John Street, #304, San Jose, Calif. 95113, for petitioner- 


appellant. 


Robert B. Miscavich, Fred T. Goldberg, Jr., 1111 Constitution Ave., N. W. 
Washington, D. C. 20224, Glenn L. Archer, Jr., 


Michael L. Paup, Farley P..Katz, Ann B. 


Durney, Department of Justice, Washington, D. C. 20530, for respondent-appellee. 
Before: KertrH, JoNES and KrupANSKY, Circuit Judges. 


KRupANSKY, Circuit Judge: Taxpayer 
William E, Bailey (Bailey) appeals from an 
order of the tax court granting summary 
judgment in favor of the Commissioner and 
holding that taxpayer is not entitled to the 
benefits of the remedial provisions of § 1341 
of the Internal Revenue Code (I. R. C.). 


Bailey was an officer, shareholder and 
director of Bestline Products, Inc., and 
Bestline Products Corporation (Bestline), 
a “pyramid” multi-level direct sales organi- 
zation. Bailey received salary, dividends 
and bonuses from Bestline in his capacity 
as an officer, shareholder and director and 
included such items in his gross income 
during several taxable years. 


In 1971, Bailey entered into a consent 
decree with the Federal Trade Commission 
(FTC) under which he agreed, in his 
capacity both as an individual and as a cor- 
porate officer, to cease and desist from op- 


erating the Bestline business in a deceptive ~ 


or fraudulent manner or in violation of 
federal law. 


In 1976, the District Court for the North-, 
ern District of California determined that 
Bailey, in his continued operation of Best- 
line, violated the terms of the consent de- 
_cree, and pursuant to 15 U. S. C. § 45 (1), 
fined Bailey $1,036,000. The California dis- 
trict court then granted Bailey’s request 
tk is pee ioe us ae 036, pik fine be 
as. sti 


In Bailey’s federal income tax Sane for 
1977, he claimed that his payment of the 
$1,036,000 qualified him for a reduction in 
tax of $364,343 under I. R. C. § 1341. The 
Commissioner disallowed that claim and 
Bailey filed a petition with the United 
States Tax Court, seeking a redetermina- 
tion of the deficiency. 


On January 26, 1984, after a hearing on 
cross-motions for summary judgment, the 
tax court granted the Commissioner’s mo- 
tion for summary judgment and denied 
Bailey’s motion. The court held that Bailey 
failed to meet the prerequisites of I. R. C. 
§ 1341 because (1) the $1,036,000 payment 
did not arise out of the original salary, 
dividend and bonus payments to Bailey, 
and (2) the $1,036,000 payment is a penalty 
and, thus, not deductible in any event under 
§ 162(f). 


Section 1341 provides a Es method. 
for computing tax liability in circumstances 
where a taxpayer has received an item of 
income under “claim of right,” included 
that item in income, and in a subsequent 
taxable year was required to restore that 
item because it was established that the - 
taxpayer did not in fact have an “unre- 
stricted right to such item.” I. R. C. § 1341; 
Treas. Reg. § 1.1341-1. Taxpayers who in- 
voke the provision pay the lesser of (1) 
their normal tax for the year of restoration, 
computed with a deduction for the restora- 
tion, or (2) a tax computed without such © 


Asdiietuoa! but reduced by the amount the 


tax in the y 


of ges would have wage 


aring ions 
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Before invoking § 1341, the taxpayer must 
be entitled under some provision of the 
Internal Revenue Code to a deduction for 
the restoration payment in that year. I. R. C. 
§ 1341(a)(2); Treas. Regs. 1.1341-1(a) (1); 
Umted States v. Skelly Oil Co. [69-1 ustc 
{ 9343], 394 U. S. 678, 683, 89 S. Ct. 1379, 
1382, 22 L. Ed. 2d 642 (1969); see also 
National Life & Accident Ins. Co. v. United 
States [65-2 ustc J 9609], 244 F. Supp. 135, 
139-142 (M. D. Tenn. 1965), aff'd in part and 
reud in part on other grounds, [68-1 usTC 
7 9105] 385 F. 2d 832 (6th Cir. 1967). 


Section 162(f) prohibits a deduction “for 
any fine or similar penalty paid to a gov- 
ernment for the violation of any law.’’ Sec- 
tion 1.162-21(b)(1)(ii) of the Treasury 
Regulations provides that this deduction 
prohibition applies to amounts “paid as a 
civil penalty imposed by Federal . . . law.” 
Bailey contends, however, that § 162(f) is 
inapplicable because the $1,036,000 payment 
was not a penalty paid to a government, but 
rather constituted restitution made to pri- 
vate litigants. 


In Southern Pacific Transporation Co. v. 
Comm’r [Dec. 37,600], 75 T. C. 497, 646-654 
(1980), the tax court held that civil penal- 
ties “imposed for purposes of enforcing the 
law and as punishment for the violation 
thereof” are non-deductible payments under 
§ 162(f), while civil penalties “imposed to 
encourage prompt compliance with a re- 
quirement of the law, or as a remedial 
measure to compensate another party for 
expenses incurred as a result of the viola- 
tion” fall outside the scope of by the de- 
duction prohibition in §162(f). Accord 
Huff v. Comm’r, 80 T. C. 804, 824 (1983); 
Middle Atlantic Distributors, Inc. v. Comm’r, 
72,T. C. 1136 (1979). 

Bailey’s obligation to pay the $1,036,000 
payment arose out of a judgment in a suit 
brought against Bailey by the FTC to 
recover civil penalties under 15 U. S. C. § 45 
where the District Court for the Northern 
District of California found that Bailey 
“failed or neglected to obey terms of an 
FTC Consent Order” and ordered that 
Bailey “shall forfeit and pay to the plaintiff 
United States of America civil penalties in 
the amount of [$1,036,000].” Bailey, there- 
fore, forfeited the $1,036,000 as punishment 
for his violations of the Federal Trade. 
Commission Act, and the payment was thus 
a fine “imposed for purposes of enforcing 
the law and as punishment for a violation 
thereof.” See Southern Pacific, 75 T. C. at 
652. 
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The fact that the California district court, 
upon Bailey’s application, permitted him to 
apply the $1,036,000 civil penalty toward the 
settlement of his potential liabilities in the 
multidistrict class action does not change 
the status of the payment as a civil penalty. 
The characterization of a payment for pur- 
poses of §162(f) turns on the origin of 
the liability giving rise to it. Middle Atlantic 
Distributors v. Comm’r, 72 T. C. at 1145; 
Uhlenbrook v. Comm’r [Dec. 34,258], 67 
T. C. 818, 823 (1977). 


The tax court correctly concluded, 
therefore, that taxpayer’s $1,036,000 pay- 
ment constitutes a non-deductible penalty 
under § 162(f). Since the $1,036,000 pay- 
ment is not otherwise deductible under the 
provisions of the Code, § 1341 treatment 
of the payment is not appropriate. Treas. 
Regs. 1.1341-1(a)(1); National Life and Ac- 
cident Ins. Co. v. Umted States, 244 F. Supp. 
at 139-142. 


Taxpayer is precluded from invoking 
§ 1341 for another reason. Section 1341 ap- 
plies where the item was included in a. 
taxpayer’s income because it then “appeared” 
that the taxpayer “had an unrestricted right 
to such item,” I. R. C. § 1341(a)(1), but it 
was later “established” that the taxpayer’s. 
claim of right was defective, such that at 
the time of receipt the taxpayer did not, in 
fact, “have an unrestricted right to such 
item.” I. R. C. § 1341(a)(2). This language 
requires that the taxpayer’s obligation to 
repay must arise out of the specific “cir- 
cumstances, terms and conditions” of the 
transaction whereby the amount was orig- 
inally included in his income. Pahl v.: 
Comm’r [Dec. 34,109], 67 T. C. 286, 289-291 
(1976); Blanton v. Comm’r [Dec. 28,054], 
46 T. C. 527 (1966) aff’d, [67-2 ustc J 9561] 
376 F. 2d 558 (5th Cir. 1967); Usher v. 
Comm’r [Dec. 36,968(M)], 40 T. C. M. 
(CCH) 385, 392-393 (1980). The $1,036,000 
Bailey paid in 1977 was a civil penalty im- 
posed under 15 U.S. C. § 45 for his multiple 
violations of an FTC consent order. The 
payment, therefore, arose from the fact that 
Bailey violated the consent order, and not 
from the “circumstances, terms, and condi- 
tions” of his original receipt of salary and 
dividend payments from Bestline. Indeed, — 
the amount of the penalty was not com- 
puted with reference to the amount of his 
salary, dividends, and bonuses, and bears 
no relationship to those amounts. See 
Uhlenbrock v. Commissioner [Dec. 34,258], 
67 T. C. 818, 823 (1977) (taxpayer’s pay- 
ment of addition to tax penalty is not de- 
ductible under § 1341 as a restoration of 
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previously reported executor’s commissions 
where the amount he received as commis- 
sions bore no relationship to the amount he 
later became obligated to pay). 


Since the tax court correctly determined 
that the taxpayer is not entitled to invoke 
I. R. C. § 1341, the judgment below is 
hereby AFFIRMED. 


[19240] Marie D. Sorenson, individually and on behalf of all others similarly sit- 
uated, Plaintiff-Appellant v. the Secretary of the Treasury of the United States; and 
the United States of America, Defendants-Appellees. 

U. S. Court of Appeals, 9th Circuit, Nos. 83-3694, 83-3702, 2/5/85. Affirming District 
Court, 83-1 ustc J 9200, 557 F. Supp. 729. 


[Code Secs. 6305, 6402, 7402, and 7421] 


Refunds and credits: Offset: Past-due child support: Assessment of tax: Restraint: 
Collection of past-due child support obligations: Assessment of tax: Prohibition of suits 
to restrain: District Court: Jurisdiction: Declaratory Judgments——The government was 


entitled to withhold one-half of a tax refund due to the taxpayer and her husband, 


residents of a community property state, to satisfy the husband’s past-due support obli- 
gations to the children of his prior marriage, despite the fact that part of the overpay- 
ment was attributable to the taxpayer’s earnings. The taxpayer’s husband held a property 
interest in the amount of the overpayment that was generated by the taxpayer’s earnings. 
Due process, however, requires that the notice of overpayment being retained inform 
the individuals that only half of the community property overpayment is subject to 
retention if an additional claim for that half is made. The assessment and collection of 
past-due support obligations are not subject to the procedural and! jurisdictional limita- 
tions of a tax refund suit; thus, the Anti-Injunction Act and limitations in the Declaratory 
Judgment Act were inapplicable, and sovereign immunity was waived. Earmed income 
credits were subject to retention and transfer under Code Sec. 6402. Back references: 
7 5339.50, 5406.03, 5406.092, 5770.0165, and 5779.631. 


Peter Greenfield, Evergreen Legal Services, Seattle, Wa'sh., for bisiniganpetan® 
Richard Farber, Jo- Ani Horn, Department of Justice, Washington, D. C. 20530, for 
defendants- appellees. 


Before WricuHt and Hue, Circuit Judges, and East,* District Judge. 
Opinion 
fund to Sorenson and the class. Sorenson 


Hue, Circuit : i eal involve: 
Circuit Judge.’ Tiusiappeal involves appeals and the Secretary cross appeals. 


a challenge to the manner in which the 


the class. The district judge denied a re- 


Secretary of the Treasury has implemented 
the “tax intercept” program. The tax in- 
tercept program authorizes the Secretary to 
withhold tax refunds owed to parents who 
have delinquent child support obligations 
and to transfer those funds directly to the 
states as reimbursement for expenditures 
made by the states to support the affected 
children under the Aid to Families with 
Dependent Children (AFDC) Program. 


Sorenson brought this action on behalf 
peter and a class of similarly situated | 


Facts 


Sorenson is a married woman who lives 
in the State of Washington. Her husband 
is indebted to the State for his failure to 
make the required child support payments 
to the children of his prior marriage. When 
the State gave financial assistance to his 
former wife, the State took an assignment 


of the past due child support, as it is re- 


quired to do under the AFDC. program. 


In February, 1982, Sorenson and her hus- 


band filed a joint 1981 federal income tax 
return. All of the i income was from Soren- 
and unemploym: it benefits. 

b 
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Sorenson did not, however, receive her 
expected refund. The Internal Revenue 
Service (“IRS”) withheld payment of the 
refund so that it could be offset against 
the amount owed to the State of Washing- 
ton because of her husband’s nonpayment 
of child support. After unsuccessfully try- 
ing to obtain her refund from the local 
office of the IRS and from the Washington 
State Department of Social and Health 
Services, to which the IRS referred her, 
Sorenson filed a complaint in the present 
action on April 22, 1982. Sorenson sought, 
among other forms of relief, (1) leave to 
proceed on behalf of a class, (2) a declara- 
tion that the tax intercept statutes do not 
apply to earned income credits, (3) a 
declaration that the tax intercept statutes 
do not authorize the taking of funds with- 
held from community earnings except from 
funds withheld from the earnings of an 
individual having a child support obligation 
to a state, (4) a declaration that the taking 
by the IRS of money due to married tax- 
payers to satisfy child support claims against 
one spouse constitutes taking of property 
without due process, and (5) an order 
requiring that the money owed to class 
members as refunds or earned income credits 
and held on the basis of the tax intercept 
statutes be released to class members. 


The Secretary moved to dismiss Soren- 
son’s suit on the grounds that the district 
court lacked subject matter jurisdiction, 
that the action was barred by sovereign 
immunity, and that several procedural limi- 
tations pertaining to tax suits precluded the 
court from granting the relief requested. 
That motion was denied. Sorenson moved 
for certification of a class, and that motion 
was granted. Both parties moved for sum- 
mary judgment on the substantive issues. 
The Secretary had originally taken the 
position that, under Washington community 
property law, all of the overpayment of 
tax resulting from the income of Soren- 
son’s husband and one-half of the overpay- 
ment resulting from Sorenson’s income was 
to be retained and paid over to the State 
of Washington for payment of Sorenson’s 
husband’s child support obligation. The 
Secretary later clarified his policy and 
claimed only one-half of the total commu- 
nity property overpayment. Sorenson con- 
tended that, under Washington community 
property law, it was unlawful for the 
Secretary to retain and transfer the re- 
maining one-half of the refund resulting 
from her earnings and that it was contrary 
to federal law to retain and transfer the 
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remaining one-half of the earned income 
credit due to her or her husband. 


The district court held that, under Wash- 
ington community property law, the Sec- 
retary could properly retain and transfer 
to the State one-half of the refund resulting 
from Sorenson’s earnings, but that due 
process required the Secretary to notify 
other class members that he could only 
retain one-half of the community property 
overpayment and, thus, of their legal right 
to a refund in the instances when more had 
been retained. The district court further 
held that the earned income credits were 
tax refunds within the scope of the inter- 
cept statutes and thus could be retained 
and transferred to the State. 


Issues 


A number of issues were resolved in 
the district court and are not contested 
on appeal. We refer to the thorough and 
carefully written opinion of the district 
court concerning these issues. See Soren- 
son v. Secretary of the Treasury of the United 
States [83-1 ustc 9200], 557 F. Supp. 729 
(W. D. Wash. 1982). Our focus in this 
appeal is only on those issues now raised 
by the parties. 


There is only one issue involved in 
Sorenson’s appeal on behalf of herself and 
the class certified by the district court. The 
issue is whether any of the earned income 
credit authorized under the provisions of 
the Internal Revenue Code, 26 U. S. C. 
§ 43 (1982), may be intercepted in the same 
way as overpayments of taxes that are due 
to the taxpayer. 


In the cross appeal, the Secretary raises 
several issues. The Secretary contends 
that: 


1. The federal court lacks subject mat- 
ter jurisdiction to review matters con- 
cerning the tax intercept system because 
judicial review is precluded by 26 U. S. C. 
§ 6305(b), 

2. Declaratory relief granted to the 
class was improper because the Declara- 
tory Judgment Act expressly prohibits 
granting such relief with respect to fed- 
eral taxes, 

3. Injunctive relief granted to the class 
was improper because the Anti-Injunc- 
tion Act prohibits restraining the assess- 
ment or collection of a tax, 


4. The doctrine of sovereign immunity 
precludes the refund Sorenson seeks be- 
cause she failed to follow the prescribed 
procedural requirements, and 


5. The class certification was improper. 
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Cross Appeal 


We discuss first the issues raised on 
the cross appeal, because these issues in- 
volve jurisdictional matters or matters that 
would otherwise be dispositive of Soren- 
son’s claims. 


Subject Matter Jurisdiction 


Section 6305(b). The Secretary contends 
that pursuant to 26 U. S. C. §6305(b) 
(1982) the federal courts are without juris- 
diction to review matters concerning the 
tax intercept system. We disagree. The 
Secretary fails to distinguish between two 
separate statittory schemes by which he is 
authorized to collect delinquent child sup- 
port payments to reimburse the states. 


There is an older system of collection, 
under which the Secretary of the Depart- 
ment of Health, Education, and Welfare 
is authorized, upon the request of a state, 
to certify to the Secretary of the Treas- 
ury the amount of any child support obli- 
gation assigned to that state. See 42 
Wi ace § 652(b). Parents are required, 
as a condition of ‘eligibility for welfare, to 
assign their rights to support payments 
to the state, and the support obligation 
thereby becomes a debt owed by the obli- 
gated parent to the state. The Secretary 
of the Treasury is then required to assess 
and collect the amount certified “in the 
same manner and with the same powers, 
and... subject to the same limitations as 
if such amount were a tax....”’ 26 U.S.C. 
§ 6305(a). This method is hereafter refer- 
red to as the “assessment” method of 
collection. | 


The second method of collection, and the 
one at issue here, is the “intercept” method. 


‘This scheme also is triggered by the Secre- 


tary of the Treasury receiving notice from 
a state that an individual owes past-due 
support that has been assigned to the 
state as a condition of welfare eligibility. 
The Secretary then determines whether any 
amounts are payable to that individual as 
refunds: of federal taxes paid, and BS is 


Section 6305(b) provides that 


[n]o court of the United States .. . shall 
have jurisdiction of any action, whether 
legal or equitable, brought to restrain or 
review the assessment and collection of 
amounts by the Secretary under subsec- 
tion (a), nor shall any such assessment 
and collection be subject to review by 
the Secretary in any proceeding. 


26 U. S. C. § 6305(b). The question arises 
whether this limitation upon federal juris- 
diction with respect to the “assessment” 
method of collection applies also to the 
“intercept” method at issue in the present 
case. We hold that it does not. 


The “assessment” and “intercept” meth- 
ods of collection are similar in purpose but 
not in operation. The very acts upon which 
section 6305(a) pivots—assessment and col- 
lection—have no part in the “intercept” 
method; and it is precisely these pivotal 
actions that section 6305(b) shields from 
federal judicial interference. See Marcello 
v. Regan, 574 F. Supp. 586, 592-94 (D. R. I. 
1983). Further, although section 6305(a) 
was slightly amended in 1981 by the same 
act of Congress that created the new “‘in- 
tercept” program, Congress did not amend 
section 6305(b) to refer to the new pro- 
gram. On the contrary, the legislative his- 
tory of the tax intercept statutes makes 
only fleeting reference to the “assessment” 
method, stating merely that the intercept 
program “amplifies” the Secretary’s already 
existing authority under section 6305(a). 
H. R. Con. Rep. No. 208, 97th Cong., 1st 
Sess. 35, reprinted in 1981 U. S. Code Cong. 
& Ad. News 1010, 1347. This reference is 
no support for the.Secretary’s contention. 
The limitation on jurisdiction created by 
section 6305(b) refers only to “assessment 
and collection of amounts by the Secre- 
tary under subsection (a)” and not to the 
transfer under section 6402(c) of funds 
already collected and owed to the taxpayer 
as a refund. 


Declaratory relief. The Declaratory Judg- 
ment Act, 28 U. S. C. § 2201 (1982), author- 
izes a federal court to grant declaratory 
relief in a case of actual controversy within 


its jurisdiction, whether or not further re- 


Hoe S or could be sought. H wever, the 
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There was no question in this case with 
respect to Sorenson’s federal tax liability. 
The question rather concerned the disposi- 
tion of funds that the Secretary had deter- 
mined were owed to Sorenson as a refund 
of taxes withheld and an earned income 
credit. It was only because the funds were 
undisputedly owed to petitioner and undis- 
putedly not owed to the United States as 
taxes that the Secretary proposed to trans- 
fer them to the State of Washington. 


As this court stated in State of California 
v. Regan, 641 F. 2d 721, 722 (9th Cir. 1981), 


[t]he purpose of the federal tax excep- 
tion to the Declaratory Judgment Act 
is to protect the government’s ability 
to assess and collect taxes free from 
preenforcement judicial interference, and 
to require that disputes be resolved in 
a suit for refund. 


(Citations omitted.) The present suit would 
not interfere with the assessment and col- 
lection activities of the IRS since those 
activities have been completed. We see no 
reason, therefore, why the federal tax ex- 
ception to the Declaratory Judgment Act 
should be applied here. 


Injunctive Relief. The district court held 
that the Anti-Injunction Act, 26 U. S. C. 
§ 7421(a) (1982), which prohibits suits “for 
the purpose of restraining the assessment 
or collection of any tax,” was inapplicable 
to the present case. The Secretary does 
not appeal this ruling but contends instead 
that injunctive relief was improper because 
Sorenson had an adequate remedy at law, 
namely a tax refund suit. 


The only injunctive relief granted by the 
district court was an order requiring the 
Secretary to notify class members of their 
right to one-half of the community property 
overpayment. The court issued a declara- 
tory judgment that class members had a 
due process right to such notice; and when 
the Secretary failed to act on this declara- 
tion, the district court ordered him to do 
so. The Secretary apparently does not seek 
review of this order, and the district court 
was correct in any case. Under the cir- 
cumstances, a tax refund suit would not pro- 
vide an adequate remedy for a class of 
plaintiffs who have virtually no means of dis- 
covering that they are entitled to such a 
refund. 


Petitioner no longer seeks an order re- 
quiring the Secretary to release funds to 
the plaintiff class, and she now character- 
izes her individual action as a tax refund 
suit. This court therefore need not rule 


1985 Standard Federal Tax Reports 


on whether a tax refund suit provides an 
adequate legal remedy that would preclude 
a court from ordering the Secretary to re- 
lease the intercepted refunds to the class. 


Sovereign Immunity 


The Secretary contends that the doctrine 
of sovereign immunity bars Sorenson’s in- 
dividual refund action on the grounds that 
she failed to meet the procedural require- 
ments of 26 U. S. C. §§ 6532(a)(1) and 
7422(a) (1982). The latter section of the 
Tax Code provides that no suit may be 
maintained for the recovery of any internal 
revenue tax until a claim for a refund has 
been duly filed with the IRS. The former 
section prohibits the courts from entertain- 
ing any refund suit filed before the expira- 
tion of six months from the date the claim 
for refund is filed, unless the Secretary 
renders a decision on the claim within that 
time. Any refund suit instituted prior to 
the filing of a claim for refund, or after the 
claim has been filed but prior to the time 
specified by section 6532, is outside the 
scope of the Government’s consent to be 
sued and is barred by sovereign immunity. 
See, e.g., United States v. Freedman [71-2 
ustc J 9523], 444 F. 2d 1387, 1388 (9th Cir.), 
cert. denied, 404 U. S. 992 (1971). 


The district court held that “this is not 
a tax refund suit” and that “sovereign im- 
munity is waived under 5 U. S. C. § 702.” 
Sorenson, 557 F. Supp. at 733. Petitioner, 
however, has recharacterized the relief she 
seeks. She now concedes that her indi- 
vidual action is a tax refund suit, and she 
no longer seeks an order requiring the Sec- 
retary to release funds to the class. She 
further concedes that section 702 does not 
apply because it provides for a waiver of 
sovereign immunity only in actions seeking 
relief other than money damages. Since 
the district court did not regard the present 
action as a tax refund suit, it did not rule 
on whether sovereign immunity would bar 
such a suit. Because we hold that Soren- 
son’s individual action is a tax refund suit, 
wet must reach the question of sovereign 
immunity. 


With respect to the requirement of sec- 
tion 7422(a) that a claim for a refund or 
credit be filed with the IRS, tax regulations 
provide that “[a] properly executed ... 
income tax return (on 1040X .. .) 
shall constitute a claim for refund or 


credit... .” 26 C. F. R. § 301.6402-3(a) (5). 


Sorenson filed such a return in February 
of 1982. Further, on April 14, 1982, her 
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counsel mailed a letter to the IRS that 
reiterated her claim that she was entitled 
to a refund and credit. Since even “an in- 
formal claim which fairly gives notice of 
a taxpayer’s intention to press for a refund 
of taxes is sufficient to satisfy the statu- 
tory requirement,’ Standard Lime and Ce- 
ment Co. v. United States [64-1 ustc J 9311], 
329 F. 2d 939, 943 (Ct. Cl. 1964); Rosen- 
garten v. United States [60-1 ustc { 9303], 
181 F. Supp. 275 (Ct. Cl.), cert. dented, 364 
U. S. 822 (1960), the letter as well as the 
filing of Form 1040X, satisfied the claim 
requirement of section 7422(a). 


The provision of section 6532 that a tax- 
payer may not file a refund action in the 
courts “before the expiration of 6 months 
from the date of filing the claim ... un- 
less the Secretary . .. renders a decision 
thereon within that time ...,” 26 U.S. C. 
§ 6532(a)(1), presents a more difficult ques- 
tion. Sorenson’s uncontroverted complaint 
alleges that on April 12, 1982, an IRS 
representative told her that her refund and 
credit were being held to satisfy the State 
of Washington’s claim against her husband. 
Further, on April 22, 1982, the same day 
that Sorenson filed her complaint in ae 
suit, the Secretary sent her notice that “ 
have kept all or part of your Heatran 
and that the “amount we kept has been 
paid to the State of Washington.” Soren- 
son contends that either of these commu- 
nications constituted adequate evidence that 


- the Secretary had rendered an adverse de- 


cision on her claim and that she was there- 
after entitled to file suit for a refund. The 
IRS argues that these exchanges do not 
constitute notice, that the Secretary had not 
rendered a decision by April 22, 1982, and 
that a formal notice of disallowance was 
not sent to petitioner until June 28, 1982, 
over two months after she filed suit. 


Section 6532(a)(1) provides: 


No suit or proceeding under section 
7422(a) for the recovery of any internal 
revenue tax, penalty, or other sum, shall 
be begun before the expiration of 6 
months from the date of filing ae ae 

inder such 


the latter portion a time after which a suit 
cannot be filed. It is obvious that there are 
different policy considerations for each re- 
quirement. The first portion of section 6532 
establishes a six-month period as a reason- 
able time for the IRS to consider the claim 
before suit is filed, so that those claims it 
considers to have merit can be resolved 
administratively, thereby avoiding needless 
litigation. However, under the provisions 
of this section, a suit is not precluded if 
the IRS renders a decision on the claim 
within that period. The section does not 
say that suit is precluded until notice of that 
decision is given to the taxpayer. Rather, 
it is the time of the decision that is con- 
trolling. This is perfectly logical, in that 
the purpose of this portion of the statute 
is served if no suit is filed before the Sec- 
retary has made his decision or the six 
months’ reasonable time for doing so has 
expired. Notice to the taxpayer has no 
bearing on the policy reasons for this 
portion of the statute. ; 


The remainder of section 6532 provides 
for a period of limitations within which the 
taxpayer must bring his suit. In order for 
this time period to commence, the latter 
portion of the statute provides that the 
Secretary must mail a notice of the decision 
by certified or registered mail. It is obvious 
that basic fairness to the taxpayer requires 
that he be notified of the time from which 
his two-year limitations period commences 
to run. 


In the present case, the IRS letter of 


April 22 to Sorenson stated that all or part 
of her refund had been withheld and trans- 
ferred to the State of Washington. This 
constituted a decision on the claim, which 
permitted her to file suit to recover the 
amount withheld and transferred to the 
State. — 


Class Certification 
Pursuant to Fed. R. Civ. P. 23(b) (2), the 
district court certified a class consisting of 
all residents of the State of Washington 
(1) who have filed joint Federal income 
tax returns for 1981; (2) whose spouses 
owe paegto the State Bt ba Nashineian 
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557 F. Supp. at 733. The court ruled that 
the requirements of Rule 23(a) had been 
met and that class-wide declaratory and in- 
junctive relief would be appropriate. Id. 
The Secretary argues that such a class can- 
not be certified because it is impossible to 
determine which of the class members, if 
any, have met the procedural requirements 
for the maintenance of a tax refund suit. 
Sovereign immunity would bar refund ac- 
tions by any class members who had not 
met the requirements. Sorenson, however, 
no longer seeks a class-wide refund. The 
only relief she seeks on behalf of the class 
is declaratory and injunctive. All class 
members are entitled to seek such relief 
because, spunsuants toon UasS.eCr 1s 702, 
sovereign immunity is waived with respect 
to declaratory and injunctive relief. Whether 
class members individually have met the 
procedural requirements for a refund action 
is therefore irrelevant, and certification of 
the class was proper. 


Sorenson's Appeal 


Sorenson sought a declaratory judgment 
on behalf of herself and the class declaring 
that “earned income credits” authorized by 
26 U. S. C. § 43 are not within the purview 
of-42 U.S. C. §664(a) (1982) and 26 
U.S. C. § 6402(c) (1982) and are, therefore, 
not subject to retention by the Secretary and 
transfer to the states as reimbursement for 
public assistance payments. Sorenson also 
sought refund of the remaining one-half of 
the earned income credit withheld in her 
case. The district court held for the Secre- 
tary. We affirm. 


A discussion of the related and under- 
lying code sections is necessary in order to 
place in perspective the legislation here in 
question. 


Statutory Background. The Social Security 
Act requires that, as a condition of eligi- 
bility to receive aid to families with de- 
pendent children, the applicant or recipient 
must assign to the state any rights to sup- 
port from any other person which have ac- 
crued at that time. See 42 U. S. C. § 602 
(a)(26) (1982). Congress enacted the So- 
cial Services Amendments of 1974, which 
amended the Social Security Act and the 
Internal Revenue Code so as to provide a 
mechanism to assist the state in collecting 
these support obligations. Under this 
statute, the state can certify the amount of 
a child support obligation that has been 
assigned to the state and the Secretary of 
the Treasury will then proceed to assess 
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and collect the obligation for the state in 
the same manner (with some exceptions) 
as federal taxes. Social Services Amend- 
ments, Pub. L. No. 93-647 §§ 452(b) and 
460(b)(1) (1975), 88 Stat. 2337, 2352 and 
2358 (42 U. S. C. § 652(b) and 26 U. S. C. 
§ 6305). This procedure does not, however, 
authorize the Secretary to withhold and 
transfer to the state any funds held as re- 
funds of federal taxes paid and due to the 
parent owing the child support. In order to 
remedy this deficiency, Congress enacted 
additional amendments to the Social Se- 
curity Act and the Internal Revenue Code 
as a part of the Omnibus Budget Recon- 
ciliation Act of 1981 (OBRA), Pub. L. 
No. 97-35, 95 Stat. 357, 860-63 (1981). These 
amendments, which establish such a pro- 
cedure, are the statutes here in issue. Sec- 
tion 2331(a) of OBRA amended the Social 
Security Act by adding a new section, 
464(a), codified as 42 U. S. C. § 664. Section 
2331(c) amended the Internal Revenue 
Code by amending 26 U. S. C. § 6402(a) 
and adding a new section, 26 U. S. C. 
§ 6402(c). The specific provisions of these 
sections of OBRA are: 


Sec. 464(a). Upon receiving notice from 
a State agency administering a plan ap- 
proved under this part that a named 
individual owes past-due support which 
has been assigned to such State pursuant 
to section 402(a) (26), the Secretary of the 
Treasury shall determine whether any 
amounts, as refunds of Federal taxes paid, 
are payable to such individual (regardless 
of whether such individual filed a tax re- 
turn as a married or unmarried individ- 
ual). If the Secretary of the Treasury 
finds that any such amount is payable, 
he shall withhold from such funds an 
amount equal to the past-due support, 
and pay such amount to the State agency 
(together with notice of the individual’s 
home address) for distribution in accord- 
ance with section 457(b)(3). (Emphasis 
added.) 


Sec. 464(c) Section 6402 of the Internal 
Revenue Code of 1954 is amended— 


(1) by striking out in subsection (a) 
thereof “shall refund” and inserting in 
lieu thereof “shall, subject to subsection 
(c), refunds”; and 


(2) by adding at the end thereof the 
following new subsection: “(c) OFFSET 
OF PAST-DUE SUPPORT AGAINST 
OVERPAYMENTS.—The amount of 
any overpayment to be refunded to the per- 
son making the overpayment shall be re-— 
duced by the amount of any past-due 

' support (as defined in section 464(c) of 
the Social Security Act) owed by that 
person of which the Secretary has been 
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notified by a State in accordance with 
section 464 of the Social Security Act. 
The Secretary shall remit the amount by 
which the overpayment is so reduced to 
the State to which such support has been 
assigned and notify the person making 
the overpayment that so much of the 

- overpayment as was necessary to satisfy 
his obligation for past-due support has 
been paid to the State. This subsection 
shall be applied to an overpayment prior 
to its being credited to a person’s future 
liability for an internal revenue tax.” 
(Emphasis added.) 


Sorenson argues that these amendments 
do not authorize the retention and transfer 
of amounts held as an 
credit” because an earned income credit is 
in the nature of a grant of funds to the 
recipient through the refund mechanism of 
the Internal Revenue Code but is not a 
“refund of Federal taxes paid,’ specified 
in section 2331(a), or an “overpayment to 
be refunded to the person making the over- 
payment,” specified in section 2331(c). 


Looking first at the wording of section 
2331(a), it is important to note that it does 
not provide, as Sorenson contends, that 
only tax refunds being held by the Secretary 
can be retained and transferred. Rather, 
section 2331(a) provides that “any” amounts 
payable “as’ refunds of federal taxes paid 
may be retained and transferred. This lan- 
guage does include the earned income credit 
because it is payable “as a refund of Federal 
taxes paid.” The mechanism used for the 
‘refund of Federal taxes paid is the method 
by which the earned income credit is paid. 
This language of section 2331(a) supports 


the construction urged by the Secretary, 


not by Sorenson. 


We next turn to the construction of sec- 
tion 2331(c). The language of this section 
is best understood when placed in the con- 
text of the pertinent Internal Revenue Code 


provisions, 26 U. S. C. §§ 6401 and 6402, 


which provide in relevant part: 
§ 6401. Amounts treated as overpayments 
redits—If the amount 


credits under sections 31 
AX \ eld on w 


“earned income. 


(c) Rule where no tax liability—An 
amount paid as tax shall not be con- 
sidered not to constitute an overpayment 
solely by reason of the fact that there — 
was no tax liability in respect of which 
such amount was paid. 


§ 6402. Authority to make credits or refunds 


(a) General rule—In the case of any 
overpayment, the Secretary or his dele- 
gate, within the applicable period of 
limitations, may credit the amount of 
such overpayment, including any interest 
allowed thereon, against any liability in 
respect of any internal revenue tax on 
the part of the person who made the over- 
payment and shall, subject to subsection 
(c), refund any balance to such person. 


(b) Credits against estimated tax.— 
The Secretary is authorized to prescribe 
regulations ‘providing for the crediting 
against the estimated income tax for any 
taxable year of the amount determined 
by the taxpayer or the Secretary to be 
an overpayment of the income tax for 
a preceding taxable year. 


(c) Offset of past-due support, against 
overpayments.—The amount of any over- 
payment to be refunded to the person mak- 
wg the overpayment shall be reduced by 
the amount of any past-due support (as 
defined in section 464(c) of the Social 
Security Act) owed by that person of 
which the Secretary has been notified 
by a State in accordance with section 
464 of the Social Security Act. The 
Secretary shall remit the amount by 
which the overpayment is so reduced 
to the State to which such support has 
been assigned and notify the person 
making the overpayment that so much 
of the overpayment as was necessary 
to satisfy his obligation for past-due 
support has been paid to the State. This 
subsection shall be applied to an over-_ 
payment prior to its being credited to 
a person’s future liability for an internal 
revenue tax. (Emphasis added.) 

Section 6401(b) defines an overpayment 
and clearly classifies an “earned income 
credit” as an “overpayment.” Section 6402 
authorizes the Secretary to dispose of the 
overpayment. He can, under section 6402(a), 
credit it against any liability for internal 


Court Decisions—Cited 85-1 USTC 


87,501 


Sorenson v. U.S. 


Section 6402(c) provides that the amount 
of “any overpayment to be refunded to the 
person making the overpayment” shall be 
reduced by the amount of any past-due 
support owed, which is then remitted to 
the state. Sorenson contends that although 
' the earned income credit is an “overpay- 
ment,” it is only the type of overpayment 
that is “to be refunded to the person making 
the overpayment” that can be retained and 
transferred. This interpretation of the lan- 
guage does not comport with the remainder 
of the provisions of sections 6401 and 6402. 
This language in section 6402(c) is the 
same language used in section 6402(a). If 
we were to apply Sorenson’s construction 
of the language to section 6402(a), the 
earned income credit would never be pay- 
able at all because no one ever technically 
made an overpayment. Obviously the per- 
son who is entitled to the payment in either 
section 6402(a) or (c) is the person con- 
sidered to have made the overpayment. 
The reason for the awkwardness of the 
Overpayment language is that a credit 
really is not an “overpayment,” as the 
term is used in normal usage but, for the 
purposes of this statutory method of dis- 
tribution, it is defined as an overpayment 
and treated as a refund of taxes that have 
been overpaid. Similarly, the person who 
receives any credit enumerated in section 
6401(b) has not really overpaid it; yet, 
he or she is the person who is entitled to 
receive it and is thus considered to be the 
person who paid it. 


It is significant to note that rather than 
providing any exclusionary language for 
the earned income credit, Congress pro- 
vided in the statutory section amending 
the Social Security Act that the intercep- 
tion applied to “any” amounts payable as 


2 Actually, it appears from the legislative 
history that although the earned income credit 
provides some assistance to needy families, it 
was not designed as a type of welfare grant, 
but as a work incentive program, by negating 
the disincentive of Social Security taxes. Social 
Security taxes apply to earnings received 
through wages or salaries, whereas they do not 
apply to funds received through other sources, 

such as social welfare programs. The purpose 
of the legislation was to remove the disincen- 
tive to work provided by the Social Security 
taxes that would have to be paid on wages or 
salaries. See S. Rep. No. 36, 94th Cong. ist 
Sess. 12, reprinted in 1975 U. S. Code Cong. & 
Ad. News, 54, 63-64, 83-84. It is also obvious 
from the manner in which the earned income 
credit operates that it was not a type of wel- 
fare grant. The wage earner is entitled to 
receive an income credit of ten percent of his 
or her earnings up to $5,000. Thus, a person 
who earns $5,000 would receive a $500 credit, 
whereas a person who earns $1,000, and would 
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tax refunds, OBRA §2331(a). Further- 
more, in the section of the statute amend- 
ing the Internal Revenue Code, Congress 
provided that the interception applied to 
“any” overpayments, OBRA § 2331(c). 


It is also significant that an employee 
can elect to receive the earned income 
credit from his employer during the course 
of the year as a negative withholding. See 
ZOOS. Gy 83507" (1982)= “hus: it the 
employee does not claim it in this fashion, 
it could be viewed that he has “overpaid” 
it, in the same sense that in not claiming all 
his exemptions he has “overpaid” his with- 
holding tax. Technically, in either case, it 
is the employer, not the employee, who 
has made the overpayment to the IRS. 
Obviously, no one contends that it is the 
employer who has made the overpayment. 


Sorenson argues that the earned income 
credit should be treated differently because 
it was really designed by Congress as a 
grant to assist needy families, and that 
Congress did not intend that the intercept 
program apply to such a grant.* The first 
problem we have with this argument is 
that Congress easily could have expressly 
exempted the earned income credit and 
did not do so. Secondly, Congress specifi- 
cally provided in the statute that the inter- 
cept program applied to “any” amounts 
payable through the federal tax refund 
process. In the face of this rather clear 
statutory mandate, we conclude that we 
are not free to speculate that Congress 
intended otherwise. 

We are aware that the published opin- 
ions of several courts have reached con- 
flicting conclusions on this issue. See 
Rucker v. United States [85-1 ustc J 9115], 
No. 83-1804 (10th Cir., Dec. 28, 1984) (earned 
income credit could not be intercepted) ; Nel- 


probably be in greater need, would receive only 
a $100 credit. The funds that the Secretary 
would be reaching are in reality more akin to 
a refund of Social Security taxes than to a type 
of welfare grant. 

From a policy standpoint, it is also worth 
noting that these funds that the Secretary ~ 
would be reaching are a lump sum, accumulated 
through the year, which the taxpayer could 
have received through his employer under 26 
U. S. C. § 3507. This is quite similar to excess 
withholding taxes that the taxpayer has allowed 
to accumulate, which clearly can be intercepted. 
The policy considerations are quite different in 
intercepting such accumulated year-end funds 
from the policy considerations in the garnish- 
ing of weekly wages that the employee is ex- 
pecting to receive for current living expenses. 
In this latter instance, Congress has specifically 
provided for exemptions of certain amounts of 
wages and salaries from the assessment and 
collection process. See 26 U. S. C. §§ 6305(a) 


and 6334(d). 
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son v. Regan [84-1 ustc J 9306], 731 F. 2d 105 
(2d Cir.) cert. denied, — U. S. —, 105 S. Ct. 
175 (1984) (earned income credit could not be 
intercepted); Coughlin v. Regan [84-1 ustc 
1 9405], 584 F. Supp. 697 (D. Maine 1984) 
(earned income credit could be intercepted) ; 

Sorenson v. Secretary of the Treasury of the 
United States [83-1. ustc 9200], 557 F. 
Supp. 729 (D. Wash. 1982) (earned income 
credit could be intercepted). We believe that 
the Nelson and Rucker opinions have mis- 
interpreted the statute by overlooking the 
fact that the statute provides that the Sec- 
retary can intercept not only tax refunds, 
but any amounts payable as tax refunds. 
Furthermore, we believe these opinions over- 
look the context in which the implementing 
amendment to the Internal Revenue Code fits, 
and that the same “overpayment” language 
is used in the amendment as is used in the 
section providing for refunds of any with- 
holding taxes or credits to the taxpayer. 


In summary, sections 651-675 of the 
Social Security Act provide for a compre- 
hensive program to collect past-due child 
support. The Act passed in 1975 provided 
that the assessment process used for col- 
lecting income taxes could be used to col- 


lect the past-due child support. OBRA 
enhanced the collection power by permit- 
ting the Secretary to intercept any amounts 
payable as refunds of federal taxes paid. 
Nothing in the language of section 2331 
of OBRA, which amended the Social Secu- 
rity Act, exempted or referred to the 
earned income credit. The portion of OBRA 
that provided the mechanism for intercept- 
ing these funds, section 6402(c) of the 
Internal Revenue Code, merely used the 
same terminology, “any overpayment to be 
refunded to the person making the overpay- 
ment,” as is used in the other subsections in 
authorizing the refund of withholding taxes, 
earned income credits, and other credits 
to the person entitled to receive them. 
There is nothing in the language of OBRA 
or the legislative history of the earned in- 
come credit which would indicate that 
Congress intended that the earned income 
credit be treated differently than other 
funds that are classified as “overpayments” 
and paid as a tax refund. 


The judgment of the district court on 
both the Secretary’s cross appeal and Sor- 
enson’s appeal is AFFIRMED. 


[1 9241] United States of America, Appellee v. Edgar L. Shields, Appellant. 


U. S. Court of Appeals, 8th Circuit, No. 84-1364, 12/27/84.—(751 F2d 247.) Vac’g 
and rem’g the unreported decision of the district court. 


[Code Secs. 7203 and 7205] 


Criminal penalties: Probation revoked: Withholding exemption certificates, fraud- 
ulently made.—The revocation of the taxpayer’s probation, to the extent that it jwas 
based on his failure to file income tax returns for the years 1978, 1979, and 1980, was 
not supported by any evidence in the record. The government introduced no evidence 
of the taxpayer’s income, and absent evidence of the taxpayer’s income, there was no 
way to tell whether he was required to file a return or not. However, the court rejected 
the taxpayer’s claim that revocation of probation for his failure to file a 1977 return 
was a violation of the Double Jeopardy Clause of the Fifth Amendment. Although the 
taxpayer could not be prosecuted again for failure to file the return, the return was still 
required by law to be filed, and failure to obey a probation officer’s instruction that it be 
filed was a separate act justifying additional punishment. In addition, the record did 
contain sufficient evidence to justify a finding that returns were required for the years 
1976 and 1977. Back references: {] 5709.133 and 5711A.21. 


Larry D. Hale, Assistant United States Attorney, St. Louis, Mo., for appellee. 
Richard A. Ahrens, Lewis & Rice, 611 Olive St, St. Louis, Mo. 63101, for appellant. 


Before oe, Circuit Judge, HeNtry, Senior Circuit Judge, and Gipson, Circuit 
Judge. 


ARNOLD, Circuit Judge: Edgar L. Shields 
appeals from the District Court’s revocation 
of his probation for failure to file income- 
tax returns. Because revocation was not 


‘supported by evidence in respect of three 
uy the five: asserted violations, we vacate 


the judgment and remand the case to the 
District Court. 
I: 
In 1980, Shields was convicted for failure 
to file a federal income-tax return for 1977, 
© 1985, Commerce ‘Clearing House, Inc. 
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a violation of 26 U. S. C. § 7203 (1976), and- 
for filing a false withholding certificate 
with his employer, a violation of 26 U.S. C. 
§7205 (1976). On the first count Shields 
was sentenced to one year’s imprisonment, 
and on the second count he was given three 
years of probation, following service of 
his sentence on Count I. The general condi- 
tions of probation required him to follow 
his probation officer’s instructions. A spe- 
cial condition of probation required Shields 
to file all correct income-tax returns and 
forms required by income-tax laws, and 
to pay all taxes determined to be owed 
during the period of probation. We affirmed 
the conviction and sentence on direct appeal. 
Umited States v. Shields [81-1 ustc { 9294], 
642 F. 2d 230 (8th Cir.) cert. denied, 454 
U.S. 848 (1981). 


During the probationary period, Shields’s 
probation officer instructed him to file all 
“required” income-tax returns for the years 
1976, 1977, 1978, 1979, and 1980. Shields 
refused to file returns. A probation-revo- 
cation hearing was held, and his probation 
was revoked. The District Court then 
sentenced Shields to one additional year in 
prison. 


Shields first argues that there was a 
failure of proof at his revocation hearing. 
The government proved only that he failed 
to file returns for the five years in question. 
It introduced no evidence of Shields’s in- 
come. Only those persons with gross 
income above a certain level are required 
by law to file returns. 26 U. S. C. § 6012. 
Absent evidence of Shields’ income, there 
is no way to tell whether he was required 
to file a return or not. The government 
replies that Shields unquestionably filed no 
returns. He therefore, it is argued, violated 
the probation officer’s instructions and the 
condition of his probation. 


We agree with Shields on this point. The 
instruction he allegedly violated directed 
him not simply to file returns, but to file 
“required” returns. If no returns were 
required, his failure to file is not a violation. 


The government has the burden of per- 
suasion in a probation-revocation hearing to 
show that the probationer’s conduct has 
not met the conditions of probation. Schnei- 
der v. Housewright, 668 F. 2d 366, 368 (8th 
Cir, 1981). The government failed to offer 


any evidence at the hearing that Shields was 
obligated by law to file the returns. The 
government failed to meet its burden of 
persuasion, and revocation of- probation 
was not proper for the failure to file re- 
turns for 1978, 1979, and 1980.2 The gov- 
ernment did show, however, at the original 
trial that Shields’s income for the years 
1976 and 1977 was sufficient to require that 
returns be filed. The evidence is therefore 
sufficient to support revocation of probation 
for the failure to file returns for these two 
years. 


Perhaps the government could have shown 
that Shields had a sufficient gross income 
for the last three years in question. We 
are morally certain that Shields would 
have refused to file returns whatever his 
income might have been. He contends that 
his earnings are not “dollars,” and that 
the federal income-tax law is unconstitu- 
tional. These arguments are frivolous, as 
we have held many times. But if punish- 
ment is to be imposed, there must be proof 
of guilt, and in this record there is no 
proof that returns were required for 1978, 
1979, or 1980. 


IE. 


Shields also argues that since he has 
already served one year in prison for failure 
to file a return for 1977, revocation of 
probation for the failure to file this return 
is double jeopardy. We do not agree. Even 
though Shields cannot be prosecuted again 
for failure to file the return, the return is 
still required by law to be filed, and failure 
to obey a probation officer’s instruction 
that it be filed is a separate act justifying 
additional punishment. 


In United States v. Alarik, 439 F. 2d 1349 
(8th Cir. 1971), the defendant was con- 
victed for refusing to register for the draft 
and was placed on probation for three years. 
A special condition of probation required 
that the defendant register for the draft. 
The defendant failed to register, his proba- 
tion was revoked, and he was sentenced 
to two years’ imprisonment. The defendant 
argued that since he could not be prosecuted 
again for failure to register, the special 
probation condition was improper. This 
Court held the condition was not improper. 
“Because under normal circumstances a de- 
fendant could not be prosecuted for failure 
to perform an act does not make that act 


1The certificate falsely stated that Shields 
had incurred no liability for federal income 
taxes for 1976 and that he anticipated he would 
incur no liability for federal income taxes in 
1977. 
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2 Shields’s probation was revoked for the 
failure to file tax returns, not for the failure 
to pay taxes. We are not concerned, therefore, 
with the restitution provision in the probation 
statute, 18 U. S. C. § 3651 (1982). 
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an illegal condition of probation.” Jd. at 
1351. The same reasoning applies here. 
Shields was bound to obey the instructions 
of the probation officer, and he did not do 
so for the years 1976 and 1977.3 


In United States v. Drinkall, No. 84-1240, 
slip op. at 4 (8th Cir. Nov. 26, 1984), this 
Court held that, although probation could 
not be revoked for unlawful conduct which 
occurred before conviction, failure to notify 
the Social Security Administration of re- 
Marriage was a continuing misrepresenta- 
tion of marital status and was a proper 
ground for revocation of probation. When 
a legal obligation to perform an act ex- 
ists both prior to conviction and during 
probation, and the omission continues, rev- 
ocation of probation is proper. 


III. 


In sum, we hold that the revocation of 
Shields’ probation, to the extent that it 
was based on his failure to file income tax 
returns for the years 1978, 1979, and 1980, 
was not supported by any evidence in this 
record. We reject Shields’ claim that revo- 
cation of probation for his failure to file a 


1977 return is a violation of the Double 
Jeopardy Clause of the Fifth Amendment. 
In addition, the record does contain suff- 
cient evidence to justify a finding that re- 
turns were required for the Fears 1976 and 
1977+ 


The judgment of the District Court, re- 
voking Shields’ probation and sentencing 
him to one year’s additional imprisonment, 
is vacated. The cause is remanded to the 
District Court for it to reconsider whether 
probation should be revoked and, if so, 
what punishment should be imposed.” We 
note that Shields has been in prison pur- 
suant to the District Court’s revocation of 
his probation since February 1, 1984. His 
term. is about to expire, and for this reason 
the District Court may decide, assuming it 
remains of the view that probation was 
properly revoked, that the time Shields has 
served is sufficient. Because of the short- 
ness of time, we direct that our mandate 
issue forthwith, and we ask the District 
Court to conduct the further proceedings 
contemplated by this opinion as soon as 
practicable. 


Vacated and remanded. 


[9242] Equibank, a Pennsylvania Banking Corporation, Plaintiff-Appellant v. 
United States of America Internal Revenue Service, Defendant-Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 83-3587, 1/10/85.—(749 F2d 1176.) 


[Code Sec. 6323] 


Liens: Louisiana.—Under Louisiana law, chandeliers are “component parts” of a 
mansion, preventing their removal by the IRS to satisfy a tax deficiency. The mortgage 
on the mansion (and therefore the chandeliers) took precedence over an IRS lien for the 
chandeliers. Determination of whether the chandeliers were an integral part of the house 
was made by considering what a “reasonable man” might think. Back reference: {] 5362.921. 


Roy ‘C. Cheatwood, Jones, 


Walker, Waechter, 


Poitevent, Carrere, Denegre, 225 


Baronne St., New Orleans, La. 70112, for plaintiff-appellant. Glenn L. Archer, Jr., Assist- 


3An analogous situation exists under the 
probation restitution statute, 18 U. S. C. § 3651 
(1982), which provides that as a condition of 
probation the defendant may be required to 
make restitution for actual damages or loss 
caused by the offense for which he was con- 
victed. A defendant convicted of tax evasion 
may be required, as a condition of probation, 
to pay taxes owed, so long as the amount has 
been properly determined. If he fails to pay, 
probation may be revoked and additional pun- 
ishment imposed, even if time has already been 
served for evading the same taxes. Breach of 
the condition of Probation is not, in the eyes 
of the law, the ‘‘same offence’ as the under- 
lying conviction, in this situation. But cf. 
United States v. Green, 735 F. 2d 1203, 1205 
(9th Cir. 1984) (restitution may not be required 
of back taxes for years other than those in- 
volved in the conviction). 

4 Shields also argues that the District Court 
impermissibly delegated to the probation. offi- 
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cers the right to set conditions of probation, 
and that the instructions he received to file tax 
returns were invalid because they came from 
an officer in St. Louis, where defendant was 
convicted, rather than from the probation 
office in Wichita, Kansas, to which supervision 
of his case had been transferred. We reject 
those arguments without further discussion. 
5QOn remand, it will not be open to the 
government to attempt to show what Shields’s 
income was for 1978, 1979, and 1980. A hear- 
ing has been held, and we have determined 
that the evidence presented at this hearing was 
insufficient to meet the government’s burden 
of proof on this issue. The Double Jeopardy 
Clause forbids giving the government another 
chance at this point. Cf. Burks v. United 
States, 437 U. S. 1 (1978) (once a reviewing 
court has found the evidence insufficient to sus- 
tain a jury’s verdict of guilty, the Double 
Jeopardy Clause precludes a a second trial, and 
judgment of acquittal must be entered). 
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ant Attorney General, Michael L. Paup, William S. Estabrook, Department of Justice, 
Washington, D. C. 20530, for defendant-appellee. 


Before Rusin, Potitz and Garwoop, Circuit Judges. 


Pouitz, Circuit Judge: Equibank appeals 
the denial of a petition for injunction against 
the Internal Revenue Service which re- 
moved certain chandeliers from a house 
subject to an Equibank mortgage. Con- 
cluding that under controlling provisions 
of the Louisiana Civil Code the chandeliers 
are component parts of the house and, as 
such, are subject to the priming mortgage 
of Equibank, we reverse. 


Facts 


Norman L. Johnson and Gayfred Dor- 
thea McNabb Johnson owned a fine home, 
appropriately called a mansion, on St. 
Charles Avenue in New Orleans, Louisiana. 
Equibank held a mortgage on the house, 
primed by a first mortgage in favor of 
Hibernia National Bank. The Johnsons de- 
faulted on the mortgages and failed to pay 
their income taxes. The IRS made jeop- 
ardy assessments, secured a lien and served 
notices of levy and seizure of the residence. 
Hibernia brought a foreclosure action and 
Equibank intervened. The Louisiana state 
court ordered the foreclosure of both mort- 
gages and the sale of the property to sat- 
isfy the mortgage indebtednesses. The 
mortgages primed the IRS lien. 


Prior to the auction sale ordered by the 
court, with the consent of the Johnsons the 
IRS took physical possession of the resi- 
dence. The house was valued at $3,000,000 
and the contents had an approximate value 
of $1,500,000 at the time of the seizure. 
The interior house lighting included several 
valuable antique crystal chandeliers. 


The IRS removed and stored the contents 
of the house, including the furniture, fix- 
tures, appliances and decorations. The IRS 
took the chandeliers, some valued as high 
as $75,000, and other light fixtures. In 
order to remove these electrical units, it 


1 The pertinent articles include: 

Art. 462. Tracts of land, with their compo- 
nent parts, are immovables. 

Art. 463. Buildings, other constructions per- 
manently attached to the ground, standing 
timber, and unharvested crops or ungathered 
fruits of trees, are component parts of a tract 
of land when they belong to the owner of the 
ground. 

Art. 464. Buildings and standing timber are 
separate immovables when they belong to a 
person other than the owner of the ground. 

Art. 465. Things incorporated into a tract 
of land, a building, or other construction, so as 
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was necessary to disconnect the internal 
house wiring from the wiring of the chan- 
deliers and other fixtures. This disconnect 
took place in electrical workboxes located 
inside the ceiling and within the walls. In 
addition, the bolts and other fasteners se- 
curing the chandeliers and fixtures were 
taken off and the units were lowered to the 
floor. Upon completion of the removal, the 
workboxes containing the internal house 
wiring were exposed along with the holes 
made by the securing connectors. Persons 
effecting the safe removal had to have 
sufficient knowledge of electricity and elec- 
trical wiring to separate the internal wires 
from the unit wires without risking harm 
to the worker, or damage to the house and 
fixtures by the touching of exposed wires 
or the “shorting-out” of the circuitry. This 
type removal is not comparable to the sim- 
ple and ordinary unplugging of a lamp or 
other electrical appliance from a wall socket. 
The latter requires little knowledge of 
the mysteries and vagaries of electricity, 
and involves minimal risk absent abuse. 


Equibank filed a state court injunctive 
action seeking the return of the chande- 
liers. The IRS removed the suit to federal 
court. After hearing the district court de- 
nied the injunction requested, based on a 
finding that the chandeliers were not com- 
ponent parts of the residence and were 
thus not covered by Equibank’s mortgage. 


Analysis 


Whether the chandeliers were component 
parts of the Johnson residence or separate 
movables depends upon the interpretation 
of articles in the 1978 revision of Book 2 of 
the Louisiana Civil Code. As is usually the 
case in civilian intepretative methodology, 
several articles are to be considered in part 
materia* but the critical codical provision 
is article 466 which states: 


to become an integral part of it, such as build- 
ing materials, are its component parts. 

Art. 466. Things permanently attached to a 
building or other construction, such as plumb- 
ing, heating, cooling, electzical or other instal- 
lations, are its component parts. i 

Things are considered permanently attached 
if they cannot be removed without substantial 
damage to themselves or to the immovable to 
which they are attached. 

Art. 467. The owner of an immovable may 
declare that machinery, appliances, and equip- 
ment owned by him and placed on the immov- 
able, other than his private residence, for its 
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Things permanently attached to a build- 
ing or other construction, such as plumb- 
ing, heating, cooling, electrical or other 
installations, are its component parts. 
Things are considered permanently at- 
tached if they cannot be removed without 
substantial damage to themselves or to 
the immovable to which they are at- 
tached. 


Professor A. N. Yiannopoulos, the official 
reporter for the Louisiana State Law Insti- 
tute’s revision of Book 2 of the Civil Code, 
called as an expert witness by the IRS, 
gave testimony about the history of the 
revision of those articles and of his opinion 
as to their meaning, with particular empha- 
sis on article 466. The professor was of 
the opinion that under article 466 items are 
component parts of a building or other 
construction: (1) if they fit within one of 
the categories listed in the first paragraph 
of the article, in which event they are con- 
sidered permanently attached as a matter 
of law, or (2) if they are actually perma- 
nently attached as described in the second 
paragraph. He stated: 


The first paragraph considers, are meant 
to consider these things as component 
parts as a matter of law as to which the 
test of permanent attachment would be 
immaterial. 
a RES ES 

I would consider these things as a matter 
of law being component parts... you do 
not need to worry about the test of dam- 
age to themselves or to 'the building as to 
things covered by 466, first paragraph. 
These are component parts even if their 
removal would not cause damage to the 
building or to themselves. 


To complete the discussion, the professor 
testified that the second paragraph of arti- 
cle 466 covered items other than those listed 
in the first paragraph. A second para- 
graph item was to be considered a compo- 
nent part only if its removal occasioned 
substantial damage to itself or to the im- 
movable to which it was attached. Professor 


service and improvement are deemed to be its 

component parts. The declaration shall be 

filed for registry in the conveyance records of 

the parish in which the immovable is located. 
Art. 468. Component parts of an immovable 

so damaged or deteriorated that they can no 

e the use ot lands or butomnge are 
od. 
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Yiannopoulos concluded by expressing his 
opinion that the chandeliers were not com- 
penent parts of the Johnson residence, 
although he was of the view that an electri- 
cal hot water heater would be so classified. 
He explained the difference by referring to 
societal expectation: 


We are talking about [what] an ordinary 
man who purchases a house with ordi- 
nary prudence ought to know and ought 
to expect. We are talking about what 
ideas prevail in society today with re- 
spect to an ordinary buyer of ordinary 
prudence. Or an ordinary mortgagor or 
an ordinary mortgagee of ordinary pru- 
dence. It is an objective test rather than 
a subjective test. 


The Louisiana Legislature did not define 
or otherwise describe an electrical installa- 
tion when it enacted article 466 in 1978. 
We find no post-1978 jurisprudence ad- 
dressing the issue. The Expose des Motifs 
and history of the predecessor articles, 
however, lend some guidance to today’s 
interpretative task. 


Prior to the 1978 revisions to Book 2 
articles 467 and 469 governed the inquiry 
whether a particular item was a component 
part of a building.* Former article 467 
declared that wire screens, water pipes, 
gas pipes, sewerage pipes, heating pipes, 
radiators, electric wires, electric and gas 
lighting fixtures, bathtubs, lavatories, closets, 
sinks, gasplants, meters and electric light 
plants, heating plants and furnaces were 
immovables when actually connected or 
attached to the building. Albert Tate, Jr., 
a civilian scholar, then an intermediate 
appellate court judge, later a justice of the 
Louisiana Supreme Court and now a mem- 
ber of this court, expressed the view that 
the 1912 Legislature amended article 467, 
vastly expanding the items specifically cov- 
ered, to overrule decisions of the Louisiana 
courts classifying items such as chandeliers 
as movable despite the fact that society 


2The text of the prior articles read: 

Art. 467. Wire screens, water pipes, gas 
pipes, sewerage pipes, heating pipes, radiators, 
electric wires, electric and gas lighting fixtures, 
bathtubs, lavatories, closets, sinks, gasplants, 
meters and electric light plants, heating plants 
and furnaces, when actually connected with or 
attached to the building by the onwer for the 
use or convenience of the building are immov- 
able by their nature. 
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considered such items integral parts of 
buildings. LaFleur v. Foret, 213 So. 2d 141 
(La. App. 1968). The Expose des Motifs 
notes the position of societal views in the 
determination of items which compose com- 
ponent parts of a building, observing that 


Lines of demarcation [between movables 
and immovables] are ordinarily drawn in 
accordance with prevailing ideas in soci- 
ety . . . In contemporary civil law, the 
distinction rests, in principle, on physical 
notions of mobility and on “inherent” 
characteristics of things. 


Thus, the views of the public on which 
items are ordinarily regarded as part of a 
building must be considered in defining 
those items which the legislature meant to 
include within the term electrical installa- 
tion. See also Yiannopoulos, Property 2 
LOUISIANA CIVIL LAW TREATISE 
§ 22 (1980). 


In this technological age many electrical 
units are designed for connection to the 
electrical power source by persons with 
little or no knowledge of electricity. This 
is accomplished by the simple expedient of 
inserting a male plug into a female socket. 
The electrical unit can be disconnected just 
as readily by simply pulling the plug out of 


the socket. Such items are legion: table 
and floor lamps, toasters, can openers, 
blenders, drills, soldering irons, mixers, 


knife sharpeners, radios, television sets, 
record players, stereo units, and on, and on 
ad infimtum. We are persuaded that these 
units, in the eyes of society, are movable; 
they are not electrical installations. They 
are not fixed in place. No special knowl- 
edge or expertise is needed to engage or 
disengage the electrical power source. They 
do not constitute component parts of the 


building or other construction in which they 


are found. 


Other electrical units do not access the 
electric energy source through the plug 
arrangement but are “permanently” con- 
nected to the interior wiring of the building 
or other construction. The connection and 
disconnection from the power source poses 
a danger to the untutored or unskilled and 
requires knowledge of electricity and of 
electrical wiring. Such items include built- 
in stoves or ovens, wall and ceiling electric 
heaters, central heating and air condition- 


ing, heat pumps, electrical hot water heat- 
ers, built-in public address and alarm 
systems, overhead fans, interior, physically 
attached light fixtures, exterior lighting, au- 
tomatic garage door controls, and like elec- 
trical equipment. We are persuaded that 
these electrical units, from the societal 
viewpoint, are not movable; they are elec- 
trical installations which become a compo- 
nent part of the building or construction to 
which they are attached. 


From the foregoing we conclude that a 
lamp which is simply plugged into a socket 
is a movable and may be removed from a 
residence without violating the mortgage, 
but an installed light fixture, be it an ex- 
pensive, antique chandelier or a garden- 
variety fixture, becomes a component part 
of the building. 


The ordinary view of society being a 
relevant consideration, we conclude our 
consideration by asking the near-rhetorical 
question: Does the average, ordinary, pru- 
dent person buying a home expect the light 
fixtures to be there when he or she arrives 
to take possession? Does that person ex- 
pect the room to become illuminated when 
the light switch is thrown or should that 
person reasonably expect no response to 
the switch and, upon looking up, reason- 
ably expect to see only a hole in the ceiling 
with the interior house wiring sticking out 
of the electrical workbox? In our view, the 
societal expectation is to have the lights go 
on. We therefore conclude that the Louisi- 
ana Legislature intended that the physically 
attached light fixtures were electrical in- 
stallations and, as such, were component 
parts of the residence, thus respecting what 
“everybody knows” about which items “go 
with the house.” See Simonett, “The Com- 
mon Law of Morrison County,” 49 ABAJ 
203 (March 1963). 


The chandeliers are electrical installations. 
They are component parts of the Johnson 
residence despite the fact that they could 
be removed without damage to the chande- 
liers or the residence. They are subject to 
Equibank’s mortgage. 


The judgment. of the district court is 
REVERSED and the matter is remanded 
for entry of a judgment consistent herewith. 
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[7 9243] In re: Richard Wayne Thompson and Ruth Gentry Thompson, Debtors. 
U. S. Bankruptcy Court, No. Dist. Ohio, Case No. 581-644, 12/7/84. 


[Code Secs. 6651 and 6871] 


Bankruptcy: Administrative expense: Interest and penalties on post-bankruptcy 
petition tax liability—Interest and penalties on post-bankruptcy petition tax liability 
qualified as a first priority administrative expense of the bankruptcy estate. In the absence 
of evidence that the failure to pay tax was due to reasonable cause, the penalty for the 
failure to pay tax was properly imposed. Under bankruptcy law (11 USC § 503(b)(1)(C)), 
any penalty related to a tax that is an administrative expense is also an administrative 
expense. Interest on unpaid post-bankruptcy petition taxes was also considered a first 
priority administrative expense because such treatment is consistent with the treatment 
of the taxes and penalties to which the interest relates and to hold otherwise would grant 
the debtors an interest free loan. Thus, the government’s claim was granted. Back 
references: {[ 5524.12, 5524.48, 5641.074, 5641. 0785 and 5789.03. 


John Guy, 2210 First National Tower, Akron, Ohio 44308, for Sesto Patrick 
McLoughlin, United States Attorney, Cieteland Ohio 44114, Debra L. Stefanik, Depart- 


ment of Justice, Washington, D. C. 20530, for U. S. 


Finding as to Claim Allowance 


Wuitr, Bankruptcy Judge: The issue 
before the court is whether interest and 
penalties on an unpaid tax liability of a 
debtor in possession may qualify as a first 
priority administrative expense of the estate. 


The Internal Revenue Service filed a 
request for payment of administrative ex- 
penses totalling $33,074.01. This total in- 
cluded a post-petition tax liability of 
$27,200.00 plus accrued interest and penal- 
ties. The debtors, Richard and Ruth 
Thompson, did not object to the $27,200.00 
in principal tax liability as an administra- 
tive expense. They do object, however, to 
the payment of the penalties and interest. 


The debtors concede that section 503 
Oyo of the Bankruptcy Code, 11 

S. C. section 503(b)(1)(C), specifically 
aa that any penalty related to a tax 
which is an administrative expense is also 
an administrative expense. They seek to 
avoid this statute, however, by arguing 
that the penalty is not properly due and 
Owing. 


Section 6651 of the Internal Revenue 
Code, 26 U. S. C. section 6651, provides 
that the penalty for failure to pay a tax 
may be excused if “such failure is due to 
reasonable cause and not due to a 


further specify that a taxpayer who wishes 
to avoid the penalty under section 6651 of 
the Internal Revenue code ‘must make an 
affirmative showing of all facts ae as 
reasonable cause of his failure . .. to pay 
such tax on time in the form oth a written 
statement containing a declaration that it 
is made under penalties of perjury”. The 
Regulations further provide that such 
statement must be filed with the District 
Director or the director of the service center 
with whom the return is to be filed. Treas. 
Reg. section 301.6651-1(c) (1). 


The court finds that the debtors have 
failed to show that there was reasonable 
cause for their failure to pay the tax. They 
have failed to supply the court with the 
statement required by the Treasury Regu- 
lations or any other evidence to establish 
reasonable cause. The asserted fact that 
the debtors’ estate was complex and that 
the tax consequences of various transac- 
tions were uncertain fails to satisfy their 
burden of proof. Indeed the debtors admit 
that funds were available to pay the tax 
when their return was filed. Thus, since 
the debtors have not offered a sufficient 
excuse for their failure to timely pay the 
tax, this court must sustain the penalty. 
It follows that under section 503(b)(1)(C) 
of the Bankruptcy Code, the penalties are 
allowable as administrative expenses. 


The Bankruptcy Code does not specifi- 
cally mention the teeatatent of interest as 


Court Decisions—Cited 85-1 USTC 


87,5039 


In re Thompson 


be considered an administrative expense. 
The debtors, in turn, cite In re Boston and 
Maine Corp., 719 F. 2d 493 (1st Cir. 1983), 
to support their argument that interest 
should not be allowed. There are appar- 
ently no decisions from the Sixth Circuit 
.on this issue. 


This court will not follow In re Boston 
and Maine Corp., supra. That case involved 
a railroad reorganization under section 77 
of the former Bankruptcy Act. In denying 
interest on the city of Cambridge’s post- 
petition tax claim, the court emphasized the 
special nature of railroad reorganizations. 
In doing so the court implicitly recognized 
that, absent the special nature of a railroad 
reorganization, interest would be required. 
Id. at 498-502. Thus, assuming that In re 
Boston and Maine Corp., supra, was correctly 
decided, it is clearly distinguishable from 
the present issue before the court. 


In United States v. Friendship College, Inc., 
supra, a case under the present Bankruptcy 
Code, the Fourth Circuit held “that the 
government is entitled as a first priority 
expense of the bankruptcy estate to full 
payment of the taxes claimed, the penalties 
for failure to pay them on time, and interest 
from the date that it accrued.” Id. at 433. 
The court acknowledged that the Bank- 
ruptcy Code does not mandate such a result, 
but it did find support in the legislative 
history. See S. Rep. No. 95-989, 95th Cong., 
2nd Sess. 66 (1978). 


Other courts have interpreted the legis- 
lative history differently and have denied 
interest on unpaid post-petition taxes. In re 
H & C Enterprises, 35 B. R. 352 (Bkrtcy. 
Idaho 1983); In re Stack Steel & Supply 
GosnZ8 Be RST e10eB CDe232y(Bkrtcys 
W. D. Wash. 1983). With all due respect 
to its brethren, this court will decline to 
follow their path. This court finds that 
interest on unpaid post-petition taxes is an 
administrative expense entitled to first 
priority. 


In reaching this conclusion, the court 
notes that the series of enumerated admin- 
istrative expenses in section 503(b) of the 
Bankruptcy Code is non-exclusive. The last 
word in the lead-in sentence of section 
503(b) is “including”, which is not limiting. 
11 U. S. C. section 102(3). See, also, 3 
Collier on Bankruptcy, paragraph 503.03 at 
503-13 (15th ed. 1984). Thus, nothing pre- 
vents this court from holding that the gov- 
ernment’s claim for interest is entitled to 
administrative expense priority. 
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In fact there are strong reasons in sup- 
port of such a holding. First, it is con- 
sistent with the treatment of the taxes and 
penalties to which the interest relates. 
United States v. Friendship College, Inc., 
supra, 737 F. 2d at 433. Second, to hold 
otherwise would be, in effect, to grant the 
debtors an interest free loan at the expense 
of the government. In re Boston and Maine 
Corp., supra, 719 F. 2d at 502 (Cambell, 
C. J. concurring in part and dissenting in 
part). If the debtors choose to finance their 
reorganization effort with funds that would 
otherwise be used to pay their taxes, then 
interest on the taxes may fairly be con- 
sidered as an actual and necessary cost and 
expense of preserving the estate allowable 
as an administration expense under section 
503(b)(1)(A). Indeed, section 364 of the 
Bankruptcy Code specifically recognizes 
that the cost of unsecured credit is allow- 
able as an administrative expense under 
section 503(b)(1). 

Finally, the court finds that Nicholas v. 
United States [66-1 ustc J 9465], 384 U. S. 
678 (1966), supports this court’s finding that 
the government is entitled to interest as an 
administrative expense. See also In re Bos- 
ton and Maine Corp., supra, 719 F. 2d at 
501-04 (Cambell, C. J., concurring in part 
and dissenting in part). As the Supreme 
Court stated in Nicholas: “Since the taxes 
in question were incurred during the Chap- 
ter XI arrangement proceeding itself, the 
United States was entitled to interest on 
those taxes for the duration of that period”. 
Nicholas v. United States, supra, 384 U. S. 
at 689. Although Nicholas was decided 
under the former Bankruptcy Act, there is 
nothing in the legislative history to indicate 
that Congress wished to abrogate Nicholas 
under the present Bankruptcy Code. 


For the foregoing reasons, the court finds 
that the government’s claim for interest on 
the unpaid taxes must be allowed as an 
administrative expense. It follows that the 
debtors’ objection to the claim of the 
I. R. S. must be overruled in all respects. 
The government is entitled to both penal- 
ties and interest for the unpaid post-petition 
taxes and the claim of the I. R. S. should 
be paid in full. 


Order Allowing Claim as First Priority 
Administrative Expense 


Based upon the Finding as entered by 
this court on the 7th day of December, 1984, 


IT IS ORDERED that the debtors’ 
objection to the proof of claim of the 
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Internal Revenue Service is overruled in interest and penalties to the date of pay- 
all respects and the claim is allowed in the ment, as first priority administrative 
amount of $27,200.00 in taxes, plus accrued expenses. 


[1.9244] Michael E. Bowles, and Lynn G. Bowles, Plaintiffs v. United States of 
America, Defendant. e 


U. S. District Court, West. Dist. Va., Charlottesville Div., Civil Action No. 83-0025-C, 
12/28/84. : 
[Code Sec. 162] 


Traveling expenses: Away from home: Two businesses.—The taxpayers, employees 
of an airline in New York City, were not entitled to deduct claimed travel, meal, and 


- lodging expenses incurred in traveling to Virginia in pursuit of their minor business of 


growing grapes in Virginia because the expenses were not incurred while away from 
home. Even though they derived substantially all their income from their employment 
in New York City, the taxpayers’ tax home was in Virginia where the majority of their 
time was spent and the majority of the taxpayers’ business activity during the years in 


proper to deny plaintifis’ prayer for tax 
if 


issue occurred. Back references: {| 1352.0205 and 1352.16. 


Robert M. Musselman, Douglas E. Little, 413 Seventh St. N. E., Charlottesville, Va. 
22902, for plaintiffs. United States Attorney, P. O. Box 1709, Roanoke, Va. 24008, Francis 
G. Hertz, Department of Justice, Washington, D. C. 20530, for defendant. = 


Memorandum Opinion 


MicwHaet, District Judge: Plaintiffs, Mi- 
chael and Lynn Bowles, instituted this 
action against defendant, United States of 
America, on April 11, 1983, seeking tax 
refunds related to certain travel, meal, and 
lodging expenses incurred by them during 
the 1977-1979 tax years. Plaintiffs’ theory 
of recovery is that while living in Charlottes- 
ville, Virginia, they were traveling away 
from their principal business in New York 
City in pursuit of their minor trade or busi- 
ness of growing grapes in Charlottesville. 
As such, plaintiffs assert that pursuant to 
Section 162(a)(2) the Internal Revenue 
Code of 1954, 26 U. S. C. § 162(a) (2), they 
are entitled to deduct their travel expenses 
between New York City and Charlottes- 
ville as well as their meals and lodging 
expenses while in Charlottesville. 


The case came to trial before the court, 
sitting without a jury, on May 3, 1984. 
After considering the pleadings, the evi- 


dence, the arguments of counsel, and the 


parties’ post-trial briefs, the court finds it 


for the Ay 1979 tax years. The 
cf. Jao | 


brought this action against the United 
States government to recover federal tax 
refunds relating to travel, meals, and lodg- 
ing expenses incurred during the 1977-1979 
tax years. Plaintiffs incurred these expenses 
away from New York City, (i.e, where 
they were employed by Pan American 
World Airways) while plaintiffs were in 
Charlottesville, Virginia, operating a minor 
trade or business of growing grapes.’ These 
expenses exceeded $15,000 during the period 
in question and plaintiffs are seeking federal 
tax refunds in excess of $5,000, plus in- 
terest. 

According to plaintiffs, the expenses at 
issue here were deductible under 28 U. S. C. 
§§ 162(a)(2) as travel expenses incurred 
away from home while pursuing business. 
In response, the government asserts that 
plaintiffs’ tax home during the period in 
question was Charlottesville, Virginia, and 
thus plaintiffs are not entitled under Sec- 
tion 162(a)(2) to deduct the: expenses _ at 
issue here. — 


Throughout the mene of 1977-1979, 
plaintiffs were full-time employees of Pan 
American World Airways assigned to the 
John F. Kennedy Airport duty post in New 
York City. | Plaintiffs derived su sean taly 
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Plaintiffs testified at trial that they spent 
the following number of days working at 


1977 
Michael Lynn 
Pan American 116 123 
Charlottesville 249 249 
Total 365 372 (sic) 


In addition, Michael Bowles testified that 
at least eighty percent of the time he and 
his wife spent in Charlottesville during the 
period in question was devoted to working 
on their grape-growing business. Finally, 
Michael Bowles testified that in calculating 
the number of days he and his wife spent 
in New York City, plaintiffs included days 
they spent on vacation in such places as 
Seattle, Washington. 


II. Conclusions of Law 


The court has jurisdiction to hear this 
case pursuant to 28 U.S. C. § 1346(a) (1). 


In a federal tax case where refunds are 
sought under 26 U. S. C. §162(a)(2), the 
taxpayer must show that: 


1. The expenses were reasonable and 
necessary; 


2. The expenses were incurred while 
the taxpayer was away from home; and 


3. The expenses were incurred in pur- 
suit of a business. 

Commissioner v. Flowers [46-1 ustc { 9127], 
326 U. S. 465, 470 (1946). If the taxpayer 
cannot satisfy all three requirements, the 
travel expense deduction is destroyed and 
the taxpayer cannot prevail in his federal 
tax refund suit. Id. at 472. 


Beginning with the second Flowers re- 
quirement, the court notes that in a case 
such as the present one, the widely accepted 
test in determining a taxpayer’s tax home 
is Markey v. Commissioner [74-1 ustc J 9192], 
490 F. 2d 1249 (6th Cir. 1974). Thus, when 
a taxpayer claims a refund based on dis- 
allowed travel expenses incurred while con- 
ducting business at widely separated loca- 


1977 
Michael Lynn 
Pan American 116 123 
Charlottesville 249 249 
Total 365 372 (sic) 


In addition, Michael Bowles testified that 
at least eighty percent of the time he and 
his wife spend in Charlottesville during the 
period in question was devoted to their 
business. Assuming that one hundred per- 


1977 
Michael Lynn 
New York City 116 123 
Charlottesville 199.2 199.2 


2 These figures were derived by multiplying 
plaintiffs’ Charlottesville days by eighty per- 
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their airline jobs and in Charlottesville dur- 
ing the period in question: 


1978 1979 
Michael Lynn Michael Lynn 
153 153 148 148 
212 212 218 218 
365 365 366 (sic) 366 (sic) 


tions, the court determines the situs of the 
taxpayer’s tax home based on: 
1. The length of time spent by the tax- 
payer at each particular site; 
2. The degree of the taxpayer’s business 
activity at each place, and 
3. The relative proportion of the tax- 
payer’s income derived from each place. 
iid wapelZ5 5: 


Applying the three Markey factors to the 
present case, the court concludes that plain- 
tiffs’ tax home during the years in question 
was in Charlottesville, Virginia. Plaintiffs 
concede, and the court agrees, the first 
Markey factor must be resolved in the 
government’s favor because the evidence 
shows that plaintiffs spent substantially 
more time in Charlottesville than in New 
York City during the period in question. © 
Similarly, the government concedes, and the 
court agrees, that the third Markey factor 
must be resolved in plaintiff’s favor be- 
cause the evidence shows that the bulk of 
plaintiff's income during the period in ques- 
tion was derived from their employment in 
New York City. Consequently, the only 
Markey factor in dispute is whether more 
of plaintiffs’ business activity during the 
period in question occurred in Charlottes- 
ville or in New York City. 


Based on plaintiffs’ trial testimony con- 
cerning the amount of their time in New 
York City and Charlottesville devoted to 
business activity, the court concludes that 
the second Markey factor must be resolved 
in the government’s favor. Plaintiffs testi- 
fied that their total number of days in New 
York City and Charlottesville during the 
period in question was as follows: 


1978 1979 
Michael Lynn Michael Lynn 
153 153 148 148 
212 212 218 218 
365 365, 366 (sic) 366 (sic) 


cent of plaintiffs’ New York City time was 
devoted to business, the comparison of 
plaintiffs’ business activity days in New 
York City and Charlottesville would be as 
follows: ? 


1978 1979 : 
Michael Lynn Michael Lynn 
153 153 148 148 
169.6 169.6 174.4 174.4 


cent, and multiplying the plaintiffs’ New York 
City days by one hundred percent. 
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As noted by the government in its post- 
trial brief, the foregoing chart is biased in 
plaintiff's favor because it includes plain- 
tiff’s vacation time as time devoted to busi- 
ness in New York City. In spite of that 
bias, however, the chart clearly shows that 
the majority of plaintiff’s business activity 
during the period in question occurred in 
Charlottesville. . 


Plaintiffs argue in their post-trial brief 
that in determining where the majority of 
plaintiff's business activity occurred this 
court should compare the nature of plain- 
tiffs’ business activities in New York City 
and Charlottesville. In essence, plaintiffs 
assert that working for an airline is more 
important, from a societal perspective, than 
Operating a vineyard. Based on that asser- 
tion, plaintiffs argue that their New York 
City business time should weigh more 
heavily in determining where the majority 
of their business activity occurred. Plain- 
tiffs offer no authority supporting their 
argument. In short, the court believes 


_ plaintiffs’ argument is without merit. Con- 


sequently, the court finds that the second 
Markey factor must be resolved in the 
government’s favor. 


Since the court has found that two of 
the three Markey factors must be resolved 
in the government’s favor, the court con- 
cludes that the situs of plaintiffs’ tax home 
during the period in question was Char- 
lottesville. As a result, plaintiffs have not, 
and cannot, show that their travel expenses 
at issue here were incurred while away 
from home. Therefore, plaintiffs have not 
satisfied the second requirement estab- 
lished by Flowers and they cannot prevail 
in this tax refund case. 


Given the fact that plaintiffs have not 
satisfied the second Flowers requirement, 
the court does not address whether plain- 
tiffs have satisfied the other two Flowers 
requirements. Similarly, the court does not 
address whether plaintiffs properly sub- 
-stantiated their expenses. 


Order 
For the reasons set out in the accom- 
panying Memorandum Opinion, it is this 
day 


ADJUDGED AND ORDERED 
as follows: ; 

1. Plaintiffs’ prayer for relief shall be, 
and it hereby is, denied. 

- 2. Judgment shall be, and it hereby is, 
entered for the defendant. 

3. This case shall be, and it hereby is, 
dismissed and stricken from the docket of 
this court. 

The clerk is hereby directed to send a 
certified copy of this Order, and the 
accompanying Memorandum Opinion, to 
all counsel of record. 


Order 

Upon further consideration of the Order 
previously entered in this case undertaking 
to dismiss the action, the court is of 
opinion that the said Order was improvi- 
dently entered in that it is required that this 
court compute and determine the tax li- 
ability of the plaintiffs herein. Accordingly, 
it is this day 

ADJUDGED AND ORDERED 
as follows: 

1. The Order heretofore entered shall 
be, and it hereby is, vacated as to the dis- 
missal of this action. This case shall be, 
and it hereby is, reinstated on the court’s 
docket. 

2. The parties are directed to Bont 
together to determine the tax liability of 
the plaintiffs, in accordance with the pro- 
visions of the Memorandum Opinion and 
Order heretofore issued. — 

3. The parties are directed to report to 
the court on or before April 5, 1985, the 
conclusions reached concerning such tax 
liability, and in the event controversies 
remain between the parties a further hear- 
ing will be held so that the court may 
determine the plaintiff's tax liability. 

The clerk is hereby directed to send a 
certified copy of this Order to all counsel 
of record. . . ; 
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[1.9245] Comdisco, Inc., Plaintiff-Appellant v. United States of America, Defendant- 
Appellee. 

U. S. Court of Appeals, 7th Circuit, No. 83-3250, 3/6/85.—(756 F2d 569.) Reversing 
and remanding District Court, 83-2 ustc 9684. 


[Code Sec. 48] 


Investment credit: Definitions-special rules: Leased property: Computers.—The 
-court of appeals held that the taxpayer, who entered into three-way computer equip- 
ment lease transactions, was both the Jessee and the original user of such leased equip- 
ment, thereby entitling the taxpayer to the investment tax credits. A supplier corporation 
leased computer equipment to another corporation retaining the investment tax credit 
and the right to assign the lease with the assignee becoming the primary lessee. The 
supplier corporation then entered into a new lease with the taxpayer for the previously 
rented computer equipment and assigned the lease it had with the other corporation along 
with the investment tax credit to the taxpayer. In rejecting the IRS’s contention that the 
taxpayer was merely a lessor-by-assignment, the court looked to the economic reality of 
the disputed transactions and found that the parties failed to take any actions which were 
inconsistent with the taxpayer’s being a lessee-sublessor of the equipment. Further, in 
rejecting the IRS’s assertion that the taxpayer could not be the original user because 
it never possessed or utilized the equipment before the other corporation, the court held 
that the act of subleasing the equipment to the other corporation qualified as the original 


use of the equipment. Back references: f] 559.223 and 559.278. 


Edward C. Rustigan, Mayer, Brown & Platt, 231 S. LaSalle Street, Chicago, Ill. 
60604, for plaintiff-appellant. Jay W. Miller, Department of Justice, Washington, D. C. 


20530, for defendant-appellee. 


; Before Escupacn, Circuit Judge, Pett, 
District Judge.* 


Pett, Senior Circuit Judge: Comdisco, 
Inc., a Delaware corporation with its prin- 
cipal place of business in Illinois, appeals 
from the judgment entered by the district 
court dismissing its action for refund based 
upon the Government’s refusal to grant 
investment tax credits. On appeal, this 
‘court must determine whether plaintiff is 
‘entitled to the credits, which depends upon 
whether the district court held correctly, 
under the applicable statutes and regula- 
tions, that plaintiff was neither the “lessee” 
nor the “original user” of the disputed 
property. 


I, THE STATUTORY FRAMEWORK 


A. The Investment Tax Credit. In 1962, 
Congress added to the Internal Revenue 
Code provisions establishing an investment 
tax credit for investments in certain de- 
preciable property. Congress eliminated the 
credit in 1969 but then re-enacted the legis- 
lation, in substantially the same form, as 
part of the Revenue Act of 1971. Section 
38(a) of the Code, 26 U. S. C. §38(a), 
provides: “There shall be allowed, as a 
credit against the tax imposed, the amount 
determined under” sections 46 through 48 
of the Code. The Code refers to property 


Senior Circuit Judge, and Gorpon, Senior 


coming within the parameters of the in- 
vestment tax credit provisions as “section 
38 property.” Section 46(a) establishes the 
formula to determine the amount of a credit 
to which a taxpayer is entitled, section 
46(b) provides for the carryback and carry- 
over of unused credits, and section 46(c) 
defines those investments that qualify for 
the credit. In this case, neither party ques- 
tions the amount of the credit claimed, the 
use of the carryback and carryover provi- 
sions, or the qualifying characteristics of 
the investments. 


Rather, the dispute centers around sec- 
tion 48, which governs the use of the in- 
vestment tax credit with respect to leased 
property. Section 48(b) allows taxpayers 
to treat certain leased property as “new 
section 38 property” as long as the parties 
lease the property within three months after 
it is placed in service. Section 48(d)(1) 
allows the parties to a lease of such new 
section 38 property to treat the lessee as 
having acquired the property so that the 
lessee then may claim the investment tax 
credit. Section 48(d)(3) also allows a 
lessee, to whom a lessor has assigned the 
right to use an investment tax credit, to 
assign the credit to any subsequent sub- 


ee 


’* Myron L. Gordon, Senior District Judge for 
the Eastern District of Wisconsin, is sitting by 
designation. : 
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lessee, subject to the three-month restric- 
tion of section 48(b). 


The Treasury Department has promul- 
gated a number of regulations pursuant to 
section 48. Regulation 1.48-1(c), for ex- 
ample, defines tangible personal property, 
the only property for which a taxpayer may 
claim a credit, to include “all property 


(other than structural components) which 


is contained in or attached to a building,” 
including office equipment. 26 C. F. R. 
§ 1.48-1(c) (1984). Under the regulations, 
the entitlement of a lessee to the use of an 
investment tax credit turns upon whether 


the lessee is an “original user’ of the 
property: “[T]he election is not available 


if the lessee is not the original user of the 
property.” 26 C. F. R. § 1.48-4(a) (iii). The 
regulations provide that “ ‘original use’ 
means the first use to which the property 
is put, whether or not such use corresponds 
to the use of such property by the tax- 
payer.” 26C. F. R. § 1.48-2(b)(7). Further- 
more, 


The determination of whether the lessee 
qualifies as the original user of leased 
property shall be made... as if the lessee 
actually purchased the property. Thus, 
the lessee would not be considered the 
original user of the property if it had 
been previously used by the lessor or 
another person. ... However, the lessee 
would be considered the original user if 
he is the first person to use the property 
for its intended function. Thus, the fact 
that the lessor may have, for example, 
tested, stored, or attempted to lease the 
property to other persons will not pre- 
clude the lessee from being considered 
the original user. 


26 C. F. R. § 1.48-4(b). 


The legislative history surrounding pass- 
age of the investment tax credit reveals the 
hope of Congress that the credit would 
stimulate economic growth by providing a 
substantial incentive to undertake capital 
investment projects. Thus, the Report of 
the House of Representatives stated: “It 
is believed that the investment credit .. . 


will provide a strong and lasting stimulus 


rate of economic Sy oes will 


b ; i le for - th S 
enefit of the investment cred: 


on to the party actually generating the de- 
mand for the investment.” Jd., 1962-63 Cum. 
Bull. at 418. 


The Senate Report reflected similar con- 
cerns about both the lease provision, S. 
Rep. No. 1881, 87th Cong., 2d Sess., 1962-63 
Cum, Bull. 707, 725, and the tax credit in 
general: 


This investment credit, coupled with the 
depreciation guidelines recently liberal- 
ized by the administration, by stimulating 
capital formation, will provide growth in 
the economy consistent with the princi- 
ples of a free economy. This investment 
credit, by encouraging the modernization 
and expanded use of capital equipment, 
will improve our competitive position 
abroad and thus aid in meeting the bal- 
ance-of-payments problem. Moreover, 
the capital formation induced by this 
credit will both aid in providing the long- 
run growth needed by our domestic econ- 
omy and be of major assistance in our 
immediate problem of economic recovery. 
Id. 1962-63 Cum. Bull. at 797-08. Further- 
more, the Senate Report stated that “[t]he 
objective of the investment credit is to en- 
courage modernization and expansion of 
the nation’s productive facilities and there- 
by improve the economic potential of the 
country, with a resultant increase in job 
opportunities and betterment in our com- 
petitive position in the world economy.” J/d., 
1962-63 Cum. Bull. at 717. The Report 
also noted that, to insure the intended im- 
pact of the tax credit legislation, “[t]angible 
personal property is not intended to be 
defined narrowly,” Jd., 1962-63 Cum. Bull. 
aE 22: 


Finally, with respect to the 1971 re-enac- 
ment of the investment tax credit, the 
Senate again noted the broad incentive effect 
that it intended the credit legislation to 
have. The Senate expressed the concern 
that, without the credit, 


our tax policies do not adequately encour- 
age investment in more modern and eff- 
cient machinery which would enable our 
businessmen to compete more effectively 
in foreign markets. . The guideline 
[for this legislation] has been not only 
the need to adopt a proposal which is 
cialies re also the’ ‘nestoralion, 4 of sound 
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on machinery and equipment which have 
been sagging badly.” Jd. As to the lease 
election provision, the Report noted that, 
with respect to noncorporate taxpayers, “the 
restoration of the credit could once again 
-make leasing arrangements motivated 
largely by tax reasons quite attractive,” 
but nonetheless agreed that the provision 
was desirable for corporate taxpayers. Id., 


1972-1 Cum. Bull. at 583. 


B. Regulation Y. Plaintiff buys and sells 
new and used IBM computer equipment 
and arranges leases on new and used com- 
puter equipment. In late 1973 and early 
1974, plaintiff entered three transactions, 
which formed the basis of this suit, with 
Decimus Computer Leasing Corporation, a 
company that also arranges leases of com- 
puter equipment. As a subsidiary of a bank 
holding company, Decimus is subject to 
the provisions of Regulation Y, promul- 
gated by the Federal Reserve Board. 
Among other things, Regulation Y has re- 
quired, and continues to require, that banks 
and bank holding company subsidiaries that 
lease personal property must receive a mini- 
mum level of return on their leases. 12 
C. F. R. § 225.25(b)(5) (1984). See also 
12 C. F. R. § 225.4(a) (6) (1983). The deter- 
mination of the requisite level of return 
encompasses a variety of factors, including 
the length of the lease and the amounts 
of both the rental payments and any penal- 
ties for early termination. 


Lis ii EohA GES. 


The first transaction involved plaintiff, 
Decimus, and E-Systems, Inc., and orig- 
inated when plaintiff proposed it to Deci- 
mus. On December 28, 1973, Decimus and 
E-Systems executed a lease whereby E-Sys- 
tems rented certain equipment from Decimus 
for sixty months at a monthly rental 
of $12,725. Decimus retained the right to 
the investment tax credit under the lease. 
On the same day, Decimus assigned to 
plaintiff all its rights and obligations under 
the lease. Also on the same day, Decimus 
and plaintiff entered into a lease agree- 
ment, with Decimus purportedly leasing to 
plaintiff the same equipment covered by 
the Decimus/E-Systems lease for sixty 
months at $12,725 per month. The plain- 
tiff/Decimus lease transferred the invest- 
ment tax credit to plaintiff and authorized 
plaintiff to sublease the equipment to 
E-Systems. There was no sublease agree- 
ment between plaintiff and E-Systems. 
Decimus delivered the equipment to E-Sys- 
tems, and. E-Systems made all rental pay- 
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ments directly to Decimus. The district 
court found that the purpose underlying 
the plaintiff/Decimus lease “was to trans- 
fer to plaintiff the tax credit to which 
Decimus was entitled in lieu of a commis- 
sion to Comdisco under the Decimus-E- 
Systems transactions.” If Decimus had 
paid the broker’s commission that plaintiff 
normally would have earned for arranging 
the deal, the terms of the transaction would 
not have complied with Regulation Y. The 
transfer of the investment tax credit func- 
tioned as a substitute for a commission. 


The second transaction involved plaintiff, 
Decimus, and the Pratt & Whitney Divi-- 
sion of United Aircraft Corporation. The 
parties signed all of the documents relating 
to the transaction on January 2, 1974, 
although the record does not reveal the 
order of the signings. Pratt & Whitney 
agreed to lease certain equipment from 
Decimus at $73,381 per month for forty- 
eight months, with Decimus retaining both 


the investment tax credit and the right to 


assign the lease “to a third party, said third 
party to become Lessor’s primary lessee for 
the equipment under another lease.” Deci- 
mus also assigned to plaintiff all rights 
and obligations under the Pratt & Whitney 
lease. Additionally, plaintiff and Decimus 
entered a lease agreement involving the 
same equipment leased to Pratt & Whit- 
ney. The plaintiff/Decimus lease contained 
the following provisions: the monthly rent 
was $73,381 per month; the term of the 
lease was for sixty months; the lease au- 
thorized plaintiff to sublease the equipment 
to Pratt & Whitney; and, Decimus agreed 
to transfer the investment tax credit to 
plaintiff. Plaintiff and Pratt & Whitney 
never entered any sublease agreement. 
Although the Decimus/Pratt & Whitney 
lease did not satisfy Regulation Y, the 
plaintiff/Decimus lease did, because of its 
longer term. Decimus delivered the equip- 
ment to Pratt & Whitney, which paid the 
rent directly to Decimus. After the forty- 
eight months of Pratt & Whitney’s lease 
expired, plaintiff then leased the equipment 
to Hartford Fire Insurance Company. 


Plaintiff, Decimus, and Carolina Power 
& Light Company entered a third three- 
way transaction, again with the parties 
signing all of the relevant documents on 
January 2, 1974. The equipment lease 
between Decimus and Carolina Power ran 
for sixty months at $34,846 per month, 
with Decimus retaining the right to the 
investment tax credit and a right-to-assign 
clause similar to the one in the Pratt & 
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Whitney lease. Decimus assigned to plain- 
tiff all its rights and obligations under the 
lease with Carolina Power. Decimus and 
plaintiff also entered a sixty-month lease 
agreement involving the same equipment, 
which gave plaintiff authority to sublease 
to Carolina Power and transferred the 
investment tax credit to plaintiff. The 
rental rate was $35,317 for the first thirty- 
six months of the term and $35,132 for the 
remaining portion of the term. The slightly 
higher rent payments allowed the plaintiff/ 
Decimus lease to satisfy Regulation Y 
while the Decimus/Carolina Power lease 
did not. Plaintiff and Carolina Power never 
entered into a sublease agreement. Deci- 
mus delivered the equipment to Carolina 
Power, which remitted its rental payments 
directly to Decimus. 


On its fiscal 1974 corporate tax forms, 
plaintiff claimed an investment tax credit 
pursuant to the three transactions. Be- 
cause that credit was more than plaintiff 
could utilize in 1974, plaintiff filed a claim 
for a refund of $61,103 of its 1973 tax pay- 
ments based upon the carryback provisions 
of the Internal Revenue Code. 26 U. S. C. 
§ 46(b). The Internal Revenue Service de- 
nied plaintiff’s claim, and this suit followed. 


TE THE DISTRIGR COURT 
PROCEEDING 


Plaintiff filed its claim for a tax refund 
in late 1979. In 1981, both sides moved for 
summary judgment. In a memorandum 
opinion entered on November 18, 1981, the 
district court denied the motions. Because 


- there were controverted factual issues “as 


to whether Comdisco had ever had any 
control over the computers sufficient to 
qualify it as a ‘user,’” the district court 
rejected the Government’s contention on 
summary judgment that Comdisco was not 
the “original user” of the equipment and, 
therefore, could not claim the credit. The 
court noted that plaintiff need not ever 
have physically used or possessed the prop- 
erty to qualify as the “original user.” See 
Rev. Rul. 71-243, 1971-1 Cum. Bull. 7. The 
court also rejected, for the time being, the 
( 's claim that plaintiff was merely 
Ase s and I 


required the parties to submit additional 
evidence to establish that plaintiff was 
either a lessee or an assignee. 


A brief trial on the merits occurred on 
October 31, 1983. Two days later, the 
district court entered judgment in favor 
of the Government, dismissing plaintiff’s 
claim. After reciting extensive “Findings 


_of Fact,” the district court’s entire “Con- 


clusions of Law” stated: 


1. The Court has jurisdiction over 
this action by virtue of 28 U. S. C.. 
§ 1346(a) (1). 

2. Plaintiff was not the “original user” 
within the meaning of 26 C. F. R. § 1.48- 
4(a) (iii) of the equipment in issue and 
therefore cannot avail itself of the in- 
vestment tax credit attributable to the 
acquisition thereof. 


3. Plaintiff was not a “lessee” within 
the meaning of 26 U. S. C. § 48(d)(1) 
of the equipment in issue and therefore 
cannot avail itself of the investment tax 
credit attributable to the acquisition thereof. 


4. Plaintiff is not entitled to a refund 
and the complaint should be dismissed 
with prejudice. 

When the district court initially announced 
the decision orally, its primary concern 
was with the fact that there was never a 
sublease agreement executed between plaintiff 
and the third parties, E-Systems, Pratt & 
Whitney, and Carolina Power. Thus, the 
judge concluded that Decimus had simply 
“shopp[ed] around for somebody that could 
use the tax credit, [which] is not 
the purpose of the statute.” In short, the 
court determined that, for purposes of the 
investment tax credit, plaintiff was an 
assignee, despite the existence of the for- 
mal leases between Decimus and plaintiff. 


Plaintiff appeals the district court judg- 
ment only with respect to the transactions 
involving Pratt & Whitney and Carolina 
Power, but not with respect to E-Systems. 
IV. Analysis 

The Government alleges, and plaintiff 
does not dispute, that the question whether 
plaintiff was a lessee of the equipment 
involved in the disputed transactions is. a 
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Supreme Court doctrine, rule 52(a) applies 
regardless of whether we label the factual 
issue as an “ultimate” finding of fact or 
a “subsidiary” finding. Pullman-Standard v. 
Swift, 456 U. S. 273, 287 (1982). See also 
Commissioner v. Duberstein [60-2 ustc 
79515], 363 U. S. 278, 286 (1960) (donor’s 
motive or intent determines whether a convey- 
ance is a gift for tax purposes; intent question 
and “ultimate” question whether conveyance is 
a gift are both fact questions subject to 
rule 52(a)). Thus, we no longer need to 
decide into which of those two categories 
the district court’s findings fall. 

In seeking affirmance, the Government 
repeatedly emphasizes the fact that there 
was no written sublease running between 
plaintiff and either Pratt & Whitney or 
Carolina Power. In essence, the Govern- 
ment contends that the transactions be- 
tween plaintiff and Decimus were shams, 
or, at best assignments, entered for the 
sole purpose of transferring to plaintiff 
otherwise unusable investment tax credits. 
The credits were otherwise unusable be- 
cause neither Decimus nor either of the 
third parties had any use for additional tax 
credits. The Government concludes from 
the absence of any formal sublease that 
plaintiff was merely lessor-by-assignment 
of the leases running between Decimus and 
the third parties. Plaintiff’s status as lessee 
of Decimus thus depends, in large part, 
upon whether plaintiff was actually sub- 
lessor to the third parties. Because the 
third parties had possession and use of the 
relevant equipment, if plaintiff were not 
their sublessor, then plaintiff would have 
received nothing from the purported leases 
with Decimus. Despite the Government’s 
vehement assertion to the contrary, we 
perceive nothing in the record to indicate 
that plaintiff had no obligation to Decimus 
in the event of a default by the third par- 
ties. In fact, plaintiff was the only party 
that owed any obligation to Decimus be- 
cause the third parties owed their duties 
to plaintiff and not Decimus after Decimus 
assigned to plaintiff the benefits of the 
third parties’ obligations to it. The fact 
that the third parties remitted rental pay- 
ments directly to Decimus indicates only 
that the parties sought to save themselves 
the transactional costs of making two sepa- 
rate payments when one payment was 
obviously sufficient to dispose of all parties’ 
duties. Furthermore, if the sixty-month 
plaintiff/Decimus lease were merely a sham, 
as the Government contends, then the prop- 
erty rented by Pratt & Whitney should 
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have reverted to Decimus at the expiration 
of Pratt & Whitney’s lease. Actually, it 
was plaintiff, and not Decimus, that subse- 
quently leased the equipment to another 
party. 


As it turned out, neither Pratt & Whit- 
ney nor Carolina Power ever defaulted on 
any of their obligations, although well- 
respected corporations, for one reason or 
another beyond their control, and much 
to the surprise of investors, have failed to 
meet their obligations. We do not regard 
it as speculative that, if either Pratt & 
Whitney or Carolina Power had defaulted 
on their obligations to pay, Decimus would 
have taken the ordinary route pursued by 
most creditors of looking to a financially 
responsible obligor—in this case, Comdisco. 
In any event, the factors relied upon by 
the Government to show that plaintiff was 
not the primary lessee of Decimus is not 
persuasive. The two principal factors ad- 
vanced by the Government are: first, that 
the third parties remitted rental payments 
to Decimus, rather than to plaintiff, the pur- 
ported sublessor; and, second, that Decimus 
delivered the equipment to the third par- 
ties without plaintiff ever having physical 
possession or control thereof. Yet, we 
must agree with plaintiff that these factors, 
either separately or in combination, fail to 
establish that plaintiff was not the lessee- 
sublessor of the equipment. The Government 
would have us ignore both the transac- 
tional efficiencies and the business realities 
involved in the direct remission of rental 
payments by the sublessee to the prin- 
cipal lessor as well as the direct delivery 
by that lessor to the sublessee without the 
lessee-sublessor ever gaining possession of 
the property. The Government’s position 
that plaintiff’s participation in these trans- 
actions was a sham also implicitly ignores 
the assignments made by Decimus to plain- 
tiff. 


Plaintiff's lack of physical possession of 
the equipment during the term of the third 
parties’ leases with Decimus and the direct 
rental payments from the third parties to 
Decimus are, at most, ambiguous in determin- 
ing whether plaintiff was a lessee. Decimus 
unambiguously assigned to plaintiff all its 
rights and obligations under its leases 
with the third parties. Thus, plaintiff stood 
in the position of lessor to the third 
parties. Furthermore, other factors also — 
indicate that the economic realty of the 
transactions was that plaintiff was the 
lessee-sublessor. In particular, in the Pratt 
& Whitney transaction, it was plaintiff 
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who gained possession of and then relet 
the equipment after Pratt & Whitney's 
lease expired; one year still remained on 
the lease between plaintiff and Decimus, 
Similarly, in the Carolina Power trans- 
action, plaintiff had to pay to Decimus the 
incremental rent between that required by 
Carolina Power's lease with Decimus and 
plaintiff's lease with Decimus. Both the 
reversionary interest and the incremental 
rent are consistent with plaintiff's assertion 
that it was a lessee of Decimus, 


Perhaps the most significant factor in 
support of plaintiff's position, however, is 
that, if we view the leases between Decimus 
and the third parties as somewhat inde- 
pendent of plaintiff's involvement, those 
leases fail to comply with Regulation Y. 
As such, in all likelihood, Decimus would 
have been unable to enforce the third 
parties’ obligations if they had defaulted 
because, in general, a contract entered in 
violation of statutory or regulatory law is 
unenforceable, See, e.g, United States v. 
Mississippi Valley Co., 364 U. S. 520, 563-66 
(1961) (contract entered in violation of fed- 
eral conflict-of-interest statute); Quinn v., 
Gulf & Western Corp, 644 F. 2d 89, 92-94 
(2d Cir, 1981) (contract entered in violation 
of federal procurement regulations), See gen- 
erally KK. Farnsworth, Contracts §§ 5.5-.6 
(1982); L. Simpson, Contracts § 222 (2d 
ed, 1965), Nothing suggests that the rule 
of unenforceability would be inapplicable 
in cases involving violations of Regulation 


All parties entered into the transactions 
with the knowledge that the leases between 
Decimus and the third parties did not 
comply with Regulation Y if they were 
considered to be independent of plaintiff's 
involvement, This court doubts that busi- 
ness people with as much experience as the 
parties in this case would enter an unen- 
forceable contract, knowing of its unenforce- 
ability, when an enforceable transactional 
structure was as easily available to them. 
Clearly, therefore, the parties intended their 
transactions to have the same effect as a 
lease followed by a sublease. As the Gov- 
ernment concedes, if the parties had entered 


there y be no doubt about the validity 
ar a of the paBEEESR Dy tax 


visions should be broadly construed. For 
instance, the Senate Report states that the 
property qualifying for the credit “is not 
intended to be defined narrowly.” S. Rep. 
No, 1881, 87th Cong., 2d Sess., 1962-63 
Cum, Bull, at 722. Additionally, the exten- 
give citations to Congressional history in 
section |. A., supra, indicate the critical 
importance that the credit is to have in the 
invigoration of the economy through capital 
expenditure, 

In consideration of the economic effects that 
Congress intended the tax credit to have and 
in light of the many factors consistent with 
plaintiff's assertion that it was a lessee, within 
the meaning of that term for purposes of 
the tax credit legislation, this court should 
respect the parties’ evident intention that 
plaintiff was Decimus’ lessee. To deny 
plaintiff the credit would defeat the pur- 
poses of the statutory scheme. Without 
plaintiff’s participation, the transactions 
could not have occurred, because of Regu- 
lation Y, Thus, in a real sense, plaintiff was 
the party “actually generating the demand 
for the investment,” to whom Congress in- 
tended the credit to be passable. H. Rep. 
No. 1477, 87th Cong,., 2d Sess., 1962-63 
Cum, Bull. at 418. Allowing plaintiff to 
claim the credit in accordance with Deci- 
mus’ explicit election, therefore, effectuates 
both Congressional policies of stimulating 
capital investment and granting the credit 
to the party without whom the investment 
could not have occurred. 


We recognize the source of the skepti- 
cism with which the Government viewed 
the transactions in this case. In form, plain- 
tiff is the lessee of Decimus and the assignee 
of Decimus’ lessor status, not the sublessor, 
with respect to the third parties. Certainly, 
the parties would have been far wiser to 
have included in the deals express subleases 
between plaintiff and the third parties, 
despite the asserted logistical advantages of 
structuring the deals as the parties did. Out 
of this skepticism comes the Government’s 
final proposed rationale for affirmance of the 
district court’s decision: that the parties 
should be bound to the form of transaction 
that they adopted. Indeed, the Government 
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71-243, one corporation leased equipment to 
a second corporation and elected to treat 
the second corporation as the owner of the 
equipment for purposes of the investment 
tax credit. The second corporation then 
subleased the property to a third corpora- 
tion but retained the right to the investment 
tax credit. The Commissioner allowed the 
second corporation to claim the credit. This 
ruling necessarily implied that the second 
corporation was the “original user” of the 
equipment, or else it never would have been 
entitled to claim the credit. Nonetheless, 
the second corporation enjoyed no more 
than momentary possession of the property. 
The original use to which both the first and 
second corporations put the equipment was 
the use of the property in their leasing 
businesses. See 26 C. F. R. §§ 1.48(b), 
1.48-4(c). 


The district court evidently predicated its 
ruling that plaintiff was not the original 
user of the equipment upon its finding that 
plaintiff was not a lessee, because the court 
previously had stated correctly that “the 
‘original user’ provision of the Code does 
not preclude Comdisco from receiving the 
investment credits.” For, as we have pre- 
viously noted, “the provision of Section 


48(d)(1) allowing a lessor to pass through 
the investment credit to a lessee would be 
superfluous if a lessor could not be the 
‘original’ user of property in the course of 
its leasing business.” Illinois Valley Paving 
Co. v. Commissioner [82-2 ustc J 9586], 687 
F. 2d 1043, 1045 (7th Cir. 1982) (per curiam). 
Because we have determined that plaintiff 
was a “lessee” of the equipment for purposes 
of the credit, the decision in Illinois Valley 
Paving Co. and the regulations cited in the 
previous paragraph make clear that the act 
of subleasing the equipment to the third 
parties qualifies as the “original use” of 
the equipment. Consequently, the district 
court’s finding that plaintiff was not the 
original user of the property was clearly 
erroneous. 


V. CONCLUSION 


The findings of the district court that 
plaintiff was neither a lessee of or the orig- 
inal user of the relevant equipment are 
clearly erroneous. Consequently, we RE- 
VERSE the judgment of the district court 
and REMAND with directions that judg- 
ment be entered on behalf of plaintiff with 
respect to both the Pratt & Whitney and 
Carolina Power transactions. 


[9246] McKinley L. Boomer, Appellant v. United States of America, Appellee. 


[Code Sec. 6702 and App. R. 38] 
U. S. Court of Appeals, 8th Circuit, No. 84-1813, 3/1/85. Affirming unreported Dis- 


trict Court decision. 


Penalties, civil: Frivolous returns: Federal rules of appellate procedure: Double costs: 


Frivolous appeal.—A federal court of appeals affirmed the assessment of a frivolous return 

penalty imposed against an individual because his return did not contain information on 

which the substantial correctness of the self-assessment could be judged, and his conduct 

was a result of a frivolous position or a desire to delay or impede the administration of 

the tax laws. In light of the clearly frivolous arguments raised on appeal, damages and 

double costs were awarded the government by the appellate court. Back references: 
1] 5595G.30 and 5880.36. 


Boomer, pro se. Glenn L. Archer, Jr., Assistant Attorney General, Department of 
Justice, Washington, D. C. 20530, for appellee. 


Before ARNOLD, Circuit Judge, HENLEY, Semen Circuit J udge, and Face, Circuit Judge. 
Per CurtAM. The Commissioner of In- 
assessed a tax penalty 
L. Boomer for filing a 


defendant’s motion for summary judgment. 
We affirm. 


Boomer filed a Horm) 1040 for ine year 
2 ontained no information re- 


ay 
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All other lines contained only zeros or 
asterisks. At the top of the first page of 
the purported return he typed, “I OFFER 
TO AMEND OR REFILE THIS RE- 
TURN ANY WAY YOU WANT IF 
YOU WILL JUST SHOW ME HOW I 
CAN DO SO WITHOUT WAIVING ANY 
OF MY CONSTITUTIONAL RIGHTS.” 
At the top of the second page he typed, “*Be- 
cause of my fear of the governments [sic] 
power to compel information, I must object 
under the 4th & 5th, 8th & 9th Amend- 
ments to the U. S. Constitution until you 
give me a grant of immunity in non-tax 
related cases.” On the lines which asked 
for his and his spouse’s social security num- 
bers, he typed “OBJECT: 4th & 65th 
Amend.” 


The Commissioner assessed a frivolous- 
return penalty of $500 against Boomer be- 
cause the return did not contain information 
on which the substantial correctness of the 
self-assessment could be judged, and the 
taxpayers conduct was a result of a 
frivolous position or a desire to delay or 
impede the administration of the tax laws. 


See 26 U. S. C. A. § 6702(a) (Supp. 1984). 


penalty ($75) and filed a claim for a refund 
with the Internal Revenue Service. See 
26 U.S. C. A. § 6703(c) (Supp. 1984). The 
request for a refund was denied. Boomer 
then filed suit in the District Court asking 
for the return of his $75 and for the Court 
to declare 26 U. S. C. A. § 6702 unconstitu- 
tional. The District Court denied the re- 
quested relief, and Boomer appealed to this 
Court. 


On appeal Boomer argues: (1) the words 
“frivolous return” in 26 U. S. C. A. § 6702 
are unconstitutionally vague; (2) a claim 
based on the Fifth Amendment privilege 
is not frivolous; (3) the First Amendment 
protects him from being penalized for as- 
serting the Fifth Amendment privilege; and 
(4) he was entitled to a hearing. We have 
held numerous times that the Fifth Amend- 
ment claim made by Boomer is without 
merit, and we find the other arguments are 
clearly frivolous. Damages and double 
costs are authorized by 28 U. S. C. § 1912 
(1982) and Fed. R. App. P. 38. We grant 
defendant’s request for sanctions and im- 
pose upon appellant $500 damages and 
double costs. 


Boomer paid fifteen percent (15%) of the Affirmed. 


[79247] George Gary Young and Joyce Marion Young, wife, Plaintiffs v. United 
States of America and the Internal Revenue Service by and through its commissioner, 
Defendants. 


U. S. District Court, No. Dist. Tex., Dallas Div., Civil Action No. CA 3-83-0843-G, 
2/11/85. 


[Code Sec. 7422(a)] 


Refunds and credits: Claims for refund: Suits by taxpayer.—With respect to the cor- 
porate officers’ claim for a refund of amounts paid by each of them for federal employment 
taxes on behalf of two of the corporation’s employees, the court was without jurisdiction 
to adjudicate these claims because each officer filed a Form 843 claim for refund 
through which they claimed only that they lacked the “willfulness” required for the IRS 
to impose the 100% penalty upon them. The claim forms did not constitute proper refund 
claims since they did not apprise the IRS of the officers’ position concerning waiver or 
estoppel of the government’s right to collect from them that portion of the tax liability 
which could have been satisfied from a fund of monies owed the corporation by a city 
for construction work the corporation had previously performed. The government had 
levied for the funds which the city had interplead into the registry of a state district court. 
Moreover, a letter addressed to the Justice Department did not necessarily constitute a 
notice of a refund claim to the IRS. Back reference: ff 5781.595. 


[Code Sec. 6672] 


Penalties, civil: Failure to collect and pay over tax: Counterclaim: Conditions for 
bringing suit—The government filed a counterclaim for recovery of a corporation’s tax 
liability from the corporate officers personally. Although the government disclaimed any 
rights it may have had in an interplead fund of monies owed the corporation by a city for 
construction work the corporation had previously performed, the officers were wrong in 
arguing that the government had thereby waived its right to a portion of the taxes at 
issue or, alternatively, was estopped from proceeding against the officers in the amount 


1985 Standard Federal Tax Reports q 9247 


87,522 


U.S. Tax Cases 


Young v. I. R.S. 


of the interplead fund. The liability of persons responsible for collecting and paying over 
federal employment taxes was independent of the corporation’s obligation to pay over 
the employee withholding to the government. Thus, the IRS was not obligated to collect 
the tax from the corporation or its creditors, or join other responsible persons, prior to 
seeking recovery from one particular person. Back references: {[ 5569.0127 and 5569.0135. 


[Code Sec. 6672] 


Penalties, civil: Failure to collect and pay over tax: Corporate officer or employee: 
Willfulness——The court concluded that a broad judicial construction given to the term 
“responsible person” included a corporate vice president’s position in 1979. As an officer 
of the corporation with authority to sign checks on behalf of the corporation, and with 
knowledge of the tax liability, she could have verified that the employment taxes had been 
paid regardless of the fact that the bookkeeper usually decided which obligations were 
to be paid and the dates of such payments. However, the court concluded that the vice 
president presented sufficient facts to raise an issue as to her state of mind with respect 
to the corporation’s failure to remit the employment taxes. Thus, summary judgment was 
inappropriate as to the issue of the vice president’s willfulness in the matter. Back 


references: {| 5569.013 and 5569.014. 


Michael Keeley, Rohde, 
75201, for plaintiffs. 
0599, for defendants. 


Memorandum Order 


Fisu, District Judge: This tax refund 
suit is before the court on cross-motions 
for summary judgment. After considering 
the record in this case, the court is of the 
opinion that the government’s motion for 
partial summary judgment should be granted 
in part and denied in part but that the 
plaintiffs’ cross-motion should be denied in 
its entirety. 


I. Legal Standard 


Under Rule 56, Fed. R. Civ. P., summary 
judgment is appropriate only when the plead- 
ings, depositions, affidavits, answers to interro- 
gatories, and exhibits establish that there is 
no genuine issue as to any material fact, 
and that the movant is entitled to a judg- 
ment as a matter of law. In determining 
whether to grant a motion for summary 
judgment, the court must view the evidence 
in the light most favorable to the opposing 
party. Howard v. United States [83-2 ustc 
7 9528], 711 F. 2d 729, 733 (5th Cir. 1983). 


II. Undisputed Facts 


The parties are not in dispute over the 
relevant facts. G. G. Young Construction 
Company, Inc. (“the corporation”) was in- 
corporated in 1976. At all times material 
C Gary pote ape G. PS cae 


_ sonally by G. 
Yo r i 


Chapman, Ford & How, 400 North Olive, Dallas, Texas 
Joe A. Pitzinger, III, Department of Justice, Dallas, Texas 75242- 


pate in the management of the corporation 
for the remainder of 1978. 


J. M. Young was vice president and sec- 
retary of the corporation. Between 1976 
and 1979, Anita Davis (“Davis”) was a 
part-time bookkeeper and office manager of 
the corporation. Davis determined which 
obligations were to be paid, determined the 
date of payment (generally subject to G. G. 
Young’s approval), and prepared the 
checks for payment of those obligations. 
G. G. Young and J. M. Young were the 
only authorized signatories on the corpora- 
tion’s bank accounts. 


J. M. Young maintained a full-time posi- 
tion with Texas Oil and Gas Company prior 
to and during all of 1979. J. M. Young also 
worked part-time as needed for the corpo- 
ration, performing duties such as signing 
documents on behalf of the corporation. 
After G. G. Young’s stroke, J. M. Young 
signed all corporate checks and documents, 
including the Employer’s Quarterly Federal 
Tax Return Forms 941, from the second 
quarter of 1978 through the second quarter 
of 1979. 


The corporation failed to pay the Aaiaes 
employment taxes withheld from its em- 
ployees’ wages for all four quarters of 1979, 
except for $167.76 and $198.78 paid per- 
G. Young and by J. M. 
ively, on eal of two cor- 
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The corporation ceased doing business in 
December, 1979. On or about December 29, 
1981, the Secretary of the Treasury (or his 
duly authorized delegate), acting under au- 
thority of 26 U. S. C. § 6672, assessed each 
of the Youngs 100% of the employment 
taxes owed by the corporation (“100% 
penalty”). This assessment has remained 
unpaid despite proper notice and demand for 
its payment. 


Subsequent to the assessment, the at- 
torney for the Youngs informed the govern- 
ment that funds were available to satisfy 
a portion of the corporation’s tax liability 
because the City of Cedar Hill, Texas owed 
the corporation for construction work the 
corporation had previously performed. The 
government made demand on Cedar Hill for 
payment, gave it notice of assessment, and 
thereafter levied for the funds. Cedar Hill 
interplead the monies into the registry of a 
state district court. After removing the 
suit to federal court, however, the govern- 
ment notified the Youngs’ attorney that the 
government intended to disclaim any rights 
it might have to the interplead fund, which 
it did subsequently by filing a notice of 
disclaimer with the court. 


On July 2, 1981, the Youngs, through 
their counsel, sent a letter to the Justice 
Department stating that if the government 
disclaimed its rights to the interplead fund, 
they would take the position that such acts 
constituted a waiver or estoppel of the 
government’s right to claim said monies 
from them. The attorney for the Youngs 
repeated this position in subsequent oral 
conversations with government representa- 
tives. 


On March 27, 1982, G. G. Young and 
J. M. Young each filed a Form 843 Claim 
for refund of the sums they had paid 
($167.76 and $198.78, respectively) as em- 
ployment taxes on behalf of two employees 
of the corporation. Each claim asserted as 
the sole ground for refund that the 100% 
penalty assessed against the claimant under 
26 U. S. C. § 6672 was wrongfully assessed 


because “[t]he willfulness required for the 
imposition of the penalty was not present.” 


The Internal Revenue Service (“IRS”) 
refused to refund these amounts. Conse- 
quently, the Youngs instituted this action 
in order to recover the refund claimed and 
to obtain declaratory relief excusing them 
from liability for the corporation’s 1979 em- 
ployment tax obligation. In addition to 
having raised several defenses, the govern- 
ment has filed a counterclaim for recovery 
of the corporation’s tax liability from the 
Youngs personally. 


III. The Jurisdictional Issue 


With respect to the Youngs’ claim for a 
refund of amounts paid by each of them for 
federal employment taxes on behalf of the 
corporation’s employees, the government 
contends that the court is without jurisdic- 
tion to adjudicate these claims because the 
Youngs failed to file proper refund claims 
with the IRS. 


In order to maintain a tax refund suit in 
federal court, the taxpayer first must have 
filed a proper refund claim with the In- 
ternal Revenue Service. 26 U. S. C. 
§ 7422(a)*; Furst v. United States [82-1 
ustc { 9333], 678 F. 2d 147, 151 (Ct. CL. 
1982). A claim is not a proper refund claim 
unless it sets forth in detail each ground 
upon which a credit or refund is claimed 
and facts sufficient to apprise the Commis- 
sioner of the exact basis for the claim.’ 
Fearis v. Commissioner of Internal Revenue 
[83-1 ustc J 9171], 548 F. Supp. 408, 409 
(N. D. Tex. 1982). An informal notice ex- 
pressing the basis for the taxpayer’s claim 
is sufficient so long as the notice is reduced 
to a writing. Furst, 678 F. 2d at 151; Dis- 
abled American Veterans v. United States 
[81-1 ustc J 9443], 650 F. 2d 1178, 1180 (Ct. 
Cl. 1981), aff'd, [83-1 ustc J 9298] 704 F. 2d 
1570 (Fed. Cir. 1983). 


In determining whether a proper refund 
claim has been filed, the court must con- 
sider all the surrounding facts and circum- 
stances. Furst, 678 F. 2d at 151. The burden 


126 U.S. C. § 7422(a) provides that: 

No suit or proceeding shall be maintained 
in any court for the recovery of any internal 
revenue tax alleged to have been erroneously 
or illegally assessed or collected, or of any 
penalty claimed to have been collected with- 
out authority, or of any sum alleged to have 
been excessive or in any manner wrongfully 
collected, until a claim for refund or credit has 
been duly filed with the Secretary or his dele- 
gate, according to the provisions of law in that 
regard, and the regulations . . . established in 
pursuance thereof. 
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2 Treasury Regulations on Procedure and Ad- 
ministration § 301.6402-2(b)(1), promulgated 
pursuant to Section 7422(a), provides in part 
that: 

No refund or credit will be allowed . . 
except upon one or more of the grounds set 
forth in a claim... . The claim must set 
forth in detail each ground upon which a 
eredit or refund is claimed and facts sufficient 
to apprise the Commissioner of the exact basis 
thereof... A claim which does not comply 
with this ‘paragraph will not be considered for 
any purpose as a claim for refund or credit. 
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rests upon the taxpayer, however, to show 
that the information constituting the basis 
for the claim was communicated to the 
IRS. Disabled American Veterans, 650 F. 2d 
at 1179. 


The first component of the Youngs’ re- 
fund claim consisted of the Form 843’s filed 
by each of them on March 27, 1982, through 
which they claimed that they lacked the 
“willfulness” required for the IRS to im- 
pose the 100% penalty upon them. No 
other basis for a refund was stated. Subse- 
quently, the Youngs’ attorney wrote a letter 
addressed to the Justice Department in- 
forming the agency that should the govern- 
ment disclaim any right to the interplead 
fund, the Youngs would consider such act 
as a waiver or an estoppel of the govern- 
ment’s right to collect from them that por- 
tion of the tax liability which could have 
been satisfied from the fund. Thereafter, 
the Youngs’ attorney had several oral con- 
versations with government agents wherein 
he reiterated the Youngs’ position as as- 
serted in his letter. 


The claim forms submitted by the Youngs 
do not constitute proper refund claims since 
they do not apprise the IRS of the Young’s 
position concerning waiver or estoppel as a 
basis for a refund. Moreover, oral claims 
expressed to IRS agents fail to satisfy the 
statutory requirements. Disabled American 
Veterans, 650 F. 2d at 1180. The only re- 
maining component of the Youngs’ refund 
‘claims consists of their attorney’s letter. 
The letter, however, was addressed to the 
Justice Department. Notice to the Justice 
Department does not necessarily constitute 
notice to the IRS as required by Section 
7422(a) and Treasury Regulation § 301.6402-2 
(b)(1). The claim information must be 
communicated to the IRS, and the burden 
in that regard rests on the taxpayer.® Furst, 
678 at 153; Disabled American Veterans, 650 
F. 2d at 1179. 


Since the Youngs have not established 
that such information was communicated 
to the IRS, they have not fulfilled their 
burden of showing that a proper claim for 
r fund was a to on mS 


to adjudicate the controversy over these 
two refund claims. 


IV. The Youngs’ Liability Under 26 
OS mCe 80072 


A. Waiver and Estoppel 


‘Various issues are raised by the parties 
concerning the government’s counterclaim 
against the Youngs under 26 U. S. C. 
§ 6672(a) (“Section 6672”). To begin with, 
the Youngs contend that the government 
waived its right to a portion of the taxes at 
issue or, alternatively, is estopped from 
proceeding against the Youngs in the 
amount of the interplead fund because, 
after levying on the fund, the government 
disclaimed any rights it may have had in 
the fund. 


This argument is without merit. The 
liability under Section 6672 of a person 
responsible for collecting and paying over 
federal employment taxes (“responsible 
person”) is independent of the corporation’s 
obligation to pay over the employee with- 
holdings to the government. Hornsby vw. 
I. R. S. [79-1 uste J 9188], 588 F. 2d 952, 
954 (5th Cir. 1979). Thus, the IRS need 
not first attempt to collect the tax from the 
corporation or its creditors, or join other 
responsible persons, prior to seeking re- 
covery from one particular responsible per- 
son. Howard v. United States [83-2 ustc 
7 9528], 711 F. 2d 729, 736 (5th Cir. 1983); 
Hornsby, 588 F. 2d at 954; see Newsome v. 
United States [70-2 ustc 79597], 431 F. 2d 
742, 746 (5th Cir. 1970). 

In fact, the manner in which the IRS 
seeks to resolve a tax deficiency is legally 
irrelevant to the issue of a responsible per- 
son’s liability, absent an abuse of discretion. 
Howard, 711 F. 2d at 736; Hornsby, 588 F. 
2d at 954. The courts have generally found 
an abuse of discretion where it was the gov- 
ernment’s active conduct with respect to the 
corporation that led to the government’s 
inability to collect the taxes. Compare 
McCarty v. United States [71-1 usrc 9232], 
437 F. 2d 961 (Ct. Cl. 1971) (IRS abused 
its discretion in failing to collect taxes from 
corporation BriOg to its takeoves by ng 
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Navy, where corporation had sufficient as- 
sets to pay taxes prior to takeover and 
Navy failed to pay over the taxes in accord- 
ance with agreement between government 
and corporation) and Tozter v. United States 
[65-2 ustc $9621], (W. D. Wash. 1965) 
(responsible persons held not personally lable 
where government acquiesced in corporation’s 
continued operation although corporation then 
had sufficient assets to cover taxes had govern- 
ment agreed to corporation’s liquidation as 
suggested by responsible persons) with How- 
ard, 711 F. 2d at 736 (IRS did not abuse its 
discretion by seeking recovery of tax deficiency 
against responsible person even though IRS 
had made no attempt to collect tax deficiency 
until over two years after that same re- 
sponsible person had notified IRS of cor- 
poration’s failure to pay over employment 
taxes) and Hornsby, 588 F. 2d at 954 (IRS 
did not abuse its discretion where it merely 
failed to seek recovery of corporate tax 
deficiency from corporation or other re- 
sponsible persons prior to or simultaneously 
with IRS’s attempt to collect taxes from 
defendant as a responsible person). 


On the basis of these authorities, the 
court finds no abuse of discretion by the 
government in disclaiming whatever rights 
it may have had to the interplead fund in 
favor of seeking relief against the Youngs 
personally. Therefore, the Youngs’ theories 
of waiver or estoppel are not applicable to 
release them from personal liability for the 
employment taxes due the government in 
this case. 


B. Willfulness and Responsible Persons 


The Youngs next contend that, even if 
the government did not waive its rights to 
claim a portion of the taxes from the 
Youngs, neither one of them is liable under 
Section 6672. In this connection, there are 
two prerequisites to liability under Section 
6672: (1) the defendant must be a responsi- 
ble person under the section;® and (2) the 
defendant’s failure to collect, account for 
and pay the taxes must have been willful 
and without reasonable cause. Howard, 711 
F. 2d at 733; Newsome, 431 F. 2d at 745-47. 


The courts have broadly construed the 
meaning of the term “responsible person.” 
Howard, 711 F. 2d at 734. Responsibility 
for employment taxes is a matter of status, 
duty, and authority, not merely a matter 

526 U. S. C. § 6671(b) defines a ‘‘person,’’ for 


purposes of Section 6672(a), to include ‘‘an 
officer or employee of a corporation . . . who 
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of knowledge concerning the existence of a 
corporate tax liability, Id.; Mazo v. United 
States [79-1 ustc J 9284], 591 F. 2d 1151, 
1156 (Sth Cir.), cert. denied sub nom. Latts- 
more v. United States, 444 U. S. 842 (1979), 
although merely holding a corporate office 
is not enough to make the officer a respon- 
sible person. Liddon v. United States [71-2 
ustc § 9591], 448 F. 2d 509, 512 (Sth Cir. 
1971), cert. denied, 406 U. S. 918 (1972). 


“Authority” refers to effective authority 
to pay the taxes. Howard, 711 F. 2d at 734. 
In other words, a court must determine 
whether the defendant was a person who 
could have seen to it that the taxes were 
paid, 7.e@., a person with the ultimate author- 
ity over which corporate obligations were 
paid who can fairly be considered responsi- 
ble for the corporation’s failure to pay its 
taxes. Liddon, 448 F. 2d at 512-13 (citing 
Annot., 22 A. L. R. 3d 8, 50). The fact 
that more than one person can fairly be 
considered responsible is no defense. 
Howard, 711 F. 2d at 735. 


Viewing the facts here in the light most 
favorable to the Youngs, a serious question 
arises as to whether G. G. Young was a 
responsible person in 1979. The degree to 
which his illness affected his ability to 
understand and participate in the affairs of 
the corporation during 1979 is a factor 
which this court is unable to resolve on the 
basis of the summary judgment evidence. 
The reason for G. G. Young’s presence at 
the corporate offices throughout 1979 is 
also unclear. Moreover, although G. G. 
Young may have signed some documents 
during that year, including a loan guaran- 
tee, in his capacity as corporate president, 
the court notes that he signed only by 
making an “X” rather than by actually 
signing his name. 


In contrast, the court concludes that the 
broad judicial construction given to the 
term “responsible person” would include 
one in J. M. Young’s position in 1979, J. M. 
Young was an officer of the corporation 
with authority to sign checks on behalf of 
the corporation. During 1979, J. M. Young 
signed almost all of the checks against the 
corporation bank accounts and additionally 
signed the Form 843’s for the first two 
quarters of 1979; thus, she was at least 
aware of a corporate liability for employ- 
ment taxes. Since J. M. Young had check- 
signing authority and knew of the tax 


as such officer [or] employee ... is under a 
duty to perform the act in respect of which the 
violation occurs. } 
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bility, she could have verified that the 
»nloyment taxes had been paid regardless 
the fact that Davis, the bookkeeper, 
usually decided which obligations were to 
ce paid and the dates of such payments. 
Thus, J. M. Young was a “responsible per- 
son” in 1979. 


Once a defendant is found to be a re- 
sponsible person, the burden is on the 
defendant to prove that the failure to remit 
the taxes was not willful. Mazo, 591 F. 2d 
at 1155; Horns>y, 588 F. 2d at 953. The 
issue of willfulness under Section 6672 is 
directed towards the defendant’s state of 
mind and is necessarily a subjective ques- 
tion which, if sufficiently controverted, 


would preclude summary judgment. Mazo, 
SOITE 2d atello7e 


“Willfulness” in the context of Section 
6672 means voluntary, conscious or inten- 
tional, and without reasonable cause. 
Howard, 711 F. 2d at 736; Newsome, 431 F. 
2d at 746. The willfulness requirement is 
also satisfied if the responsible person acts 
with reckless disregard of a known or 
obvious risk that the taxes may not have 
been paid, such as by failing to-investigate 
or correct mismanagement after receiving 
notice that the taxes were not paid. Mazo, 
591 F. 2d at 1154. Conduct amounting to 
no more than mere negligence, on the 
other hand, is insufficient to create personal 
liability under Section 6672. Kalb v. United 
States [74-2 ustc J 9760], 505 F. 2d 506, 511 
(2d Cir. 1974), cert. denied, 421 U. S. 979 
(1975). 


In this case, the government has ac- 
knowledged that even if G. G. Young was 
a responsible person during 1979, he did not 
know before November 20, 1979 that the 
tax liability was due and owing. Due to 
the court’s conclusion that summary judg- 
ment is inappropriate on the issue of G. G. 
Young’s status as a responsible person, the 
court also reserves any decision on the issue 
of his willfulness, if any, until the time of 
trial. 


Furthermore, J. M. Young has presented 
sufficient facts to raise an issue as to her 
state of mind with respect to the corpora- 
tion’s failure to remit the employment taxes. 
Thus, the court concludes that summary 
judgment is inappropriate as to the issue of 
J. M. Youngs’ willfulness in this matter. 


V. Miscellaneous Legal Issues 


With respect to the following miscella- 
neous issues raised in the government’s mo- 
tion, the court concludes as follows: 


1. Under the provisions of 26 U. S. C. 
§ 7422(f) (1), the Commissioner should be 
dismissed as a party because the United 
States is the only proper defendant in a tax 
refund suit; 


2. This court lacks jurisdiction under 28 
U. S. C. § 2201 to award the declaratory 
relief sought by the Youngs in paragraphs 
Cand D of their prayer; and 


3. The federal income tax and F. I. C. A. 
taxes withheld by an employer are held in 
trust by the employer for the benefit of the 
United States. 26 U. S. C. §7501(a); 
Howard, 711 F. 2d at 733. 


VI. Conclusion 


In conclusion, the Youngs’ motion for 
summary judgment is DENIED in its en- 
tirety. The government’s motion for partial 
summary judgment is GRANTED except 
with respect to the following issues: 


(1) whether G. G. Young was a responsi- 
ble person under Section 6672 during all 
four quarters of 1979; — 


(2) whether G. G. Young willfully failed 
to collect, account for and pay over the 
employment taxes for the fourth quarter of 
1979; and : : 

(3) whether J. M. Young willfully failed 
to collect, account for and pay over the 
employment taxes for 1979, 


SO ORDERED. 


re 


[19248] Elizabeth S. McKee, Plaintiff v. United States of America, Defendant. 
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the amount of the claimed refund was the same amount as would have been due had the 
return been submitted in proper form, the court found that the erroneous assessment was 
not cured by the entry of the correct refund due and held that the return contained infor- 
mation that on its face indicated that the self-assessment was substantially incorrect. The 
court rejected the taxpayer’s assertion that Code Sec. 6702 did not apply unless a return 
. Was not in a processible form in its entirety or was incapable of showing the correct self- 
assessment of the taxpayer’s status. Further, the court ruled that the taxpayer’s letter, 
which was attached to the tax return and stated her opposition to tax dollars being spent 
on military weapons, forces, or research, was not relevant for purposes of Code Sec. 6702. 
The letter was sent gratuitously with the return, as opposed to being attached pursuant to 
specific instructions on the prescribed form or under other direction of the IRS, and was 
therefore not a part of, nor a supplement to, the return. Furthermore, the taxpayer’s 
constitutional challenges to Code Sec. 6702 were rejected. Back references: {| 402A.075 and 
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Norman B. Smith, 700 Southeastern Bldg., Greensboro, N. C. 27401, for plaintiff. 
Kenneth W. McAllister, United States Attorney, Greensboro, N. C. 27402, for defendant. 


Memorandum Order 


Warp, District Judge: This is an action 
to recover a $500 penalty assessed against 
plaintiff by the Internal Revenue Service 
(I. R. S.) for a frivolous tax return pursuant 
to 26 U. S. C. § 6702. It comes before the 
Court on defendant’s Motion to Dismiss or 
For Summary Judgment (September 24, 
1984). Because plaintiff's conduct falls 
within the scope of section 6702, the Court 
will grant defendant’s motion. 


The relevant facts are not in dispute. 
Plaintiff filed her 1983 Form 1040 Indi- 
vidual Income Tax Return on February 21, 
1984. Declaration of Betsy E. Burke, Ex- 
hibit A (September 24, 1984) (hereafter 
Form 1040, line —). Plaintiff computed her 
tax based on taxable income to be $1,518. 
Form 1040, line 40. She then indicated a 
$561.66 foreign war tax credit, Form 1040, 
lines 42 & 48, and balanced her total tax at 
$956.34. Form 1040, lines 49 & 56. (Line 42 
of the tax return provides a space for a 
“foreign tax credit,” but plaintiff wrote in 
the word “war” so that line 42 read “foreign 
war tax credit.”) Plaintiff subtracted the 
total tax from her tax payments (withhold- 
ings) and showed a tax overpayment of 
$2,009.03. Form 1040, line 65. She directed 
that $501.66 of that overpayment be spent 
on social services, Form 1040, line 67, thus 
reducing her refund to $1,447.37. Form 
1040, line 66. (Line 67 of the tax return 
provides a space for “[a]mount of line 65 
to be applied to your 1984 estimated tax,” 
but plaintiff crossed out “to be applied to 
your 1984 estimated tax” and wrote in “to 
be spent on social services.”) The $1,447.37 
refund plaintiff indicated due was the same 
amount.as would have been due had the 
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return been submitted in proper form 


rather than with its irregular entries. 


Plaintiff attached a letter to her tax re- 
turn explaining the purpose of the irregular 
entries. Burke Declaration, Exhibit A at 5. 
The letter stated that plaintiff claimed a 
thirty-seven percent tax credit, an amount 
she believed approximated the military por- 
tion of the federal budget, because she was 
opposed to the manufacture and use of 
weapons and did not want her taxes spent 
on military weapons, forces, or research. 
Plaintiff expressed a concern that military 
spending diminished spending towards 
feeding, clothing, housing, and educating 
the poor. She requested that the thirty- 
seven percent of her taxes be spent for 
peace and social services. Plaintiff expected 
a refund no larger than she entered on line 
66 of the return. 


On April 2, 1984, the I. R. S. assessed 
a $500 penalty against plaintiff under 26 
U. S. C. § 6702. Plaintiff paid $75, fifteen 
percent, of the penalty. On April 18, 1984, 
plaintiff filed a claim for refund of the $75 
with the I. R. S. The I. R. S. deducted the 
remaining $425 from plaintiff's tax refund. 
Plaintiff's Amended Complaint (August 21, 
1984) seeks repayment of the $500 penalty 
plus interest and attorney’s fees on the 
grounds that the assessment was unlawful, 
unconstitutional, and unreasonable. 


The federal income tax system in this 
country is premised on reporting of income 
and determination of tax liability by indi- 
viduals subject to income tax imposition. 
See 26 U. S. C. $1. Persons liable for in- 
come taxation are required to file a re- 
turn or statement according to the forms 
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and regulations prescribed by the I. R. S. 
26 U. S. C. § 6011. Information required on 
the tax return includes not only income less 
adjustments and deductions, but the tax- 
payer must also compute the tax liability, 
determine total tax owed for the reporting 
year, and calculate the applicable refund or 
additional money owed.’ As a general rule, 
this information must be filed on forms pre- 
scribed by the I. R. S.? Returns filed without 


sufficient information or which contain in-. 


correct information do not fully meet the 
filing requirements imposed by law on tax- 
payers. Moreover, such returns, even ones 
that have a small number of deviations, are 
counterproductive to the income tax re- 
porting system. 


In 1982, Congress found that the filing of 
incomplete or incorrect tax returns pre- 
sented a problem which necessitated legisla- 
tive action. As part of the Tax Equity and 
Fiscal Responsibility Act of 1982, it enacted 
26 U. S. C. § 6702, entitled “Frivolous in- 
come tax return,” which provides as follows: 


(a) Civil penalty —li— 


(1) any individual files what purports 
to be a return of the tax imposed by 
subtitle A but which— 


(A) does not contain information on 
which the substantial correctness of the 
self-assessment may be judged, or 


(B) contains information that on its 
face indicates that the self-assessment is 
substantially incorrect; and 


(2) the conduct referred to in para-_ 


graph (1) is due to— 
(A) a position which is frivolous, or 


(B) a desire (which appears on the 
purported return) to delay or impede the 
‘administration of Federal income tax 
laws, 


then such individual shall pay a penalty 
of $500. 


(b) Penalty in addition to other penal- 
ties—The penalty imposed by subsection 
(a) shall be in addition to any other pen- 
alty provided by law. — 


The legislative history of the statute indi- 
es shat ane purpose in aparithprinin 


deter the filing of protest tax returns and 
to demonstrate its determination to main- 
tain the integrity of the income tax system.’ 
S. Rep. No. 494, 97th Cong. 2d Sess. 277-78, 
reprinted in 1982 U. S. Code Cong. & Ad. 
News 781, 1023-24. 


Since plaintiff's tax return contains infor- 
mation on which its substantial correctness 
may be judged, 26 U. S. C. § 6702(a) (1) (A), 
the first prong of the statute its met only 
if the return “contains information that on 
its face indicates that the self-assessment 
is substantially incorrect.” 26 U. S. C. 
§ 6702(a)(1)(B). Essentially, plaintiff makes 
two arguments that her.conduct is not 
subject to section 6702(a)(1)(B). Neither 
are persuasive. First, she asserts that her 
return is not encompassed by the statute 
and contends that the policy of the statute, 
as reflected in the legislative history, sup- 
ports this assertion. The Senate Report 
gives examples of four situations when 
imposition of a section 6702 penalty would 
be appropriate; plaintiff mentions three of 
the four: (1) returns with altered or incor- 
rect descriptions of line items that are not 
designed to report taxable income and are 
not in processible form, (2) incomplete 
returns because of spurious constitutional 
objections, and (3) returns containing in- 
sufficient information to calculate the tax. 
In plaintiff's estimation, section 6702 does 
not apply unless a return in its entirety 
is not in a processible form or is incapable 
of showing the correct self-assessment of 
the taxpayer’s status. This statement of 
purpose is too narrow for it is drawn from 
only one part of the legislative history. The 
fourth example in the same Senate Report 
significantly illustrates that returns like 
plaintiff’s are among those which Congress 
envisioned that section 6702 would penalize. 


Moreover, the penalty could be imposed 
against any individual filing a “return” 
showing an incorrect tax due, or a re- 
duced tax due, because of the individual’s 
claim of a clearly unallowable deduction, 
such as a “gold standard deduction” (1. e., 
a discount of dollars because the U. Ss; 
“is not on the gold standard) or a “war 
tax” deduction under which the taxpayer 
reduces his taxable income or shows a 
reduced tax due by that individual's esti- 
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mate of the amount of his taxes going 

to the Defense Department budget, etc. 
1982 U. S. Code Cong. & Ad. News at 
1024 (emphasis added). The tax for a 
return burdened with such an unallowable 
deduction could, given attention and efforts 
beyond that ordinarily due properly com- 
pleted returns, be determined by the I. R. S. 
Thus, it is clear that section 6702 is not 
limited to returns that are not in processible 
form but also includes returns from which 
taxpayer status can be ascertained by the 
I. R. S. in spite of the erroneous entries 
on the face of the return. 


Plaintiff’s second line of arguments cen- 
ters on her open recognition of tax liability 
through entry of the correct refund due on 
line 66 of the return and in her letter 
attached to the return. The government 
would concede that plaintiff has not at- 
tempted to avoid any of her tax respon- 
sibility. However, section 6702 is intended 
to penalize only improperly completed re- 
turns; it leaves penalty or punishment for 
failure to pay tax to other laws. See 26 
U.S. C. §§ 6651 & 6653 (penalties for fail- 
ure to pay tax). 


The attached letter is not part of the 
return and is not relevant for purposes of 
section 6702. Plaintiff cites Jenney v. United 
States [84-2 ustc J 9923], 581 F. Supp. 1309 
(C. D. Calif. 1984), which held that a letter 
‘attached to a tax return should be construed 
as a whole for purposes of section 6702. 
The Court disagrees with the holding in 
that case. Section 6702 speaks to the cor- 
rectness of a return. While one may send 
a letter making declarations like plaintiff 
made along with their tax returns, a letter 
gratuitously sent with a return, as opposed 
to being attached pursuant to specific in- 
structions on the prescribed form or under 
other direction of the I. R. S., is not a part 
of, or a supplement to, the return. See 
Drefchinski v. Regan [84-1 ustc { 9924], Civ. 
No. 83-2277, slip op. at 9-10 (W. D. La. 
June 25, 1984) (attached letter does not 
change fact of incorrect tax liability on the 
return) ;* see supra note 2 and accompany- 
ing text. The “self-assessment” which may 
not be indicated substantially incorrect is 


that made in the return, not in some edi- 
torial or explanatory attachment filed with 
the prescribed form return. 


Entering the correct amount of the re- 
fund on line 66 of the return also fails to 
remove plaintiff's return from the scope of 
section 6702. The term “self-assessment” 
refers to a “taxpayer’s representations to 
the government .. . regarding taxes due.” 
Franklet v. United States [84-1 ustc J 9151], 
578 F. Supp. 1552, 1557 (N. D. Col. 1984); 
see 1982 U. S. Code Cong. & Ad. News 
at 1024 (section 6702(a)(1)(B) is directed 
at a return which indicates a substantially 
incorrect tax).* A tax return first ascer- 
tains and reports tax liability. Based on 
that determination the return facilitates 
computation of what monetary steps, if any, 
need to be taken by the taxpayer or the 
government to meet the annual obligation. 
A refund of overpayment is dependent on 
the tax obligation and cannot be determined 
until the tax determination is made. Plaintiff’s 
assessment of her 1983 tax is substantially in- 
correct because of a clearly unallowable tax 
credit. For purposes of section 6702, which 
protects the integrity of properly com- 
pleted tax returns, this erroneous assess- 
ment is not cured by entry of the “correct” 
refund due, an amount substantiated on the 
face of the return only after another im- 
proper alteration of the tax form.® The 
adage “two wrongs do not make a right” 
is appropriate. The Court finds that plain- 
tiffs return contains information on line 42 
which indicates that the self-assessments 
on lines 49 and 56 are substantially incor- 
rect. 


With respect to the second statutory 
criterion, plaintiff's conduct easily satisfies 
section 6202(a)(2)(A). As used in this 
statute, “frivolous” is a commonly under- 
stood term. It may be defined as having 
no basis in law or fact. Webster's Third 
New International Dictionary 913 (una- 
bridged ed. 1971); see Scull v. United States 
[84-2 ustc 9529], 585 F. Supp. 956, 961 
(E.-D. Va. 1984). A tax credit, like a 
deduction, is solely a matter of legislative 
grace and may not be taken without spe- 
cific Congressional authority. New Colonial 


3A copy of the ruling in Drefchinski is 
attached to the Memorandum For Defendant in 
Support of its Motion to Dismiss or For Sum- 
mary Judgment (September 24, 1984). 

4The Court recognizes that competition of a 
return is practically an exercise in self-assess- 
ment from start to finish and that the final 
assessment to be made is that of the refund 
due or additional amount of tax owed. How- 


ever, line 66 in the case of a refund or line 68 


in the case of amount owed do not stand alone 
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but are inextricably interrelated with the other 
representations, particularly ascertainment of 
the annual tax obligation. 

5 The logical extension of plaintiff's argument 
would permit a return with no entries or 
abundant with frivolous entries so long as the 
eorrect refund was stated. While plaintiff's 
conduct sharply contrasts with such returns, 
it too is in defiance of the tax system in a 
manner Congress chose to regulate in section 
6702(a) (1) (B). 


q 9248 


87,530 


U.S. Tax Cases 


U.S. v. Terrell 


Ice Co. v. Helvering [4 ustc $1292], 292 
U. S. 435, 54 S. Ct. 788, 78 L. Ed. 1348 
(1934); Randall v. Commissioner [84-2 ustc 
7 9562], 733 F. 2d 1565 (11th Cir. 1984). 
Notwithstanding the sincerity of religious 
or moral beliefs, a taxpayer may not reduce 
his or her taxes by an amount believed to 
be used by the government for military 
purposes. Lull v. Commissioner [79-2 ustc 
7 9475], 602 F. 2d 1166 (4th Cir. 1979), 
cert. denied, 444 U. S. 1014 (1980); see 
United States v. Lee [82-1 ustc J 9205], 455 
Ung .252, 4260) LOZ Sea Creal O5i ee 7) 
L. Ed. 2d 127, 134 (1982) (tax system could 
not function if persons could on religious 
grounds challenge tax payments which 
supported war-related activities). A foreign 
war tax credit is clearly an unallowable 
adjustment to tax liability and, therefore, 
is frivolous under section 6702(a)(2)(A). 


Finally, plaintiff challenges the constitu- 
tionality of section 6702 on the grounds of 
free exercise of religion, right to petition 
the government for redress of grievances, 
freedom of speech, and vagueness. Similar 
challenges have been made against section 
6702 in other reported cases and in every 
case, as to every ground, the statute has 
withstood the challenge. Bearden v. Com- 
missioner [84-1 ustc J 9264], 575 F. Supp. 
1459 (D. Utah 1983) (right to petition goy- 
ernment); Milazzo v. United States [84-1 
ustc § 9167], 578 F. Supp. 248 (S. D. Calif. 
1984) (right to petition government); Kloes 
v. United States [84-1 ustc 9 9251], 578 F. 
Supp. 270 (W. D. Wisc. 1984) (vagueness) ; 
Franklet v. United States [84-1 ustc J 9151], 
578 F. Supp. 1552 (vagueness, freedom of 
expression, free exercise of religion, right 
to petition government); Stamp v. Commis- 
stoner [84-1 ustc J 9259], 579 F. Supp. 168 
(N. D. Ill. 1984) (right to petition govern- 
ment); Brennan v. Commissioner [84-1 ustc 
{ 9379], 581 F. Supp. 28 (E. D. Mich. 1984) 
(right to petition government); Ueckert v. 
United States [84-2 ustc f 9583], 581 F. Supp. 
1262 (D. N. D. 1984) (free speech); Aune 


v. United States [85-1 ustc 9175], 582 
F. Supp. 1132 (D. Ariz., 1984) (vagueness); 
Rowe v. United States [84-1 ustc { 9447], 
583 F. Supp. 1516 (D. Del. 1984) (vague- 
ness); Scull v. United States [84-2 ustc 
7 9529], 585 F. Supp. 956 (vagueness, right 
to petition government). Concurring with 
these precedents, the Court rejects plain- 
tiff’s constitutional arguments. 


Conclusion 


The penalty imposed on plaintiff, who 
likely acted with good intentions, may to 
her seem disproportionate to the foul. How- 
ever, the federal taxation system depends 
on correct self-assessments by all taxpay- 
ers. Tax returns are not vehicles for ex- 
pressing personal, religious or other beliefs. 
The Internal Revenue Service is not the 
appropriate forum for expressing concern 
over government spending policies. Con- 
gress has found that unauthorized and 
unfounded tax protestations on returns sig- 
nificantly impugn the efficiency and integ- 
rity of the tax system and for deterrent 
purposes should be levied with substantial 
penalties. Plaintiff’s conduct falls within 


‘that proscribed by section 6702. 


IT IS, THEREFORE, ORDERED that 
defendant’s motion to dismiss or for sum- 
mary judgment be, and the same hereby 
is, GRANTED. 


Judgment will be entered accordingly. 


Judgment 


This matter came before the Court on 
defendant’s Motion to Dismiss or For 
Summary Judgment (September 24, 1984). 
In a Memorandum Order, entered contem- 
poraneously herewith, the Court granted 
defendant’s motion. 


IT IS, THEREFORE, ORDERED AND 
ADJUDGED that plaintiff have and re- 
cover nothing from the defendant and that 
this action be, and the same hereby is, 
DISMISSED. 


\ 
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ing leads on the sales, correctly decided to exclude the sales from computations. The IRS 
also properly used the source and applications of funds method to conclude that the 
taxpayer did not have cash on hand at the beginning of the net worth reconstruction 
period. Attacks against jury instructions were dismissed as gross misrepresentations of 
what the lower court judge actually charged. Finally, the lower court’s refusal to sever 
the trial of one of the tax evasion counts from the others was upheld. Although the 
taxpayer’s attorney was a potential government witness regarding that count, he was 
never called and his testimony was not indispensable. Also, prosecution of all counts 
was based on the same body of evidence. Back references: {[5709.1126, 5709.1187 and 
5709.1243. 

Charles J. Muller, III, One Alamo Center, San Antonio, Tex. 78205, Harvey G. 
Sanders, Jr., 217 East Coffee St., Greenville, S. C. 29602, for plaintiff-appellee. Edward 
C. Prado, United States Attorney, Sidney Powell, Jack O’Donnell, San Antonio Tex. 
78206, Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Kent S. 
Robinson, Robert E. Lindsay, Department of Justice, Washington, D. C. 20530, for 


defendant-appellant. 


Before GoLpBerG, Poritz and WILLIAMS, Circuit Judges. 


WILLIAMS, Circuit Judge: David H. Terrell 
appeals from his conviction by jury on four 
counts of willfully attempting to evade fed- 
eral income taxes for the years 1976 through 
1979, in violation of 26 U. S. C. § 7201. The 
proof showed that appellant’s taxable in- 
come during those years totaled in excess 
of $439,000, while he reported only $217,000. 
Appellant alleges, inter alia, that the gov- 
ernment failed to establish a prima facie 
case as to his net worth starting point, and 
that the court erroneously shifted the bur- 
den of establishing the net worth starting 
point to him. Appellant also alleges several 
errors relating to jury instructions and evi- 
dentiary rulings. We find no error, and 
accordingly affirm. 


I. Facts 


David H. Terrell had made his living as 
an evangelist since the late 1950’s. In 1965, 
he formed a tax-exempt corporation known 
as the New Testament Holiness Church. 
He preaches under the auspices of that 
church, while not receiving any direct com- 
pensation from the corporation. Because he 
received no direct compensation, appellant’s 
income for the indictment period, 1976 
through 1979, was reconstructed using the 
net worth plus expenditures method of 
proof... Appellant’s net worth increases 
and taxable income for the indictment pe- 
riod as established by the evidence are: 


Net Worth Corrected Taxable Income Tax Due 
Year Increases Taxable Income Not Reported and Owing 
GS (Thee A aR RAM ie $ 82,604.51 $ 67,901.78 $ 34,459.31 $ 19,071.07 
BUS fy fe) ees ci th Rea 69,451.27 72,764.42 35,355.77 18,289.75 
LOTSU IL Aea Pate tee 116,145.49 123,566.48 86,454.49 43,220.21 
OTD) FSO ote ereee 200,760.47 194,121.32 84,846.70 42,232.56 
TOCA. 25 tees $468,961.74 $458,354.00 $241,116.27 $122,813.59 


The increases in appellant’s net worth 
over the indictment were largely attributable 
to his acquisition of loan receivables, five 
parcels of real estate totaling 482 acres at a 
cost of $347,315, and tradings in sixteen 
automobiles, including several motor homes, 
at a total cost of $150,000. In addition, dur- 
ing 1978 and 1979, appellant paid cash for 
his $138,000 residence and a $29,000 guitar- 
shaped swimming pool. 


The likely source of appellant’s income 
was money earned through his ministry. 
Terrell preached daily at branches of his 
church and traveling tent revivals. At each 
service, in addition to collecting church 


offerings, appellant collected person con- 
tributions known as “love offerings”. Typi- 
cally, a bucket would be placed in front of 
the congregation for church offerings, and 
Terrell would make an appeal to his au- 
diences to help him personally by handing 
him money directly or placing it in one 
of the pockets of an apron that he wore 
at the time of the offerings. In addition, 
contribution envelopes were distributed at 
services resulting in the receipt of substan- 
tial sums of money through the mail at a 
post office box in Waco, Texas. After a 
particular service, receipts were at least 
partially recorded on slips of papers re- 


1 The net worth method of reconstructing _ 
income is discussed infra in Part II. 
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ferred to as “love offering breakdowns”. 
Although as a matter of course, the offer- 
ings received were counted and recorded 
on breakdowns after Saturday morning re- 
vivals, they were frequently not recorded 
for revivals during the week. Appellant had 
exclusive control over the record keeping 
process of the breakdowns. After services, 
the cash received and all records were 
placed in Terrell’s possession. Despite the 
fact that Terrell would receive between 
$400 and $5,000 a week through the mail, 
the breakdowns only twice included receipts 
from offerings received in this manner, both 
times after he had been notified that he was 
the subject of a criminal investigation. 


Terrell had been advised by his account- 
ant that the money he personally received 
during services was taxable income. He 
was instructed to keep track of his receipts 
and report them to his tax return preparers. 
Terrell provided his tax return preparers 
with the “love offering breakdowns” as a 
purported record of his total receipts. The 
breakdowns were submitted weekly, and 
showed average gross weekly income of 
approximately $800 to $1,000. Yet Terrell 
told IRS agents that he often received 
$4,000 to $5,000 in the course of a week-long 
revival. 


The evidence produced at trial represent- 
ed a three-year investigation by the Internal 
Revenue Service. IRS agents consulted with 
Terrell at the beginning of the investigation 
and questioned him about his non-taxable 
sources of income to ensure that they would 
be excluded from the net worth calculations. 
At that time, Terrell and his attorney pro- 
vided agents with a list of his non-taxable 
sources of income dating back to 1967, 
including loans and gifts that he had re- 
ceived while he was a minister. The list in 
a form of a book was represented to the 
IRS. agents as itemizing “substantially all 
his gifts for those years”. The Government 
credited appellant with all gifts indicated 
in the book, and built that figure into its net 
worth computation as non-taxable sources 
of income 


ported income plus nontaxable gifts during 
that period by $229,000..This analysis was 
used for the sole purpose of determining 
that appellant held no substantial cash-on- 
hand at the beginning of the indictment 
period. 


During the time covered by the investi- 
gation, Terrell made several attempts to 
conceal his income. Terrell possessed nu- 
merous bank accounts with substantial bal- 
ances, and dealt almost exclusively in cash. 
Among his cash purchases were an auto- 
mobile for $12,000 and real estate for 
$25,000. When purchasing property in 1976, 
appellant paid a real estate commission of 
$10,000 and requested that the agent not 
report it until the following year. Also in 
1975, Terrell legally changed his name to 
Daniel H. Ford and began purchasing as- 
sets in the name of Ford, including two 
farms of 375 and 400 acres. Yet he contin- 
ued to file tax returns under the name of 
Terrell. During the course of the IRS 
investigation, Terrell discussed his real 
estate holdings with IRS agents but never 
mentioned those properties held in the name 
of Ford. He possessed 25 automobiles over 
the investigation period in six different 
names, using eight different home addresses. 
Real estate was purchased in six different 
names, and he maintained Texas driver’s 
licenses in both the names of Terrell and 
Ford. Furthermore, in an attempt to char- 
acterize some of his expenditures as loan 
repayments, Terrell on two separate occa- 
sions approached individuals to execute loan 
papers in order to substantiate nonexisting 
loans. 

Terrell was indicted on four counts of 
willful attempt to evade federal income taxes 
for the years 1976 through 1979, in violation 
of 26 U. S. C. § 7201. The indictment charged 
that he earned taxable income during those 
years totaling in excess of $439,000, while 
reporting only $217,000. His alleged tax 
liabilities for those years totaled in excess 
of $184,000, although he reported only 
$71,000. After a thirteen-day jury trial, 
Terrell was convicted on all four counts. 
He was sentenced to five years imprison- 
ment to be served concurrently on counts 
One through Three, and a five-year sen- 
tence .on Count Four was ae oe ; 
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II. Net Worth Starting Point 


Section 7201 of 26 U. S. C. imposes crim- 
inal sanctions upon “any person who will- 
fully attempts in any manner to evade or 
defeat any tax imposed by this title’. To 

establish a violation of § 7201, the Govern- 
ment has the burden of proving beyond a 
reasonable doubt that (1) the defendant 
owed taxes for the period in question; (2) 
that he attempted to evade payment of 
them; and (3) that he acted willfully. 
Sansone v. United States [65-lustc J 9307], 
380 U. S. 343, 351, 85 S. Ct. 1004, 1110, 13 
L. Ed. 2d 882 (1965), United States v. 
Dwoskin [81-1 ustc $9416], 644 F. 2d 418, 
419 (5th Cir. 1981). The primary contention 
of appeallant is that the Government failed 
to meet its burden of proof on taxes owing 
for the indictment period because the Gov- 
ernment’s reconstruction of appellant’s in- 
come using the net worth method was 
incomplete. 


Where a taxpayer’s records are an inade- 
quate basis for determining income tax 
liabilities, the net worth method of determin- 
ing income has been utilized in criminal tax 
prosecutions to reconstruct income. Using 
this method, the Government first must 
establish the taxpayer’s total value of assets 
at the beginning of a given period and com- 
pare that worth to the value of the tax- 
payer's assets at the end of the period. 
The Government must take into account 
cash-on-hand as an asset at the starting 
point of the net worth evaluation. Increases 
in net worth are subject to certain adjust- 
ments before it can be claimed that such 
increases represent income acquired over 
the period in question. For example, the 
Government subtracts from net worth in- 
crease any gifts, inheritances, loans and the 
like that may account for unexplained in- 
creases in net worth. Nondeductible ex- 
penditures are then added back into the net 
worth figure. Once these adjustments have 
been made, the Government attempts to 


prove that any unexplained increase in net 


worth represents unreported income. 


The use of the net worth method in 
criminal tax prosecutions was approved in 
Holland v. United States [54-2 ustc § 9714], 
348 U. S. 121, 75 S. Ct. 127, 99 L. Ed. 150 
(1954). The Court recognized that such a 
reconstruction of income might be the only 
way to prosecute individuals who kept inac- 
curate records and who cleverly concealed 
income. But the Court’s approval was given 
with the caveat that establishing unreported 


income by the net worth method “in- 
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volved something more than the ordinary 
use of circumstantial evidence in the usual 
criminal case.” Jd. at 124, 75 S. Ct. at 130. 
The Court in Holland recognized that an in- 
nocent individual with poorly kept records 
may not always be in a position to explain 
discrepancies in net worth. In order to 
avoid the pitfalls of the net worth system, 
the Government must conduct a meticulous 
investigation, and the investigation tech- 
niques and figures are subject to close 
scrutiny. Moreover, the court must be par- 
ticularly mindful of the potential dangers 
of using the method in drafting its instruc- 
tions. Id. at 129, 75 S. Ct. at 132. 


In Holland, the Supreme Court set out the 
standard that the Government must meet 
in order to establish a prima facie showing 
of tax evasion using the net worth method. 
The Government must establish with “rea- 
sonable certainty” an opening net worth as 
the basis upon which to calculate increases in 
the taxpayer’s assets. “The importance of ac- 
curacy in this [net worth] figure is immedi- 
ately apparent, as the correctness of the result 
depends entirely upon the inclusion in this sum 
of all assets on hand at the outset.” Jd. at 132, 
75 S. Ct. at 134. Appellant argues that the 
Government has not met its burden of proving 
an opening net worth with reasonable cer- 
tainty because it did not include certain assets 
in its starting net worth. 


A. The Herd of Cattle. Appellant claims 
that he received as a gift a herd of cattle 
worth $76,500 in 1974, prior to the indict- 
ment period. He alleges that at least some 
of the cattle were sold sometime during the 
indictment period, and that the proceeds 
were used to purchase other property. He 
argues that the basis in all of the cattle 
should have been added to the starting net 
worth evaluation, and that the Government 
knew of the existence of the cattle during 
their investigation but intentionally failed 
to take them into consideration in its net 
worth calculation. 


Assets may be included in the net worth 
analysis at their basis so long as cost basis 
is consistently used throughout the analysis. 
Dwoskin, 644 F. 2d at 421. Using cost basis 
to determine net worth means that assets 
preexisting the indictment period are a 
source of non-taxable funds only to the ex- 
tent of that basis. Appellant contends that 
he had a herd of cattle with a basis of 
$75,600 that should have been included in 
the net worth starting point calculation. 
But appellant overlooks the elementary fact 
that the basis established in a net worth cal- 
culation is irrelevant so long as the same 


q 9249 


87,534 


U.S. Tax Cases 


U.S. v. Terrell 


basis is used throughout and at the end of 
the calculation. Thus the only relevance of 
the herd of cattle already owned by appel- 
lant at the beginning of the tax period is to 
be found in purchases and sales of the cat- 
tle during that period. It is the profit and 
loss realized from such sales that have the 
sole relevance to the prosecution for in- 
come tax evasion. Actually, the cattle and 
cattle sales could at best create only a 
minor lessening of appellant’s tax liability. 
But because he stresses them in his argu- 
ment, we go into them in some detail. 


No cattle sales were reported by Terrell 
for the years 1976 or 1978. On his 1977 re- 
turn, he reported the purchase and resale 
of $1,600 worth of cattle. Terrell’s income 
tax return for 1979 indicated that he had 
sold $19,981.73 worth of cattle in which he 
claimed no recoverable basis. This return 
was filed after his second interview with 
the Government. At this point, appellant 
had already turned over to the government 
the “gift book” in which he identified what 
he considered “substantially all” the gifts 
he had received for the years investigated. 
After receiving the 1979 tax return report- 
ing the cattle sales, the Government once 
again contacted appellant to state that the 
return did not account for all his expendi- 
tures for the year and to inquire if there 
had been any additional sources of income. 
Nothing was said about the cattle, and ap- 
pellant never provided any leads to sales 
of cattle in which he had a basis. 


In its investigation, however, the Govern- 
ment did discuss cattle sales with four wit- 
nesses, and all leads provided by those 
witnesses were traced. In addition to the 
sales reported on the 1979 return, the in- 
vestigation turned up two additional sales. 
In 1977, Terrell apparently sold $9,000 
worth of cattle which he did not report, and 
similarly, $6,000 worth in 1978. Because 
appellant had not volunteered any informa- 
tion concerning sales of cattle, the Govern- 
ment concluded that the proceeds for sale 
of cattle generated more unexplained in- 
crease in net worth. But even assuming, 
arguendo, that the basis of this cattle should 
have been included in the net worth start- 
i int, and ee a Staaten egos in the 


net worth starting point. The amount of 
tax owing for those years would still have 
been in excess of $100,000. 


Appellant, again overemphasizing the im- 
portance of the cattle in the case, also con- 
tends that the Government failed to establish 
a prima facie case because it failed to follow 
leads appellant had given them on the ex- 
istence of the cattle. Holland, 348 U. S. at 
135, 75 S. Ct. at 135, placed upon prosecu- 
tors using the net worth evaluation the 
burden of investigating leads that may be 
furnished by the taxpayer that could re- 
sult in an explanation for increases in net 
worth. Failure to pursue leads that are 
reasonably susceptible of being checked 
could result in serious injustice. Terrell 
accuses the Government of not following 
leads to identify non-taxable sources of in- 
come, yet the evidence shows that appel- 
lant, even during the course of investigation, 
continued to conceal information relating 
to cattle sales. Terrell did not provide 
the Government with a single lead per- 
taining to the sale of cattle. Moreover, 
if a taxpayer has transactions in previously 
owned assets which provide him with non- 
taxable funds, “the taxpayer has a burden 
to furnish ‘leads’ on them, so that the Goy- 
ernment can investigate and perhaps clear 
the taxpayer prior to trial.” United States 
v. Schafer [78-2 ustc 9 9717], 580 F. 2d 774, 
779 (5th Cir.), cert. denied, 439 U. S. 970, 99 
S. Ct. 463, 58 L. Ed. 2d 430 (1978) (citing 
Holland, 348 U. S. at 135-136, 75°S. Ct. at 
135-136). Schafer also establishes that it is 
sufficient for the Government to identify 
with “reasonable specificity” a defendant’s 
basis in assets. Jd. at 778. 


We find that the Government can in no 
way be faulted for failure to identify any 
possible basis in cattle. Even if Terrell did 
have a basis in these cattle, the effect on 
the net worth computation would be mini- 
mal because substantial sums for the years 
1977 and 1978 would still be owing above 
and beyond the amount in question. More- 
over, the Governmnt was diligent in fol- 
lowing up on all leads relating to the 
cattle, despite the fact that Terrell him- 


self was uncooperative in providing leads. 


B. Source and Application of Funds Anal- 
ysis: Cash-on -hand. Appellant also Steed that 
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while Terrell claimed that he had approxi- 
mately $200,000 at the beginning of the in- 
dictment period. The Government must 
take into consideration cash-on-hand as an 
element of its net worth analysis. While 
the source and existence of cash-on-hand 
‘need not be proved with mathematical ex- 
actitude, the amount must be established 
with reasonable certainty. United States v. 
Boulet [78-2 ustc 9628], 577 F. 2d 1165, 
1170 (5th Cir. 1978), cert. denied, 439 U. S. 
1114, 99 S. Ct. 1017, 59 L. Ed. 2d 72 (1979). 
The question of whether a defendant has a 
substantial amount of cash-on-hand at the 
beginning of the indictment period must be 
carefully investigated because the existence 
of a cash hoard could greatly distort the 
net worth evaluation. Unaccounted for 
funds that surface during the course of 
the net worth evaluation might be ex- 
plained by the fact that a defendant ac- 
cumulated large sums of cash which he 
kept on hand and began to spend during 
the indictment period. 


As a means of determining whether ap- 
pellant had an appreciable amount of cash- 
on-hand at the beginning of an indictment 
period, the IRS conducted a “source and 
application of funds” analysis. Under this 
analysis, appellant’s sources of cash were 
compared with his expenditures over the 
investigation period. The surplus (or defi- 
cit) from each year covered when expendi- 
tures were subtracted from sources of funds 
was recorded as “net funds available.” Net 
funds for the years 1967 to 1975 were added 
together to arrive at a “cumulative net 
funds available” figure. This ‘‘cumulative net 
funds” figure, indicating possible sources of 
cash accumulated over this preindictment 
period, represented how much cash appel- 
lant was likely to have had on hand at the 
beginning of an indictment period. 


The Government began its investigation 
of Terrell’s funds with the year 1967. All 
of his returns for the years 1967 through 
1975 were examined, and gross receipts in- 
dicated on the returns were entered as part 
of the source of funds analysis. Added to 
those figures were any other sources identi- 
fied by the appellant or other witnesses, 
such as appellant’s proceeds from assets 
listed in his “gift book”. As of December 
31, 1975, the Government’s analysis indi- 
cated that Terrell had expended nearly 
$230,000 more than his total accumulated 
funds for the nine-year period covered. 
This means that in order to have arrived 
even at a figure of zero for cash-on-hand 
for the net worth starting point figure, ap- 
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pellant would had to have had additional 
sources of funds between 1967 and 1975 
totaling at least $230,000, and more than 
$400,000 of additional funds to have netted 
his $200,000 cash-on-hand figure. The only 
use the Government made of the source 
and application of funds analysis was to 
conclude that any cash Terrell might have 
had on hand would not have been substan- 
tial enough to affect the opening net worth. 
This purpose was clearly presented to the 
jury, and no inference was made that the 
unaccounted-for expenditures for the in- 
vestigation years 1967-1975 were at issue in 
Terrell’s prosecution. 


Appellant makes a second attack on the 
source and application of funds analysis, 
arguing that in its evaluation the Govern- 
ment unjustifiably relied upon his uncor- 
roborated admissions concerning sources of 
funds. He relies upon Smith v. United States 
[54-2 ustc 7 9715], 348 U. S. 147, 154-55, 75 
S. Ct. 194, 198, 99 L. Ed. 192 (1954), which 
requires the Government to corroborate post- 
offense admissions regarding net worth. 
We have held, however, that the corrobo- 
ration requirement does not necessarily ex- 
tend to admissions relating to cash-on-hand, 
a figure that is ultimately incorporated into 
the starting net worth figure. United States 
v. Normile [79-1 ustc 9151], 587 F. 2d 784 
(5th Cir. 1979). In Normuile, the Government 
relied on the defendant’s statement that he 
had only $100 cash-on-hand at the begin- 
ning of the indictment period because he 
did not feel safe having larger amounts on 
hand. The court held that this statement 
did not necessitate corroboration because 
“the inherent secrecy of the cash hoard 
makes it impossible for any but the keeper 
to know even of its existence, let alone the 
amount.” Jd. at 786. Thus, we find no error 
in the use of the source and application of 
funds analysis to conclude that Terrell had 
no cash-on-hand at the beginning of the 
indictment period. The Government clearly 
met its burden of establishing this fact with 
reasonable certainty. 


In reviewing the record in this case, we 
can only be surprised by appellant’s attack 
on the thoroughness of the Government’s 
investigation. The investigation consumed 
three and one-half years. Approximately 
20 agents canvassed public records to de- 
termine the extent of appellant’s holdings. 
Thirty banks were contacted, and twenty 
banks produced documents or witnesses. 
Nearly 300 potential witnesses were inter- 
viewed, many of them several times. IRS 
agents identified in excess of 70 assets pur- 


q 9249 


87,536 


U.S. Tax Cases 


U.S. v. Terrell 


chased and sold by Terrell, and questioned 
third parties involved in these transactions. 
Additionally, every expenditure made by 
Terrell was traced, including all cashier’s 
checks traced back to their sources to de- 
termine how they were purchased. 


We find appellant has not made a meri- 
torious challenge to the procedures or fig- 
ures used by the Government in its source 
and application of funds analysis. We con- 
clude that there was sufficient evidence for 
the jury to find that there was no cash-on- 
hand at the beginning of the Government’s 
net worth analysis. 


III, Jury Instructions 


Appellant also alleges several errors re- 
lating to the jury instructions. On the 
issue of net worth starting point, appellant 
claims that the testimony of several prose- 
cution witnesses created the impression 
that he carried the burden of establishing 
the net worth starting point and that the 
court therefore erred in not giving the jury 
a requested instruction on the burden of 
proof to correct this impression. This 
argument is without merit. The trial 
court’s instructions on the net worth 
method were thorough and accurate. The 
court clearly explained to the jury that the 
Government had the burden of proving be- 
yond a reasonable doubt that substantial 
income tax was owing, and that the net 
worth method had been used by the Gov- 
ernment to establish this element. In al- 
leging the inadequacy of the instruction, 
appellant ignores the following portion of 
the charge: 


The burden is always upon the Gov- 
ernment to establish beyond a reasonable 
doubt that any amount reflected in the 
'‘Defendant’s increased net worth, plus 
nondeductible expenditures, was from 
taxable, rather than non-taxable sources. 


As for appellant’s claims that comments by 
Government witnesses and the prosecutors 
implied that the burden of proof shifted to 
appellant, we have carefully examined these 
statements. If the comments could be 


taken to have implied a shift in the burden 
of proof, se we do not pe that ps 


basis in assets. He claims that the court 
committed error in instructing the jury 
that Terrell could not claim a basis in 
assets if he had not reported the receipt of 
the assets as income in a prior tax year. 
Appellant’s argument refers to the follow- 
ing instruction: 


A taxpayer must report as income the 
fair market value of property received as 
income. If he fails to report the fair 
market value of an asset as income, he 
cannot later claim the fair market value 
as his basis. Instead, his basis would be 
zero. 


Appellant reads this instruction out of con- 


text to imply that he could not claim a 
basis in the cattle because the cattle were 
received as gifts. We find no such implica- 
tion in this instruction. The court was 
careful in framing its charge to the jury to 
state accurately the law concerning basis in 
assets received as income, and separately 
charged the jury on the proper treatment 
of gifts. 


Finally, appellant alleges that the court 
instructed the jury that all amounts re- 
ceived by a minister were taxable and that 
the court refused to instruct the jury on 
the elements of a non-taxable gift. This 
challenge is a gross misrepresentation of 
the. charges given to the jury. The court 
instructed: 


The federal income tax is levied on 
income received by ministers. When an 
individual provides ministerial services as 
his trade or business, controls the money 
he receives in that business, and receives 
no separate salary, the income of that 
business is taxable to the minister. Vol- 
untary contributions, when received by 
the minister, are income to him. Pay- 
ments made to a minister as compensa- 
tion for his services also constitute 
income to him. If money is given to a 
minister for religious purposes, any 
money used instead for the personal 
benefit of the minister becomes taxable 
income to him. , 


The law provides that funds or prop- 
erty received from certain sources do not 
constitute taxable income. Since no in- 
come tax is levied on such funds or prop- 
erty, they are not properly reported as 
income. Such non-taxable funds or prop- 
erty includes such items as gifts, in- 
her eade te pratecd sy of Se insurance 
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We find that the court’s instructions 
were complete and accurate in all respects 
and reject all of appellant’s objections to 
them as lacking in merit. 


IV. Evidentiary Rulings 


Terrell argues that the court abused its 
discretion in failing to grant his motion 
for continuance. Where, as here, the pur- 
pose for requesting the continuance was 
for trial preparation, a defendant must show 
that the court acted with “unreasoning and 
arbitrary insistence upon expeditiousness 
in the face of a justifiable request for 
delay.” See Morris v. Slappy, 461 U. S. 1, 
NEIZSLOSeS: Cts l6l0h1616), Joab. gEdi2d 
610 (1983). 


Terrell’s argument centers around the 
admission of the “source and application 
of funds” analysis prepared by the Govern- 
ment and submitted to the defense five 
days before trial. Appellant represents the 
analysis as a submission of computations 
covering the years 1967 to 1975 for the 
first time only days before trial. Although 
he does not deny the relevancy of the 
computations, he alleges he did not have 
sufficient time to examine the computations 
and adequately to prepare his defense. 


The court properly denied appellant’s 
motion for continuance on the ground that 
all of the information contained in the 
analysis had been in his possession for 
nearly six months. The analysis was a 
summary of appellant’s tax returns over 
the investigation years, as well as other 
information, e.g., entries taken from the 
“sift book” given to the Government by 
appellant. In short, this analysis, which 
was completed by the Government in re- 
sponse to Terrell’s repeated declarations 
that he had considerable sums of cash-on- 
hand at the beginning of the indictment 


of the parties at the time the payment was 
made, particularly the intent of the person 
making the payment. Such payments are gifts 
if they proceed from a detached and disin- 
terested generosity, out of affection, respect, 
admiration, charity, or like impulses. In mak- 
ing this determination, however, you must look 
at all the facts and circumstances in this case. 
The characterization given to a certain pay- 
ment by either the Defendant or the person 
making the payment is not conclusive. Rather 
you the members of the Jury, must make an 
objective inquiry’ as.to whether a certain pay- 
ment is a gift. You\should look at the terms 
and substance of any request made by the 
Defendant for the funds), In addition, you may 
take into account the following factors: 

1. A payment is not a gift if it is made to 
compensate the Defendant for his services. In 
this connection, you should consider how the 
defendant made his living. 


i" 


1985 Standard Federal Tax Reports 


period, presented no surprises for the de- 
fense. The district court acted well within 
its discretionary powers in denying the mo- 
tion for continuance. 


Terrell also alleges that the court er- 
roneously denied his motion for severance 
of Count Four, the count involving the 
1979 return. The request was made due to 
the involvement of defense counsel in the 
preparation of Terrell’s tax return for 
1979. Defense counsel Harvey Sanders and 
his firm, Leatherwood, Walker, Todd and 
Mann, were involved in drafting the return, 
advising changes, and providing some in- 
formation to be included in the 1979 return. 
The Government first sought to disqualify 
defense counsel and his firm on the ground 
that their involvement in the 1979 return 
might become an issue at trial and that 
members of the firm were prospective 
Government witnesses. Defense counsel re- 
sponded by moving to sever Count Four 
to avoid possible prejudice because of his 
involvement. After hearing, the court de- 
nied both motions, finding that defense 
counsel’s testimony was not indispensable 
to the Government’s case. As for the sev- 
erance motion, the court accepted the 
Government’s representation that the proof 
of all counts was essentially the same, and 
that, therefore, severance would not be 
warranted. The court also considered the 
fact that appellant hired an independent 
attorney, Charles Muller, to assist in his 
defense when it became obvious that the 
1979 return was at issue. Attorney Muller 
had no connection with Mr. Sanders’ firm, 
and he prepared and signed all defense 
pleadings in the case. 


At trial, the Government did not call Mr. 
Sanders or any member of the Leather- 
wood firm as witnesses. The Government 
did make references to the involvement of 


2. A payment is not a gift if the person 
making the payment expects to receive any- 
thing in return for it. A payment would not 
be a gift if it was made with the expectation 
that it would allow the Defendant to remain 
in business. 

3. A payment is not a gift to the Defendant 
if it is made with the expectation that it will 
be used to further the religious or ministerial 
activities of the Defendant. 

4. A payment is not a gift if the person 
making the payment felt he had a duty or 
obligation to make the payment. 

5. A ‘payment is not a gift if the person 

making the payment did so out of fear or 
intimidation. 
This is not a complete listing of all the factors 
you should consider. You should take into 
account all the facts and circumstances of this 
case in determining whether any payment was 
a gift. 
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defense counsel in the 1979 return, but only 
after obtaining the permission of the court. 
References to appellant’s attorney were 
made only in the course of examining one 
Government witness who had provided ac- 
counting services for appellant in the prep- 
aration of his tax returns. Much of the 
information used by the accountant was 
received from defense counsel, and the 
Government’s questions were limited to de- 
fense counsel’s role as provider of such 
information. 


The district court’s final denial of the 
motion for severance is reviewable only for 
abuse of discretion. Unifed States v. Ham- 
alton, 694 F. 2d 398, 400-401 (5th Cir. 1982). 
In order to demonstrate abuse of dis- 
cretion, the defendant bears a heavy bur- 
den of showing “specific and compelling” 
prejudice. IJd., (quoting Umited States v. 
Morris, 647 F. 2d 568, 570 (5th Cir. 1981)). 
We find that the trial court correctly 
denied severance and find no compelling 
prejudice to appellant that would call for 
reversal on this ground. 


75 


Appellant’s final contention is that preju- 
dicial testimony relating to his religious 
beliefs and general moral character was 
admitted at trial. We note that the Gov- 
ernment repeated in opening and closing 
‘arguments that the appellant was not on 
trial for his religious beliefs, and we find 
no testimony in the record that brings into 
question any of his religious beliefs. Ter- 
‘rel’s claim concerns the testimony of sev- 
eral witnesses. The first allegation of 
prejudice relates to the testimony of one 
of Terrell’s religious followers who testi- 
fied that Terrell solicited funds by prophesy- 
ing to his audiences that tragedy would 
befall them if they did not make offerings. 
The witness testified that Terrell said he 
was a prophet and that he who gave unto 
him would have a prophet’s reward. The 
Government argues that the manner in 
which offerings were obtained was relevant 
to the issue of whether the offerings were 


given as gifts or as compensation, and that 
the probative value outweighed any po- 
tential prejudice. 


Two female witnesses were questioned 
regarding land and property transactions. 
Appellant argued that the Government at- 
tempted to imply that he had improper re- 
lationships with the two women. The 
questions directed to these women dealt 
with the joint property owned by the 
women and Terrell. In relation to witness 
Betty Caroline Johnson, the Government 
obtained court approval before delving into 
any personal matters. The Government 
pointed out that on three occasions, Ms. 
Johnson signed deeds or sale contracts for 
property as “Betty C. Terrell’. In relation 
to another piece of property, she purchased 
the property for which the sale contract 
was drawn up in the names of David and 
Betty Johnson. Yet the witness claimed 
that appellant had no interest in the prop- 
erty. The Government contends that ex- 
amination of this witness was necessary to 
establish possible bias of the witness and 
also to establish the possible source and 
application of some of Terrell’s funds. The 
witness had an income of approximately 
$300 a month, half of which she gave to 
the church. Yet her payments on property 
she purchased in 1977 totalled in excess eu 
$7,000. 


In determining whether the probative 
value of evidence outweighs potential preju- 
dicial impact, this Court must accord great 
deference to the district court. We do not 
not find that the inquiries in question un- 
fairly prejudiced appellant. The court’s 
rulings on the admission of the challenged 
testimony must go undisturbed. 


We perceive no error in the thorough 
case presented by the government nor in 
the careful trial of the case by the district 
court. 


AFFIRMED. 


[9250] David L. Wall, Appellant v. United States of America, Appellee. 
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because he filed returns containing substantially incorrect self-assessment based on a 
clearly unallowable credit. Back reference: { 5595G.30. 

Richard H. Zimmerman, Mears, Zimmermann & Mears, 6 Paul-Helen Bldg., Iowa 
City, Iowa, for appellant. Glenn L. Archer, Assistant Attorney General, Department of 
Justice, Washington, D. C. 20530, for appellee, 


Before Lay, Chief Judge, and Heaney and Face, Circuit Judges. 


Per CurtamM: David Wall filed a 1982 tax 
return in which he claimed a “war tax de- 
duction” of $6,060. He attached a statement 
with his return explaining that he was 
choosing not “to contribute to the war 
machine of this country” based upon his re- 
ligious convictions, and that he desired to 
contribute the refund for charitable pur- 
poses. 


Upon receiving Wall’s 1982 return, the 
Internal Revenue Service (IRS) assessed 
a penalty of $500 against him under 26 
U. S. C. § 6702. Wall paid fifteen percent 
of the penalty, and filed a claim for a re- 
fund with the IRS pursuant to 26 U.S. C. 
§ 6703(c). The IRS denied this claim, and 
Wall then filed suit for a refund in federal 
district court. The district court granted 
summary judgment for the IRS. Wall now 
brings this appeal. 


On appeal, Wall contends that the penalty 
violates his first amendment rights of free 
speech and free exercise of religion. The 
Supreme Court has held, however, that the 
necessities of revenue collection through a 
sound tax system raise governmental in- 


terests sufficiently compelling to outweigh 
the free exercise rights of those who find 
the tax objectionable on bona fide religious 
grounds. United States v. Lee [82-1 ustc 
1 9205], 455 U. S. 252, 260 (1982). Congress 
enacted section 6702 in order to improve 
compliance with the federal tax laws, re- 
sponding to “the rapid growth in deliberate 
defiance of the tax laws by tax protestors.” 
S. Rep. No. 494, 97th Cong., 2d Sess. 74, 
277-78, reprinted in 1982 U. S. Code Cong. 
& Ad. News 781, 1023-25. Consequently, the 
courts have clearly held that taxpayers 
assessed a penalty under section 6702 for 
claiming a “war tax deduction” are not un- 
lawfully penalized for expressing their 
moral or religious beliefs, but are penalized 
because they file returns containing sub- 
stantially incorrect self-assessments based 
on a clearly unallowable credit. See, e.g., 
Kahn v. United States [85-1 ustc J 9152], No. 
83-1897, slip op. at — (3rd Cir. Jan. 23, 
1985); Welch v. United States [85-1 ustc 
79122], °750 “F.2d 1101,° 1105-1110 (1st 
Cir. 1985). 


The judgment of the district court is 
therefore affirmed. 


[J 9251] United States of America, Plaintiff-Appellee v. Thomas J. Koliboski, 


Defendant-Appellant. 


U. S. Court of Appeals, 7th Circuit, No. 83-1634, 4/24/84, 732 F2d 1328. Affirm- 


ing unreported District Court decision. 


[Code Secs. 7203 and 7205] 


Crimes: Failure to file return: Jurisdiction: Miscellaneous defenses: Fraudulent 
exemption certificate: Conviction—The court of appeals upheld the taxpayer’s con- 
viction for the willful failure to file income tax returns and for filing false Form W-4 
statements. The court rejected the taxpayer’s myriad of defenses pertaining to the 
jurisdiction of the district court, the statutory authority of the special grand jury that 
indicted him, the judge’s remarks during pretrial instructions to the jury, the compo- 
sition of the jury, a denied motion to stay or dismiss the proceedings, and an argument 
pertaining to the jury instructions. Back references: {[ 5709.0945, 5709.095, and 5711A.20. 


Thomas J. Scorza, Assistant United States Attorney, Chicago, Ill. 60604, for 
defendant-appellant. Thomas J. Koliboski, 3591 Arthur Road, Crete, Ill. 60417, pro se. 


Before Bauer, Correy, Circuit Judges, and FatrcHILp, Senior Circuit Judge. 


Bauer, Circuit Judge: Defendant Thomas 
J. Koliboski was convicted of six counts of 
willful failure to file income tax returns 
for calendar years 1980 and 1981 and filing 
four false W-4 statements in 1980, 1981, 
and 1982. The court sentenced the defend- 
ant on count one to six months in a work 
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release program, and five years of proba- 
tion in lieu of imprisonment on the re- 
maining counts. We affirm the judgments 
of conviction. 


On appeal, the defendant argues princi- 
pally that the district court did not have 
subject matter jurisdiction over the charges 
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against him on the ground that Title 26 
of the United States Code is not encom- 
passed by the 18 U. S. C. § 3231 (1948) 
grant of jurisdiction to district courts.” 
Courts too numerous to enumerate have 
rejected this silly claim, and we now spe- 
cifically reject it. E.g., United States v. 
Drefke [83-1 ustc 19354], 707 F. 2d 978 
(8th Cir.), cert. denied, 104 S. Ct. 434 (1983). 
Section 3231 vests in the district courts 
original jurisdiction over “all offenses 
against the laws of the United States.” 
Sections 7201 through 7210 of Title 26 
were enacted pursuant to the power granted 
Congress by article 1, section 8 of and the 
sixteenth amendment to the United States 
Constitution. Title 26 thus defines laws of 
the United States, suits for violations of 
which clearly fall within federal district 
court jurisdiction under Section 3231. See 
1 U.S.C SZ (Os) Umted “Siates: 2) 
Eilertson [83-1 ustc § 9363], 707 F. 2d 108 
(4th Cir. 1983). 


Second, the defendant argues that the 
special grand jury in this case exceeded its 
statutory authority when it indicted him 
on December 13, 1982. The defendant 
contends that a special grand jury sum- 
moned pursuant to Section 3331 of Title 
18 instead of Rule 6, Fed. R. Crim. P. 6, 
only can investigate organized crime activi- 
ties, which are not involved in this case. 

Special grand juries have broad investi- 
gative powers. Section 3332(a) directs 
these grand juries to “inquire into offenses 
against the criminal laws of the United 
States alleged to have been committed 
within that district.” 18 U. S. C. § 3332 
(1970). The legislative history confirms 
the breadth of the general mandate be- 
stowed by this section. These grand juries 
are not restricted to investigating only 
organized crime activities. ‘“The purpose 
of these provisions is to make available 
a sufficient number of grand juries in each 
judicial district to accommodate the general 
needs of the district and the special needs 


of the typically lengthy organized crime 


case.” H. R. Rep. No. 91-1549, 91st Cong., 
2d Sess. 39, reprinted in 1970 U.S. Code Cong. 
& Ad. aE 4007, 4014, quoted in United 


ps ey of a 


y, 407 F. Supp. 911, 914. 
She 


jury here thus had authority to indict the 
defendant. This position is consistent with 
United States v. Fein, 504 F. 2d 1170 (2d 
Cir. 1974), which noted that special grand 
juries conduct investigations similar to 
Rule 6 grand juries. Jd. at 1179-80. 


Third, in his pretrial instructions to the 
jury, the district judge briefly traced for 
the jurors the history of trials by jury. 


-The judge began with the trial of Socrates 


in the fourth century before Christ, and 
then highlighted the evolution of modern 
due process, beginning with the sealing 
of the Magna Charta by King John on 
June 15, 1215. During .his remarks, the 
judge said, ‘““The Japanese have never used 
juries ... they say ‘We think our system 
of justice is better ...’” The judge con- 
cluded by admonishing the jurors that they 
“also carry a significant responsibility so 
far as the whole concept of justice is con- 
cernedy 7 PAnd*so\tar“as “trial byayury. 
is concerned, we are dedicated to a system 
of justice.” 


The defendant claims that the judge’s 
remarks “overwhelmingly prejudiced” the 
jury against him. We disagree. Although 
the judge’s remarks may not have been 
directly pertinent to the issues in the case, 
they were not individually or collectively 
prejudicial to the defendant. The remarks 
dealt only with the role of juries; and 
the judge took care to emphasize the great 
responsibility in jurors to do justice. The 
remarks were, moreover, rather historically 
interesting and even educational. 


In addition to his remarks to the jury, 
the district judge took an active role in 
the trial itself. He occasionally questioned 
the defendant and other defense witnesses, 
and he engaged in colloquies with the 
lawyers on both sides. The defendant vig- 
orously argues that the judge’s interrup- 
tions constituted prejudice requiring reversal. 
Our review of the entire 499 pages of trial 
transcripts reveals that in almost every 
instance the judge intervened only after the 
defendant attempted to confuse factual and 
legal issues and stray from relevant con- 
cerns to immaterial issues. See, e.g., Trial 
tr. at 148-58, 168-70 (direct examination of 
defense witness). Although we do not en- 
courage overactive participation by a trial 
j : each of es judge’s 
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comments and questions individually was 
not prejudicial to the defendant. The judge’s 
interventions as most may have indicated 
to the jury that the defendant was attempt- 
img to establish facts irrelevant to the issues. 
Such knowledge, if the jury gained it, does 
not constitute prejudice against positions 
the defendant properly established. Accord 
United States v. Briggs, 700 F. 2d 408, 414-15 
(7th Cir.), cert. denied, 103 S. Ct. 2129 (1983). 


Next, the defendant raises two issues 
concerning the composition of the jury that 
heard his case. First, the defendant con- 
tends that drawing potential jurors from 
voter registration lists is improper. In 
Umited States v. Gometz, No. 82-2460, slip 
op. at 5-7 (7th Cir. March 12, 1984) (en 
banc), we approved such a practice as a 
legitimate method for selecting potential 
jurors. 


Second, the defendant contends that he 
was improperly denied his right to examine 
jury records. Criminal defendants have the 
unqualified right to inspect jury lists. 28 
U. S. C. § 1867(£) (1968); Test v. Umted 
States, 420 U. S. 28, 30 (1975). The district 
judge recognized that right and offered to 
make the records available to the defendant. 
Transcript of proceedings, February 24, 
1983, at 4-6. The judge, however, denied 
the defendant’s written motion for a stay or 
dismissal of the proceedings which claimed 
that persons with Spanish surnames were 
excluded from jury lists. Nothing in Sec- 
tion 1867, Test, or any other case requires 
a court to stay a proceeding in the absence 


of any showing that there was substantial 
failure to comply with the provisions of the 
Jury Selection and Service Act. The de- 
fendant made no such showing. Instead, 
the written motion merely requested more 
time for review of available jury records, 
even though the defendant’s lawyer already 
had taken more than a week to review the 
records. Moreover, the defendant’s oral re- 
quest for an extension indicated that he 
needed more time to prepare witnesses, a 
request that he had made before. Tran- 
script of proceedings, February 24, 1983, at 
6. The judge did not err in denying the 
motion for a stay and the request for an 
extension. 


Finally, the defendant argues that the 
jury was not instructed properly on the 
requirement that the defendant’s illegal 
actions must have been willful. The court 
instructed the jury that willful means “a 
voluntary, intentional violation of a known 
legal obligation,’ an instruction that we 
approved in United States v. Moore [80-2 
ustc § 9627], 627 F. 2d 830, 833 (7th Cir. 
1980), cert. dented, 450 U. S. 916 (1981), and 
one that comports with the Supreme Court’s 
view. United States v. Pomponio [76-2 Ustc 
7 9695], 419 U. S. 10 (1976).2 The defend- 
ant’s argument thus fails. His other claims 
regarding the instructions either have been 
discussed in previous decisions of this court 
or have no merit. We have considered each 
issue and determined that the district court 
acted properly in each instance. 


AFFIRMED. 


[79252] Jerome Goldberg and Margerie Goldberg, Plaintiffs v. United States of 


America, Defendant. 


U. S. District Court, Cen. Dist. Calif., No. CV 82-30404CHH, 11/19/84. 


[Code Sec. 163(a)] 


Deductions: Interest: Enforceable obligation: Sham transactions—The taxpayer 
was denied an interest deduction because the indebtedness that created such deduction 
was not bona fide. The court found that the initial indebtedness, which resulted from 
a sham stock purchase, was a sham indebtedness. Therefore, regardless of how many 
times the indebtedness was passed on to other entities, the indebtedness remained a sham. 
The taxpayer, along with other investors, all of whom were oblivious to the economic 
consequences of their actions, participated in a series of transactions orchestrated by an 
attorney specializing in the field of taxation. In characterizing such transactions as 
convoluted transfers of overvalued property rights, circular money movements among 
foreign trusts, and delay drafting, signing and backdating of documents, the court found 


2The defendant’s lawyer misrepresented the 
meaning of Pomponio and other Supreme Court 
authority during oral argument, stating that 
those cases require ‘‘bad purpose’’ language in 
an instruction defining willful. ‘Those cases 
clearly reject such a requirement. See United 
States v. Cowming, 445 F. 2d 555, 557 (1st Cir), 
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cert. denied, 404 U. S. 949 (1971) (‘‘willful’’ has 
no ‘‘talismanic characteristics’; ‘‘if it was 
shown that [the defendant] knew the require- 
ments of the iaw and deliberately refrained 
from complying, then he had the ‘bad purpose’ 
of specifically intending to violate the law.’’). 
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that the transactions constituted financial gymnastics, devoid of economic substance. Back 


reference: {[ 1416.2135. 
Robert McDaniel, 


3600 Wilshire Blvd., Los Angeles, 


Calif. 90010, for plaintiffs. 


Alvin G. Greenwald, Assistant United States Attorney, Los Angeles, Calif. 90012, for 


defendant. 


Findings of Fact and Conclusions of Law 


Hatz, District Judge: Plaintiffs seek a 
refund of income taxes, claiming that they 
are entitled to an interest deduction under 
26 U. S. C. §163(a) for the payment of 
$14,667 to Anglo Dutch Capital Corpora- 
tion (“Anglo Dutch”) on August 23, 1976. 
Plaintiffs contend that the payment was 
made on a genuine debt owed to Anglo 
Dutch. The Government asserts that no 
bona fide indebtedness existed between 
plaintiff and Anglo Dutch, and thus there 
was no legal obligation to pay interest. 


The trial was held on October 3 through 
5, 1984. The Court granted judgment to 
the Government. In support of its Order 
of Judgment, the Court makes the follow- 
ing findings of fact and conclusions of law: 


Findings of Fact 


1. Plaintiffs, husband and wife, timely 
filed their 1976 federal income tax return 
claiming an interest deduction of $14,667 
on an alleged indebtedness to Anglo Dutch 
Capital Corporation (“Anglo Dutch”), a 
defunct California corporation owned by 
Harry Margolis, an attorney specializing 
in the field of taxation.” 


2. Defendant Internal Revenue Service 
denied the $14,667 interest deduction. Plain- 
tiffs paid the deficiency, filed for refund, 
and brought this suit. 


3. The indebtedness to Anglo Dutch 
arises from a series of transactions begin- 
ning in 1965, when Sunset Corporation 
(“Sunset”), a real estate development busi- 
ness, sold a parcel of land in Thousand 
Oaks, California, to McAvoy, a shell cor- 
poration of Aruba Bonaire Curacao Trust 
Co., Ltd. (“ABC”), a Bahamian trust com- 
pany.” As payment for the land, McAvoy 
gave Sunset a $700,000 promissory note. 


1The term “plaintiff”’ shall refer to Jerome 
ha, 


en 
*CH 
80-2 


d [380-2 


-ustc § 9773], 631 F. 2d 642 (9th Cir. 1980), cert. 


Sunset also contracted with McAvoy to 
construct a shopping center and apartment 
buildings on the Thousand Oaks, Cali- 
fornia, land at a cost of not less than 
$3 million. 


4. Two months after the Thousand Oaks, 
California, land purchase for $700,000, ABC 
sold 98.583 percent of its stock in McAvoy 
for an aggregate sales price of $6.8 million 
to approximately 30 individuals, herein- 
after referred to as the McAvoy Investors. 
These individuals, many of whom were 
clients of Harry Margolis, each signed an 
unsecured promissory note bearing 10% 
interest in favor of ABC for his portion of 
the McAvoy stock acquired. Plaintiff was 
one such McAvoy Investor. Despite his 
lack of knowledge of the details of Mc- 
Avoy, plaintiff invested in the company, 
upon the advice of his accountant, Robert 
Kahan, who also was a McAvoy Investor 
and close friend and associate of Margolis. 
The source of the funds used by plaintiff 
to invest in McAvoy is not clear. 


5. Two months later, in December 1965, 
ABC assigned all of its McAvoy Investor 
promissory notes to World Minerals, N. V. 
(“World Minerals’), a Netherland Antilles 
corporation. No consideration was paid 
by World Minerals to ABC at the time of 
the assignment. 


6. During 1966 McAvoy was dissolved 
into Del Cerro Associates (“Del Cerro”), 
a limited partnership, and the McAvoy In- 
vestors became limited partners of Del 
Cerro. As part of the reorganization of 
McAvoy. into Del Cerro, the individual 
investors’ promissory notes totaling $6.8 
million, which had been assigned to World 
Minerals, were cancelled. In turn, Del 
Cerro assumed the total liability of $6.8 
million, thereby relieving the limited part- 
ners of personal liability. No gain was 


denied, 451 U. S. 939 (1981). 
The findings of fact and conclusions of law 

in ae her paets are admissible as part Os aa 
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reported by the McAvoy Investors as a 
result of the reorganization. 


7. In 1967 Sunset experienced serious 
financial difficulties and defaulted on its 
construction agreements which had been 
’ assigned to Del Cerro. Several settlement 
agreements were arranged between Sunset 
and Del Cerro, the net effect of which left 
Del Cerro with possession of the Thousand 
Oaks, California, property free of obliga- 
tions to Sunset. 


8. Also in 1967 Del Cerro entered into 
an agreement with World Minerals which 
relieved Del Cerro of its obligation to pay 
interest on the $6.8 million debt to World 
Minerals, The debt was to remain interest- 
free, provided the principal amount was 
paid not later than December 31, 1970. The 
debt was not timely paid by Del Cerro in 
1970. 


9. In August 1972, the year after Anglo 
Dutch suffered substantial losses in its 
lending business, Harry Margolis arranged 
for Anglo Dutch to pay off the World 
Minerals indebtedness. Anglo Dutch, which 
is owned 100 percent by Margolis, agreed 
to pay the remaining indebtedness pro- 
vided each Del Cerro partner paid his 
share of the indebtedness to Anglo Dutch 
interest-free within one or two years. 


As part of the arrangement, the $6.8 
million World Minerals indebtedness was 
reduced by “contractual” adjustments to 
slightly less than $1 million. 


10. Anglo Dutch was in the business of 
lending money primarily to Margolis’ clients 
and affiliates for such purposes as investing 
in Margolis ventures. During the period 
between 1967 and 1972, Anglo Dutch loaned 
in excess of one-half billion dollars. to 
Margolis clients. Margolis’ original capi- 
talization in Anglo Dutch was $50,000. 


11. Pursuant to the Anglo Dutch, Del 
Cerro, and World Minerals debt settle- 
ment, plaintiff executed an interest-free, 
unsecured promissory note in the amount 
of $88,988.45, payable to Anglo Dutch on 
or before December 31, 1974. The indebt- 
edness of $88,988.45 to Anglo Dutch equaled 
plaintiff's negative capital account balance 
in the Del Cerro limited partnership. 


12. In 1974 or 1975, Margolis and plain- 
tiff reached an oral agreement that plain- 
tiff’s loan was to be extended, but subject 
to interest at the rate of 10 percent. The 
agreement was not reduced to writing. 


13. In August 1976, Margolis arranged 
to have plaintiff's loan to Anglo Dutch 
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paid off with another loan in the amount 
of $103,600 from the plaintiffs’ family’s 
foreign trust. The foreign trust had been 
organized by Margolis under Bahamian 
law with an initial corpus of $500. The 
trustee is Aruba Bonaire Curacao Trust 
Co., Ltd. (“ABC”), a Bahamian trust com- 
pany. Margolis is ABC’s largest patron 
and represents over 150 clients who have 
formed Bahamian trusts. 


14. The loan to plaintiff from the family 
foreign trust is interest-free and unsecured 
with payment due upon the death of the 
survivor of Jerome Goldberg and his wife, 
Margerie Goldberg. 


15. On August 23, 1976, Antigua Bank- 
ing Ltd., owned by Harry Margolis, re- 
ceived a “cable advice” that $103,600 had 
been transferred to plaintiff, c/o Antigua 
Banking, Ltd., from Dao Heng Bank, Ltd., 
Hong Kong. On the same day, Doxie 
Gore, a Margolis employee, prepared and 
signed a check drawn on plaintiff's Bar- 
clays Bank account in the amount of 
$103,655 to Anglo Dutch, which in turn 
deposited the sum on the same day in its 
Anglo Dutch account in Barclays Bank. 
Gore, whose duties included managing money 
movements for more than 200 Margolis 
clients, had signatory authority over plain- 
tiff’s Barclays Bank account. 


16. Any Conclusion of Law deemed to 
constitute a Finding of Fact is hereby 
found to be a Finding of Fact. 


Conclusions of Law 


1. Section 163(a) of the Internal Revenue 
Code provides for the deduction of “all in- 
terest paid or accrued within the taxable 
year on indebtedness.” See 26 U. S. C. 
§ 163(a). In order to be deductible, interest 
must be paid on a genuine indebtedness. 
See Knetsch v. United States [60-2 ustc 
7 9785], 364 U. S. 361 (1960). “[E]laborate 
drawing of checks, execution of notes and 
bookkeeping entries” do not, alone, produce 
legal indebtedness. Lynch v. Commissioner 
[60-1 ustc J 9161], 273 F. 2d 867, 871 (2d 
Cir. 1959); Commissioner v. Goldwyn [49-1 
ustc 7 9321], 175 F. 2d 641, 644 (9th Cir. 
1949). The subjective belief of a “debtor” 
that he is obligated on a debt and thus entitled 
to deduct interest paid is immaterial; taxa- 
tion is based on objective realities. Lynch, 
2/3 eed) ataSZe: 


2. The realities of plaintiff's transaction 
may be determined by examining the facts 
and circumstances surrounding formation of 
the indebtedness. See Thompson v. Commis- 


q 9252 


87,544 


U.S. Tax Cases. 


Goldberg v. U.S. 


sioner [80-2 ustc { 9773], 631 F. 2d 642, 646 
(9th Cir. 1980); see generally, Knetsch. Be- 
cause Harry Margolis is so inextricably 
entwined in this transaction, Margolis’ trans- 
actional and operational practices are rele- 
vant to this Court’s determination of the 
true substance of the transaction. Fed. R. 
Evid. 406; Karme v. Commissioner [CCH 
Dec. 36,843], 73 T. C. 1163, 1179-80 (1980), 
aff'd [82-1 ustc J 9316], 673 F. 2d 1062 (9th 
Cir, 1982). 


3. Margolis transactions are characterized 
by convoluted transfers of overvalued prop- 
erty rights, 
among foreign trusts, delayed drafting, sign- 
ing and backdating of documents, and 
client oblivion to the financial realities of 
their investments. Obfuscation of the facts 
behind offshore trusts is Margolis’ primary 
shield from taxation. See R. T. at 77-78; 
Perrett v. Commissioner [CCH Dec. 36,914], 
TAs Cold, 11345(1980) gated, 4679" Haezd 
900 (9th Cir. 1982). The contrived nature 
of his schemes has been succinctly described 
as a “labyrinthian design of tax avoidance 
... and a concomitant hopelessness from 
the beginning of any economic benefit or ef- 
fect, other than tax reduction. . .” Perrett, 74 
iG stattslooe 


4. Margolis transactions constitute finan- 
cial gymnastics, devoid of economic sub- 
stance. Margolis clients typically purchase 
highly inflated investments and tax shelters, 
oblivious of the economics of the invest- 
ment. See, e. g., Perrett, 74 T. C. at) 121-22; 
Karme, 73 T. C. at 1189-90; Thompson v. 
Commissioner [CCH Dec. 34,025], 66 T. C. 
1024, 1051-52, aff'd [80-2 uste 9773], 631 
F. 2d 642 (9th Cir. 1980, cert. denied, 452 
U.S. 961 (1981). Indeed, proclaimed ignorance 
of the facts is a hallmark of Margolis clients. 
See, e. g., Scheaf v. United States [83-2 ustc 
7 9594], 52 AFTR 2d 83-5935, 83-5938, 83- 
5944 (N. D. Cal. 1983); Perrett, 74 T. C. 
at 128; Karme, 73 T. C. at 1170-71, 1191 (on 
Margolis’ and associate’s advice, client un- 
questioningly paid $600,000 for an option 
to purchase stock, if and when it might 


reach public offering). Even so, their igno- 
rance is explained by the fact that there is 
isk, since the transactions 


no economic 


circular money movements. 


practice of extending unsecured interest-free 
loans to financially insecure debtors defies 
generally accepted lending practices. See, e.g., 
Karme, 73 T. C. at 1186 ($600,000 unsecured 
loan for speculative investment given to 
client with net worth of $162,400). Many of 
the lending procedures constitute circular 
“money movements” among Margolis en- 
tities simply for the purpose of creating 


transactions with a total value far in excess 


of the actual cash involved. See, e. g., Karme, 
73 T. C. at 1186 n. 17 (1980) ($600,000 
moved through five different bank accounts 
during a 48-hour period); Scheaf, 52 AFTR 
2d at 83-5938-39. In describing the objective 
of money movements, Harry Margolis 
stated: “So you [a domestic entity or indi- 
vidual and client of Margolis] end up, if 
you want to shortcut it, hopefully to some 
extent borrowing your own money. Now 
very often you’re not borrowing your own 
money. You’re borrowing some other trust’s 
money.” Karme, 73 T. C. at 1169 n. 8. 


6. Since tax deductions are a matter of 
legislative grace, the taxpayer bears the 
burden of showing that he is entitled to a 
specific deduction. New Colonial Ice Co. v. 
Helvering [4 ustc J 1292], 292 U. S. 435, 
440 (1934); Merlino v. Commissioner 81-2 
ustc 9755], 660 F. 2d 415, 416 (9th Cir. 
1981). “In a tax refund suit, the Commis- 
sioner’s deficiency determination is pre- 
sumptively correct and the taxpayer has the 
burden of proving that such deficiency is 
erroneous.” Niles ex rel. Niles v. Umted 
States [83-2 ustc § 9477], 710 F. 2d 1391, 
1393 (9th Cir. 1983), citing Welch v. Helver- 
ing [3 ustc J 1164], 290 U. S. 111, 115 
(1933); Amfac, Inc. v. Commissioner, 626 
F.2d 109, 113 n. 9. (9th Cir. 1980). The 
burden of proving that a transaction is not 
a sham is especially difficult when it en- 


volves an investment with unsecured in- 


terest-free loans in a speculative overvalued 
venture which funnels circular money move- 
ments among controlled foreign entities. 
The use of offshore entities from which in- 
formation cannot be obtained may be indi- 
cative of a sham transaction. See Karme, 
73 T. C. 1186-87; Scheaf, 52 AFTR 2d at 
83- 5920. §CE26,.U. SiG. Ss . 
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of knowledge of the transaction and of the 
occurrence of important events, and relied 
upon Margolis to the extent of having a 
Margolis employee sign a $103,655 check 
drawn from his bank account. 


8. As the Tax Court held in Thompson, 
the 1965 McAvoy stock purchase by McAvoy 
Investors was a sham from its inception. 
Thompson v. Commissioner, 66 T. C. at 1050. 
The $6.8 million indebtedness which financed 
the stock purchase was also a sham. Jd. Any 
interest paid on the sham indebtedness is not 
deductible under I. R. C. § 163. Jd. Regard- 
less of how many times the indebtedness 
may be passed on to another entity, “. 
the assumed ‘indebtedness’ must be viewed 
as the same as that which derived from the 
transactions found to have been a sham in 


1965.” Id. at 1054. 


9. The obligation to Anglo Dutch was not 
genuine indebtedness and the interest pay- 
ment by plaintiff to Anglo Dutch had no 
substantial economic purpose or effect other 
than tax reduction. See Knetsch, 364 U. S. 
at 365-66. Accordingly, the interest deduc- 
tion is denied. 


10. Any Finding of Fact deemed to con- 
‘stitute a Conclusion of Law is hereby found 
to be a Conclusion of Law. 


Order of Judgment 


The Court conducted trial in this action 
on October 3 through 5, 1984. The Court has 
considered the evidence presented at trial 
and the entire record of this case. 


IT IS HEREBY ORDERED that judg- 
ment be entered for defendant and against 
plaintiffs. This Order of Judgment is sup- 
ported by Findings of Fact and Conclusions 
of Law filed this date. 


Order Denying Plaintiff’s 
Motion For New Trial 


Plaintiffs’ “Motion for New Trial” is now 
before the Court. The Court has considered 
the Points and Authorities submitted by the 
parties and the relevant materials on file. 
Oral argument is unnecessary to the disposi- 
tion of this matter. Local Rule 7.11. 


IT IS HEREBY ORDERED that plain- 
tiffs’ motion is denied. This Order is based 
upon the following: 


1. The Court properly admitted the testi- 
mony of defense witness Karis concerning 
his analysis of the Jerome Goldberg capital 
account in Del Cerro Associates. Karis’ 
testimony was relevant to the question of 
whether the indebtedness was genuine. Karis. 
was not presented as an expert witness and 
did not give expert testimony. Exhibits Nos. 
161 and 162 did not contain Karis’ conclu- 
sions as an expert. 


2. Plaintiffs stipulated in a prior case that 
all tax issues relating to their participation 
in this transaction for the tax years 1965, 
1966 and 1967 were controlled by the final 
judgment of Thompson, et al., v. Commis- 
stoner [CCH Dec. 34,025], 66 T. C. 1024 
(1976), aff’d [80-2 ustc J 9773], 631 F. 2d 
642 (9th Cir. 1980), cert. denied, 451 U. S. 
939 (1981). The Thompson findings are 
factually related to the instant case and 
therefore control the determination in this 
case. Contrary to Paragraph 5 of the Notice 
of Motion and Motion for New Trial, the 
Court did not admit into evidence all of de- 
fendant’s exhibits relating to the Thompson 
trial, and in fact expressly refused to receive 
the underlying documents in that case. Re- 
porter’s Transcript, pp. 171-172. 


3. The deposition of Florence Valkenberg 
and attached exhibits (Nos. 153, 111, 158 
and 159) were relevant and properly admitted 
pursuant to Rule 32(a), Fed. R. Civ. P. Con- 
trary to plaintiffs’ assertion in their Memo- 
randum of Points and Authorities in Sup- 
port of Motion for New Trial, defendants 
did not offer Exhibits No. 154, 155, and 156 
(Reporter’s Transcript, p. 174), nor do the 
Court’s records show that these exhibits 
were admitted into evidence. 


4. This Court has carefully reviewed all 
of the admissible evidence in this case, in- 
cluding the Thompson findings as stipulated. 
This evidence is sufficient to support the 
Court’s Findings of Fact and Conclusions 
of Law. 


IT IS SO ORDERED. 


[1.9253] Abortion Rights Mobilization Inc., et al. Plaintiffs v. Donald T. Regan, 
Secretary of the Treasury, and Roscoe L. Egger, Jr., Commissioner of Internal Revenue. 


U. S. District Court, So. Dist. N. Y., 80 Civ. 5590 (RLC), 3/1/85. 
[Code Sec. 501 and the U.S. Constitution] 


Exempt organizations: Standing to challenge exempt status: Third parties—The 
government’s renewed motion to dismiss the action for lack of subject matter jurisdiction 
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was denied. As previously held by the court, Abortion Rights Mobilization, Inc., 82-2 
ustc {| 9477, the clergy plaintiffs and a women’s health center had standing under the 
establishment clause of the Constitution and 20 individuals and three tax-exempt organiza- 
tions had standing as voters in this case challenging the government’s grant of tax exempt 
status to other religious organizations allegedly engaged in lobbying or electioneering. 
This result was not affected by the Supreme Court’s decision in Allen v. Wright, SCt, 
84-2 ustc J 9611. Back references: ff 3033.025, 5779.777, and 57840.02. 


Marshall Beil, Carol A. Schrager, Stephen B. Latham, Joyce Roop, Sybil Shainwald, 
Karpatkin, Pollet, Perlmutter & Beil, 708 Third Avenue, New York, N. Y. 10017, for plain- 
tiffs. Wilfred R. Caron, Mark E. Chopko, for United States Catholic Conference, 1312 
Massachusetts Avenue, N. W., Washington, D. C. 20005. Charles H. Wilson, Richard S. 
Hoffman, Williams & Connolly, 839 17th Street, N. W., Washington, D. C. 20006. 
Hughes, Hubbard & Reed, One Wall Street, New York, N. Y. 10005, for United States 
Catholic Conference and National Conference of Catholic Bishops. Rudolph W. Giuliani, 
United States Attorney, William J. Brennan, Carolyn L. Simpson, Assistant United States 


Attorneys, New York, N. Y. 10007, for Regan. 


Opinion 

Carter, District Judge: This renewed 
motion to dismiss the amended complaint 
for lack of subject matter jurisdiction is 
based upon the recent Supreme Court deci- 
sion in Allen v, Wright [84-2 ustc J 9611], 
— U. S. —, 104 S. Ct. 3315 (1984). The 
question presented is whether and to what 
extent the Allen opinion affects the outcome 
reached by this court in Abortion Rights 
Mobilization, Inc. v. Regan [82-2 ustc { 9477], 
544 F. Supp. 471 (S. D. N. Y. 1982) (Carter, 
J.) (‘ARM”), with which familiarity is 
assumed. ARM held that the clergy plain- 
tiffs and the Women’s Center for Repro- 
ductive Health had standing under the 
establishment clause, and that 20 individ- 
uals and three tax-exempt organizations 
had standing as voters in this litigation.* 


The Supreme Court held in Allen that a 
nationwide class of parents of black chil- 
dren attending public schools in districts 
undergoing desegregation, but who had not 
actually been denied entry to allegedly dis- 
criminatory private schools, did not have 
standing to challenge the tax exempt status 
of those schools. 


In applying Allen to the present case it 
must first be noted that the Court did not 
close the door on private suits challenging 
government grants of tax exemption, see 
Allen, 104 S. Ct. at 3332 (noting possible 
proprigy of sas rat in Cott v. ii fez -] 


ustc J 9123A], 404 U. S. 997 (1971), sum- 
marily aff'g. sub nom., Green v. Connally, 
330 F. Supp. 1150 (D. D. C.), which made 
allegations comparable to those in Allen 
but with different facts), but used tradi- 
tional analysis in concluding that the Allen 
plaintiffs lacked standing. 


The Court held that “the law of Art. III — 
standing is built on a single basic idea— 
the idea of separation of powers.” Allen, 
104 S. Ct. at 3325. This is an integral part 
of the precedent upon which both Allen and 
ARM were decided. See, e.g., Valley Forge 
Christian College v. Americans United for 
Separation of Church and State, Inc., 454 
U. S. 464, 471-476 (1982); Warth v. Seldin, 
422 U. S. 490, 498 (1975). Separation of 
powers, as Allen, 104 S. Ct. at 3330 n. 26, 
clearly demonstrates, is not a distinct line of 
analysis but serves as the basis of the 
“traceability” part of the traditional three 
part standing test of personal injury fairly 
traceable to the defendant’s allegedly illegal 
conduct which is likely to be remedied by 
the requested relief. Id. at 3325.’ 


More specifically, plaintiffs in Allen as- 
serted two types of damage: the first was 
characterized as either a generalized injury 
based upon the government’s behavior in 
granting tax exemptions to the schools or 
as denigration suffered by all blacks as a 
result of government discrimination. In 
either case, the Court found the harm to be 


2 While the “fairly traceable’ and ‘‘redress- 
} of toe constitutional 
articulated as 
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insufficiently personal to constitute a justi- 
ciable cognizable injury. Jd. at 3326. The 
second alleged injury was the children’s 
diminished ability to receive an education 
in a racially integrated school. Jd. at 3328. 
This was found wanting because desegre- 
gated schooling was not fairly traceable to 
the allegedly illegal conduct of the IRS. 
Id. at 3326. 


A 


While it is clear that stigmatizing injuries 
are the sort of noneconomic wrongs caused 
by government conduct that sometimes can 
be sufficient to support standing, Heckler v. 
Matthews, 465 U. S. — —, 104 S. Ct. 1387, 
1395 (1984), such status is accorded only 
to those who can allege a resultant harm 
to a concrete, personal interest. Allen, 104 
S. Ct. at 3327-328. The ARM decision used 
this analysis to find that the lay and organi- 
zational plaintiffs did not have standing 
while the clergy plaintiffs and the Women’s 
Center for Reproductive Health, a church 
affiliated guidance service, asserted a “com- 
pelling and personalized” injury, ARM, 544 
F. Supp. at 479, that “diminishes their posi- 
tion in the community, encumbers their 
calling in life, and obstructs their ability 
to communicate effectively their religious 
message.” Jd. at 480. Such allegations meet 
the test enunciated in School District of 
Abington Township, Pa. v. Schempp, 374 
U. S. 203 (1963), that would-be plaintiffs 
must show that they are “directly affected 
by the laws and practices against which 
their complaints are directed.” Id. at 224 n. 9. 


Personal injury, however, is not enough. 
Plaintiffs must also clear the two additional 
hurdles of the standing test. This court, in 
ARM, found plaintiffs’ establishment clause 
injury to be traceable to defendants’ con- 
duct because “[t]acit government endorse- 
ment of the Roman Catholic Church view 
of abortion hampers and frustrates these 
plaintiffs’ ministries.” Id. at 480. The court 
therefore found plaintiffs’ asserted injuries 
to be traceable to “official approval of an 
orthodoxy antithetical to  [plaintiffs’] 
spiritual mission.” Id. 


Their injury flows directly from the 
federal defendants allowing the church 
defendants the privilege of retaining 
§501(c)(3) status while electioneering 
and denying this privilege to other reli- 
gious organizations. The granting of a 
uniquely favored tax status to one reli- 
gious entity is an unequivocal statement 
of preference that gilds the image of that 
religion and tarnishes all others. A de- 
cree ordering the termination of this 
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illegal practice and restoring all sects to 
equal footing will redress this injury. 


This finding is consistent with Allen. 
Allen holds that tax exemption granted to 
an organization that allegedly practices an 
illegal activity does not in itself constitute 
the necessary connection between govern- 
ment action and injuries that flow from the 
activity. The lack of desegregated school- 
ing, defined in Allen as a cognizable injury, 
was not found directly traceable to govern- 
ment action. “From the perspective of the 
IRS, the injury to respondents is highly in- 
direct and ‘results from the independent 
action of some third party [i.e the dis- 
criminatory private school] not before the 
court.’” Allen, 104 S. Ct. at 3328, quoting, 
in part, Simon v. Eastern Kentucky Welfare 
Rights Org. [76-1 ustc 9439], 426 U. S. 26, 
42 (1976). The Court stated that if a direct 
link between tax exemption and desegrega- 
tion could be established, i. e., if there were 
enough racially discriminatory private schools 
receiving tax exemptions in respondents’ 
communities for withdrawal of those exemp- 
tions to make an appreciable difference in 
public school integration, then the alleged 
injury would be fairly traceable to unlawful 
IRS. grants of tax exemptions. Allen, 104 
Se Giatrg323) 


Similarly, redress of the establishment 
clause injury sustained in ARM does not 
depend upon any action by a third party. 
Redress will come directly from the gov- 
ernment’s consistent enforcement of the tax 
laws, not from any change in the political 
activities of the Church. Plaintiff’s establish- 
ment clause injury centers on the quasi-official 
imprimatur accorded the anti-abortion ac- 
tivities of the Church through tax exemp- 
tions and the restrictions placed on the 
establishment clause plaintiffs’ political 
activities by § 501(c)(3). Whether the alle- 
gations can be proved is not a question for 
this court now to decide since it must ac- 
cept as true all material allegations of the 
complaint and construe the complaint in 
favor of the complaining party. Gladstone, 
Realtors v. Village of Bellwood, 441 U. S. 91, 
109 (1979). 


It is thus apparent that Allen supports 
the court’s earlier decision which denied 
standing under the establishment clause to 
those plaintiffs who, similar to those in 
Allen, asserted only general claims of deni- 
gration, but which granted standing to those 
plaintiffs who could pass the three part test 
of distinct personal injury, direct trace- 
ability, and possible redress by defendants. 
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B 


As pointed out in the earlier opinion, it 
has consistently been held that voters have 
standing to contest the alleged infringe- 
ment of their right to participate in the 
political process on equal terms with all 
others free from arbitrary government in- 
terference. ARM, 544 F. Supp. at 480-481 
citing Baker v. Carr, 369 U. S. 186 (1962) 
(plaintiffs unjustifiable inequality vis-a-vis 
voters in other counties justified standing); 
Shakman v. Democratic Organization of Cook 
County, 481 F. Supp. 1315 (N. D. Ill. 1979) 
(standing granted to challenge patronage 
system because of the alleged injury to 
plaintiffs’ interest in an equal chance and 
an equal voice in the election process); 
Tax Analysts and Advocates v. Schultz [74-2 
ustc J 13,006], 376 F. Supp. 889 (D. D. C. 
1974) (non-profit corporation and one of 
its members granted standing to challenge 
revenue ruling concerning campaign gifts 
because alleged diminution of one’s vote 
and dilution of the ability to affect the 
electoral process are judicially recognized 
wrongs and are thus sufficient allegations 
of actual injury); Common Cause v. Demo- 
cratic National Committee, 333 F. Supp. 803 
(D. D. C. 1971) (allegations that several 
national committees of political parties cir- 
cumvented the statute placing limits on in- 
dividual campaign contributions, thereby 
diluting plaintiffs’ participation in the voting 
process, were sufficient to find standing). 

Here again mere personal injury is not 
enough. Defendants argue that Allen’s yard- 
stick in regard to traceability and redress- 
ability require that voter standing be denied 
in this case. Defendants, however, miscon- 
strue the basis for the ARM holding that 
voter standing requirements have been met. 
The injury to plaintiffs is not, as defendants 
state, “alleged politicking by the Catholic 
Church,” Defendants Memorandum of Law 
in Support of Their Renewed Motion to Dis- 
miss at 15, but the alleged arbitrary inequal- 
ity of the plaintiffs in the political process 
vis-a-vis the Catholic Church created by the 
IRS’s grant of tax exemption to the latter. 
The judicially cognizable injury in Allen 
was segregated schooling which was neither 

nor remediable by IRS action alone. 


holding granting standing to the present 
plaintiffs remains unaffected by Allen. 


Cc 


Moreover, in ARM, the successful plain- 
tiffs were found to have surmounted the 
three prudential limitations that can defeat 
standing even when the Article III case or 
controversy standards are met. ARM, 544 
F. Supp. at 484. The three prudential limi- 
tations preclude standing when: (1) the 
harm asserted amounts to only a general- 
ized grievance shared by a large number of 
citizens in a substantially equal measure, (2) 
plaintiffs assert the rights of third parties, 
or (3) abstract questions of wide public 
significance are presented when other gov- 
ernmental institutions may be more com- 
petent to decide them.* Jd. (citations 
omitted). Allen does not reach these issues, 
but its analysis is fully congruent with 
ARM’s treatment of these considerations. 


Concerning the “generalized grievance” 
limitation, ARM fully analyzed the speci- 
ficity of the remaining plaintiffs’ injuries, 
distinguishing the harm to clergy plaintiffs 
and the Women’s Center for Reproductive 
Health from that complained of by the 
excluded plaintiffs as well as plaintiffs in, 
e.g., Valley Forge Christian College v. Amer- 
icans United for Separation of Church and 
State, Inc., 454 U. S. 464 (1982). ARM, 544 
F. Supp. at 4477-480, 484. Voter standing 
is also particularized since plaintiffs, despite 
articulated desires to be politically active 
on behalf of their pro-choice views, can not 
do so without risking their valuable § 501 
(c)(3) status. This personal denial of equal 
treatment is precisely the type of standing 
required by Allen since parent plaintiffs in 
that case “were not personally denied equal 
treatment by the challenged discriminatory 
conduct.” Allen, 104 S. Ct. at 3327. 


The question of whether plaintiffs are 
addressing other parties’ rights was an- 
swered squarely in the negative by ARM, 
544 FE. Supp. at 485. Since no assertion 
otherwise is made by defendants and Allen 
is silent on the issue, the previous ruling 
need not be disturbed. 


Finally, there is the matter of whether 
other gO ernmental institutions may ae 
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counsels against recognizing standing in 


a case brought, not to enforce specific 
legal obligations whose violation works 


a direct harm, but to seek restructuring 
of the apparatus established by the Ex- 


ecutive Branch to fulfill its legal duties. 
The Constitution, after all, assigns to the 
Executive Branch and not to the Judicial 
Branch the duty to ‘take care that the 
laws be faithfully executed.’ U. S. Const. 
Art. II, §3. We could not recognize 
[plaintiffs’] standing in this case without 
running afoul of that structural prin- 
ciple.”* 


26. . [O]Jur analysis of this case does not 
rest on the more general proposition that no 
consequence of the allocation of administrative 
enforcement resources is judicially cognizable. 

. Rather we rely on separation of powers 
principles to interpret the ‘fairly traceable’ 
component of the standing requirement. 


Allen, 104 S. Ct. at 3330. 


Whether coutrs provide an appropriate 
forum for deciding the matter presented 
thus implicates questions considered in the 
Article III analysis. 
constitutional and prudential concerns was 
explicitly recognized by Allen: 


Case or controversy considerations, the 
Court observed in O’Shea v. Littleton, ... 
414 U. S. [488,] 499, 94 S. Ct. [669,] 667, 
‘obviously shade into those determining 
whether the complaint states a sound 
basis for equitable relief.’ ... 

Most relevant to this case is the prin- 
ciple articulated in Rizzo v. Goode 

423 U. S. [362,] 378-379, 96S. Ct. [598,] 
607-608 [(1976)]: 


“When a plaintiff seeks to enjoin the 
activity of a government agency, even 


This dovetailing of 


within a unitary court system, his case 
must contend with the well-established 
rule that the Government has traditionally 
been granted the widest latitude in the 
dispatch of its own internal affairs,’ Cafe- 
teria Workers v. McElroy, 367 U. S. 886, 
896 . ... (1961), quoted in Sampson v. 
Murray, 415 U. S. 61, 83... . (1974). Id. 


In addition to the previously discussed 
finding of direct harm to plaintiffs and its 
traceability to defendants’ actions, ARM 
further addressed this final prudential con- 
cern of limiting judicial activity to the en- 
forcement of “specific legal obligations 
whose violation works a direct harm,” 
Allen, 104 S. Ct. at 3330, by holding that: 


Although the complaint implicates social 
policy issues, it does not call for judicial 
selection of an appropriate policy. Con- 
gress has already made that choice and set 
out the correct policy in § 501(c)(3); 
plaintiffs ask only for a judicial determi- 
nation of whether defendants have ob- 
served Congress’ commands concerning 
taxes and engaging in political activity. 
The prudential barriers do not restrict a 
court from adjudicating a claim merely 
because of the interplay between the liti- 
gation and social controversy. 


ARM, 544 F. Supp. at 485. 


For the above stated reasons, defendants’ 
renewed motion to dismiss the amended 
complaint for lack of subject matter juris- 
diction is denied. 


IT IS SO ORDERED. 


[7.9254] Jake Lapin, Plaintiff v. United States of America, Defendant. 
U.S. District Court, D. C., Civil Action No. 82-1932, 3/5/85. 


[Code Sec. 265] 


Deductions: Expenses related to tax-exempt income: State income tax on tax-exempt 
income: Civilian government employee: Cost-of-living adjustment.—A civilian employee 
of the U. S. government stationed in Hawaii was not entitled to deduct the portion of 
that state’s income tax that is allocable to a cost-of-living allowance exempt from federal 
income tax. The cost-of-living adjustment is a class of income exempt from gross income 
for federal income tax purposes and Code Sec. 265(1) bars a deduction for state income 
taxes paid on such income. (Rev. Rul. 74-140, 1974-1 CB 50, followed.) Back reference: 


{] 2232.20. 


Memorandum 


GascuH, Senior Judge: This is an action 
for a refund of federal income taxes paid 


for the taxable years 1975 and 1977 through 
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1980. Plaintiff has moved for summary 
judgment only as to his claim. for a tax 
refund from the year 1975 for the amount 
of. state taxes he. paid on a federal cost. of 
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living allowance that he contends was ex- 
empt from federal income tax.’ For the 
reasons set forth below, plaintiff’s motion is 
denied, and judgment is entered for the 
United States of America. 


Background 


In 1975 plaintiff was a civilian employee 
of the United States Government in Hono- 
lulu, Hawaii. In addition to his salary, 
plaintiff received in 1975 a cost of living 
allowance (“COLA”) in the amount of 
$3,898.40. A cost of living allowance is 
paid to employees of the United States 
government whose basic salary is fixed by 
statute and who are stationed in Hawaii 
or certain other areas outside the conti- 
nental United States. The allowance is 
given for living costs that are substantially 
higher than in the District of Columbia. 
See S. Rep. No. 627, 78th Cong., Ist Sess., 
24 (1944); C. B. 1944, 973 at 992; Rev. Rul. 
59-407, 1959-2 C. B. 19-21. 


Although such COLA is exempt from 
federal income tax, it is taxable by the State 
of Hawaii. Accordingly, plaintiff paid Ha- 
waii income taxes on the $3,898.40 COLA 
for the taxable year 1975. Plaintiff then 
claimed a deduction on his 1975 federal 
income tax return for the amount of Hawaii 
state taxes he paid on the COLA. In April 
1979, plaintiff received a notice of defi- 
ciency in the amount of $1,335.00 plus in- 
terest on his 1975 federal tax return. The 
Internal Revenue Service determined that 
$203 of that deficiency represented the 
amount of state income tax plaintiff paid 
on the COLA which plaintiff deducted on 
his federal return and which the IRS dis- 
allowed pursuant to I. R. C. § 265 and Rev. 
Rul. 74-140. 


Discussion 


Plaintiff contends that he is entitled to a 


deduction on his 1975 federal income taxes 
for the amount of income tax he paid to 


1 Plaintiff's motion for summary judgment. 
also seeks a refund for taxes paid on the cost 
of living allowance at issue for as far back as 
1943. The only taxable year in issue as to this 
motion for summary judgment is 1975. Indeed, 

‘pl so admits in his reply to defendants’ 

¢ position to picdueltt motion for summary 


: represented! ant 


the State of Hawaii on the COLA. He 
relies on I. R. C. § 164, which generally 
allows a deduction for state income taxes 
paid. Alternatively, plaintiff argues that 
because of its noncompensatory character, 
the COLA is not “income” and thus not 
within a class of income wholly exempt 
from tax within the meaning of I. R. C. 
§ 265(1), which bars deductions for amounts 
allocable to a class of income wholly ex- 
empt from federal gross income. Plaintiff’s 
arguments are without merit. 


Section 265(1) of the Internal Revenue 
Code disallows deductions on income that 
is not subject to federal income tax. The 
section provides: 


No deduction shall be allowed for— 


(1) Expenses—Any amount otherwise 
allowable as a deduction which is alloca- 
ble to one or more classes of income 
other than interest (whether or not any 
amount of income of that class or classes 
is received or accrued) wholly exempt 
from the taxes imposed by this subtitle, 
or any amount otherwise allowable under 
Section 212 (relating to expenses for 
production of income) which is allocable 
to interest (whether or not any amount 
of such interest is received or accrued) 
wholly exempt from the taxes imposed by 

this subtitle. 


It is well settled that Section 265(1) 
takes precedence over I. R. C. § 164, which 
authorizes deductions on federal income 
taxes for state income taxes paid. Section 
161 expressly provides that deductions spec- 
ified in Part VI of Subchapter B of Sub- 
title A of the Internal Revenue Service 
Code of 1954, which includes Section 164, 
is “subject to the exceptions provided in 
Part IX,” which includes Section 265(1). 
See also Commissioner v. Idaho Power Com- 
pany [74-2 usrc $9521], 418 U. S. 1, 17 
(1974). Accordingly, plaintiff is not en- 
titled to deduct from his federal income the 
amount of Hawaii state taxes that he paid 
on the 1975 COLA. 


complaint! iE dations a class action. Plaintiff's 
action is simply a tax refund action for taxes 
paid by him for the taxable years 1975 and 1977 


through 1980. 


2 To determine the amount of State of Hawaii 
income taxes plaintiff paid on the $3,898.40 — 
COLA, the IRS first determined the percentage 
of plaintiff's adjusted gross income the COLA 
is ner applied that percentage / 
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Plaintiff contends, however, that the 
COLA is not income within the meaning of 
Section 265(1) because it is noncompensa- 
tory in character. Plaintiff relies principally 
on a Senate report concerning the exemp- 
tion from federal income tax of certain 
COLAs granted to federal employees.® 
There is nothing in the report, however, 
that even suggests that COLAs are not 
considered income. Under the Internal 
Revenue Code, gross income means all 
income from whatever source derived, un- 
less excluded by law. Treas. Reg. 1.61. 
The COLA at issue in this case is a class 
of income excluded by I. R. C. § 912 from 
gross income. 


Plaintiff’s reliance on Manocchio v. Com- 
missioner [83-2 ustc J 9478], 710 F. 2d 1400 
(9th Cir. 1983), is misplaced. In that case, 
the court held that an airline pilot could 
not deduct from his federal income tax 
flight training expenses for which he was 
reimbursed by the Veterans Administra- 
tion because reimbursed expenses are not 
deductible under I. R. C. § 162(a). Signifi- 
cantly, Manocchio concerned a direct reim- 
bursement, not a flat living stipend as the 
COLA. in this case. Furthermore, in view 
of its reliance on Section 162(a), the court 
in Manocchio expressly declined to reach 
the question of whether the deduction was 
disallowed under I. R. C. § 265(1) as the 
Tax Court had found..The Tax Court 
reasoned that the reimbursement received 
by the airline pilot qualified as a class of 
income exempt from gross income and thus 
I. R. C. § 265 disallowed any deduction for 


such exempt income. 78 T. C. 989 (1982). 
Similarly, the COLA at issue in this case 
is a class of income exempt from gross 
income and Section 265(1) bars plaintiff 
from taking any deduction for the COLA, 
including a deduction for the amount of 
state taxes paid on the COLA 


There being no material issues of fact in 
dispute, the Court denies plaintiff's motion 
for summary judgment. Plaintiff is not 
entitled to deduct from his 1975 federal 
income tax the amount of State of Hawaii 
income taxes paid by plaintiff on the COLA.® 


Order 


Upon consideration of plaintiff's motion 
for summary judgment on the sole question 
of whether plaintiff is entitled to a deduc- 
tion on his 1975 federal income tax return 
for state taxes paid on a cost of living 
allowance, the opposition of defendant thereto, 
and it appearing to the Court that there 
are no material issues of fact in dispute, 
and for the reasons stated in the memoran- 
dum accompanying this order, it is by the 
Court this 2nd day of March, 1985, 


ORDERED that plaintiff's motion for 
summary judgment be, and hereby is, de- 
nied; and it is further 


ORDERED. that judgment be, and 
hereby is, entered for the defendant, the 
United States of America as to plaintiff’s 
claim regarding plaintiff's deduction for 
taxable year 1975 of state income tax paid 
on a cost of living allowance. 


[79255] Gregory L. Freeman and Helen S. Freeman, Plaintiffs and’ Counterclaim 
Defendants v. United States of America, Defendant and Counterclaimant v. Jerry G. 


Taylor, Counterclaim Defendant. 


U. S. District Court, Dist. Ariz., No. CIV 83-2141 PCT-EHC, 2/15/85.—(603 F. Supp. 


272.) 


3 Senate Rep. No. 627, 78th Cong., 1st Sess. 24 
(1943); C. B. 1944, 973 at 992 states: 

The personnel of the Government do not 
choose the posts to which they are assigned, 
and they have no control over the costs which 
there are experienced. They are sent to the 
pests because highly important duties of the 
Government must there be accomplished. Pay- 
ment of allowances to meet the extra costs of 
living at individual posts is indistinguishable 
from the payment of allowances to defray the 
expenses of operation of the establishment, the 
official entertainment which is necessarily un- 
dertaken, the travel personnel is ordered to 
perform or the rental paid for quarters ap- 
propriate to house essential activities. 

4In his “‘supplemental motion for summary 
judgment,’’ plaintiff also claims that the rete 
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of Hawaii unlawfully taxed the COLA which is 
exempt from federal income tax. He seeks for 
all federal employees affected a refund of in- 
come taxes paid to the State of Hawaii on the 
COLA. The State of Hawaii is not a party to 
this action. Accordingly, plaintiff's claim is 
not properly before the Court. 

5 Plaintiff challenges the formula used by the 
Internal Revenue Service to determine the 
amount of State of Hawaii income taxes paid 
by him on the COLA because it ignores the 
fact that the plaintiff included as income on 
his 1975 federal tax return a state income tax 
refund of $1,662. While this is true, the failure 
to consider the income tax refund reduced 
rather than increased the amount of por 
allocable to the COLA. | i ; 
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[Code Sec. 6672] 


Penalties, civil: Failure to collect or pay over tax: Corporate officer or employee.— 
A district court concluded that a treasurer of a construction company was liable for the 
100% tax penalty for failure to collect or pay over employment taxes. The court based 
its determination that the corporate official was a responsible person on the following; 
the official had singular authority to sign corporate checks, the official acted as guarantor 
on a corporate loan which had priority over delinquent tax obligations, he prepared 
financial statements and was present during the board meetings where tax delinquencies 
were discussed, and finally the officer negotiated partial payment of the taxes with an IRS 
agent. The mere fact that the officer might be fired had he paid the taxes did not per- 
suade the court that his failure to pay over tax was not willful. Further, upon 
stipulation at the commencement of the trial, other named parties to this action were 


awarded a refund for their partial payment of the penalty. Back reference: {| 5569.013. 
Jack H. Kindsvatter, Department of Justicé, Washington, D. C. 20530 for plaintiffs 


and counterclaim defendants. 
counterclaim defendant. 


Order 


CarRAL, District Judge: Gregory L. Free- 
man and Helen S. Freeman, husband and 
wife, filed this action to recover a partial 
payment of $846.00 made on a 100 percent 
penalty assessment against Gregory L. 
Freeman (Freeman) of $48,960.97. The 
assessment related to unpaid income tax 
withholding and social security taxes owed 
by Pueblo Builders & Developers, Inc., 
(Pueblo), for the quarters ending December 
31, 1978 and March 31, 1979, Freeman was 
a Vice-President and Director of Pueblo 
during the periods in question. 


The assessment against Freeman, as well 
as like assessments against Fred H. Steele 
and Jerry G. Taylor, two other officers of 
Pueblo, were made February 2, 1982 under 
§§ 6671 and 6672 of the Internal Revenue 
Service Code of 1954, based on their asso- 
ciation with Pueblo. 


The Government counterclaimed against 
Freeman and Jerry G. Taylor (Taylor) to 
recover a judgment for the assessment 
amount. 


Taylor replied to the counterclaim alleg- 
ing as afhrmative defenses that he was 
neither a person required to collect, account 
for, and pay over the income tax withhold- 
ings and social security taxes owed by 
Pueblo nor did he exercise (or have the 
authority to exercise) any control over the 
use of the corporation’ 'S yin ands ibe PAY 


Brad S. Ostroff, 702 E. Osborn, Phoenix, Arizona, for 


Pueblo was incorporated in March, 1977 
to engage in the construction business. It 
was organized with a Hopi Indian, Wayne 
P. Sekaquaptewa ostensibly having a ma- 
jority interest in the corporation. Under 
federal legislation this would allow a bid- 
ding preferential for construction projects 
on Indian reservations. 


Other incorporators included Steele, Richard 
Mayo, Bob. J. Barker, Gregory L. Freeman 
and James W. Martin. Mayo, and Martin 
appear to have had little involvement in 
company activities. Barker resigned as vice 
president in early 1978, since he was the 
only officer not receiving a salary. Barker 
did participate as a director after his resig- 
nation as an officer. Sekaquaptewa was 
President and Chairman of the Board of 
Directors. Steele and Freeman were Vice 
Presidents and members of the Board of 
Directors. Freeman was the qualifying 
party on Pueblo’s contractor’s license. 


The corporate offices were located in 
Camp Verde, Arizona. Taylor, who lived 
in Camp Verde, was employed in the spring 
of 1977 at an annual salary of $18,000, as 
an accountant or bookkeeper, while keep- 
ing his general accounting clientele. By 
October 19, 1977, he was a full time em- 
ployee; he was Treasurer and a corporate 
director. On that date the Board authorized 
the issuance to him of 40 shares (4%) of 
the capital stock. He was issued an addi- 
tional 40 shares of stock at a Board meekn 
ing on November 1, 1977. } 179v 
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head; Freeman was the construction super- 
intendent and did the estimating; and Tay- 
lor paid bills as directed by Steele.(*) 


There is no documentary evidence which 
supports the opinions expressed by the 
’ witnesses called by Taylor, regarding the 
extent of Steele’s control over the corpora- 
tion or its financial operations. 


Freeman and Taylor testified that Taylor 
presented monthly financial reports at di- 
rectors meetings. During the relevant times, 
these reports reflected the delinquent cor- 
porate tax liabilities to the Government. 
Steele would state that these liabilities would 
be satisfied out of future draws—and the 
Board either did nothing—or agreed with 
Steele to defer paying the taxes. The avail- 
able funds would then be used to pay cor- 
porate salaries, employees and trade accounts. 


Taylor testified that he would prepare 
and sign checks payable to the IRS for 
these liabilities and Steele would direct 
him not to mail the checks with the tax 
reports. At these times, Taylor was an au- 
thorized signatory on the bank accounts, and 
he could have signed and mailed the checks 
to the IRS. He did not do so. When 
asked why, he replied that had he done so, 
Steele would have terminated his employ- 
ment with Pueblo. 


It is clear that Taylor participated in 
Management activities of the company 
during the time periods at issue by corre- 
sponding with architects, contracting parties, 
and governmental agencies, including the 
IRS. He signed all checks as a single sig- 
natory during the last quarter of 1978 and 
the first quarter of 1979. He also attended 
board of directors meetings where the 
corporation’s delinquent tax liabilities were 
discussed. Taylor testified that he told 
Steele the IRS would close the doors if it 
wasn’t paid something on account. Steele 
then told Taylor to make sufficient pay- 
ments to keep the doors open. Taylor then 
made periodic payments to the IRS. IRS 
notices to Pueblo were directed to Taylor 
and he is the only one who dealt with IRS. 


In early 1979, Taylor guaranteed a cor- 
porate bank loan of $10,000. The proceeds 
of this loan were used to meet payroll 
obligations. The loan was repaid from 
corporate funds prior to March 31, 1979 in 
preference to paying tax obligations. Tay- 

(*) Sekaquaptewa died in the late summer of 
1979. Steele died December 11, 1983. 


*) Taylor submitted his resignation effective 
June 30, 1979, under date of April 23, 1979. 
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lor guaranteed the loan because the bank 
refused to accept Steele’s guaranty. 


Although Taylor’s salary terminated July 
31, 1979, he remained a corporate officer and 
director until he filed a bankruptcy petition 
on behalf of Pueblo on December 12, 1979. 
He testified that he filed the petition at 
the direction of Sekaquaptewa’s widow. (*) 


ISSUES TO BE RESOLVED: 1. Was 
Taylor a person required to collect, truth- 
fully account for and pay over employment 
taxes? 


and if so, 


2. Did he willfully fail to pay over the 
trust fund taxes? 


There are numerous reported decisions 
which have decided similar issues under 
the facts and circumstances presented in 
each case. While the result is determined 
by the evidence presented in each case, 
certain general legal principles are appli- 
cable in any case. 


Before a person can be held personally 
liable for unpaid corporate withholding and 
FICA taxes, he must have a responsibility 
to collect and pay over those taxes. This 
responsibility is not necessarily exclusive 
to one person. United States v. Graham 
[62-2 ustc 9782], 309 F. 2d 210, 212 (9th 
Cir. 1962). 


Liability is not necessarily imposed on 
a corporate officer simply because of his 
office. In ordinary circumstances, the treas- 
urer of a corporation does have respon- 
sibility for collection and payment of taxes. 
Taylor, as treasurer, had responsibility for 
performing the clerical duties of collecting 
the taxes, preparing the returns and paying 
over the taxes. His defense regarding his 
failure to collect and pay over the taxes— 
he did prepare and file the 941 forms—is 
that he did not have authority to do so 
because of orders from Steele (or the board 
of directors). 


The facts do not support Taylor’s plea 
that he acted only in a clerical capacity 
and had no say in the policy making 
processes of the company. 


He regularly prepared financial state- 
ments of the company and submitted ¢hem 
to the board of directors. These reports 
disclosed the delinquent tax obligations at 
issue. 

However, he continued on after that date be- 


cause of concerns about any personal liability 
he had for corporate activities. 
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He was a member of the board of direc- 
tors and went along with board decisions 
to defer payment of these tax obligations. 


He met with a representative of IRS dur- 
ing relevant times to discuss tax delinquen- 
cies and he negotiated payments which 
allowed the company to continue opera- 
tions. 


He guaranteed a corporate loan of $10,000 
in the fall of 1978 or in early January, 
1979. He caused this loan to be repaid 
in preference to delinquent tax obligations. 


He dealt with architects, contracting par- 
ties, and HUD—Office of Indian Programs, 
during January, February and March, 1979 
regarding Pueblo projects. 


He was singly empowered to sign cor- 
porate checks. Pueblo had sufficient funds 
during the last quarter of 1978 and the 
first quarter of 1979 to pay withholding 
and FICA obligations. He had the effec- 
tive power to pay the taxes. 


He did not pay the taxes, believing that 
if he did so, he would have been fired 
by Steele. 


Steele was optimistic that Pueblo’s finan- 
cial position would improve and it would 
be able to bring its tax obligations current. 


Taylor’s ultimate argument is that he 
was ordered not to pay the taxes and that 
had he done so, Steele would have fired 
him. Thus, he contends he was not author- 
ized to pay these taxes and did not willfully 
fail to pay them. 


Taylor principally relies (Post-Trial Brief, 
p. 5) on an opinion of a district judge in 
the Northern District of Alabama, Roth v. 
Umted States [84-1 ustc {9319], 53 
A. F. T. R. 2d 84-1153 (N. D. Ala. 1984). 
That Court held, in granting the taxpayers’ 
motion for summary judgment, that a cor- 
porate officer lacks authority to pay taxes 
and is not a responsible party where a 
superior officer orders that the withheld 
funds be used to pay other creditors. 


The Alabama court discussed and refused 
a conteany Migu ROMs ae 


law and I reject its reasoning and conclu- 
sion. In researching Roth it developed that 
the opinion was subsequently vacated on 
motion of the government and the case 
proceeded to trial. 


As the Court noted in Howard: 


: The fact that Jennings might well have 
_ fired Howard had he disobeyed Jennings’ 
instructions and paid the taxes does not 

- make Howard any less responsible for 
their payment. . . . However, as we have 
already noted in our analysis of How- 
ard’s status as a “responsible person”, 
Howard had a choice. He could have 
paid the taxes, accepted the consequences, 
and thus avoided the penalty. Neither 
his discomfort over not paying the taxes, 
nor his desire to see them paid, makes 
his failure to pay any less willful. . . 


711 F. 2d 729, at 734. See also: In Re 
Turner, 35 B. R. 811. (Bkrtcy. 1983). 


I find and conclude, for the reasons 
stated previously: 


1. This Court has jurisdiction pursuant 
to Title 28 U. S. C. Sections 1340 and 1345, 
and Title 26, U. S. C. Section 7402; 


2. Jerry G. Taylor was a person re- 
quired to collect, truthfully account for, 
and pay over the withholding and FICA 
taxes due and owing from Pueblo Builders 
& Developers, Inc. for the fourth quarter 
of 1978 and the first quarter of 1979; 


3 Jerry G. Taylor willfully failed to pay 
over trust fund taxes due and owing the 
government for the two quarters at issue; 


4. The assessment against Jerry G. Tay- 
lor is not erroneous. 


The foregoing Opinion in its entirety 
constitutes the findings of fact and conclu- 
sions of law in this proceeding. 


Accordingly, i IS ORDERED fiat the 
Government shall, prior to March 1, 1985, 
lodge with the Court and serve on the 
attorney for Jerry G. Taylor, a form of 
Judgment setting forth the amounts owed 
to the Government, including principal and 
interest to February 28, 1985, and the 
amount of daily interest ‘thereafter. 


IT IS FURTHER ORDERED that 
objections, if any, to the form of Judgment 
shall be led on or before March iL Sp 1985. 
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[9256] Estate of Maurice G. Todisco, Framingham Trust Company, Executor, 
Petitioner, Appellant v. Commissioner of Internal Revenue, Respondent, Appellee. 


U. S. Court of Appeals, Ist Circuit, No. 84-1494, 3/15/85.—(757 F. 2d 1.) Affirming, 
vacating and remanding Tax Court, 46 TCM 35, Dec. 40,090(M), T. C. Memo. 1983-247. 


[Code Sec. 446] 


Reconstruction of income: Illegal bookmaking: Change of accounting methods.— 
There was no reasonable basis for the Tax Court’s decision to use a gross profit percentage 
higher than 6.05% in reconstructing a taxpayer’s income from an illegal bookmaking 
operation. The burden of proving the size of the taxpayer’s income was on the taxpayer. 
Back references: {| 2767.2876 and 2771.377. 


[GodetSecs, 16¢tamnint 65] 


State taxes: Gambling: Limits on loss deductions.—A deduction for state taxes paid on 
receipts from the taxpayer’s illegal bookmaking business was properly limited to the 
extent of the taxpayer’s gains from the business. The taxpayer argued, and the appellate 
court agreed, that state income taxes should not be viewed as business expenses; since 
they are not business expenses, they cannot be regarded as wagering losses that are de- 
ductible only to the extent of wagering income. The court ruled, however, that since the 
state tax payments were seized from the taxpayer due to his failure to report illegal book- 
making income, the taxes were tied to his wagering business. Back references: {| 1449.226, 
1449.4265, 1449.822 and 1581.30. 


Chester M. Howe, Gaston Snow & Ely Bartlett, One Federal Street, Boston, Mass. 
02110, for petitioner, appellant. Glenn L. Archer, Jr., Assistant Attorney General, Bruce R. 
Ellisen, Michael L. Paup, Richard Farber, Department of Justice, Washington, D. C. 
20530, for respondent, appellee. 


Before CAMPBELL, Chief Judge, McGowaN,* Senior Circuit Judge, and BowNes, Circuit 
Judge. 


CAMPBELL, Chief Judge: This is an appeal On April 14, 1973, the Massachusetts 


by the estate of Maurice G. Todisco, 
through the Framingham Trust Company, 
its executor, from a decision of the United 
States Tax Court that there was a deficiency 
in Todisco’s income tax for the taxable year 
1972 of $14,598 plus interest and penalties 
for negligent underpayment and failure to 
timely file a return, and that there was no 
deficiency or overpayment for the taxable 
year 1973. Estate of Todisco v. Commissioner 
[CCH Dec. 40,090(M)], 46 T. C. M. (CCH) 
35 (1983). 


. I. Facts 


Maurice G. Todisco was part owner and 
an employee of a bar. His 1972 and 1973 
federal income tax returns reported income 
earned from the bar but not from a book- 
making business which he also conducted. 


Todisco ran the bookmaking operation 
from April 1, 1972 to April 14, 1973. 
Todisco accepted wagers on sporting events, 
horseracing and numbers. He employed one 
Anthony Pellegrino to answer the telephone 
and record wagers. Pellegrino was the 
principal witness for the Estate at the trial. 


* Of the District of Columbia Circuit, sitting 
by designation. : 


1985 Standard Federal Tax Reports 
A 


State Police arrested Todisco for gaming 
violations. The police seized $5,925.25 in 
cash at the time of Todisco’s arrest, $26,000 
in cash from Todisco’s safety deposit boxes 
soon thereafter, and $4,521 from Todisco 
the following November. Those sums, total- 
ling $36,446.25, were applied in toto to 
satisfy assessments in like amount against 
Todisco for state income taxes due on 
Todisco’s bookmaking income. 


At the time of Todisco’s arrest, the Mas- 
sachusetts police also seized betting slips 
for the dates April 2-13, 1973. The total 
gross wagers for those dates were as 
follows: 


Date 
April 2, 1973 


Gross Wagers 


BEESwarana ew 
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Copies of the actual betting slips for April 
13, 1973 were introduced into evidence be- 
fore the tax court. Copies of the slips for 
the dates April 2-12 were in the Commis- 
sioner’s possession prior to trial, but were 
either lost or destroyed and so were un- 
available at trial. No other betting slips or 
other wagering records were found or in- 
troduced into evidence, which was to be 
expected given Todisco’s routine practice 
of destroying betting slips after two weeks. 


Gross 

Bets 
Basketball 22 screener. $7,450.00 
Baseballwqoast. ow nee 330.00 
HOrses. taregracegenerne —)— 
INGINDETS Fn oar sais + Pussioee —0— 
$9,093.50 


Gross wagers for numbers and horseracing 
were not recorded; from the gross wagers 
on other events, it is possible to determine 


that the combined gross wagers on numbers 


and horseracing was $1,313.50. Thus, on 
that one day, Todisco suffered losses on 
horses and numbers, and had a gross profit 
of 12.6 percent on basketball wagers and 
45 percent on baseball wagers. 


II. Tax Court Determination of Todisco’s 
Gross Profit Percentage 


At trial, the Commissioner argued that 
‘Todisco’s gross profit percentage to be used 
in calculating Todisco’s estimated gross in- 
‘come from bookmaking should be ten per- 
cent. As Special Agent Avila, the revenue 
agent assigned to Todisco’s audit, testified, 
“In reviewing the betting slips, I could 
‘see the profit line built right in... . It cost 
you $5.50 to make $5.00.” Avila’s testimony 
reflected Pellegrino’s earlier testimony that 
a bettor would have to put up $55 to win 
an additional $50 on a basketball game. 


Todisco’s estate argued that Special 


Agent Avila’s conclusion that Todisco’s. 
gross profit percentage was ten percent did 
not follow from the premised odds. It 
noted that if one posited a basketball game 
for which the total bets for each side were 
equal, i. ea ee ee a so- -called balanced 


On April 13, 1973, the one day for which 
copies of betting slips are available, Todisco’s 
book won $4,690.25 and lost $4,140. Todisco’s 
gross profits were thus $550.25 on gross 
wagers of $9,093.50, yielding a gross profit 
percentage of 6.05 percent. The April 13 
betting was distributed among basketball, 


baseball, horseracing, and numbers as 
follows: 
Todisco’s 
Gross 
Bettor Bettor Profit 
* Lost Won (Loss) 
$4,065.00 $3,125.00 $940.00 
225.00 75.00 150.00 
350.00 857.00 (507.00) 
50.25 83.00 (32.75) 
$4,690.25 $4,140.00 $550.25 


means of making a profit, and that Todisco, 
when presented with an especially unbal- 
anced book, would place balancing bets 
with other bookmakers to reduce his poten- 
tial exposure should the team more heavily 
bet on win. The estate also noted that the 


-actual gross profit percentage for April 13, 


1973, the one day for which sufficient rec- 
ords were available, was 6.05 percent. The 
estate argued that the segment of the bet- 
ting generating the highest gross profits 
and a higher-than-average gross profit per- 
centage, basketball, was over represented in 
the betting slips for April 13, 1973 because 
three NBA playoff games, including one 
involving the Boston Celtics, were played 
on that date; as Pellegrino testified, bettors 
would ‘go wild” during the playoffs. Finally, 
the estate presented considerable evidence 
that Todisco’s net worth and lifestyle were 
inconsistent with the amount of book- 
making income a ten percent gross profit 
percentage would indicate. 


The tax court acknowledged that the 
Commissioner’s method for calculating 
Todisco’s gross profit percentage was 
spurious. It also found from an examina- 


tion of the betting slips from April 13, 


1973 that the factual assumption underlying 
the estate’s theoretical estimate of Todisco’s 
gross profit percentage at 4.54 percent, i. e., 
Todisco’s having kept a balanced book, did 
not obtain. For example, on the Boston 
pares os poe eae of Mine 13, 
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unbalanced wagers made it impossible in the 
tax court’s eyes to use 4.54 percent as the 
best estimate of Todisco’s gross profit per- 
centage. The tax court concluded, “[I]t is 
impossible, without adequate records, to 
know what his exact profit percentage 
was,’ but “[a]fter careful consideration of 
all the facts in the record, with particular 
emphasis on the spread of profit percent- 
“ages among the events on April 13, 1973, 
we find that Todisco’s profit percentage 
was 8 percent.” 46 T. C. M. at 41. 


‘he estate contends that the evidence 
does not support a finding that Todisco’s 
gross profit percentage exceeded 6.05 per- 
cent. Since the determination of Todisco’s 
gross profit percentage is a matter of fact, 
we examine the finding of the tax court 
only for the presence of clear error. Taylor 
v. Commissioner [71-2 ustc 9 9521], 445 F. 
2d 455, 459 (1st Cir. 1971). Because we can 
discover no material support in the record 
for a gross profit percentage of eight per- 
cent (or any other figure in excess of 6.05 
percent), we are obliged to conclude that 
the tax court committed clear error in 
calculating the 1973 tax deficiency on the 
basis of a profit percentage of eight percent. 


The tax court’s sole stated ground for 
estimating the 1973 gross profit percentage 
at eight percent was the spread of profit 
percentages on April 13, 1973: 45 percent 
for baseball, 12.6 percent for basketball, and 
_ losses on numbers and horseracing. For 
this spread to be evidence for a higher 
gross profit percentage than 6.05 percent, 
the court was required to find either that 
the profitable bets were systematically 
underrepresented in the mix of betting for 
April 13, 1973, or that the various profit 
percentages were systematically too low, or 
both. As to the former, the evidence sug- 
gests, if anything, that the profitable bets 
were overrepresented on that date, since 
April 13 fell both at the beginning of the 
baseball season, when bets could be ex- 
pected to be higher, and during the NBA 
playoffs, in which the Boston Celtics were 
involved, while numbers and horseracing 
presumably continued year round or nearly 
so at constant levels. As to the latter, the 


1 At another point-in his brief, the Commis- 
sioner attacks the consistency of Pellegrino’s 
testimony. The alleged inconsistency arises 
from his testimony at various points that 
Todisco’s gross profit percentage was about five 
percent, but that! Todisco’s average weekly 


gross profits were about $500 and his typical - 


weekly gross wagers during non-playoff peri- 
ods were roughly $2,000. From the latter two 
figures the Commissioner imputes to Todisco 
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only evidence presented was the theoretical 
estimate based on a balanced book of 4.54 
percent for sporting events, and testimony 
by Pellegrino that Todisco’s profit margins 
on horseracing and numbers were 5 and 50 
percent, respectively, and that baseball 
wagering generally lost money for book- 
makers and was only offered as a service 
to bettors. Thus, aside from wagering on 
numbers, which made up only a tiny frac- 
tion of the total wagers, the evidence sug- 
gests that Todisco’s long-term gross profits 
were around five percent, as Pellegrino 
testified; there is, in any event, no evidence 
that Todisco’s gross profit percentage ex- 
ceeded 6.05 percent, the amount earned on 
April 13, 1973. 


In support of the reasonableness of the 
tax court’s eight percent gross profit per- 
centage, the Commissioner makes two argu- 
ments. First, he suggests the actual gross 
profit percentage achieved on April 13, 1973, 
6.05 percent, was abnormally low because, 
as Pellegrino testified, on a typical day, 
Todisco would not have lost money on 
horses and numbers. True enough, but 
Pellegrino’s testimony also suggests that on 
a typical day Todisco would not have made 
as much as 45 percent on baseball and 12.6 
percent on basketball either. The tax court 
cannot, at least without some reasonable 
basis for doing so, select out from Pelle- 
grino’s testimony only those aspects which 
make for a higher tax. 


Second, the Commissioner argues that 
Todisco’s failure to keep a balanced book 
on April 13 warrants disregarding the 
4.54 percent theoretical estimate and as- 
suming a figure such as eight percent. 
We disagree. Pellegrino’s testimony was 
all to the effect that Todisco undertook 
to keep as balanced a book as possible, 
and that Todisco’s profit came from the 
‘“Suice.”’* Such intentions are admittedly 
only indirect evidence of their desired 
result, but they are evidence nonetheless. 
On the other side of the scale, there is 
no evidence that Todisco consciously re- 
fused wagers because he thought the bettor 
had picked a winner, that he himself so- 
licited wagers other than balancing wagers 


the conclusion that Todisco’s profits were in 
fact roughly 25 percent, thereby ignoring the 
fact that the $2,000 figure was stated to be 
Todisco'’s typical weekly gross wagers. during 
non-playoff periods. In light of Pellegrino’s 
testimony that bettors would be ‘‘wild’’ during 
the playoffs, thereby greatly increasing the 
weekly wagers, we find nothing necessarily 
inconsistent in his testimony. 
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with other bookmakers, or that such prac- 
tices are customary among bookmakers. 
The mere fact that he did not have a 
perfectly balanced book with respect to 
the April 13 basketball games is as easily 
explained by the difficulty of finding some- 
one in Boston who would cover bets 
against the Celtics as by some theory that 
Todisco was skilled at increasing his take 
by covering only those bets on which he 
was likely to lose out. For this latter the- 
ory to hold water, we think it was neces- 
sary for there to be some other supporting 
evidence. There is none. The only actual 
evidence is that Todisco’s criterion for 
refusing or soliciting wagers was their 
tendency to disturb or create a balanced 
book. 


We recognize that the necessity for esti- 
mating Todisco’s income arose from Tod- 
isco’s failure to maintain adequate records. 
This fact inclines us to uphold any rea- 
sonably supported estimate made _ here. 
Still, there must be some basis for the 
figure selected. We note, moreover, that 
records for 11 of the 12 days for which 
slips were kept were either lost or de- 
stroyed while in the custody of the state 
or the Commissioner. The Commissioner 
thus bears some responsibility for the lack 
of evidence upon which to reconstruct 
taxpayer’s earnings. 


Furthermore, this is not a case in which 
the Commissioner alleges that the few 
figures available relative to taxpayer’s 
activities were inaccurate. See, e.g., Tru- 
man v. Commissioner [CCH Dec. 16,819(M) ], 
8 T. C. M. (CCH) 108 (1949). As the tax 
court stated in Rainwater v. Commissioner 
[CCH Dec. 20,694], 23 T. C. 450 (1954), 


[T]rue, petitioner had destroyed [the 
original betting slips for all but a two- 
week period,] and thus has made the 
Commissioner’s task of auditing the re- 
turns immeasurably more difficult than 
it should be. This is conduct that is 


not to be condoned. Perhaps the Treas- 
ury should seek and the Congress should 
provide it with appropriate and effec- 
_ tive sanctions, civil or criminal or both, 
j against fie ns who vel a ae or 


approval of: pee the | aaa aS | en 


the tax court’s finding that Todisco’s gross 
profit percentage was eight percent was 
arbitrary and excessive, and so unsustain- 
able. See Helvering v. Taylor [35-1 ustc 
7 9044], 293 U. S. 507, 514-15 (1935). On 
remand, the tax court should recalculate 
the estate’s tax liability applying the 6.05 
percent figure. 


III. Erroneous Assignment of 
Burden of Proof 


The estate suggests that the tax court 
erroneously placed the burden of disproy- 
ing the Commissioner’s deficiency calcula- 
tion on the estate; in So arguing, the 
estate relies on United States v. Jams [76-2 
USTC {] 16,229], 428 U. S. 433 (1976), for the 
proposition that a “naked” assessment of 
tax is without validity. 


Our response is twofold. First, in light 
of the fact that the tax court accepted nei- 
ther the Commissioner’s determination of 
Todisco’s gross profit margin nor of the 
amount of his gross wagers, but instead 
made its own findings, the question of the 
allocation of burdens seems irrelevant. 
Second, granting for the sake of argument 
that the Commissioner’s method of arriving 
at a ten percent gross profit margin was 
arbitrary and that the Commissioner shares 


in the fault along with Todisco for the 


lack of evidence of Todisco’s bookmaking 
operations, it is clear nonetheless that 
Todisco earned bookmaking income in 1972 — 
and 1973. The Commissioner’s present ac- 
tion is thus not a naked assessment of tax. 


The Commissioner calculated Todisco’s 
gross income from bookmaking by taking 
Todisco’s gross wagers from the period 
April 2-13, 1973 to be his total gross wag- 
ers for an even two-week period, dividing 
it by two to obtain his average weekly 
wagers, multiplying the average by the ten 
percent estimated profit margin to obtain 
average weekly profits, and finally multi- 
plying the average weekly profit by the 
number of weeks in 1972 and 1973 that 
Todisco ran his bookmaking operation to 
obtain gross income from wagering in 
those years. We agree with the tax court’s — 
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burden of proof rests on the taxpayer. 
United States v. Rexach [73-2 ustc J 9527], 
482 F. 2d 10 (lst Cir.), cert. denied, 414 
U. S. 1039 (1973). As to the only aspect 
of the Commissioner’s calculations that 
might be said to be arbitrary, the determi- 
nation of Todisco’s gross profit margin to 
be ten percent (reduced by the tax court 
to eight percent), this court has already 
accepted the estate’s argument in the pre- 
vious section. 


IV. State Taxes 


Section 165(d) of the Internal Revenue 
Code provides-as follows: 


(d) Wagering losses.—Losses from 
wagering transactions shall be allowed 
only to the extent of the gains from 
such transactions. 


In Offutt v. Commissioner [CCH Dec. 
18,325], 16 T. C. 1214 (1951), the tax court 
held that the predecessor of section 165(d) 
in the Internal Revenue Code of 1939 lim- 
ited the deductibility of the mailing, print- 
ing and stenographic expenses of a book- 
maker to the amount of his wagering 
income. Under the authority of Offutt, the 
Commissioner limited the availability as 
a federal income tax deduction of the 
$36,446.25 seized by the Massachusetts 
State Police in 1973 in payment of state 
income taxes, which would otherwise be 
deductible under I. R. C. §164, to the 
amount of Todisco’s bookmaking income 
in 1973. The tax court adopted this posi- 
tion below. 


The estate argues that the section 164 
deduction for state income taxes is gen- 
erally not considered an expense ‘‘attrib- 
utable to a trade or business carried on by 
the taxpayer,” for the purposes of calcu- 
lating adjusted gross income under I. R. C. 
§62(1).2 See 26 C. F. R. §1.62-1(d); 
Tanner v. Commissioner [CCH Dec. 27,616], 
45 T. C. 145, aff'd, [66-2 ustc 7 9537] 363 
FB. 209936. (4th © Gir 1966).0:269 Go oP.) R. 
§ 1.62-1(d) explains that state income taxes 
are generally not “attributable to a trade 
or business” because they are too “re- 
motely[] connected with the conduct of a 
trade or business.” Therefore, since they 
are not attributable to Todisco’s book- 


making for purposes of computing his ad- 
justed gross income under section 62(1), 
so the estate argues, they are not losses 
from wagering for purposes of section 
165(d). This argument also distinguishes 
the expenses whose deductibility was held 
in Offutt to be subject to the section 165(d) 
limitation, since mailing, printing, and 
stenography would fall within section 62(1). 


As a general matter; we agree with the 
proposition that state taxes levied on an 
individual’s net income from all sources 
are too remotely connected to any wager- 
ing income that an individual might have 
to be subject to section 165(d). In this 
case, however, the taxes assessed repre- 
sented amounts confiscated from Todisco 
specifically for state income taxes due on 
Todisco’s bookmaking income. 46 T.C.M. 
at 38. This particular assessment is thus 
directly tied to Todisco’s bookmaking in- 
come, and hence is subject to the limita- 
tion of section 165(d).* In analogous settings, 
the IRS has ruled that state individual in- 
come taxes on net income from business 
profits are attributable to a taxpayer's trade 
or business for the purpose of computing 
the amount of any net operating loss carry- 
forward or carryback under I. R. C. 
§ 172(d)(4), see Rev. Rul. 70-40, 1970-1 
C. B. 50. Moreover, in direct response to 
the estate’s argument, the IRS has ruled 
that state taxes on gross income directly 
attributable to an individual’s trade or busi- 
ness are deductible for the purpose of 
determining adjusted gross income under 
section 62(1), Rev. Rul. 58-142, 1958-1 
C. B.-147, reaff’'d, Rev. Rul. 70-40, 1970-1 
C. B. 50. Accordingly, on the facts of this 
case, we see no reason not to extend the 
reasoning of Offutt to state income taxes 
paid by the individual on gambling income. 


V. Federal Wagering Excise Taxes 


Section 446(b) of the Internal Revenue 
Code provides as follows: 


(b) Exceptions.—If no method of ac- 
counting has been regularly used by the 
taxpayer, or if the method used does not 
clearly reflect income, the computation 
of taxable income shall be made under 
such method as, in the opinion of the 
Secretary, does clearly reflect income. 


2As a general matter, expenses that fall 
within section 62 are taken into account in 
computing a taxpayer’s adjusted gross income, 
and hence are available as a deduction to all 
individuals while most other deductions are 
used in computing taxable income, and hence 
are available to an individual only if he or she 
itemizes, see I. R. C. § 63. 
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3It should be noted that Massachusetts dur- 
ing 1973 imposed a flat tax on taxable income, 
using federal definitions of income as its start- 
ing point. Mass. Gen. Laws ch. 62, §4. Be- 
cause the tax is flat, the amount assessed 
against Todisco for his bookmaking income is 
less dependent on the amount of his other 
income than would be the case under a pro- 


gressive tax. 
q{ 9256 


&§7,560 


U.S. Tax Cases 


U.S. v. Huckabee Auto Co., et al. 


The estate argues. that the tax court erred 
in upholding the decision of the Commis- 
sioner to compute Todisco’s taxable income 
from bookmaking on a cash basis. The 
upshot of that decision is that the ten 
percent federal excise tax on gross wagers 
imposed on Todisco in 1973 has never been 
available as a deduction against Todisco’s 
income taxes, since it has never been paid. 
The estate suggests that the taxes accrued 
in 1972 and 1973, and that the only method 
of accounting that clearly reflects Todisco’s 
bookmaking income for those years would 
be to allow the excise taxes as deductions 
when accrued. 


This argument has one fatal factual flaw: 

as a comparison of the amount of the ex- 
~ cise tax levied ($49,467.04) and the original 
estimate by the Commissioner of Todisco’s 
estimated gross wagers for 1973 ($494,670.30) 
reveals, the excise tax was imposed only on 
Todisco’s 1973 gross wagers. Since 


Todisco’s losses and expenses from 1973 
bookmaking aside from the excise tax al- 
ready exceeded his 1973 bookmaking in- 
come, and since the estate concedes that 
federal wagering excise taxes are subject to 
the section 165(d) limitation, a change of 
accounting method would have no effect on 
Todisco’s 1973 taxable income. Further- 
more, a change in accounting method could 
not affect Todisco’s 1972 taxable income, 
since the taxes accrued in 1973.* 


The decision of the tax court is affirmed, 
except for that part pertaining to the 
deficiency due for the taxable year 1972 and 
the additional tax due for that year, which 
are vacated and the cause is remanded to 
that court for recomputation in accordance 
with the opinion filed this date. 


No costs. 
So ordered. 


[9257] United States of America v. Huckabee Auto Co., et al. 


U. S. District Court, Mid. Dist. Ga., Macon Div., C. A. No. 84-448-1-MAC, 2/20/85. 


—(46 BR 741.) 


[Code Secs. 6672 and 6871] 


Bankruptcy and receivership: Claims: Jurisdiction of court: Penalties, civil: Failure 
to collect and pay over tax: Employment taxes.—The bankruptcy court did not have 
jurisdiction to consider the personal tax liability of nondebtor corporate officers of a 
debtor corporation and enjoin the IRS from attempting by assessment to assert a penalty 
against the corporate officers for failure to collect and pay over employment taxes, even 
though the bankruptcy court perceived the penalty as a threat to the debtor corporation’s 
successful reorganization in that the officers testified that they would be forced to take 
money from the corporation due to insufficient personal assets to pay the claim. Absent a 
clear directive from Congress, the court would not sanction the imposition of a judicially 
created limitation upon the power of the government to seek an assessment of a Code Sec. 
6672 penalty simply because the IRS may be able to collect the tax over a six year 
Chapter 11 plan of reorganization. Further, because the bankruptcy court lacked juris- 
diction to adjudicate the dispute between the corporate officers and the IRS, the IRS must 
follow the ordinary procedure for asserting its claim for the penalty. Back references: 
{] 5569.03 and 5641.0755. 

Lillian Lockary, Assistant United States Attorney, Caen Ga. 31202, Roger M. 
Moore, Department of Justice, Washington, D. C. 20530, for plaintiff. Joseph J. Burton, 
Jr., P. O. Box 54247, Atlanta, Ga. 30379, for defendants. 

Owens, District Judge: The United alty under 26 U. S. C. A. § 6672 (West 1967 

Ss vhas appealed from an order of & Supp. 1984) against nondebtor, corporate 

; States Pent, oe ae officers of the debtor corporation. In re 
fore urbe Auto Co. Aint ustc { 9841], 43 
306 (Bankr. M _D. Ga. Ueaye 
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Factual Background 


The facts of this case are thoroughly set 
forth in the reported opinion of the Bank- 
ruptcy Court, and will not be repeated in 
detail here. For purposes of this appeal, the 
- relevant facts* are as follows: Huckabee 
Auto Company is a corporation operating 
under a confirmed plan of reorganization 
governed by Chapter 11 of the Bankruptcy 
Code. Prior to confirmation of the plan, 
the United States filed a claim for certain 
employee FICA and income tax withhold- 
ing funds that were never paid to the gov- 
ernment. Those claims were allowed as 
priority claims under 11 U. S. C. A. § 507 
(a)(6)(c) (West 1979), and, pursuant to 11 
U. S. C. A. §1129(a) (9) (c) (West 1979), 
the bankruptcy court confirmed the debtor's 
plan to repay the government in full over a 
six year period. To date all payments have 
been timely made. 


Notwithstanding the confirmation of this 
plan, the IRS has now assessed a penalty 
under 26 U. S. C. A. § 6672 (West 1967 & 
Supp. 1984) against Leo B. Huckabee, Jr. 
and Leo B. Huckabee, III, asserting that 
they were the individuals responsible for 
the misappropriated withholding funds. The 
bankruptcy court enjoined the enforcement 
of this penalty after ruling that its assess- 
ment would injure the debtor corporation. 


Issues Raised on Appeal 


The United States raises four issues on 
appeal: (1) whether the bankruptcy court 
had jurisdiction to consider the personal 
tax liability of Messrs. Huckabee, in that 
neither individual was a debtor in the pend- 
ing bankruptcy action; (2) whether the 
bankruptcy court violated the Anti-Injunc- 
tion Act, 26 U. S. C. A. §7421(a) (West 
1967 & Supp. 1984); (3) whether the bank- 
ruptcy court erred in ruling that the debtor’s 
reorganization plan, specifically that por- 
tion governed by 11 U. S. C. A. § 1129(a) 
(9)(c) (West 1979), precluded the IRS 
from pursuing any other remedy for the 
collection of misappropriated withholding 
funds; and (4) assuming the bankruptcy 
court was authorized to reach the merits of 
the IRS. assessment, whether that court 
erred in failing to hold the Huckabees per- 
sonally liable, as a matter of law, under 26 
U.S.C. A. § 6672 (West 1967 & Supp. 1984). 


Conclusions of Law 


In upholding its own jurisdiction to con- 
sider the debtor corporation’s challenge to 


1 Because the issues presented in this appeal 
raise only questions of law, this court will 
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the individual Huckabee’s tax liability, the 
bankruptcy court relied upon its finding 
that the § 6672 penalty, if allowed, would 
adversely affect the debtor’s reorganization 
plan. This conclusion was based upon the 
Huckabee’s testimony that, if required to 
pay the penalty, they would be forced to 
take money from the corporation, as they 
had insufficient personal assets to pay the 
claim. Because the bankruptcy court per- 
ceived the § 6672 penalty as a threat to the 
debtor’s successful reorganization, the court 
ruled that the corporation had standing to 
challenge the penalty, and that the court 
had jurisdiction to consider the issue of 
whether a reorganization plan precluded 
the government from pursuing its remedies 


under 26 U. S. C. § 6672. 


The bankruptcy court viewed the issue as 
follows: 


It thus appears that a conflict exists 
between section 6672 of the Internal Rev- 
enue Code, which allows the IRS to col- 
lect a debtor’s unpaid taxes from the 
debtor’s officers, and section 1129 of the 
Bankruptcy Code, which provides that a 
debtor may pay the taxes through a plan. 


43 Bankr. at 311. The court decided the 
issue by assuming that the government 
utilizes § 6672 only as a last resort: 


It is apparent to the Court that section 
1129 of the Bankruptcy Code, which al- 
lows the taxes to be paid by the debtor 
Over a six-year period through a plan, 
would be of no effect if the IRS were to 
use section 6672 to circumvent the plan 
and collect the taxes from the debtor’s 
officers. In United States v. Sotelo, 436 
U.S. 268,98 S. Ct. 1795,-56 IL. Ed. 2d 
275 (1978), the United States Supreme 
Court noted: 


IRS uses the 100-percent penalty only 
when all other means of securing the de- 
linquent taxes have been exhausted. It is 
generally used against responsible of- 
ficials of corporations that have gone out 
of business. ... [I]t is IRS policy that 
the amount of the tax will be collected 
only once. After the tax liability is satis- 
fied, no collection action is taken on the 
remaining 100-percent penalties. 


Id. ‘at’.279 nn. 12,°98 S.Ct, at'dA802°m 12 
(quoting Opinion of the Comptroller 
General, No. B-137762 (May 3, 1977)). 
Section 6672 thus allows the IRS to col- 
lect taxes from corporate officers when 
the IRS is unable to collect them from the 
corporation. When the IRS will be paid 
in full through a Chapter 11 plan, there ts 
no need to resort to section 6672 to collect 


accept the bankruptcy court’s findings of fact. 
Rule 8013, Bankruptcy Rules. 
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the taxes. The Court thus concludes that 
Congress did not intend for section 6672 
to be applicable when the unpaid em- 
ploymient taxes are being paid through a 
plan of reorganization. Congress has 
provided that a debtor in Chapter 11 may 
take six years to pay certain tax obliga- 
tions, and the IRS, through the penalty 
provision contained in section 6672, should 
not be able to get around this congres- 
sional decision. 
Id. (emphasis added). This court must 
consider the correctness of the bankruptcy 
court’s conclusion regarding the nature of 
the § 6672 penalty and its interrelationship, 
if any, with the Bankruptcy Code. 


The §6672 Penalty. The laws of the 
United States require all employers to with- 
hold from their employees’ gross wages a 
scheduled amount representing the employ- 
ees’ FICA and income tax obligations. As 
to the amount representing income tax 
withholdings, the Internal Revenue Code 
states that these amounts “shall be held 
to be a SPECIAL FUND IN TRUST for the 
United States.” 26 U. S. C. A. §7501 
(West 1967). (emphasis added). If the 
employer violates this fiduciary obligation 
and misappropriates these withholding 
funds (even if in a purported good faith 
effort to keep the business afloat), the 
United States must nevertheless extend a 
credit to the employees as if the funds 
were properly paid over to the government. 
See Dillard v. Patterson [64-1 ustc J 9140], 
326 F. 2d 302, 304 (5th Cir. 1963). Because 
the government bears the loss caused by 
an employer’s defalcation, Congress has pro- 
vided the government with several remedies, 
one of which lies against the indi- 
vidual personally responsible for the mis- 
appropriated funds. See 26 U. S. C. A. 
§ 6672 (West 1967 & Supp. iit 


Section 6672 provides: 


Any person required to collect, truthfully 
account for, and pay over any tax im- 
posed by this title who willfully fails 
to collect such tax, or truthfully account 
- for and pay over such tax, or willfully 
attempts in any manner to evade or 
oats any such tax or. the payment 
7 eof, | , in addition to one penal- 
t t 


tion] to resort to section 6672” when the 


lL epi nie 


persons actually responsible for an employ- 
er’s failure to withhold and pay over the 
taxes. Allen v. United States, 547 F. Supp. 
357, 359 (N. D. Ill. 1982). Because of the 
seriousness of such a misappropriation of 
funds held in trust for the United States, 
courts have consistently interpreted § 6672 
as providing a broad civil remedy against 
such misconduct. It is well settled that a 
§ 6672 penalty is distinct from and in addi- 
tion to the employer’s liability for the tax. 
Howard v. United States [83-2 ustc J 9528], 
711 F. 2d 729, 733 (Sth Cir. 1983); Hornsby © 
v. United States [79-1 ustc $9188], 588 F. 
2d 952, 954 (Sth Cir. 1979). The fact that 
the United States could pursue collection 
from another entity does not relieve the 
responsible person of liability under § 6672. 
Hornsby, 588 F. 2d at 954. 


It has been suggested by various courts 
that the IRS has a policy of assessing a 
§ 6672 penalty against a corporate officer 
only when the corporation itself is unable 
to pay the tax. See, e.g:., Macarty v. United 
States, 194 Ct. Cl. 42, —, 437 F. 2d 961, 
972 (1971). The Supreme Court, in an 
opinion relied upon by the bankruptcy 
court, observed that a “survey” of IRS 
practices suggested that § 6672 is used only 
when the corporation is unable to pay the 
tax. United States v. Sotelo [78-1 ustc 
1 9446], 436 U. S. 269, 279 n. 12 (1978). 


Even if this “policy” exists, it does not 
affect the statutory power of the IRS to 
assess a penalty against a responsible cor- 
porate officer. Where the IRS appears to 
have deviated from this policy by asserting 
a § 6672 penalty even through the corpora- 
tion is able to pay the tax—or is ‘paying 
it pursuant to a confirmed plan of reorgani- 
zation—the individual’s proper recourse is 
to assert this breach of policy as an abuse 
of administrative discretion. See McCarty, 
437 F. 2d at 972-73. This personal defense 
notwithstanding, there is simply no author- 
ity to suggest that the remedy provided in 
§ 6672 is precluded as a matter of law 
absent an exhaustion of all other remedies. 
The bankruptcy court erred in holding that 

“there is no need [and thus no justifica- 


IRS “will be paid in full through a Ghaptes 
2943 Bankr. at 311 ‘ 
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these various remedies. But, as noted, the 
remedy provided in § 6672 is separate and 
distinct from any other remedy. There is 
no support for the bankruptcy court’s con- 
clusion that Congress intended § 6672 to be 
subordinated to the aforementioned rem- 
-edy provided in the Bankruptcy Code. A 
similar argument was rejected by the 
court in Monday v. United States [70-1 ustc 
~4 9205], 421 F. 2d 1210 (7th Cir. 1970): 


[T]he Mondays argue that the assess- 
ments against them are improper because 
the Internal Revenue Service did not 
apply the $10,978.24 bankruptcy proceeds 
to the Government’s most recent tax 
claims, as directed by the bankruptcy 
referee. As the testimony shows, the 
Internal Revenue Service deliberately ig- 
nored the bankruptcy referee’s direction 
and applied these proceeds to earlier 
periods for the “best benefit of the gov- 
ernment,” thus preserving the claims 
‘against Robert and John Monday indi- 
‘vidually for the quarters in question 
under Section 6672. 


_ As previously noted, the personal lia- 
bility imposed upon the individual tax- 
payer by Section 6672 is separate and 
distinct from that imposed upon the em- 
ployer under Section 3403 of the Code. 
Datlof v. United States, 370 F. 2d 655, 656 
(3d Cir. 1966), certiorari denied, 387 
U. S. 906, 87 S. Ct. 1688, 18 L. Ed. 2d 
624. It is not dependent upon rules gov- 
erning the liability of the employer. Cf. 
Rosenberg v. United States, 327 F. 2d 362 
(2d Cir. 1964); Kelly v. Lethert, 362 F. 
2d 629 (8th Cir. 1966). In Spivak v. 
United States, 370 F. 2d 612 (2d Cir. 
1967), certiorari denied, 387 U. S. 908, 
87 SA Ce mLOO0 R18. Iae di 22d 3625; the 
court rejected a similar contention that 
the government’s compromise of its claim 
for taxes against a bankrupt corporation 
which expressly provided that the gov- 
ernment would assert no further claim 
against the corporation for withholding 
taxes, should bar the subsequent recovery 
from responsible officers under Section 


6672. 


Id. at 1218. Absent a clear directive from 
‘Congress, this court will not sanction the 
imposition of a judicially created limitation 
upon the power of the government to seek 
an assessment of a § 6672 penalty simply 


because the IRS may be able to collect the 
tax from the debtor over a six year period. 
There is no assurance that the debtor will 
complete the plan; whether that risk is so 
minimal that § 1129(a)(9)(c) should super- 
sede §6672 is an issue which Congress, 
not the courts, should decide. Whether the 
penalty if assessed will in fact injure the 
debtor is irrelevant. Again, even if § 6672 
could operate so as to interfere with a 
Chapter 11 reorganization, Congress must 
decide what relief, if any, is warranted. 


Having decided that the bankruptcy court 
lacked jurisdiction to consider the Huck- 
abee’s challenge to the § 6672 penalty, the 
court need not consider the government’s 
claim regarding the Anti-Injunction Act. 
Obviously, since the bankruptcy court 
lacked jurisdiction to adjudicate the dispute 
between the Huckabees and the IRS, the 
government’s alternative claim regarding 
that court’s failure to enter judgment in 
favor of the IRS must be denied. If the 
IRS chooses to pursue the penalty, it must 
follow the ordinary procedure for asserting 
such a claim. The Huckabees may either 
contest this claim administratively, or pay 
the penalty and sue for a refund in this 
Court. This opinion is in no way intended 
to be an expression by the court as to the 
merits of the penalty or the Huckabee’s 
personal defenses. For purposes of this 
appeal, the court need only observe that 
the bankruptcy court was not the appropri- 
ate forum for the resolution of the Huck- 
abee’s personal tax liability. 


Accordingly, because the bankruptcy court 
was without jurisdiction to enter the order 
of October 9, 1984, that order is RE- 
VERSED, and the injunction set forth 
therein is hereby VACATED. 


Judgment 


Pursuant to the Opinion and Order of 
this Court dated and filed February 20, 
1985, and for the reasons stated therein, 
the order of the Bankruptcy Court of 
October 9, 1984 is REVERSED and the 
injunction set forth therein is hereby 


VACATED. 


[7.9258] Richard E. Benson, Plaintiff v. United States of America, Defendant. 
U.S. District Court, West. Dist. N. Y., CIV-83-183E, 12/12/84. 
[Code Secs. 7401 and 7430] — 


Civil suits: Suits by U. S.; authorization: Attorneys fees; Equal Access to Justice 
Act: Awarding of court costs: Pre-March 1983 actions—The district court ruled that 
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the taxpayer, who sought to recover his expenses incurred in litigating a disputed tax 
deficiency before the Tax Court, was not entitled to an award of costs and fees under the 
Equal Access to Justice Act because the Tax Court was without authority to award 
such expenses. Therefore, the IRS’s motion to dismiss was granted. Further, because 
the taxpayer’s action was commenced prior to March 1, 1983, the district court also lacked 
authority to award costs or fees. Furthermore, the court rejected the taxpayer’s pleas 
for costs pursuant to the Administrative Procedure Act (28 U. S. C. §2412) and the 
Racketeer Influenced and Corrupt Organizations Act (18 U. S. C. §§ 1961-1968). Back 


references: {[ 5752.054 and 5785B.20. 


Richard E. Benson, 7550 Ledges Park Drive, Eden, New York pte Bros se. United 
States Attorney, Buffalo. New York 14202, for defendant: 


Memorandum and Order 


Ervin, District Judge: Plaintiff pro se 
brings this cause of action for actual and 
treble damages pursuant to the Equal Ac- 
cess to Justice Act (“the EAJA”), 28 
U. S. C. §2412, the Administrative Pro- 
cedure Act (“the APA”), 5 U.S. C. § 504, 
and the Racketeer Influenced and Corrupt 
Organizations Act (“RICO”), 18 U. S. C. 
§§ 1961-1968, seeking to recover his ex- 
penses incurred in litigating a disputed tax 
deficiency before the United States Tax 
Court. Defendant has moved to dismiss 
the Complaint pursuant to rule 12(b) of 
the Federal Rules of Civil Procedure on the 
grounds that this Court lacks subject matter 
jurisdiction over the action and that the 
Complaint fails to state a claim upon which 
relief can be granted. 


In September 1981 the Internal Revenue 
Service (“the IRS”) notified plaintiff that 
it had determined that there was a de- 
ficiency of $246.22 in his self-employment 
tax for the taxable year 1978. Plaintiff filed 
a petition with the Tax Court December 8, 
1981, to dispute the deficiency determina- 
tion. By a letter dated November 12, 1982, 
the IRS notified plaintiff that it had decided 
that there was in fact no deficiency and 
that he was entitled to a refund of $174.00 


due to certain exempt income earned in 


1It might be a better and simpler answer to 


' the instant Complaint to observe that plaintiff, 


purely and simply, is attempting an ‘“‘end run” 
around 26 U. S. C. § 7482(a) which explicitly 


declares that ‘‘[t]he United States Courts of — 


Appeal * * * shall have exclusive jurisdiction 
to review the decisions of the Tax Court * * * 
in the same manner and to the same extent 
J is of the district courts in civil 

ed without a jury’? and that ‘‘the 
such court geet ie? oe 


‘review. From the Tax Court, one proceeds to 


self-employed Grhiie seivition Plaintiff 
refused this settlement offer, considering it 
a “bribe’, and demanded his day in court 
to demonstrate the IRS’s misconduct con- 
sisting of a ‘pattern of racketeering” in 
utilizing “hearsay evidence” supplied by the 
Social Security Administration in reaching 
the deficiency determination. In the Tax 
Court the plaintiff stated that he was not 
entitled to the refund and he refused it. 
Thereafter the Tax Court rendered a deci- 
sion in plaintiff's favor finding that there 
was no deficiency and, in view of his re- 
pudiation in open court, no overpayment. 
The Tax Court also correctly held that it 
was without authority to award attorney’s 
fees or costs to the plaintiff. See Benson v. 
Commissioner [CCH Dec. 39,884(M)], No. 
29695-81, slip op. at 4-5 (T. C. Feb. 2, 1983). 


Plaintiff now seeks to “appeal” the Tax 
Court’s denial of costs and attorney’s fees 
under the various statutes previously listed.* 
However, it is clear that the Tax Court’s 
determination was proper and that plaintiff 
is not entitled to recover his expenditures 
under the EAJA, the APA or RICO. 


The EAJA provides for -an award of 
costs and fees to a prevailing party in a 
civil action against the United States or one 
of its agencies in a court of the United 
States. However a “court of the United 


Perdher: when the EAI A or the APA author- 
izes an award of fees and/or costs the obvious 
intention is that it is within the proceedings 
im the particular agency that such an award 
will be made or, at least, primarily considered. 
If a person feels himself, herself or itself to 
have been aggrieved by the particular court’s 
or agency’s outright denial or niggardly ap- 
proach to such.an award, he or she or it can 
attack the same only via allowable paths for 


the court of appeals, as one does from a dis- 
an _ unsatisfactory | determi- 
’ in 
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States” is defined in 28 U. S. C. § 451 as 
limited to those federal courts where the- 
judges enjoy, life tenure during good be- 
havior—1. e., the United States Supreme 
Court, the courts of appeal, the district 
_courts and the Court of International 
Trade, The United States Tax Court ‘“‘was 
consciously excluded from that definition of 
a court.” Sharon v. Commissioner [Dec. 
33,890], 66 T. C. 515, 534 (1976) (citing 
S. Rept. No. 1559, to accompany H. R. 3214, 
80th Cong., 2d Sess. 2 (1948)), aff'd on other 
grounds, [78-2 ustc J 9834] 591 F. 2d 1273 
(9th Cir. 1978). Therefore the Complaint 
does not properly state a claim under the 
EAJA. See McQuiston v. Commissioner 
[Dec. 39,019], 78 T. C. 807 (1982). 


Plaintiff also seeks relief under the APA 
which permits an agency that has con- 
ducted an adversarial adjudication to award 
fees. and other expenses to a prevailing 
party, 5 U. S. C. § 504(a)(1), and also au- 
thorizes federal judicial review, 5 U. S. C. 
§ 504(c) (2). However, section 551(1)(B) of 
Title 5 excludes “the courts of the United 
States” from the definition of an “agency” 
and, while such term must be accorded the 
meaning set forth in 28 U. S. C. § 451 and 
consequently not be deemed to include the 
Tax ‘Court in such exclusion, the Tax Court 
certainly is not an “agency” and is a 


992 


“court. Therefore litigation before the 
Tax Court “does not fall within the pur- 
view Hofe SinU.s Sie Clesec. 504(a) (1).” 
McQuiston v. Commissioner, supra, at 809-810. 


‘Congress has recently passed legislation 
in recognition of this void regarding pre- 
vailing parties before the Tax Court, yet 
plaintiff is unable to reap any benefit from 
the new law inasmuch as its application is 
prospective and only applicable to actions 
commenced after February 28, 1983. See 
26 U. S.C. § 7430.8 Plaintiff’s petition was 
filed with the Tax Court in December 1981 
and therefore neither this Court nor any 
other court has authority to award costs or 
fees regarding plaintiff’s litigation with the 
IRS. 


Finally, plaintiff's general assertions of 
extortion, racketeering and harassment fail 
to state a cause of action for the conduct 
of the federal officials allegedly involved 
even under a liberal reading of the civil 
remedy provisions of RICO, as set forth 
in 18 U. S. C. § 1964(c). 


For these reasons, it is hereby ORDERED 
that defendant’s motion to dismiss the 
Complaint is granted due to its failure to 
state a claim upon which relief can be 
granted by this Court. 


[79259] Sergej Aiwasian, Gloria S. Aiwasian, Robert T. Brooks, Pamela H. Brooks, 


Nicholas R. Duncan, Nelda S. Duncan, Johnny E. Jackson, Mary L. Jackson, Marvin A. 
Miller, Ann 'T. Miller, Plaintiffs v. Roscoe L. Egger, Jr., Commissioner of Internal 
Revenue; William H. Connett, Los Angeles District Director for the Internal Revenue 
Service; Does One through One Hundred, inclusive, Defendants. 


U. S. District Court, Cent. Dist. Calif., CV 84-4433-WMB, 11/30/84. 


[Code Sec. 7421] 


Assessment of tax: Prohibition of suits to restrain: IRS by-pass procedure: Anti- 
Injunction Act.—In a consolidation of ten cases, an IRS motion to dismiss a complaint 
‘was granted because the action was barred by sovereign immunity and the taxpayers 
failed to state a claim upon which relief could be granted. Because another attorney 
in the law firm was allegedly hindering a tax examination, the IRS had instituted a 
“by-pass” procedure and mailed notices of deficiency directly to the taxpayers between 
April and June 1982. The taxpayers’ responses were not timely filed and were dismissed 
for lack of jurisdiction. The court found that the taxpayers’ suit attempting to invalidate 
the notices of deficiency was in reality a suit to restrain the assessment or collection of 
a tax and therefore prohibited. The Anti-Injunction Act was enforced because the tax- 


2 At page 686 of the House Conference Re- stances make an award unjust.’’ U. S. Code 


port on the Tax Equity and Fiscal Responsi- 
bility Act of 1982, P. L. 97-248, the ‘‘present 
law’’ is set forth as follows: 

“A taxpayer who prevails in civil litigation 
in the Federal courts (other than the U. S. Tax 
Court) may be awarded reasonable attorneys 
fees and other litigation costs, unless the court 
finds that the position of the United States was 
substantially justified or that special circum- 
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Congressional and Administrative News, 97th 
Congress, Second Session, 1982, page 1449. 

326 U. S. C. § 7430 was brought into being 
by section 292(a) of the Tax Equity and Fiscal 
Responsibility Act of 1982; section 292(e) 
thereof provided that section 7430 would apply 
to civil actions or proceedings commenced 
after February 28, 1983. “gees : 


q 9259 


87,566 


U.S. Tax Cases 


Aiwasian v. Egger 


payers were not certain they would succeed on the merits of the claim and the taxpayers 
had an alternative forum in which to challenge the validity of the notices. In addition, the 
IRS had not violated the Administrative Procedures Act by failing to send a copy of the 
notices to the taxpayers’ attorney because IRC provisions are not modified by this 
provision of the Administrative Procedures Act. Back references: {[ 5779.01 and 6022.07. 


John H. Wegge, L. Judson Shekell, 909 E. Green St., 
Manson C. Lewis, Assistant United States Attorney, Los Angeles, Calif., 


for plaintiffs. 


Pasadena, California 91106, 


Susan Souder, ‘Department of Justice, Washington, D. C. 20530, for defendants. 


Order Granting Defendants’ 
Motion to Dismiss 


Byrne, Jr. District Judge: Plaintiffs, ten 
federal taxpayers, bring this action against 
the Commissioner and the Los Angeles 
District Director of the Internal Revenue 
Service for judicial review of defendants’ 
alleged failure to send copies of Notices 
of Deficiency and other communications to 
plaintiffs’ designated attorney representa- 
tive. Defendants move to dismiss the com- 
plaint on the grounds that the action is 
barred by the doctrine of sovereign im- 
munity, and that plaintiffs have failed to 


state a claim upon which relief can be © 


granted. 
I. Factual Background 


In April, 1981, the Internal Revenue 
Service notified plaintiffs that it was going 
to conduct an audit of plaintiffs’ federal 
income tax returns. These audits were 
conducted from April, 1981, through June, 
1981. Between June, 1981, and November, 
1981, plaintiffs filed with the Internal Rev- 
enue Service a power of attorney form, 
designating an attorney, John Wegge, as 
their representative to receive all copies of 
notices and other written communication 
addressed to the plaintiffs from the In- 
ternal Revenue Service. 


However, the Internal Revenue Service 
had previously instituted a “by-pass” 
against the law firm Mr. Wegge was as- 
sociated with, allegedly because of another 
attorney in the firm’s actions in hindering 
a tax examination. The by-pass procedure 
allows the Internal Revenue Service to 
contact the taxpayer directly, as opposed 
to communicating with the taxpayer’s 
designated representative. Thus, the In- 
ternal Revenue Service applied the by-pass 
| e to Mr. = a epatwiotet 

ies dir 


Tax Court to contest the validity of the 
Notices of Deficiency. The Tax Court held 
that the petitions were not timely filed and 
thus dismissed for lack of jurisdiction. 
Plaintiffs are appealing the dismissal of 
their petitions. 


Plaintiffs filed this amended complaint 
for judicial review of an agency action. 
Defendants Roscoe L. Egger, Commis- 
sioner of Internal Revenue, and William H. 
Connett, Los Angeles District Director for 
the Internal Revenue Service, are alleged 
to be responsible for the failure to send 
copies of the Notices of ‘Deficiency to Mr. 
Weegge. Plaintiffs request an order setting 
aside and invalidating the Notices of De- 
ficiency, and an order directing that the 
Notices of Deficiency be withdrawn and 
rescinded. 


II, Discussion 


A, Immunity. The defendants contend 
that this is, in essence, a suit against the 
United States, and as such, the doctrine of 
sovereign immunity applies to bar this action. 


The general rule is that a suit is against 
the sovereign if the effect of the judgment 
sought would be to restrain the govern- 
ment from acting, or to compel it to act. 
Dugan v. Rank, 372 U.S. 609, 620 (1963). 
The Court finds that the effect of the relief 
sought by the plaintiffs is to restrain the 
Internal Revenue Service from collecting 
the assessed deficiencies. Thus, this is in 
reality a suit against the United States, 
and not the defendants as individuals. 


It has long been established that the 
United States, as sovereign, is immune from 
suit except when it consents to be sued. 
The terms of its consent define that court’s 
jurisdiction | ‘to entertain an action against 
the sovereign. United States v. Testan, 424 
-U; S392,°399(1976): 


Plaintiffs contend that Section hy of the 
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and stating a claim that an agency or 
an officer or employee thereof acted or 
failed to act in an official capacity or un- 
der color of legal authority shall not 
be dismissed nor relief therein be denied 
on the ground that it is against the 
United States or that the United States 
is an indispensable party. 


-5 U.S.C. § 702 (1982). 


On its face, section 702 appears to apply 
to this action. The complaint is seeking 
relief other than money damages, and 
alleges that the defendants failed to act 
by not sending copies of the Notices of 
Deficiency to Mr. Wegge. However, this 
chapter of the Administrative Procedures 
Act contains an exception to the blanket 
waiver of sovereign immunity. Section 
702(2) states that nothing within section 
702 confers authority to grant relief if any 
other statute that grants consent to suit 
“expressly or impliedly forbids the relief 
‘which is sought. Defendants contend that 
‘the Anti-Injunction Act, 26 U. S. C. § 7421 
(1982), is such a statute. 


The Anti-Injunction Act provides that 
no suit for the purpose of restraining the 
assessment or collection of any tax shall 
be maintained in any court by any person. 
In Enochs v. Williams Packing & Navigation 
Co. [62-2 ustc J 9545], 370 U. S. 1 (1962), 
plaintiff sued the district director of the In- 
ternal Revenue Service to enjoin the collection 
of allegedly past due social security and 
unemployment taxes. The Court held that 
the “manifest purpose of § 7421(a) is to 
permit the United States to assess and col- 
lect taxes alleged to be due without judi- 
‘cial intervention, and to require that the 
legal right to the disputed sums be deter- 
‘mined in a suit for refund.” Jd. at 7. 


The Court finds that the purpose of 
plaintiffs’ complaint is to restrain the assess- 
‘ment or collection of a tax. Plaintiffs re- 
quest that the Court issue an order direct- 
ing that the Notices of Deficiency be 
withdrawn and rescinded. Although the 
plaintiffs do not specify whom they would 
like the Court to order to withdraw the 
Notices, the inescapable conclusion is that 
the plaintiffs are requesting the Court to 
direct the defendants to withdraw the No- 
tices. This action cannot be reasonably 
and fairly considered to be anything other 
than a prohibited suit to enjoin the assess- 
ment and collection of a tax. “To hold 
otherwise would enable ingenious counsel 
to so frame complaints as to frustrate the 
policy or purpose behind the Anti-Injunc- 
tion Act.” Blech v. United States [79-1 ustc 
J 9388], 595 F. 2d 462, 466 (9th Cir. 1979). 
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However, the United States Supreme 
Court has recognized two exceptions when 
the bar of the Anti-Injunction Act does 
not apply: (1) when the taxpayer is cer- 
tain to succeed on the merits and can 
demonstrate that collection will cause him 
irreparable harm; or (2) if Congress has 
not provided the taxpayer with an alter- 
native means to legally challenge the va- 
lidity of the tax. South Carolina v. Regan 
[84-1 usre J 9241], 104 S. Ct. 1107, 1111-12 
(1984). 

The Court finds that in this case, the 
plaintiffs are not certain to succeed on the 
merits of their claim. The Tax Court, in 
considering plaintiffs’ petitions, held that 
even though the power of attorney forms 
required the Internal Revenue Service to 
send copies of the Notices to Mr. Wegge, 
the Notices were properly mailed to the 
plaintiffs. This Court has also held, in a 
companion case, that the by-pass proce- 
dure and the actions taken thereunder by 
the Internal Revenue Service did not vio- 
late Mr. Wegge’s constitutional right to 
due process. Thus, this Court cannot say 
that plaintiffs are certain to show that the 
Notices of Deficiency are invalid simply 
because the defendants did not mail a copy 
of the Notices to Mr. Wegge. Therefore, 
plaintiffs have not satisfied the first ex- 
ception to the application of the Anti-In- 
junction Act. 

The Court further finds that the plain- 
tiffs do have an alternative forum in which 
to challenge the validity of these Notices 
of Deficiency. Plaintiffs currently have 
pending an appeal in the Court of Appeals 
for the Ninth Circuit in which they are 
challenging the Tax Court’s dismissal of 
their petitions. Also, the plaintiffs had the 
option of paying the assessed tax and 
suing for a refund. 26 U. S. C. §7422 
(1982). Thus, Congress has provided the 


‘plaintiffs with an alternative means to le- 


gally challenge the validity of the tax, and 
plaintiffs have failed to come within the 
second exception to the application of the 
Anti-Injunction Act. 


Accordingly, the Court finds that the 
Anti-Injunction Act applies to this action 
so as to render section 702 of the Admin- 
istrative Procedures Act inapplicable. Thus, 
the defense of sovereign immunity is not 
waived in this case, and plaintiffs’ com- 
plaint is barred. sof T » 2pemeos 

B. Failure to State a Claim for Relief. 
Defendants contend that plaintiffs have 
failed to state a cognizable claim for re- 
lief. The complaint alleges that defendants 
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have violated section 500(f) of the Admin- 
istrative Procedures Act by failing to send 
a copy of the Notices of Deficiency to Mr. 
Wegge. Section 500(f) provides in per- 
tinent part: 


When a participant in a matter before 
an agency is represented by an individual 
qualified under subsection (b) or (c) of 
this section, a notice or other written 
communication required or permitted to 
be given the participant in the matter 
shall be given to the representative in 
addition to any other service specifically 
required by statute. 


5 U.S. C. § 500(f) (1982). 


Plaintiff cites no authority for the prop- 
osition that section 500(f) creates an inde- 
pendent cause of action. Rather, there is 
Tax Court authority to the contrary. In 
Alfiert v. CIR [CCH Dec. 31,987], 60 T. C. 
296 (1973), aff'd [74-1 ustc J 9249], 487 F. 
2d 1393 (2d Cir. 1973), plaintiffs had filed a 
proper power of attorney form with the 
Internal Revenue Service, but a copy of the 
Notice of Deficiency sent to plaintiffs was 
not sent to their attorney. Plaintiffs filed 


their petition with the Tax Court within the 
proper time period, and contended that the 
Notice of Deficiency was “invalid and non- 
supportive of an assessment because the 
Secretary or his delegate did not follow the 
mandatory procedure required by 5 U.S. C. 
§ 500, subsection (f) in this case.” Id. at 
298. The court held that the Notice of De- 
ficiency was valid. “In our view, the pro- 
visions of the Internal Revenue Code are 
not modified by this provision of the Ad- 
ministrative Procedures Act. The remedy, 
if any, that petitioners might have under 
the provisions of 5 U. S. C. §500 is not 
having the notice of deficiency sent in ac- 
cordance with all of the provisions of the 
Internal Revenue Code held to be invalid.” 
Id. at 299 (emphasis added). 


Therefore, the Court finds that section 
500(f) of the Act does not create an inde- 
pendent cause of action, and plaintiffs have 
failed to state a claim upon which relief 
may be granted. 


Accordingly, for the above stated rea- 
sons, defendants’ motion to dismiss the 
complaint is granted. 


[f 9260] Yeomans Distributing Company, Plaintiff v. United States of America, 


Defendant. 


U.S. District Court,.Cen. Dist. of Ill., No. 83-1235, 1/9/85. 


[Code Secs. 162 and 404] 


Employee benefit plans: Trust contributions deduction: Rules for dediétion: of em- 
ployer contributions: Deferred compensation plans: Trade or business expenses: Compen- 
sation: Employment of relatives: Father and children —A family-held corporation was 
entitled to deduct as a business expense an annual payment made to the retired president 
and founder of the business enterprise, because a district court determined that the pay- 
ment was reasonable in amount and primarily compensatory in nature. Although the 
court suggested that the motive behind the agreement which authorized such payments 
was not unmixed, the primary purpose was deferred compensation rather than remunera- 
tion for the transfer of stock. Back references: {| 1374.292 and 2642.4245. 


David L. Higgs, Sutkowski & Washkuhn Assoc., 560 Jefferson Bank Building, Peoria, 
Til. 61602, for plaintiff. Janet L. Jannusch, Assistant United States Attorney, Peoria, Ill. 61602, 
Ellen Carpenter, Bob Kern, Department of Justice, Washington, D. C. 20530, for defendant. 


Order 


_ Mrem, District Judge: The Plaintiff, Yeo- 
mans Distributing Company, has brought 
‘this action seeking to recover an alleged 


Findings of Fact 
In 1947, A. M. Yeomans founded and 
solely operated Yeomans Distributing Com- 
pany as an exclusive distributor of Motorola 


audio products and parts. He was 47 years 
old at that time and he abandoned the rela- 
tive security | of the Motorola factory, where 

He put 
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cer, and chairman of the board of directors 
from 1953 until his retirement at age 70 in 
1971. Over the years he added new lines of 
products for distribution and he superin- 
tended the corporation’s expansion from 
total assets of $619,000 to somewhat more 
than $2,000,000. He expended tremendous 
time and effort, doing business in classic 
fashion. In that 18 year time period, the 
corporation declared no dividends and Mr. 
Yeomans reduced his salary on two occa- 
sions, with the intention of maintaining the 
corporation’s capital at a level which he 
considered to be reasonable for a business 
of that kind: 


A. M. Yeomans owned approximately 
90% of the corporate stock in June of 1966, 
and his wife and two children, Murray and 
Fay, owned the remaining shares. At no 
time during its existence has anyone out- 
side of his immediate family owned stock 
in the corporation. In 1969, Mr. Yeomans 
began transferring his shares to his son, 
Murray. Approximately 21.3% of the stock 
was transferred between 1969 and 1970 and 
38.3% was transferred during 1971. By 
1978, Murray Yeomans owned 74.2% of the 
corporation’s stock. Testimony during the 
trial indicated that A. M. Yeomans cur- 
rently owns approximately 10% of the cor- 
porate stock. 


On June 17, 1966, Mr. Yeomans entered 
into an agreement with the corporation in 
which he promised to remain as president 
and board chairman at least until he reached 
age 68 and to retire no later than age 71. 
He further agreed to perform consultation 
services after his retirement for which he 
was to be compensated separately. There 
was also a non-competition clause as part 
of this agreement. In exchange for these 
promises, the corporation agreed to con- 
tinue paying him a salary in an amount not 
less than what he was currently earning 
until his retirement, $20,000 per year for 
life after his retirement, and that same 
amount to his surviving widow. 


Pursuant to this agreement, A. M. Yeo- 
mans retired in 1971 and was succeeded as 
president of the corporation by his son, 
Murray. He has performed the agreed upon 
consulting services and been compensated 
for them. He has also received the $20,000 
annual payment from the corporation, which 
claimed that payment as a business deduc- 
tion under § 162 of the Internal Revenue 
Code of 1954. 


The Court is called upon in 1984 to de- 
termine the real purpose of that agreement 
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reached in 1966. Although the agreement 
itself is silent as to that purpose, the board 
resolution of the same date speaks in 
terms of deferred compensation. The Court 
feels comfortable at this time ruling for the 
Plaintiff that the payments were, in fact, 
deferred compensation. Such a basis for the 
agreement is completely consistent with the 
conservative business approach adopted by 
A. M. Yeomans over the years. He put all 
he had into the company and wanted it to 
go to the next generation to benefit his 
children and his grandchildren. Moreover, 
the expert testimony established that the 
amount in the agreement is completely in 
line with prevailing deferred compensation 
rates at the time the agreement was made. 
It must, in fairness, be noted that the 
Court’s intuition suggests that the motiva- 
tion for the $20,000 payments was not un- 
mixed and that they may, in part, reflect 
remuneration for the transfer of stock. 
However, the Court finds no way to evalu- 
ate what portion of the motive was payment 
for the transferred stock and refuses to 
speculate. 


The Court, therefore, finds that the facts 
as presented support Plaintiff's position that 
these payments were deferred compensation. 


Findings of Law 

The Internal Revenue Code, Chapter 26, 
U. S. C. A. § 404, makes payments of de- 
ferred compensation deductible for purposes 
of federal income taxes if that compensation 
would otherwise be deductible as an ordi- 
nary and necessary expense in carrying on 
of business under Code §162. Section 
404(a) of the Code provides that: 


“Tf compensation is paid or accrued on 
account of any employee under a plan 
deferring the receipt of such compensa- 
tion, such contributions or compensation 
shall not be deductible under § 162 (re- 
lating to trade or business expenses) or 
§ 212 (relating to expenses for the pro- 
duction of income); but, if they satisfy 
the conditions of either of such sections, 
they shall be deductible under this sec- 
tion, subject, however, to the following 
limitations as to the amounts deductible 
in any year; 2.” 

The explanatory treasury regulation, 
§ 1.404(a)-1(b) denies a deduction to a pay- 
ment under a plan “which is primarily for 
the benefit of shareholders of the employer,” 
finding that such payment may “constitute 
a dividend within the meaning of § 316.” 

Section 162(a)(1), sets out the relevant 
criteria for deductibility in this case. The 
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' requirements are two: the payment must be 
reasonable in amount and it must be com- 
pensatory in nature. 


The determination of reasonableness is a 
factual one made by a consideration of the 
circumstances existing on the date that the 
agreement was entered into. The Court be- 
lieves, after considering the testimony and 
documentation provided by both parties, 
that the $20,000 annual payment to Mr. 
Yeomans was reasonable. In making this 
determination, the Court accepts as correct 
the Government’s contention that the agree- 
ment was entered into at a time when Mr. 
Yeomans still controlled the company and 
that it was prospective only, thus requiring 
the Court’s close scrutiny. However, even 
viewed with the required skeptical eye, Mr. 
Yeomans’ total dedication to the company 
and his consistent application of conserva- 
tive business policies, the fact that he drew 
modest amounts of salary from the com- 
pany over the years, the placing of his de- 
ferred compensation payment amount in the 
middle of the normal range at the time the 
agreement was made, and the fact that the 
company is in sound financial condition and 
is able to make such payments without fi- 
nancial detriment all combine to convince 


the Court that the amounts agreed upon 
are reasonable. 


The determination that the payments are 
in the nature of compensation requires the 
Court to consider the stock transfers that 
were made by Mr. Yeomans to his son, 
Murray, and assess the motivation and in- 
tent underlying the execution of the agree- 
ment. As indicated above, the Court finds 
that there may have been some element of 
payment for the transferred stock, but fur- 
ther finds that the overriding intent, the 
dominant motive, was actual remuneration 
for services rendered to the corporation but 
inadequately compensated: at the time of 
their performance because of Mr. Yeomans’ 
insistence on maintaining adequate capital. 


Therefore, the Court finds that the dual 
criteria for deductibility under § 162 of the 
Internal Revenue Code have been met and 
that Mr. Yeomans’ annual $20,000 payment 
is the type of deferred compensation which 
may be deducted under § 404(a) of the 
Code. 


It is hereby ordered that the additional 
tax and penalty in the amount of $27,804.98 
were improperly assessed and should be 
returned to the Plaintiff with the statutory 
interest. 


[7 9261] Alex L. Anderson, Plaintiff-Appellant v. United States of America, et al., 


Defendants-Appellees. 


U. S. Court of Appeals, 5th Circuit, No. 84-1870, Summary Calendar, 3/14/85. Affirm- 


ing an unreported district court case. 


[Code Secs. 6702 and 6703 and the U. S. Constitution] 


Penalties, civil: Frivolous returns: Tax protestors.—The IRS was granted a summary 
judgment against a taxpayer who had filed a suit for refund of a penalty for the filing of a 
frivolous income tax return. The court found that the penalty had been properly imposed 
because the taxpayer had filed a frivolous return. The taxpayer’s Fifth Amendment 
guarantee of due process was not violated by requiring payment of a portion of the penalty 
before judicial review because it is well established that the government’s need for revenue 
justifies the use of summary procedures to collect money, followed by a later hearing. The 
taxpayer was assessed double costs and attorney’s fees for filing a frivolous appeal. Back : 
references: {| 402A.035, 5595G.02 and 5596A.20. 


Alex L. Anderson, 3815 Pipers Field, San Antonio, Tex. 78251, pro se. Glenn L. 
Archer, Jr., Assistant Attorney General, Michael L. Paup, Gary R. Allen, Gary D. Gray, 
Department of Justice, Washington, DGC 20530; for defendents-appellces, 


_ Before Gre, J OHNSON — Davis, Circuit Judges. 
Alex in ete 


utterly meta ne we ot and impose 
double c j 
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Andersons reported no income from “wages, 
salaries, tips’ or “interest”. Attached to the 
return, however, were copies of Forms W-2 
and Forms 1099-INT indicating that the 
Andersons received wage and salary income 
in 1982 of $41,733.49 and interest income of 
$544.59. The word “incorrect” was hand- 
written across the face of the Forms W-2. 
The Andersons attached two completed 
Schedules C (Profit or Loss from Business 
or Profession), on which they reported their 
wage and salary income as the gross re- 
ceipts of a purported business as “labor 
contractors”. These gross receipts were 
wholly offset by adjustments for “cost of 
labor” and “purchases”. Mr. Anderson at- 
tached a signed statement to the return in 
which he asserted that he and his wife had 

“adjusted gross income” for the tax year 
1982. Neither of the Andersons signed the 
Form 1040 itself; rather the words “For 
Information olny [sic] Not a Return” were 
written over the signature line. 


The IRS assessed a $500 penalty for the 
filing of a frivolous return under 26 U. S. C. 
§ 6702(a).* Although they filed a written 
protest of the IRS’ action, the Andersons 
failed to forestall collection of the penalty 
by paying 15% of the amount owed and in- 
stituting suit for refund as provided by 26 
U. S. C. §6703(c)(1). The IRS. subse- 
quently collected the penalty by levying 
upon the accrued wages of Mrs. Anderson. 


Mr. Anderson filed a complaint in the 
district court on May 11, 1984, for refund 
of the $500 penalty alleging that he and his 
wife owed no income taxes for 1982 and that 
the penalty had been improperly imposed. 
The United States was served with this 
complaint on May 14, 1984. On July 13, 
1984, the government served Mr. Anderson 
with a motion to dismiss or for summary 
judgment. This motion was filed in court 
on July 17, 1984. On July 23, 1984, Mr. 
Anderson filed a motion for default judg- 
ment alleging that the government had 
failed to answer his complaint within sixty 
days of service. 


On July 27, 1984, the district court en- 
tered an order denying Anderson’s motion 
for default judgment concluding that sixty 
days had elapsed before the government 
filed an answer, but that this temporary de- 
fault had been cured by the subsequent 
filing of the government’s motion to dis- 
miss. The district court proceeded to enter 
summary judgment for the government, 
finding that Anderson had filed a “frivolous” 
income tax return. 


Ed: 


Section 6702(a) permits the IRS to im- 
pose a $500 civil penalty on any individual 
who files “what purports to be” a tax re- 
turn when such return (1) contains infor- 
mation on its face which indicates that the 
taxpayer’s self-assessment is substantially 
incorrect, and (2) is based on a frivolous 
position. While the Andersons’ Forms W-2 
and Forms 1099-INT indicated taxable in- 
come in excess of $42,000, the Andersons 
included none of this income on their Form 
1040. This self-assessment was obviously 
incorrect. Moreover, the Andersons’ pur- 
ported justifications for omitting their wage 
and interest income from their Form 1040 
were patently frivolous. We have re- 
peatedly rejected Mr. Anderson’s contention 
that Congress is not empowered by the 
Constitution to levy a tax on wage and 
salary income. See Davis v. United States 
[84-2 ustc J 9808], 742 F. 2d 171, 172 (Sth 
Cir. 1984). 


Anderson’s contention that the 1982 re- 
turn was not a “purported return” for the 
purposes of -§ 6702(a) is uttterly without 
merit. While the Andersons did write “For 
Information olny [sic] Not a Return” on 
their Form 1040, “the form was undeniably 
filed to obtain a refund of taxes withheld 
from their wages for which the filing of the 
return is necessary.” Davis [84-2 ustc 
7 9808], 742 F. 2d 173. Hence, the Ander- 
sons’ return was a “purported return” sub- 
ject to the penalties of section 6702(a). 


Anderson asserts that section 6703(c) (1)? 
violates the fifth amendment guarantee of 


126 U. S. S. § 6702 provides: 

(a) Civil penalty.—If— 

(1) any individual files what purports to be 
a return of the tax imposed by subtitle A but 
which— . 

(A) does not contain information on which 
the substantial correctness of the self-assess- 
ment may be judged, or 

(B) contains information that on its face in- 
dicates that the self-assessment is substantially 

incorrect; and 
: (2) the conduct referred to in parperanh, (1) 
is due to— 
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(A) a position which is frivolous, or 

(B) a desire (which appears on the purported 
return) to delay or impede the administration 
of Federal income tax laws, 

then such individual shall pay a penalty of 
$500. 

226 U. S. C. § 6703(c) provides: 

(1) In general—If, within 30 days after the 
day on which notice and. demand of any pen- 
alty under section 6700, 6701, or 6702 is made 
against any person, such person pays an 
amount which is not less than 15 percent of 


the amount of such penalty and files a claim 
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due process by requiring payment of a por- 
tion of the penalty before a taxpayer may 
obtain judicial review of the IRS assess- 
ment. “It is well-established that the gov- 
ernment’s need for revenue justifies the use 
of summary procedures to collect money, 
followed by a later hearing on the seizure.” 
Zernial v. United States [83-2 ustc J 9579], 
714 F. 2d 431, 434 (5th Cir. 1983) citing Phil- 
lips v. Commissioner [2 ustc J 743], 283 U. S. 
589, 595, 51 S. Ct. 608, 611, 75 L. Ed. 1289 
(1931). Anderson’s contention that section 
6703(c)(1) violates due process by requiring 


1984); Baskin v. United States [84-2 uste 
J 9673], 738 F. 2d 975, 977 (8th Cir. 1984). 


The district court properly granted judg- 
ment in favor of the government.* More- 
over, since Anderson’s contentions on 
appeal are utterly baseless, we impose 
double costs upon him and will, upon 
timely petition for rehearing, award the 
government reasonable attorney’s fees as 
damages for this frivolous appeal. See 
F. R. App. P. 38; Knoblauch v. Commissioner 
[85-1 ustc 9109], 749 F. 2d 200, 202-03 


(5th Cir. 1984), on rehearing, 752 F. 2d 125 
(1985). 


AFFIRMED. 


partial payment of the penalty assessed is 
frivolous. Accord Martinez v. IRS [84-2 
ustc f[ 9811], 744 F. 2d 71, 72-73 (10th Cir. 


[] 9262] Mid-South Music Corporation, Plaintiff-Appellant v. Alvin H. Kolak, Sid 
Wissand, Harvey Haskins, Rose Baumgarter, Chris Workman, Charles Stamphill, Bruce 
Thomas, Darrell Hall, Roy Oakes, Tommy Kain, and the United States of America, 
Defendants-Appellees. 


U. S. Court of Appeals, 6th Circuit, No. 83-5867, 10/30/84.—(756 F. 2d 23.) Affirming 
and remanding District Court, 83-2 ustc 9710, 579 F. 2d 481. 


[U. S. Constitution] 


Constitutionality: Constitutional provisions: First and Fifth Amendments: Fifth 
Amendment: Property interest.—The District Court correctly dismissed the constitutional 
claim against the United States and the IRS officials because the taxpayer failed to allege 
a property interest cognizable under the Fifth Amendment. The taxpayer alleged that 
a pre-filing letter, which was sent by IRS officials to investors in a tax shelter marketed 
by the taxpayer informing such investors that the purported tax deductions from the 
investment would be disallowed, subjecting them to penalties, caused the investors to 
withdraw their money from the tax shelter thereby causing the destruction of the 
taxpayer’s business. Back reference: {[ 401.214. 


[Code Secs. 6103, 7402, 7408, and 7431] 


Returns: Confidentiality of returns: Disclosure of information by Treasury personnel: 
Unauthorized disclosure: Pre-filing letter—In affirming the District Court, the Court 
of Appeals held that the only proper defendant to the suit alleging violation of the 
non-disclosure provisions in Code Sec. 6103 was the United States, and not the individual 
IRS officials. However, because the Court of Appeals found that the taxpayer’s allega- 
tions stated a colorable claim, it reversed the District Court’s ruling that, as a matter 
of law, the taxpayer failed to allege that return information was disclosed within the 
meaning of Code Sec. 6103. The taxpayer asserted that a pre-filing letter, which was 
sent by IRS officials to investors in a tax shelter marketed by the taxpayer informing 
such investors that the purported tax deductions from the investment would be disallowed, 


4 Anderson asserts that the district court im- 
properly denied his motion for a default judg- 
ment. F. R. Civ. P. 12(a) provides in pertinent 
part: ‘‘the United States or an officer or an 


for refund of the amount so paid, no levy or 
proceeding in court for the collection of the 
remainder of such penalty shall be made, be- 


gun, or prosecuted until the final resolution of 
a proceeding begun as provided in paragraph 
(2). Notwithstanding the provisions of section 
7421(a), the beginning of such proceeding or 
levy during the time such prohibition is in 
force may be enjoined by a proceeding in the 
proper court. 


3 Anderson also asserts. that he was given in- 


adequate notice of the assessment of the pen- 
alty and that the IRS lacked statutory authority 
to assess the penalty. We ind no eee to Mae 
contentions. 
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agency thereof shall serve an answer to the 
complaint . . . within sixty days after the serv- 
ice upon the United States attorney of the 
pleading in which the claim is asserted.’’ (em- 
phasis added). Since the govenrment was served 
by the plaintiff on May 14, 1984, the govern- 
ment’s service of a response on July 13, 1984, 


was timely. 
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subjecting them to penalties, revealed its identity as a taxpayer and revealed the fact 


that it had been under IRS investigation. 


5770.084, 5776E.10, and 5786A.06. 


One dissent. Back references: {] 5209.75, 


John B. Link, III, One Commerce Place, Nashville, Tenn., 38238, John B. Owens, 
Jr., King, Ballow & Little, First American Center, Nashville, Tenn. 37238, for plaintiff- 
appellant. Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Thomas 
Gick, Robert E. Rice, Department of Justice, Washington, D. C. 20530, for defendants- 


appellees. 


Before Merritt and Krupansxy, Circuit Judges; Puiuips, Senior Circuit Judge. 


Merritt, Circuit Judge, delivered the 
opinion of the Court, in which PHutuipes, 
Senior Circuit Judge, joined. Krupansxy, 
Circuit Judge delivered a separate opinion, 
concurring in part and dissenting in part. 


Merritt, Circuit Judge: Plaintiff Mid-South 
Music Corporation, appeals from the Dis- 
trict Court’s dismissal of its suit against 
the United States and various officials of 
the Internal Revenue Service seeking com- 
pensatory and punitive damages for alleged 
violation of its statutory and constitutional 
rights. The alleged violations arose from a 
pre-filing letter sent by IRS officials in 
Nashville to investors in a tax shelter 
marketed by Mid-South, informing them 
that based on IRS review of Mid-South 
“purported tax deductions” from that in- 
vestment would not be allowed and investors 
claiming such deductions would be subject 
to penalties. In its second amended com- 
plaint, plaintiff claims that this letter caused 
the destruction of its business and loss of 
income, depriving it of property in violation 
of the Fifth Amendment’s requirement of 
due process. In addition, Mid-South argues 
that this letter revealed its identity as a 
taxpayer and the fact that it was subject to 
IRS audit, thereby disclosing tax return 
information in violation of 26 U. S. C. 
§ 6103.1. The District Court held that the 
United States had not waived sovereign 
immunity from the constitutional claim and 
that a cognizable Fifth Amendment prop- 
erty interest had not been alleged in any 
event. He also ruled that the individual 
defendants were not amenable to suit for 
the statutory violations because 26 U. S. C. 
§ 7431(a)(1) provides for suit against the 


United States as the exclusive remedy for 
violations of Section 6103. On the statutory 
claim against the United States, the Court 
held that no violation of Section 6103 had 
been stated in the complaint. 


The District Court correctly dismissed 
the constitutional claim against the United 
States and the individual defendants. No 
constitutional claim is stated against the 
individual defendants because the plaintiff 
has alleged no property interest cognizable 
under the Fifth Amendment. Construed in 
the light most favorable to the plaintiff, 
its complaint alleges that the pre-filing 
letter has caused investors to withdraw 
their money from Mid-South and thereby 
caused the destruction of its business. It 
is settled, however, that not every expecta- 
tion is entitled to the due process protec- 
tions of the Fifth Amendment. Board of 
Regents v. Roth, 408 U. S. 564, 577 (1972); 
Leis v. Flynt, 439 U. S. 438, 441-443 (1979). 
The plaintiff is in effect claiming that its 
business interests should be protected from 
IRS communications intended to convey to 
taxpayer investors information which will 
prevent them from being penalized for er- 
roneously taking deductions on their in- 
come tax returns. A similar situation was 
before the Supreme Court in Bob Jones 
University v. Simon [74-1 ustc J 9438], 416 
U. S. 725 (1974), where the taxpayer sought 
an injunction restraining the IRS from 
withdrawing advance assurance to donors 
that contributions to the taxpayer’s organi- 
zation would constitute charitable deduc- 
tions under the Tax Code. The Court 
rejected the taxpayer’s argument that pro- 
hibition of the desired injunctive relief under 


1In relevant part, 26 U. S. C. § 6103 provides: 

(a) General rule.—Returns and return infor- 
mation shall be confidential, and except as 
authorized by this title— 

(1) no officer or employee of the United 
States, shall disclose any return or return in- 
formation obtained by him... : 

(b) Definitions.—For purposes of this sec- 
tion. 

(2) Return information.—The term ‘‘return 
information’’ means— . 

(A) a taxpayer’s identity, the nature, source, 
or amount of his income, payments, receipts, 
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deductions, exemptions, credits, assets, liabili- 
ties, net worth, tax liability, tax withheld, 
deficiencies, over-assessments, or tax payments, 
whether the taxpayer’s return was, is being, or 
will be examined or subject to other investiga- 
tion or processing, or any other data, received 
by, recorded by, prepared by, furnished to, or 
collected by the Secretary with respect to a 
return or with respect to the determination of 
the existence, or possible existence, of liability 
(or the amount thereof) of any person under 
this title for any tax, penalty, interest, fine, 
forfeiture, or other offense . ' rn 
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the Anti-Injunction Act (26 U. S. C. 
§ 7431(a)) would violate its Fifth Amend- 
ment rights because withdrawing the as- 
surance of tax deductions would cause a 
reduction if not elimination of donations 
and the destruction of its organization. 
The Court reasoned that: 


. although the Congressional restric- 
tion to postenforcement review may place 
an organization claiming tax-exempt status 
in a precarious financial position, the 
problems presented do not rise to the 
level of constitutional infirmities, in light 
of the powerful governmental interests in 
protecting the administration of the tax 
system from premature judicial inter- 
ference .. . and of the opportunities for 
review that are available. 


416 U. S. 725, 747-748. 


Our conclusion is buttressed by the fact 
that the causal connection between the 
IRS’s actions and the alleged business in- 
jury is attenuated. Here, there was no 
IRS action directly depriving the plaintiffs 
of property. Accord Investment Annuty, 
Inc. v. Blumenthal [79-2 ustc J 9615], 609 F. 
2d ft, 7 (D.C. Gir. 1979). 


On the issue of an alleged violation of 
the non-disclosure provisions in 26 U. S. C. 
§ 6103, we affirm the District Court’s deci- 
sion that under 26 U. S. C. §7431(a)(1)? 
the only proper defendant to such a suit 
is the United States, and that no claim 
is stated against the individual defendants 
for such a statutory violation. We reverse 
the District Court’s ruling that as a matter 
of law, the plaintiff has failed to allege 
that return information was disclosed with- 
in the meaning of section 6103. Such in- 
formation is defined by Section 6103(b) (2) 
to include a “taxpayer’s identity” and 
“whether the taxpayer's return was, is 
being, or will be examined or subject to 
other investigation or processing.’ Con- 
strued favorably, Mid-South’s complaint 


asserts that the pre-filing notice revealed 
its identity as a taxpayer and the fact 
that it had been under IRS investigation, 
since the investors’ names were allegedly 
obtained through that investigation (a fact 
then revealed to them upon receiving the 


e-. ling letter). These allegations state 
. colorable clai wn 


subsections which create exceptions to the 
non-disclosure provision, allowing disclosure 
to certain authorized persons. However, 
this issue was not presented to the District 
Court, was not briefed or thoughtfully 
considered by the parties, and it is not 
suitable for our resolution at this time. 


We therefore affirm the District Court’s 
judgment dismissing both the constitutional 
and statutory claims against the individual 
defendants, and the constitutional claim 
against the United States as a party de- 
fendant. We remand to the District Court 
for reconsideration of the statutory claim 
against the United States under 26 U. S. C. 
§ 7431(a)(1), and the issue of a possible 
exception under Section 6103(e)(7) and 
other similar provisions. 


Concurring and Dissenting Opinion 


KrupANsky, Circuit Judge, concurring in 
part and dissenting in part: I agree with 
the majority’s decision to remand the case 
as it relates to the defendant United States 
and the exceptions to the non-disclosure 
provisions of 26 U. S. C. § 6103. However, 
I believe that the actions of the individual 
defendants impinged upon plaintiff’s con- 
stitutional liberty interest to operate a 
business without arbitrary interference. Ac- 
cordingly, I respectfully dissent. 


The record in this case discloses that 
the issue as to whether Mid-South was in 
fact operating an abusive tax shelter had 
not been officially determined by the agency. 
Despite this critical omission, IRS per- 
sonnel unilaterally concluded that Mid- 
South’s tax promotion was not legitimate, 
and arbitrarily notified all of Mid-South’s 
clients of this determination, thus virtually 
destroying Mid-South’s business. The de- 
fendant’s action in posting the pre-filing 
letters becomes all the more capricious 
when viewed in light of the facts that (1) 
Mid-South was neither notified of the IRS’ 
intent to mail the notices nor given the 


opportunity to defend its promotion, and — 


(Z) that no statutes or regulations enacted 
pursuant thereto authorized the IRS to 
implement such unilateral action. To the 
contrary, regulations enacted subsequent to 
the Mid-South incident mandate notification 
of the tax oe oe at the initial 
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News Release IR-83-129 (October 19, 1983). 
In sum, it is clear that the arbitrary and 
capricious actions of the IRS’ agents in the 
instant case were in direct contravention of 
Mid-South’s liberty interest to operate its 
business free of such interference as recog- 


of Greenhills, 726 F. 2d 284, 287 (6th Cir. 
1984) (per curiam). 


Thus, I would remand with instructions 
to the district court to analyze Mid-South’s 
fifth amendment due process claim against 
the individual defendants in light of plain- 
tiff’s constitutional liberty interest. 


nized by this circuit in Sanderson v, Village 


[9263] James M. Thomas, Plaintiff-Appellant v. United States of America, De- 
fendant-Appellee. 


U.S. Court of Appeals, 9th Circuit, No. 84-1881, 3/14/85.*—(755 F. 2d 728.) Affirming 
unreported District Court decision. 


[Code Sec. 6703] 


District Court: Jurisdiction: Penalty: Frivolous return: Limitation—The District 
Court properly determined that it lacked jurisdiction over a refund action where an in- 
dividual failed to make a 15 percent payment and file a claim for refund of a penalty for 
filing a frivolous return with the IRS within 30 days of the date the IRS mailed its notice 
of the penalty assessment. Under Code Sec. 6703(c)(1), the day on which notice and de- 
mand is made against the taxpayer is the date of mailing rather than the date of receipt. 
Thus, the fact that the individual did not receive the notice and demand for payment of 
the penalty until after the filing deadline apparently because the IRS had used an in- 
correct zip code provided by such individual on his income tax return did not control. 


Back reference: { 5596A.01. 


James M. Thomas, Prescott, Arizona, for plaintiff-appellant. Glenn L. Archer, Jr., 
Assistant Attorney General, Michael L. Paup, Gary A. Allen, Elaine F. Ferris, Depart- 
ment of Justice, Washington, D. C. 20530, for defendant-appellee. 


Before Cuoy, Senior Circuit Judge, SNEED and PreGERSON, Circuit Judges. 


Opinion 

Cuoy, Senior Circuit Judge: On May 17, 
1983, appellant, James M. Thomas, was as- 
sessed a $500 penalty for filing a frivolous 
1982 income tax return. See 26 U. S. C. 
§ 6702. Thomas did not receive the notice 
and demand for payment of the penalty 
until June 28, 1983, apparently because the 
Internal Revenue Service (IRS) had used 
an incorrect zip code. However, the zip 
code used was that given by Thomas on 
his 1982 tax return. 


To contest the penalty assessment, 
Thomas filed on July 11, 1983 a 15% par- 
tial payment of the penalty and a claim 
for refund as required by 26 U. S. C. 
§ 6703(c)(1). After the IRS denied the 
refund, Thomas filed suit for a refund in 
district court. The district court dismissed 
the suit for lack of jurisdiction, apparently 
because Thomas failed to file his 15% pay- 
ment and claim for refund with the IRS 
within 30 days on the date the IRS mailed 
its notice of the penalty assessment. 


The district court’s dismissal should be 
affirmed. Ordinarily, there is no jurisdic- 


tion in the district courts over suits for the 
refund of penalty amounts paid until the 
taxpayer has paid the full amount of the 
contested penalty assessment, see Flora v. 
United States [58-2 ustc J 9606], 357 U. S. 
63 (1958), aff'd on rehearing, [60-1 ustc 
{ 9347], 362 U. S. 145 (1960), and has filed 
a claim for refund which the IRS has 
either rejected or not acted upon in six 
months. See 26 U. S. C. §§ 7422(a) & 
6532(a). Since Thomas has not paid the 
full $500 penalty amount, there is no juris- 
diction under the Flora test. 


However, 26 U. S. C. § 6703(c) provides 
an exception to the “full payment rule” on 
Flora in the case of the frivolous return 
penalty. It allows the taxpayer to pay only 
15% of the penalty assessment (and file a 
claim for refund) “within 30 days after the 
day on which notice and demand .. . is 
made against [the taxpayer].” 26 U. S. C. 
§ 6703(c)(1). Thomas paid the 15% amount 
and filed a claim for refund on July 11th, 
more than 30 days after the May 17th date 
the IRS mailed the notice, but within 30 


*The panel finds this case appropriate for 
submission without oral argument. Fed. R. 
App. P. 34(a) and Ninth Circuit Rule 3(f). 
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days of June 28th, the date Thomas re- 
ceived the notice. 


Thus, the issue in this case is whether 
the “day on which notice and demand... . 
is made against [the taxpayer],” 26 U. S. C. 
§ 6703(c)(1), refers to the mailing date or 
the day the taxpayer received the notice. 
Notice may be “sent by mail to such per- 
son’s last known address.” 26 U. S. C. 
§ 6303. “A taxpayer’s last known address 
is that on his most recent return... .” 
United States v. Zolla [84-1 ustc J 9175], 
724 F. 2d 808, 810 (9th Cir.), cert. denied, 
105 S. Ct. 116, reh’g denied, 105 S. Ct. 550 
(1984). The IRS sent the notice to the 
address listed on Thomas’ 1982 tax return 
and thus sent a valid notice. However, 
this does not resolve the question of when 
the 30 day period begins to run.” 


We believe Congress intended that the 
30 day period begin upon the mailing of 
the notice. While it might seem unfair to 
require a taxpayer to meet the 30 day time 
limit when he does not become aware of 
the penalty assessment until after the period 
has expired, the taxpayer is not completely 
barred from challenging the assessment. 
He can still pay the full amount of the 


penalty and then bring suit in district court. 


See Flora, supra. 


Furthermore, the delayed receipt in this 
case resulted from the taxpayer’s own error 
in listing an incorrect zip code on his 
return. To make the critical date the day 
of receipt would unjustifiably reward the 
taxpayer who gives an erroneous address 
by effectively extending his filing deadline. 
The government should be able to rely 
upon its sending of the notice to the tax- 
payer’s last known address. 


Finally, we believe that a literal inter- 
pretation of the language “the day on which 
notice . . . is made” is that it refers to the day- 
notice is mailed, because § 6303 speaks of the 
mailing as the event that effectuates notice 
and because Congress could easily have 
used language specifying the date of re- 
ceipt as the critical date had it so intended. 


Because Thomas failed to file his 15% 
payment and claim for refund with the IRS 
within 30 days of the IRS’s mailing of the 
notice and demand, we conclude that the 
district court properly dismissed his suit 
for lack of jurisdiction. 


AFFIRMED. 


[19264] Larrimore Wright and Mary M. Wright, Appellants v. Commissioner of 


Internal Revenue, Appellee. 


U. S. Court of Appeals, 4th Circuit, No. 84-1217, 3/13/85.—(756 F. 2d 1039.) Affirm- 
ing Tax Court, 47 TCM 422, Dec. 40,627(M), TC Memo. 1983-707. 


[Code Secs. 165 and 1211] 


Deductions: Losses: Capital loss distinguished: Capital gains and losses: Capital loss 
limitation: Limitation on deduction: Capital asset defined: Stock: Capital asset v. business 
asset.—In affirming the Tax Court, the Fourth Circuit Court of Appeals announced that it 
will follow the Windle rule (65 TC 694, CCH Dec. 33,602; appeal dismissed, 550 F. 2d 
43, 77-1 ustc { 9203; cert. den., 431 U. S. 966) and base its determination of whether a 
loss was ordinary or capital upon whether the asset was acquired with a substantial 
investment intent. In the instant case, the taxpayer had acquired shares of stock in 
the corporation by which he was employed. Upon terminating his employment, he 
sold the shares at a significant loss, which he deducted as an ordinary loss. The IRS 
disallowed the deduction except for the statutory amount permitted for long-term 
capital losses. The Tax Court found that, although the taxpayer had been motivated 
partly by business reasons, he had had a substantial investment intent when he purchased 


1The government erroneously assumes that 
§ 6303 settles this question, see Appellee’s Brief 
at 10-11, when, im fact, § 6303 says nothing ex- 
Dlicitly about when notice ‘‘is made against 
[the taxpayer]’’ for purposes of beginning the 
30 day period under § 6703(c)(1). 

Zolla and Cool Fuel, Inc. v. Connett [82-2 
ustc { 9559] 685 F. 2d 309, 312 (9th Cir. 1982) 
(cited by Zolla), held that, under 26 U. S. C. 
§§ 6212 & 6213, notices of deficiencies are valid 
and begin running the limitation period upon 
mailing, regardless of the date they are re- 
ceived, if ever. 


However, these two cases do not control the 


case at bar because this case does not involve 


19264 


a notice of deficiency but rather a notice of a 
penalty assessment. In fact, 26 U. S. C. 
§ 6703(b) specifically declares that the statutes 
governing deficiency procedures (26 U. S. 
§§ 6212 & 6213) are inapplicable to the assess- 
ment and collection of frivolous return penal- 
ties. ; i 

Furthermore, the holdings in Zolla and Cool 
Fuel follow directly from the language of 
§ 6213 which reads ‘‘90 days .. . after the notice 
of deficiency . . . is mailed.”? (emphasis added). 
The language of § 6703(c)(1), on the other hand, 
referring to the date notice ‘‘is made against 


{the taxpayer],’’ is ambiguous. — 


~ ©1985, Commerce Clearing House, Inc. 
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the stock. Therefore, the stock was a capital asset and the limitations on loss were 
correctly applied. Stating that the Windle test had a reasoned, logical basis, the 
appellate court upheld the Tax Court’s determination. Further, the appellate court 
concurred that the taxpayer’s purchase of stock was not so integrally related to his 
employment as to fall into the Corn Products exception, (350 U. S. 46, 55-2 ustc {| 9746). 
’ Back references: { 899X.10, 1531.086, 1531.50, 4711.15, 4717.6835 and 4717.684. 


C. Richard Rayburn, Jr., Barbara J. Dean, for appellants. Glenn L. Archer, Jr., As- 
sistant Attorney General, Gary R. Allen, Michael L. Paup, Thomas M. Preston, Depart- 
ment of Justice, Washington, D. C. 20530, for appellee. 


Before MuRNAGHAN and Sprouse, Circuit Judges, and MicHakEL, United States District 
Judge for the Western District of Virginia, sitting by designation. 


Micwaet, District Judge: The case comes 
before this court on an appeal from a deci- 
sion of the United States Tax Court which 
upheld the determination of the Commissioner 
of the Internal Revenue of a deficiency in 
the appellants’-taxpayers’ income taxes for 
the year 1976. 


A brief statement of the salient facts in 
the case indicates that the taxpayer Wright, 
having been employed in an accounting firm 
as a partner, was solicited to join one Hamilton 
in Texfi Industries, Inc., of which Hamilton 
was president. Texfi was engaged in knitted 
apparel fabrics production. Because of what 
appears to have been a strongly held belief 
on the part of Hamilton that, because the 
textile business is an entrepreneurial business, 
top management should have an equity in- 
vestment in such business, Hamilton strongly 
urged taxpayer to purchase shares of the 
company’s stock. Initially, this option to 
purchase granted to taxpayer was to pur- 
chase at fair-market value, as of the date 
of the grant of the option, 10,000 shares of 
common stock pursuant to the company’s 
Employee Qualified Stock Option Plan 
(ESOP). Other terms of employment were 
negotiated relating to Hamilton’s sale of his 
personally held stock to taxpayer, etc., 
which other negotiations and terms are not 
relevant to the issue presented in this case. 


Later on, the option to purchase not 
having been exercised, the taxpayer and 
Hamilton entered into a new contract, by 
the terms of which Hamilton agreed to sell 
to taxpayer 10,000 shares of Hamilton’s 
Texfi stock at a price of $18.00 per share. 
This purchase was consummated and the 
shares were deposited in a lending bank as 
collateral for the loan used to purchase the 
stock. 


Ultimately, taxpayer resigned his employ- 
ment with Texfi, and three days later re- 
quested that the bank release the 10,000 
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shares of Texfi stock then being held as 
collateral on taxpayer’s indebtedness, so 
that the shares might be sold and the proceeds 
used to reduce that indebtedness. Ten days 
later, taxpayer sold the 10,000 shares ac- 
quired from Hamilton, and received from 
that sale approximately 40 percent of the 
price which he had paid for the 10,000 shares. 


On a joint income tax return for the year 
of the sale, taxpayer claimed an ordinary 
loss deduction on the sale of the Texfi 
stock. On review, the Commissioner deter- 
mined that the loss in this case was in fact 
a long term capital loss, and therefore dis- 
allowed the amount of the deduction save 
for the $1,000 permitted in such cases. On 
appeal to the Tax Court, the Judge of the 
Tax Court, in a carefully drafted opinion, 
reviewed the pertinent facts and determined 
that the action of the Commissioner was 
correct. From that decision, this appeal flowed. 


In analyzing the facts in the case, the 
Tax Court determined that the motive of 
the taxpayer in acquiring the 10,000 shares 
of stock contained in fact a “substantial in- 
vestment intent,’ though there may also 
have been business reasons associated with 
his employment involved in taxpayer’s pur- 
chase: Significant in this respect is the con- 
tract between Hamilton and taxpayer under 
which taxpayer acquired the 10,000 shares. 
That contract provided in part as follows: 


2. I hereby represent and warrant that 
I intend to purchase the Shares for in- 
vestment and not with a view to, or any 
present intention of, selling or otherwise 
distributing any of the Shares... 


There were a number of other provisions in 
that letter contract concerning what would 
happen to the stock if taxpayer left the 
employment of Texfi one year or less from 
the date of employment, or if the employ- 
ment were to be terminated within three 
years for wilfull misconduct, etc. However, — 
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for the purposes of this appeal, the operative 
fact is the representation and warranty 
that taxpayer intended to “purchase the 
Shares for investment and not with a view 
to... selling or otherwise distributing any 
of the Shares.” 


Section 165(a) of the Internal Revenue 
Code allows for deductions from income for 
losses sustained during the taxable year. 
‘Such deductions as to capital assets, how- 
ever, are limited by the provisions of §§ 1211 
-and 1212 of the Code. In essence, the ap- 
plication of these three sections of the code 
to this case, if appropriate, would limit the 
deduction which taxpayer might take from 
this particular transaction to the sum of 
$1,000 for the year in question, since the 
record discloses no capital gains or losses 
of any moment?’ for the taxpayer for that 
year. Thus, under the cited sections there 
are no offsetting capital transactions to be 
taken into account. See 26 U. S. C. 1211(b). 


Considerable attention is paid in the briefs 
to the case of W. W. Windle Co. v. Commis- 
sioner of Internal Revenue [CCH Dec. 33,602], 
65 T. C. 694 (1976), appeal dismissed [77-1 
ustc { 9203], 550 F. 2d 43 (1st Cir.), cert. 
denied, 431 U. S. 966 (1977). The appellant 
asserts that this is a case of first impression 
for any circuit under the Windle test. Be- 
fore 1976, the test to be applied in these 
cases apparently was whether the asset ac- 
quisition was made with a “predominant 
business purpose”. In 1976, in the Windle 
case, the United States Tax Court adopted 
a rule asserted to be more stringent, namely, 
whether the asset acquisition, though made 
for business purposes, also was made with 
a “substantial investment intent”. The 
United States Tax Court has applied this 
test in cases involving the issue before the 
court in this case. 


The asserted greater stringency in the 
Windle test is shown in the Windle opinion 
language that 


Where a substantial investment motive 

exists in a predominantly business-motivated 

~ acquisition of corporate stock, such stock 
isa Sie: asset. 


Les ig 


cases dealing with this issue will only give 
general guidance in resolving the issue, the 
factual inquiries being of comparatively . 
much greater weight in supplying the ioc 
tion of the issue. 


Whether this case provides a first impres- 
sion application of the Windle test among 
the Circuits is not of much importance in 
deciding this case. Certainly, the Windle 
test has been with us since 1976, and was 
considered, at least, in the Windle appeal to 
the First Circuit and in the denial of 
certiorari to the Supreme Court, though 
the opinion in the First Circuit reflects its 
decision not to reach and decide the par- 
ticular issue here. 


The complaint in appellants’ brief that the 
Windle rule would require a “totally sub- 
jective judgment by the court whether there 
was a ‘substantial’ investment intent co- 
existing with a valid business motive” is 
simply not an accurate assessment of the 
effect of the Windle test. Intent must be 
discerned in many areas of the law, and it 
is done regularly, but rarely is there a case 
where such discernment is “totally sub- 
jective”, and this case certainly provides 
ample non-subjective guidance to discern 
that intent, in the terms of the contract and 
in the admission of the taxpayer concerning 
treatment of the gain had the stock been 
sold at a profit, infra. 


In short, an entity peculiarly suited to the 
consideration of such questions, the United 
States Tax Court, has developed the Windle 
test, concededly a change from the test used 
before 1976, and has supported that test 
with a reasoned, logical basis for its use. 
Seeing in its application no more than the 
usual problems in determining intent, this | 
court will follow the rule set out in Windle. 


Under the provisions of § 1221 of the 
Code, it is generally accepted that shares of 
stock are in fact capital assets, and must be 
treated as capital assets under the Code. 


There are some exceptions to this, the par- 


ticular case on which taxpayer seems to rely 
most heavily being Corn Products Refining 
Co. v. Commissioner of Internal Revenue 
[55-2 usTc Te7Ael, ay, ide Se 46 Cpa 
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its business of manufacturing corn products. 
Ordinarily, such corn futures would be 
considered to be capital assets, but the 
Supreme Court in that case held that the 
trading in these corn futures was so closely 
and integrally related to the business of tax- 
‘payer in corn products manufacturing that 
the appellant in that case was justified in 
treating the gains and losses on the trading 
in corn futures as usual profits and losses, 
rather than treating such items as capital 
gains and losses. 


~The finding of the Tax Court below is 
that the purchase by taxpayer Wright of the 
10,000 shares of Texfi stock was not so in- 
tegral a part of his employment as to fall 
within the exception of Corn Products. 
While there was substantial evidence to the 
effect that Hamilton, as employer, expected 
his senior employees to hold an equity posi- 
tion in the company, there is no evidence 
that the purchase of the stock was a stated 
condition either of obtaining or of maintain- 
ing taxpayer’s employment with Texfi. 


In a candid and revealing admission by 
taxpayer in the proceedings below, taxpayer 
asserted that, had he had a gain on the sale 
of the Texfi stock, he would have expected 
it to be treated as a capital gain, with the 
consequent advantages to him from such 
treatment. 


This court reviews the action of the 
United States Tax Court under the “clearly 


erroneous” standard. Commissioner of Inter- 
nal Revenue v. Duberstein {60-2 ustc J 9515], 
363 U. S. 278 (1960). While taxpayer main- 
tained that he bought the stock only be- 
cause of the “requirement” for an equity 
position in the company imposed by his 
employer’s president, Hamilton, there 
nonetheless is more than adequate evidence 
in the record to indicate that a substantial 
motive of the taxpayer in buying the stock 
was that of investment. The provisions of 
the contract quoted supra, the admission of 
the taxpayer that he would have treated 
any profit from the sale as a long term 
capital gain, and the fact that there was no 
provision in any of the contractual rela- 
tionships worked out between the parties 
requiring the purchase of the stock, all 
conjoin to indicate that, while there may 
have been a desire on the part of taxpayer 
to meet the expectations of Hamilton in 
acquiring the equity position, there never- 
theless was a substantial investment motive 
on the part of taxpayer in making the pur- 
chase of the stock. 


Since the facts of the case here do not 
justify the imposition of the doctrine of 
Corn Products, and because the finding of 
the Tax Court below as to substantial in- 
vestment notice is not clearly erroneous, 
the opinion and decision of the Tax Court 
must be 


AFFIRMED. 


[9265] United States of America, Plaintiff v. Harold Turner, Monroe Swan, Bar- 
bara Henderson and Symuel Smith, Defendants. 


U.S. District Court, East. Dist. Wis., Case No. 83-C-2036, 1/24/85.—(601 F. Supp. 757.) 


[Code Secs. 6700(a) and 7408] 


Civil suits: Action to enjoin promoters: Promoting abusive shelters: Injunction.— 
One of two taxpayers, who were partners in a partnership formed for the purpose of 
promoting tax shelters, was enjoined from engaging in conduct relative to the promotion 
of abusive tax shelters. In rejecting the IRS’s assertion that an individual could be held 
liable for the promotion of an abusive tax shelter if another with whom he is associated 
has promoted such abusive shelter, the court held that Code Sec. 6700 must be literally 
construed so that the taxpayer himself must make or furnish the proscribed gross valua- 
tion statement in order to be held liable for the promotion of an abusive tax shelter. 
Therefore, the action to enjoin the partner, against whom the IRS failed to adduce evi- 
dence at the hearing that implicated him as having made or furnished such statement, was 
dismissed. However, as to the other partner, the IRS successfully established that he 
played an instrumental role in the sale of the tax shelters. Therefore, based upon the 
taxpayer’s history of involvement with tax shelters, his standing in the community, and 
the traditional factors considered in deciding the appropriateness of injunctive relief, the 
court found that injunctive relief was appropriate and enjoined the taxpayer from engag- 
ing in conduct that violated Code Sec. 6700. Back references: § 5595C.44 and 5776E.10. 


United States Attorney, Jan E. Kearney, Assistant United States Attorney, Milwaukee, 
Wis. 53202, Larry Meuwissen, Department of Justice, Washington, D. C. 20530, for plain- 
tiff. Richard Frederick, 1840 North Farwell, Milwaukee, Wis. 53202, for defendants. 
Monroe Swan, 2430 W. Auer Ave., Milwaukee, Wis. 53206, pro se, Symuel H. Smith, 4524 
W. Roosevelt Dr., Milwaukee, Wis. 53216, prose. 
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Decision and Order 


Warren, District Judge: This is an action 
by which the United States Government 
seeks to enjoin the defendants from en- 
gaging in conduct relative to-the promotion 
of abusive tax shelters, pursuant to 26 
U. S. C. § 7408. The Court transferred this 
case to Magistrate Aaron E. Goodstein for 
a recommendation on the Government’s pe- 
tition for relief. Following an evidentiary 
hearing held on July 2 and 3, 1984, the 
Magistrate, on October 24, 1984, issued his 
findings of fact and conclusions of law, 
and recommended that the Court grant the 
Government’s request for injunctive relief 
against defendant Smith; deny the Govern- 
ment’s request for injunctive relief against 
defendant Swan; and dismiss the complaint 
against Mr. Sven 


Both the Government and Mr. Smith 
have objected to portions of the Magis- 
trate’s Recommendation. The Government 
contends that the Magistrate erroneously 


concluded that an individual must person- 


ally make or furnish a gross valuation state- 
ment in order to be liable under 26 U. S. C. 
§ 6700, which statute defines conduct con- 
stituting the promotion of an abusive tax 
shelter. Smith argues essentially that the 
Magistrate’s Recommendation does not spe- 
cifically refer to evidence adduced at the 
hearing that would implicate him as having 
promoted an abusive tax shelter or that 
would justify the issuance of an injunction. 
Having reviewed the transcript of the evi- 
dentiary hearing and the submission of the 
parties in response to the Magistate’s Rec- 
ommendation, the Court is satisfied that the 
Recommendation is sound in all respects, 
and it will therefore be adopted by the 
Court, A brief discussion of the arguments 
presented by the parties and the Court’s 
decision follows. 


The facts of this case were sufficiently 


detailed in the Magistrate’s Recommenda-. 


tion and need not be repeated here. Al- 


though defendant Smith has raised several 
ill-defined _ objections ito" the* 


A. Government's Objections 


The Government’s sole objection pertains 
to the Magistrate’s interpretation of 26 
U. S. C. § 6700(a) (2), which must be read’ 
in conjunction with section 6700(a)(1). In 
addition to the requirements of section 
6700(a)(1), a person cannot be convicted of 
promoting an abusive tax shelter unless he 
or she: 


(2) makes or furnishes (in connection 
with such organization or sale)— 


(A) a statement with respect to the 
allowability of any deduction or credit, 
the excludability of any income, or the 
securing of any other tax benefit by rea- 
son of holding an interest in the entity 
or participating in the plan or arrange- 
ment which the person knows or has rea- 
son to know is false or fraudulent as to 
any material matter, or 


(B) a gross valuation overstatement as 
to any material matter. 


26 U. S. C. § 6700(a) (2). 


The Magistrate interpreted this section 
literally and found that defendant Swan 
was not liable under § 6700 because the rec- 
ord did not reflect that he had “ever actually 
explained the operation of the Saxon plan 
to any investor or potential investor.” (Mag- 
istrate’s Recommendation, page 14). The 
Government argues that § 6700(a) (2) should 
be broadly construed such that an individual 
could be held liable if another with whom 
he was associated either made or furnished 
a statement described in § 6700(a) (2) (A) 
or (B). 


The Government concedes that there is 


-no evidence which indicates that Monroe 


Swan directly and personally made or 
furnished a gross overvaluation statement | 
to any investor. Gross overvaluation state- 
ments were made by Harold Turner and 
Barbara Henderson, however, and _ the 
Magistrate also found that Smith had made 
such statements. Accordingly, the Govern- 
ment claims that Swan should be held 


liable for violations of § 6700 under any 


or all of three theories: (1) because the 
four occupants of the Farwell office were 
partners, and Wisconsin. law prescribes 
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torts; and (3) under theories of conspiracy 
and aiding and abetting. Clearly, the Gov- 
ernment advocates an extremely broad 
reading of §6700(a)(2), one that would 
impose liability upon anyone who was in- 
volved, either directly or tangentially, with 
promoting abusive tax shelters. 


Section 6700 became effective on Sep- 
tember 4, 1982 as part of the Tax Equity 
and Fiscal Responsibility Act of 1982, 
P. L. 97-248, 96 Stat. 612. Due to the 
recent enactment of the statute, few courts 
have been called upon to interpret and 
apply the provisions of § 6700. In those 
cases involving § 6700, however, the Gov- 
ernment has never sought to impose lia- 
bility on anyone other than the individual 
directly responsible for making or furnish- 
ing the type of fraudulent statement described 
in § 6700(a)(2)(A) or (B). See United 
States v. Savoie [85-1 ustc J 9182], 594 F. 
Supp. 678 (D. La. 1984); United States v. 
White [84-1 ustc 9441], 583 F. Supp. 1118 
(D. Minn. 1984); United States v. Buttorff 
[83-1 ustc J 9342], 563 F. Supp. 450 (N. D. 
Tex. 1983). The following observation also 
seems to indicate that only the person who 
actually made or furnished the fraudulent 
statement is liable under § 6700: 


The person subject to penalty must 
both participate in organization or sale 
of tax shelter interests and make or fur- 
nish a fraudulent statement, a statement 
he knows or has reason to know is false, 
or a gross overvaluation. The penalty 
does not apply to those who don’t do 
both—for example, a seller of interests 
in an abusive shelter who innocently 
repeats a statement fraudulently made 
by a promoter which the seller has no 
reason to know is false. 


34 Am. Jur. 2d Federal Taxation § 9051 
(1985). 


The statute itself is neither vague nor 
ambiguous, yet the Government proposes 
that the Court interpret § 6700 more broadly 
that its own terms prescribe. As the Court 
noted, there is no precedent. for doing so, 
and the observation quoted above indicates 
that a broad interpretation would be spe- 
cious. While the plaintiff argues that a liberal 
reading of § 6700, one which would impute 
liability to others somehow associated with 
the maker or furnisher of the fraudulent 
statement, would comport with the intent 
of Congress, it is nonetheless true that 
congressional intent is primarily ascertained 
from the words of the statute. Janowski v. 
International Brotherhood of Teamsters Local 
No. 710 Pension Fund, et al., 673 F. 2d 931, 
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936-37 (7th Cir.), cert. denied, 459 U. S. 
858 (1982); Director, Office of Workers’ 
Compensation Programs, United States De- 
partment of Labor v. Forsyth Energy, Inc., 
666 F. 2d 1104, 1107 (7th Cir. 1981). Since 
the statute plainly states that “any person 
who ... makes or furnishes” a fraudulent 
statement is liable, the Court believes that 
it would be inappropriate to read more 
into these words than their literal meaning 
suggests. Accordingly, the Government’s 
objection to the Magistrate’s Recommenda- 
tion is rejected. 


B. Defendant Smith’s Objections 


On November 6, 1984, defendant Smith 
filed a motion to dismiss this action or, in 
the alternative, a motion for summary 
judgment. Smith also filed a response to 
the Magistrate’s Recommendation. Since 
the Magistrate has already held an eviden- 
tiary hearing in this case, Smith’s motions 
would be untimely. Therefore, the Court 
will treat them and their supporting argu- 
ments as additional objections to the Mag- 
istrate’s Recommendation. 


Smith has raised several objections to 
the Magistrate’s proposed findings of fact 
and conclusions of law. First, Smith objects 
to the Magistrate’s failure to find that a 
partnership did or did not exist between 
Turner, Henderson, Swan and Smith. The 
Government also contends that it is crucial 
to the decision in this case that a finding be 
made as to whether a partnership existed. 


As the Magistrate stated on page 14 of 
his Recommendation, the imposition of lia- 
bility under § 6700 does not require a find- 
ing that a partnership or other entity was 
created for the purpose of promoting abusive 
tax shelters. The Court has already found 
that the existence of a partnership would 
not impute liability to all other partners 
simply because one partner had made or 
furnished fraudulent statements in violation 
of 26 U. S. C. §6700(a)(2). Even so, for 
the purpose of resolving this issue should 
an appeal ensue, the Court now decides 
that Lease Marketing and Management was 
a partnership between Harold Turner, 
Barbara Henderson, Monroe Swan and 
Symuel Smith for the purpose of promoting 
tax shelters. This finding is based upon 
the testimony of Harold Turner. (Tr. 225, 
251-253). : 

Smith also objects that the Magistrate’s 
Recommendation did not refer to specific 
evidence which demonstrated Smith’s “sig- 
nificant role” in the sale of tax shelters. 
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On pages 9 and 10 of his Recommendation, 
the Magistrate details Smith’s expertise in 
financial matters and his involvement in 
the sale of the Saxon tax shelter. These 
findings are based, inter alia, upon Turner’s 
testimony that Smith was a “walking ency- 
clopedia” (Tr. 226); upon Smith’s testimony 
that he answered questions at the Farwell 
otnce about the Saxon Plan (Tr. 73); upon 
Smith’s testimony that he went to Don 
Tate’s house to explain the Saxon Plan 
(Tr. 77); upon Smith’s testimony that he 
explained to clients the potential effect of 
the Saxon Plan upon Schedule C of their 
tax returns (Tr. 97); and upon Tate’s 
testimony that he spoke with Smith about 
the Saxon Plan (Tr. 165, 169). In addition 
to these specific references, the remainder 
of the transcript of the evidentiary hearing 
is replete with evidence of Smith’s instru- 
mental role in the sale of the tax shelters. 


Smith’s third objection is that there is 
no evidence upon which the Magistrate or 
the Court could conclude that profits from: 
the sale of the Saxon leases were divided 
evenly between Turner, Henderson, Swan 
and Smith. While Smith believes that this 
finding was made in relation to the Gov- 
ernment’s contention that a partnership 
existed, the Court believes that it is more 
pertinent to the question of Smith’s integral 
role in selling the Saxon tax shelters. In 
either case, Smith’s testimony on pages 
84-91 of the transcript, along with exhibits 
27 and 28 (copies of commission checks), 
is evidence of the four-way split of Saxon- 
related profits. Neither this finding nor 
the existence of a partnership, however, is 
necessary to conclude that Smith is liable 
under § 6700, and his objection, therefore, 
is largely irrelevant. 


Smith’s fourth objection is that there is 
no basis upon which an injunction against 
him should issue. Pursuant to 26 U. S. C. 
§ 7408, the Court may grant injunctive relief 
if it finds: 

(1) that the person has engaged in any 


conduct subject to penalty under section 
6700... , and 


(2) that injunctive relief is appropriate 
to prevent recurrence of such conduct.... 


26 U.S. C. § 408(b). 


The Magistrate found that Smith’s 
“standing in the community, as well as his 
continued involvement in the marketing of 
energy management systems,” justified the 
issuance of an injunction. The Court agrees, 
based upon Smith’s testimony that he is 
involved with ROI Unlimited, which sells 
unspecified electronic devices, and was in- 
volved with the sale of various other energy 
saving items. (Tr. 60-61). Exhibit 24 is a 
copy of the corporate profile of Weather- 
man Energy Management Service, Inc., an- 
other program with which Smith was 
involved. (Tr. 61). The evidence clearly 
demonstrates that Smith has a history of 
involvement with energy-related tax shelters 
and continues to be so involved. Accord- 
ingly, the Court finds that injunctive relief 
is appropriate in order to insure that Smith 
does not again engage in conduct in viola- 
tion of § 6700. Furthermore, the Court finds 
that the traditional factors considered in 
deciding the appropriateness of injunctive 
relief have been satisfied.2 As the Court 
stated in Buttorff, such a finding is essen- 
tially superfluous once a court decides that 
an injunction is necessary to prevent further 
violations of § 6700, since “(t)he legislative 
process has already taken these factors into 
consideration in its decision to address the 
promotion of abusive tax shelters.” 563 F. 
Supp. at 454. 


Finally, Smith has lodged a general ob- 
jection to the sufficiency of the proceedings 
before the Magistrate and requests that a 
full evidentiary hearing be held before the 
Court. Under 28 U. S. C. § 636(b)(1)(B) 
and (C), the district court may designate 
a magistrate to conduct evidentiary hearings 
and submit proposed findings of fact and 
recommendations to the district court in 
matters such as this. The parties are al- 
lowed to file objections to the proposed 
findings and recommendations within ten 
days after being served with a copy thereof. 
This procedure has been followed in this 
case, and defendant Smith has been ac- 
corded a full and fair evidentiary hearing. 
His objection to the proceedings before the 
Magistrate is unfounded. 

Accordingly, the Court hereby adopts the 
Magistrate’s recommendation and: 

1. Grants the Government’s request for 
injunctive relief against Symuel Smith; 


2 The following considerations are to be made 
in deciding we an injunction should be 
granted: 

1, the threat of irreparable harm for which 
there is no adequate remedy at law; 

2. whether the threatened injury to the plain- 
tiff outweighs the harm an co aa | pene 
inflict on the defendant; 
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1984). 


3. whether the plaintiff has a reasonable like- 
lihood of success on the merits; 

4. whether the issuance of a preliminary in- 
junction would disserve the public interest. 
American Can Company v. Mansukhani, et al., 
No. 83-2553, slip op. at D (Ti Cir., July 30, 
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2. Denies the Government’s request for 
injunctive relief against Monroe Swan, and 
dismisses the complaint against defendant 
Swan; 


3. Enters the following order, as recom- 
mended by the Magistrate, that SYMUEL 
H. SMITH, personally and by his agents, 
servants or employees, is hereby perma- 
nently enjoined and restrained from directly 
cor indirectly and by any means: 


A. Taking any action in furtherance of 
‘the organization, promotion, advertising, 
marketing, selling or offering for sale of 
‘the Saxon Program. 


B. Representing that investors in the 
Saxon Program will be entitled to deduc- 
tions or credits, for Federal income tax 
purposes, on the Saxon Program property 
with respect to which the gross valuation 
overstatement is made, including credits 
against tax for the investment tax credit 
or the business energy credit, and from 
furnishing or distributing materials, and 
oral or written information which so 
indicated. 


C. Organizing or assisting in the or- 
ganization of, or selling or participating 
in the sale of interests in, any partnership, 
trust, entity, investment plan, or other 
plan or arrangement that purports to en- 
title participants to tax credits, tax de- 
ductions, or other tax benefits based upon 
any of the following: 


(1) any representation of value of any 
asset or interest therein to be sold, where 
such representation exceeds 200 percent 
of the correct fair market value of that 
asset or interest; or 


(2) any transaction or series of trans- 
actions that he knows or has reason to 
know (a) offers little or no realistic 
possibility of economic gain or (b) depends 
upon financing that is non-recourse either 
expressly or because of an unreasonably 
long repayment period or (c) depends upon 
a market for services or property that 
cannot be reasonably expected to exist. 


D. Engaging in any other conduct sub- 
ject to penalty under 26 U. S. C. § 6700. 


[1.9266] Wallace T. Collett, et al., Plaintiffs v. United States of America, Defendant; 
Jan Marie Lundgren, et al., Plaintiffs v. United States of America, Defendant; Rev. Barry 
S. Riehle, Plaintiff v. United States of America, Defendant. 


U. S. District Court, So. Dist. Ohio, West. Div., C-1-83-1182, C-1-83-1183, C-1-83-1825, 


12/1/84. 


[Code Sec. 6702] 


Penalties: Frivolous returns: Tax protestors: War tax reductions.—Individuals who 
filed income tax returns claiming reductions in their tax liability in order to assert their 
opposition to using tax dollars for military purposes or for the production of nuclear 
weapons were liable for the $500 civil penalty for filing frivolous returns. Taxpayers were 
not being penalized for a protest but for filing returns that were substantially incorrect 
which impeded the administration of the tax laws. Any First Amendment rights that the 
taxpayers may have had were outweighed by the government’s substantial interests in 
collecting revenue and supporting a national defense. Back reference: {[ 5595G.01. 


Robert Newman, 2312 Kroger Bldg., Cincinnati, Ohio 45202, for plaintiffs. Chris 
Barnes, United States Attorney, Sally Whitaker, Assistant United ‘States Attorney, Cin- 
cinnati, Ohio 45201, for defendant. 


Amended Order 


Rusin, Chief Judge: This matter is a con- 
solidation of three cases with substantially 
the same facts. Motions for Summary 
Judgment have been made along with Mo- 
tions to Dismiss that will be treated as 
summary judgment motions pursuant to 
Fed. R. Civ. P. 12(b). As the facts are not 
in dispute, the cases will be decided on the 
basis of those motions. 


1982 prepared by Price, Waterhouse & Co. 
It showed an adjusted gross income of 
$210,420 and a total tax liability of $22,366. 
Penciled in underneath the $22,366 figure 
was a figure representing 67% of that 
amount—$14,995. A second handwritten 
number indicated that the Government 
owed the Colletts a $1,697 refund. Price, 
Waterhouse’s figures, however, showed that 
at the full $22,366 figure, the taxpayers 
owed the Government $5,684, a number that 
the Colletts drew a line through. 


Plaintiffs explained their alteration of the 
return in an accompanying letter. The let- 
ter stated they were members of the 
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ve Facts 


Plaintiffs Wallace and Carrie Collett 
filed a joint federal tax return for ae year 
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Religious Society of Friends, Quakers, and 
as such they could not, consistent with their 
religious beliefs, pay that percentage of their 


federal tax liability that went to support . 


direct military spending. Accordingly, they 
figured their war tax deduction to. be 33%. 


Jan Marie Lundgren and Gordon Wahler 
filed their 1982 joint return showing an 
adjusted gross income of $8,755.74 and a 
total tax liability of $424. On line 63 of their 
1040 form, Lundgren and Wahler credited 
themselves with $173.84 paid toward their 
tax liability which, when combined with 
their withholdings, entitled them to a $6.70 
refund. Line 63 indicated that the $173.84 
was paid to F. O. R. and represented 41% 
of their total tax liability. An accompanying 
letter explained that F. O. R. stood for 
Fellowship of Reconciliation, a group dedi- 
cated to peace education and non-violent 
resolution of conflict. The 41% figure rep- 
resented their estimate of the portion of the 
1983 federal budget allocated to military 
spending. Lundgren and Wahler are also 
Quakers and state that their religion com- 
pels such a war tax deduction. 


The Rev. Barry Riehle is a Catholic 
priest. His 1982 tax return indicated a gross 
income of $6,454.71. The resulting tax was 
$436 but Riehle granted himself a $44 nu- 
clear war tax credit that reduced his liability 
to $392 and yielded a $87 overpayment. 
Riehle explained the credit in an attached 
letter stating that his religious convictions 
regarding the sacredness of human life pro- 
hibited him from supporting the further 
proliferation of nuclear weapons with his 
tax dollars. He thus refused to pay the 
10% of his liability he determined was 
being used in an immoral way. 


The Internal Revenue Service (“IRS”) 
assessed each group of plaintiffs a $500 pen- 
alty under 26 U. S. C. § 6702 (1982) for 
filing frivolous returns. Pursuant to section 
6703, each group of plaintiffs paid 15% of 
the penalty and filed a claim for a refund. 
26 :U. S. C. §6703(c) (1982). The claims 
were denied and the plaintiffs now bring 
their case to this Court seeking a declara- 
tion that their returns were not frivolous, 
a declaration that section i is unconsti- 


f formation” 


II. Application of Section 6702 


The sincerity of plaintiffs is not at issue. 
Objections to Government spending for 
military purposes and for the production of 
nuclear weapons is not new. But however 
sincere and however well-intentioned plain- 
tiffs may be, the fact is that the Constitu- 
tion of the United States gives the power 
to the legislative branch to do the follow- 
ing: 

To declare war, grant letters of far age 

and Reprisal . 

To raise and Meat armies .. 

vide and maintain a navy.’ ° 


The Constitution of the United States 
also gives to the legislative branch power 
to collect taxes on income.” 


. to pro- 


Plaintiffs may intellectually argue that 
military and nuclear expenditures are im- 
moral and inherently evil. Their intellectual 
arguments may indeed be unanswerable. 
The reality, however, remains that the 
Congress of the United States has the power 
to appropriate public funds and the United 
States Courts do not. The forum to debate 
the wisdom of Congress is the ballot box 
not the well of the United States District 
Court. 


26 U. S. C. § 6702 authorizes a five hundred 
dollar penalty under the following cir- 
cumstances: 


15% 


(1) any individual files what purports to 
be a return of the tax imposed by Sub- 
title A, but which... 

(B) contains information that on its 
face indicates that the self-assessment 
is substantially incorrect; and 


(2) the conduct referred to in Paragraph 
(1) iswidues tomreas 


(B) a desire (which appears on the 
purported return) to delay or impede the 
administration of federal income tax 
laws. 

Plaintiffs’ activities fit under the plain 
meaning of this statute. Section (1) of the 
statute is met by plaintiffs’ assertions on 
the face of their returns that they owe any- 
where from 10% to 41% less than the 
amount authorized by proper completion of 


the forms. Such assertions constitute “in- 


indicating a “self-assessment” 
sgtbstte 


: “substantially incorrect.” 


Court Decisions—Cited 85-1 USTC 


87,585 


Cable Atlanta, Inc. v. Project, Inc. 


Congress specifying the types of positions 
it considers frivolous. 


_[T]he penalty could be imposed against 
any individual filing a “return” showing 
an incorrect tax due, or a reduced tax 
due, because of the individual’s claim of 
a clearly unallowable deduction, such as 
a “gold standard deduction” ... or a “war 
tax” deduction under which the taxpayer 
reduces his taxable income or shows a 
reduced tax due by that individual’s es- 
timate of the amount of his taxes going 
to the Defense Department budget, etc. 
In contrast, the penalty will not apply if 
the taxpayer shows the correct tax due 
but refuses to pay the tax. 


S. Rep. No. 494, 97th Cong. 2d Sess. 278, 
reprinted in 1982 U. S. Cong. & Ad. News 781, 
1024. Congress’s position is well within 
the bounds of reason as plaintiffs’ deduc- 
tions are based on a long and unbroken 
line of authority establishing the imper- 
missibility of such deductions. See Franklet 
v. United States [84-1 ustc 99151], 578 F. 
Supp. 1552, 1555 (N. D. Cal. 1984). All 
five plaintiffs have claimed such a war tax 
deduction on the face of their returns and 
therefore fall within the class of taxpayers 
Congress specifically intended to penalize 
by enacting Section 6702. 


It should be pointed out that plaintiffs 
in this instance were not penalized for a 
“protest,” they were instead penalized for 
filing returns which indicated on their face 
that the self-assessment was substantially 
incorrect and impeding thereby the ad- 
ministration of federal income tax laws. A 
tefusal to pay tax is not penalized by Sec- 
tion 6702 as long as the proper tax liability 
is indicated. S. Rep. No. 494, 97th Cong. 2d 
Sess. at 278, U. S. Code, Cong. & Ad. News 
at 1024, 


III. Constitutional Claims 


Plaintiffs’ sole constitutional argument is 
that section 6702 violates their First Amend- 
ment freedom of expression. Plaintiffs argue 
that the war tax deductions on their tax 


forms constitute protected speech under the 
First Amendment. This argument has been 
rejected by all courts that have addressed 
it. See e.g., Drefchinski v. Regan [84-2 ustc 
7 9924], — F. Supp. —, No. 832277 (W. D. 
La. June 25, 1984) ; Harper v. United States 
[84-2 ustc J 9920], 587 F. Supp. 1056 (E. D. 
Pa. 1984); Skull v. United States, 585 F. 
Supp. 956 (E. D. Va. 1984); Franklet v. 
Umited States [84-1 usre 9151], 578 F. 
Supp. 1552 (N. D. Cal. 1984). This Court 
concurs. 


Any First Amendment rights plaintiffs 
may have in communicating on their tax 
returns are outweighed by the Govern- 
ment’s susbtantial interests in collecting 
revenue and supporting a national defense. 
U. S. Const. art. I, §8. In 1981, the IRS 
experienced an onslaught of 13,600 protest 
returns. Congress found that many of these 
illegal returns were motivated by the lack 
of any penalty for so filing. In response, 
it enacted section 6702 to provide an im- 
mediately assessable penalty for the filing 
of those returns. It was thought that such 
a penalty would deter the filing of such 
returns and “demonstrate the determination 
of Congress to maintain the integrity of the 
income tax system.” S. Rep. No. 494, 97th 
Cong. 2d Sess. 277, reprinted in, 1982 U. S. 
Code Cong. & Ad. News 781, 1024. 


Congress has merely insisted that accu- 
rate, unincumbered information be dis- 
closed on tax returns. Such a requirement 
is well within its constitutional power to 
collect taxes. 


IV. Conclusion 


Summary judgment is GRANTED in 
favor of the United States in all three 
cases. Plaintiffs’ Motions (Dec. No. 2 in 
C-1-83-1182; Doc. No. 5 in C-1-83-1183) are 
DENIED. The United States may proceed 
in collection of the balance of the section 
6702 penalties. 


IT IS SO ORDERED. 


[9267] Cable Atlanta, Inc., Petitioner v. Project, Inc.; T. P. I. C. S., Inc. ; Ernest 
Dixon, d/b/a TPI Construction Supplies; and United States of America, Claimants. 


U. S. District Court, No. Dist. Ga., Atlanta Div., Civil Action No. C82-2775A, 9/30/83, 


572 F. Supp. 1113. 


[Code Secs. 6321 and 6322 and the 
Equal Access to Justice Act, 28 U. S. C. § 2412] 


Attorney fees: Equal Access to Justice Act: Interpleader: Priority of tax lien.—The 
stakeholder in an interpleader action was awarded attorneys’ fees and costs incurred in 
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bringing the interpleader action. Although the entire interpleader fund went to satisfy a 
federal tax lien, the fees and costs were assessed directly against the government under 
the Equal Access to Justice Act, 28 U. S. C. §2412. Back references: {] 5362.62 and 
5752.054. 


John D. Colombo, Long, Aldridge, Heiner & Stevens, 134 Peachtree St., Atlanta, Ga. 
30043, for petitioner. Michael C. Ford, Ford & Ford, 2964 Peachtree Rd., N. W., Atlanta, 
Ga. 30303, for claimants. Sharon D. Stokes, Assistant United States Attorney, Atlanta, 
Ga. 30335, Victoria J. Sherlock, Department of Justice, Washington, D, C. 20530, for U. S. 


Order 


ForrESTER, District Judge: This inter- 
pleader action is before the court on mo- 
tions for summary judgment by petitioner 
Cable Atlanta, Inc. (Cable Atlanta), and 
claimant United States of America (United 
States). Cable Atlanta filed this interpleader 
action on November 4, 1982, in the Superior 
Court of Fulton County in order to resolve 
conflicting claims to a fund of $26,610.33. 
The action was removed to this court pur- 
suant to a petition for removal by the 
United States. Shortly thereafter, Cable 
Atlanta filed a motion for summary judg- 
ment seeking an order that: (1) The claim- 
ants be required to interplead their claims 
to the fund in question; (2) Cable Atlanta 
be dismissed from the action; (3) claimants 
permanently be enjoined from prosecuting 
any other proceeding against Cable Atlanta 
relating to the fund; and (4) Cable Atlanta 
be awarded costs and reasonable attorneys’ 
fees. The court, in an order filed on May 5, 
1983, issued an order reflecting the agree- 
ment of the parties that no opposition ex- 
isted to Cable Atlanta’s first three requests 
for relief. The court also ordered that 
Cable Atlanta’s motion for summary judg- 
ment be resubmitted solely on the issue of 
recovery by Cable Atlanta of its costs and 
reasonable attorneys’ fees. 


In its response to Cable Atlanta’s original 
motion for summary judgment, the United 
States opposed an award of costs and attor- 
neys’ fees against Cable Atlanta on two 
grounds: (i) That an award of costs and 
attorneys’ fees prior to a resolution of the 
conflicting claims to the fund would be 
premature; and (ii) that if the claims of 
the United States were to prevail, any 
award of costs and fees would diminish the 
amount of recovery by the United States 
under a prior federal tax lien. The first 
ground now has been eliminated. On May 
18, 1983, claimants The Project, Inc., Ernest 
Dixon, d/b/a TPI Construction Supplies, 


and T. P. I. C. S., Inc., abandoned all Sees 


to the fund at issue. Therefore, presently 
at issue is whether Cable Atlanta is entitled 
to an award of costs and attorneys’ fees." 


The undisputed material facts are as 
follows. The Project, Inc., was incorpo- 
rated on or about August 4, 1972, and the 
annual report dated February 2, 1982, filed 
with the Secretary of State of Georgia lists 
Ernest Dixon as President of The Project, 
Inc. T. P. I. C. S., Inc., was incorporated 
on or about August 26, 1982. The articles 
of incorporation for T. P. I. C. S., Inc, 
list as the original board of directors Diane 
Ford and Ernest Dixon. 


During the period up to and including 
August 26, 1982, Cable Atlanta purchased 
construction supplies from an entity de- 
nominated as “TPI Construction Supplies” 
and became indebted to this entity in the 
amount of $26,610.33. On or about August 
26, 1982, the United States Internal Rev- 
enue Service served a notice of levy upon 
Cable Atlanta for taxes allegedly due the 
IRS from The Project, Inc. The IRS 
maintained that the principal of TPI Con- 
struction Supplies was The Project, Inc., 
and that the $26,610.33 owed by Cable 
Atlanta for construction supplies should 
be paid to the IRS in partial satisfaction 
of the taxes owed the IRS by The Project, 
Inc. Upon inquiry by Cable Atlanta, it was 
determined that The Project, Inc. had 
ceased doing business, and that the debt 
owed by Cable Atlanta for the purchase 
of construction supplies was not owed to 
The Project, Inc., but was owed either to 
Ernest Dixon, d/b/a TPI Construction 
Suppliess om. Uagican lgn@weS eeluca cable 
Atlanta was informed further that payment 
of the $26,610.33 to the IRS could result in 
liability of Cable Atlanta to either Ernest 
Dixon or T. P. I. C. S., Inc. Cable Atlanta 
informed the IRS of this information, but 
the IRS responded that payment of the sum 
to any entity other than the IRS could 
result in liability of Cable Atlanta to the 
IRS for the tax lien amount. Cable Atlanta 


1In its original motion for summary judg-_ 
ment, Cable Atlanta requested costs and attor- 
neys’ fees in the amount of $1,988.50. In its 
reply brief, Cable Atlanta eee an addi- 
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tional $1,090'50 to reflect the time spent on 
the preparation and filing. of the motion for 
‘summary judgment and reply brief. Thus, the 
total amount requested in $3,079.00. 
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has admitted, and does admit, that it is 
indebted to some entity in the amount of 
$26,610.33. On November 4, 1982, Cable 
Atlanta filed this interpleader action. On 
May 19, 1983, claimants The Project, Inc., 
Ernest Dixon, d/b/a TPI Construction Sup- 
plies, and T. P. I. C. S., Inc., filed a docu- 
ment entitled “Abandonment of Claims to 
Monies Paid Into Court.” The document 
states that these clamaints each abandon 
all claim or interest to the interpled fund 
and expressly assert to the United States 
receiving such sum “by virtue of the levy it 
made in connection with such sum.” The 
United States asserts that the amount cur- 
rently due, including the amount represent- 
ing the assessed FICA and withholding 
taxes, penalties, and interest for the quar- 
ters ending March 31, 1979, December 31, 
1981, and March 31, 1982, is $34,229.91. 
Cable Atlanta requests that it be awarded 
attorneys’ fees either from the fund itself 
or from the claimants, the amount requested 
being $3,079.00. 


It is well settled that the stakeholder of 
an interpleaded fund is not entitled to at- 
torneys’ fees to the extent that they are 
payable out of a part of the fund impressed 
with a federal tax lien. Spinks v. Jones 
[74-2 ustc [ 9657], 499 F. 2d 399, 340 (5th 
Cir. 1974). Accord Campagna-Turano 
Bakery, Inc. v. United States [80-2 ustc 
T9725) S632 RE e2d e890" 41rd (7th Gir. 
1980). See generally 7 C. Wright & A. 
Miller, Federal Practice & Procedure § 1719, 
at 488-89 (1972); 3A J. Moore & J. Lucas, 
Moore’s Federal Practice, {[22.16[2], at 
22-183—22-186 (2d Ed. 1982). 


- Although Cable Atlanta is not entitled to 
an award of attorneys’ fees and costs in- 
curred in bringing this interpleader action 
insofar as its derivation would be from the 
interpleaded fund, the Equal Access to 
Justice Act (EAJA), 28 U. S. C. § 2412, 
authorizes attorneys’ fees and costs against 
the United States under certain circum- 
stances. First, a court may assess fees and 
expenses against the government to the 
same extent that a private party would be 
liable for the same pursuant to common law 
or under the terms of any statute. Id., 
§ 2412(b). Second, 


[A] court shall award to a prevailing 
party other than the United States fees 
and other expenses ... incurred by that 
party in any civil action (other than cases 
sounding in tort) brought by or against 
the United States in any court having 
jurisdiction of that action, unless the 
court finds that the position of the United 
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States was substantially justified or that 
special circumstances make an award 
unjust. 


Id. §2412(d)(1)(A). “Fees and other ex- 
penses” include reasonable attorneys’ fees. 
Id., §2412(d)(2)(A). Under the common 
law and governing statutes, “the prevailing 
principle in interpleader actions brought in 
federal court . . . is that it is within the 
discretion of the court to award the disin- 
terested stakeholder costs including reason- 
able attorneys’ fees. . . .” 3A Moore’s 
Federal Practice, { 22.16[2] at 22-166. It 
appears to be especially appropriate in the 
instant case inasmuch as Cable Atlanta’s 
“retention of counsel has in all likelihood 
been necessitated not because of the stake- 
holder’s wrongdoing but rather because he 
is the mutual target in a dispute which is 
not of his own making.” Id. at 22-170. 
Georgia courts follow the same principle: 


If the person bringing the [interpleader] 
action has to make or incur any expenses 
in so doing, including attorney’s fees, 
the amount so incurred shall be taxed in 
the bill of costs, under the approval of the 
court, the court in its discretion deter- 
mining the amount of the attorney’s fees, 
and shall be paid by the parties cast in 
the action as other costs are paid. 
O. C. G. A. 23-3-90. Therefore, the court 
concludes that Cable Atlanta is entitled to 
attorneys’ fees and costs insofar as they are 
assessed directly against the claimant 
United States. See J. A. Jones Construction 
Co. v. Southern Stress Wire Corp., Civil 
Action No, C80-1526A (N. D. Ga. Sept. 30, 
1982) (Freeman, J.) (in concluding that 
such an award is proper against the United 
States, the court cites to the legislative his- 
tory of the EAJA). 


In determining the amount of attorneys’ 
fees, this court is guided by the decision of 
the Fifth Circuit in Johnson v. Georgia 
Highway Express, Inc., 488 F. 2d 714, 717-19 
(5th Cir. 1974), which outlines twelve 
factors in considering a quantification of 
reasonable attorneys’ fees. Petitioner Cable 
Atlanta has presented affidavits of Michael 
H. Pope, partner at the law firm of Long 
& Aldridge; and Philip A. Bradley and 
John D. Columbo, both associates at Long 
& Aldridge. Representation of Cable At- 
lanta was undertaken on a fee basis, where- 
by Cable Atlanta was billed $75 per hour 
for the time Mr. Bradley spent on the case 
and $60 per hour for the time Mr. Columbo 
spent on the case. Mr. Bradley has been 
lead counsel in this case and presents the 
following biographical information. He is a 
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graduate of St. Andrews College, B. A. 
with honors, 1975, and Antioch School of 
Law, J. D. 1978. He was a law clerk to 
The Honorable William B. Bryant, United 
States District Court for the District of 
Columbia in 1977. He has been a member 


of the Georgia Bar since 1978 and has 


represented clients in litigation matters in 
both federal and state trial and appellate 
courts for approximately five years. Mr. 
Columbo, co-counsel for Cable Atlanta, pro- 
vides the following biographical informa- 
tion. He is a graduate of the University of 
Illinois, B. A. summa cum laude, 1978; 
Phi Beta Kappa, Phi Kappa Phi; J. D., 
summa cum laude, 1981; Order of the Coif. 
He was a law clerk to The Honorable 
Phyllis A. Kravitch, United States Circuit 
Judge, Eleventh Circuit Court of Appeals, 
from 1981' to 1982. He has been a member 
of the Georgia Bar since 1982. In exhibits 
appended to affidavits of Messrs. Bradley 
and Columbo, a description of services with 
the attendant time is provided. The United 


States does not object to the amount re- 
quested. 


The court finds the amount reasonable. 
First, given the legal research and the 
factual gathering involved in this case and 
the apparent good faith of Cable Atlanta’s 
attorneys in these proceedings, the court 
finds the amount of hours claimed by both 
Mr. Bradley and Mr. Columbo as reason- 
able. Second, the court finds the hourly 
rate charged by both attorneys as reason- 
able. Additionally, the attorneys seek reim- 
bursement for $103 for costs incurred, these 
representing the cost of filing the action in 
Fulton County Superior Court. This ap- 
pears to be reasonable. 


Accordingly, the petitioner’s request for 
attorneys’ fees and costs in the amount of 
$3,079 is GRANTED. Upon the undisputed 
facts, both petitioner Cable Atlanta and 
claimant United States’ summary judgment 
motions are GRANTED IN PART and 
DENIED IN PART. 


[ 9268] Cable Atlanta, Inc., Plaintiff-Appellee v. Project, Inc., TPICS, Inc., Ernest 
Dixon d/b/a TPI Construction Supplies, Defendants, United States of America, De- 


fendant-Appellant. 


U. S. Court of Appeals, 11th Circuit, No. 83-8848, 12/26/84. Reversing the District 


Court, 85-1 ustc {| 9267. 


[Code Secs. 6321 and 6322 and the Equal Access to Justice Act, 28 U. S. C. § 2412] 


Attorney fees: Equal Access to Justice Act: Interpleader: Priority of tax lien.— 
The stakeholder in an interpleader action was not entitled to an award of attorneys’ 
fees and costs incurred in bringing the interpleader action. Code Secs. 6321' and 6322 
prohibit any award of attorneys’ fees and costs when, as here, such award would reduce 
the amount recovered by the government under its tax liens, which arose prior to the 
interpleader action. The Equal Access to Justice Act does not form an independent base 
upon which to award fees and costs where the interpled fund is not sufficient to cover 
the prior tax liens. Back references: {] 5362.62 and 5752.054. 


Philip A. Bradley, 1900 Rhodes-Haverty Bldg., Atlanta, Ga., for plaintiff-appellee. 
Jere W. Morehead, Sharon D. Stokes, Assistant United States Attorneys, Atlanta, Ga., 
Glen L. Archer, Assistant Attorney General, Michael L. Paup, Farley P. Katz, William 
S. Estabrook, Elaine Ferris, Department of Justice, Washington, D. C. 20530, for De- 
fendant-appellant. 


Before Ronry and ANDERSON, Circuit Judges, and Morcan, Senior Circuit Judge. 


Roney, Circuit Judge: Normally a stake- against the Government under the Equal 


holder who brings an interpleader action 
to determine which of two claimants is 
entitled to a fund which it holds, but does 
clai itled to have attorneys fees 

‘eG 


Access to Justice Act. 28 U. S. C. A. 


§ 2412(b). In a case of first impression in 
this Circuit, we hold that such fees cannot 
be assessed against the Government, and 
‘Teverse the epee i i. made i in ats 
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_ that exact amount to pay taxes owed by 
Project. Cable Atlanta filed an interpleader 
action. Making no claim to the fund, Cable 
Atlanta moved for summary judgment to 
relieve it of further liability and for at- 
torney’s fees. All claimants to the fund 
' abandoned their claims and consented to 
the payment of the fund to the United 
States. The United States made no claim 
against Cable Atlanta, only claiming the 
fund, but resisted the award against it of 
attorney’s fees. 


The district court awarded attorney’s 
fees against the Government, reasoning that 
although an award could not be made out 
of the interpled fund, a direct award could 
be made under the Equal Access to Justice 
Act, 28 U. S. C. A. §2412(b). [85-1 usre 
1 9267] 572 F. Supp. 1113. 


Under the American Rule a prevailing 
litigant ordinarily may not recover at- 
torney’s fees from the losing party. Alyeska 
Pipeline Co. v. Wilderness Society, 421 U. S. 
240, 247, 95 S. Ct. 1612, 1616, 44 L. Ed. 
2d 141 (1975). All parties concede and the 
law is clear that the so-called common 
fund exception to this American Rule does 
not apply when the fund goes to pay a 
United States tax lien. Decided in 1974, 
the court in Spinks v. Jones [74-2 ustc 
{ 9657], 499 F. 2d 339, 340 (5th Cir. 1974), 
citing a string of authorities, said that: 


[t]he stakeholder of an interpleaded fund 
is not entitled to attorney’s fees to the 
extent that they are payable out of a 
part of the fund impressed with a federal 
tax lien. 


The rationale of this decision is that the 
provisions of the Internal Revenue Code 
which establish the lien, 26 U. S. C. A. 
§§ 6321, 6322, prohibit an award of at- 
torney’s fees when the effect of such award 
would diminish the amount recovered by 
the United States under its prior tax lien. 
The theory is that the federal tax lien at- 
tached prior to the commencement of the 
interpleader action and thus had priority 
Over any inchoate and uncertain claim for 
attorney’s fees accruing in that action. See, 
e.g., United States v. Equitable Life [66-1 
ustc { 9444], 384 U. S. 323, 86 S. Ct. 1561, 
16 L. Ed. 2d 593 (1966); United States v. 
Ball Construction Co. [58-1 ustc { 9327], 
355 0U.. (Sin5876-78 Ste Cty 442, 20 La Ed.v2d 
510 (1958) (summary reversal of an award 
of attorney’s fees to an interpleader where 
a federal tax lien had previously attached 
to the fund); United States v. Liverpool & 
London Insurance Co. [55-1 ustc { 9136], 
348 U. S. 215, 217, 75 S. Ct. 247, 248, 99 
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L. Ed. 268 (1955); Katsaris v. United States, 
684 F. 2d 758, 763 (11th Cir. 1982); Cam- 
pagna-Turano Bakery, Inc. v. United States 
[80-2 ustc 79725], 632 F. 2d 39 (7th Cir. 
1980). 


The only question is whether The Equal 
Access to Justice Act, passed in 1980, 
changes this settled law. That statute pro- 
vides as follows: 


Unless expressly prohibited by statute, a 
court may award reasonable fees and ex- 
penses of attorneys... to the prevailing 
party in any civil action brought by or 
against the United States. . .. The 
United States shall be liable for such 
fees and expenses to the same extent 
that any other party would be liable 
under the common law or under the 
terms of any statute which specifically 
provides for such an award. 


28 U. S. C. A. § 2412(b). 


Two circuits have held that this statute 
does not form an independent base upon 
which to award attorney’s fees and there- 
fore does not change the settled law on 
the matter. In Chevron U. S. A., Inc. v. 
May Oilfield Services, Inc. [85-1 vustc 
19270], 739 F. 2d 498, 499 (10th Cir. 
1984), the Tenth Circuit reversed an at- 
torney fee award on the ground that sec- 
tions 6321 and 6322 of the Internal 
Revenue Code proscribed the awarding of 
attorney’s fees and costs where the fund 
was insufficient to satisfy the Government’s 
tax lien. The Court then said: 


We note that the Equal Access to Justice 
Act, 28 U. S. C. § 2412, does not provide 
an independent basis for an award to 
Chevron. While the Act provides that 
attorney’s. fees may be granted to a pre- 
vailing party, such an award, can only 
be made where not expressly prohibited 
by statute. Here, sections 6321 and 6322 
of the Code serve as such a bar. 


739 F. 2d at 499. 


In Millers Mutual Ins. Assn. of Ill. v. Was- 
sall [84-2 ustc J 9621], 738 F. 2d 302 at 
304 (8th Cir. 1984), the Eighth Circuit like- 
wise held that the new statute did not 
change the law. 


Even if the EAJA, 28 U. S. C. § 2412(a) 
and (b), arguably creates a discretionary 
claim for costs and attorney fees by [the 
stakeholder], as against a defense of sov- 
ereign immunity, nothing in the Act 
gives the stakeholder a priority to the 
fund superior to that of the United 
States, based on its prior federal tax 
liens. Here, the claim of the United 
States to the fund is based upon the 
statutory authority of 26 U. S. C. §§ 6321, 
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6322. In the cases cited supra the courts 
denied an award of attorney fees and 
costs on the basis of this statutory au- 
thority, and not upon a general claim of 
sovereign immunity. ... There is noth- 
ing in the statute or the legislative history 
of the EAJA to indicate that Congress 
intended to override the priority of the 
United States to interpleaded funds under 
prior federal tax liens. 


738 F. 2d at 304 (footnote omitted). 


We follow the holdings in these circuits 
for the reason sei forth in those opinions. 
A review of the statute and its legislative 
history clearly show no congressional pur- 
pose to provide an independent base for 
an award of attorney’s fees and costs where 
the interpled fund is not sufficient to cover 
the government’s tax liens which arose 
prior to the interpleader action. 


The argument that Georgia law, O. C. G. A. 
§ 23-3-90, provides support for the attor- 
ney’s fees award fails, if for no other 


reason, because no Georgia case has con- | 


strued that statute to justify an attorney’s 
fee directly against the prevailing claimant 
to an interpled fund. See Eaton Yale & 
Towne, Inc. v. Strickland, 228 Ga. 430, 185 
S. E. 2d 923 (1971); Helmken v. Meyer, 118 
Ga. 657, 45 S. E. 450 (1903); but see Blay- 
lock v. Georgia Mutual Ins. Co., 239 Ga. 
462, 238 S. E. 2d 105 (1977) (parties agreed 
to order allowing interpleader and attor- 
ney’s fees and costs). In this case the 
United States was a prevailing party on its 
claim against the fund, and on the claim 
that the liened funds should have been paid 
by Cable Atlanta to it. 


REVERSED. 


[1.9269] Kareem Khalaf et al., Plaintiffs v. Donald Regan et al., Defendants. 
U.S. District Court, D. C., Civil Action No. 83-2963, 1/8/85. 


[Code Sec. 501] 


Exempt organizations: Private foundations: Religious: Foreign country activities: 
Injunctive relief—A district court determined that several individuals did not have 
standing to challenge the tax-exempt status of six Jewish organizations incorporated in 
the United States and carrying on activities in the State of Israel. The individuals un- 
successfully sought declaratory and injunctive relief to enjoin the IRS to revoke the 
tax-exempt status of the various organizations. The court noted, that the line of 
causation between the conferring of tax benefits by the IRS upon the organizations and 
the miscellany of injuries alleged by petitioners were too remote to be susceptible of 
being redressed or remedied by the simple withdrawal of those benefits. Back references: 
| 3033.2785 and 3033.3172. 


Mark Lane & Linda Huber, 105 2nd St. N. E., Washington, D. C. 20002, for plaintiffs. 


Edward J. Snyder, Robert L. Gordon, attorneys, Tax Div., U. S. Dept. of Justice, © 


Washington, D. C. 20530. 
Memorandum and Order 
JAckson, District Judge: Sixteen individual 


vice (“IRS”) to revoke the tax-exempt 
status of six Jewish organizations, U. S. 


plaintiffs seek declaratory and injunctive 


relief to compel the Internal Revenue Ser- 


corporations all, to which plaintiffs are for 
divers reasons antipathetic.1 Defendants, 


10. C. G. A. § 23-3-90 states: 

(a) Whenever a person is possessed of prop- 
erty or funds or owes a debt or duty, to which 
more than one person lays claim of such a 
character, as to render it doubtful or dangerous 
for the holder to act, he may apply to equity 
to compel the claimants to interplead. 

(b) If the person bringing the action has to 
make or incur any expenses in so doing, in- 
cluding attorney’s fees, the SOunt, so apeeraed 

in the bill 


tional Fund—Keren Kayemeth Leisrael, Inc.; 
and Americans for a Safe Israel, Inc. 
Plaintiffs allege that the organizations are 
not eligible for tax-exempt status under sec- 
tions 501(a) and (c)(3) of the Internal Revenue 
Code, 26 U. S. C. § 501(a), (c)(3), and that 
donations to them should not be allowed as 
deductions from the gross income of their bene- 
factors, because the organizations are not 
charitable, educational, or religious. According 
to - eae the | organizations et and 
i 
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the Secretary of the Treasury and the 
Commissioner of IRS, have moved to dis- 
miss the action on the ground that plain- 
tiffs are without standing to maintain it. 


_ As a threshold matter in this, as in any 
case, the Court must first ascertain whether 
the litigants are entitled to an adjudication 
of the merits. See e.g., Allen v. Wright 
[S4-2eeuSTeeOO|; ee. 1S ae — fed 4 
S. Ct. 3315, 3324 (1984); Warth v. Seldin, 
422 U. S. 490, 498 (1975). Although in 
part constituting “judicially self-imposed 
limits on the exercise of federal jurisdic- 
tion,’ the standing requirement has as 
well a “core component” derived directly 
from Article III of the Constitution, by 
which “[a] plaintiff must allege personal 
injury fairly traceable to the defendant’s 
allegedly unlawful conduct and likely to 
be redressed by the requested relief.” Allen, 
supra, V04 S2sCti at ©3325." The Supreme 
Court has directed, therefore, that pre- 
liminary examination be made of a com- 
plaint to determine whether the injury 
alleged is too abstract or conjectural, the 
line of causation between the illegal con- 
duct and injury too attenuated, or the like- 
lihood that a favorable ruling will remedy 
the injury too remote, to permit an Article 
III court to reach the merits of the dispute. 
Id. The Court must accept as true all 
material allegations of the complaint and 
construe it in favor of plaintiffs, and it 
may consider matters extrinsic to the com- 
plaint itself deemed supportive of plain- 
tiffs’ standing. Warth v. Seldin, supra, 422 
U. S. at 501. If, however, the facts alleged 
do not permit a reasonable inference that 
defendants’ putatively unlawful conduct 
caused the harm, or that if the relief re- 
quested is afforded the injury will be recti- 
fied, standing has not been shown, and the 
complaint must be dismissed. Jd. at 504. 


The miscellany of injuries alleged in 
this case, while in no sense trivial, do not 
support plaintiffs’ standing. Some do not 
constitute a judicially cognizable wrong. 
None of them, however, whether or not 
it may be possible to imply some causal 
relationship between them and the tax 
benefits conferred by defendants, are sus- 
ceptible of being redressed by withdrawal 
of those benefits. They are each the direct 
and proximate result of actions taken by 
independent third parties not now, and 
not likely ever to be, before this or any 
U. S. court, and are certainly no more 
likely to be undone by any order of this 
Court, much less the one prayed. 
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Plaintiff John H. Davis, a former Com- 
missioner General of the United Nations 
Relief and Works Administration, alleges 
neither injury to his person or property, 
but, rather, to his interest in giving effect 
to his efforts on behalf of the inhabitants 
of the Middle East region, including his 
opposition to much of what the Israeli 
government has done. Davis’ claimed in- 
jury is, in essence, however, merely “the 
psychological consequences presumably pro- 
duced by observation of conduct with 
which one disagrees,’ which the Supreme 
Court found insufficient for standing pur- 
poses in Valley Forge Christian College v. 
Americans Umited for Separation of Church 
and State, 454 U. S. 464, 485-86 (1982). 


Rabbi Moshe Hirsch, a U. S. citizen 
living in Jerusalem, alleges that the six 
organizations support policies antithetical 
to his religious views. But his antagonism 
towards them, even when imbued with 
sincerely-held theological convictions, ac- 
cords him a position no stronger than that 
of the similarly-motivated plaintiffs in Val- 
ley Forge. 


Plaintiff Edward Keenan, a UCLA linguis- 
tics professor, likewise claims a confounding 
of his own political objectives, but he also 
asserts that, as the president of a pro- 
Palestinian advocacy group in the United 
States which does not enjoy tax-exempt 
status, he and his organization are at a 
competitive disadvantage with the six or- 
ganizations favored by defendants, thus 
violating his right to equal protection of 
the laws. Keenan’s political aspirations, 
however, like Davis’, are not adequate for 
standing purposes, and the law is clear 
that standing for a disfavored taxpayer 
cannot be found solely in allegedly prefer- 
ential treatment given another. See, e.g., 
American Society of Travel Agents v. Blu- 
menthal [77-2 ustc 79649], 566 F. 2d 145 
(DAEGo Giry 1977) icertudented. 455) Utes: 
947 (1978); Tax Analysts and Advocates v. 
Blumenthal [77-2 ustc 19478], 566 F. 2d 
130 (D. C. Cir. 1977), cert. demed, 434 U. S. 
1086 (1978). 


Plaintiff Charles M. Fischbein, a former 
fundraiser for one of the subject organiza- 
tions, alleges that his reputation as such 
has been harmed by its diversion of funds 
he solicited for it to purposes other than 
those he had represented to the donors. 
He, too, has formed an organization, for 
which he has yet to seek tax-exempt status, 
but which is “disadvantaged,” as is Kee- 
nan’s, in its efforts toward resolution of 
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the Israeli-Palestinian conflict by the same 
unequal treatment. Fischbein’s claims of 
political frustration and unequal treatment 
are identical to those advanced by Davis 
and Keenan, and do not support standing 
to any greater extent, and any impairment 
of his reputation by the misuse of monies 
raised by him is a matter for which his 
former client, if anyone, is answerable; it 
is definitely not fairly traceable to officials 
of the U. S. Department of Treasury. See 
Simon v. Eastern Kentucky Welfare Rights 
Organization [76-1 ustc { 9439], 426 U. S. 
26, 41-42 (1976). 


Plaintiff Charlie Bitton, a member of a 
minority party in the Knesset, the Israeli 
parliament, alleges injury to the effective- 
ness of his opposition to the majority’s poli- 
cies, many of which are supported by the 
six named organizations. If, however, a 
member of the U. S. Congress who “has 
failed to persuade his colleagues” to adopt 
his position has no standing to challenge 
congressional action, see Riegle v. Federal 
Open Market Committee, 656 F. 2d 873, 882 
(D. C. Cir. 1981), cert. denied, 454 U. S. 
1082 (1981), a fortiori Britton cannot base 
his standing here on a comparable prob- 
lem he may have in a foreign parliament 
in a suit against the taxing authorities of 
the U. S. government. 


Ten of the plaintiffs allege that land 
they formerly owned on the Israeli-occu- 
pied West Bank has been confiscated by 
Israeli authorities and is now being used 
for Jewish settlements from which they, 
as Palestinian Arabs, are excluded.? They 
contend that the expropriations have been 
financed in substantial part with funds 
obtained from contributions to the subject 
organizations. But although the conversion 
of real property is surely actionable injury 
in the abstract, it could not possibly be 
shown that these plaintiffs would not have 
been ejected but for the tax-exempt status 
defendants may have improperly conferred 
on certain U. S. benefactors of the ejectors, 
or that cessation of that status is likely to 
restore them to possession. See Simon, 
supra, 426 U. S. at 41-43. 

_ Five plaintiffs allege that Israeli authori- 
ties have removed them from their posi- 


tions as officials of West Bank villages, 
placed them under town arrest, imprisoned 
them, or expelled them outright from Israeli- 
held territory... However outrageous the 
conduct, like the injury done the plaintiff 
landowners, it can neither be rationally 
attributed to benefits conferred by U. S. 
tax laws, nor is it any more likely to be 
redressed by their elimination. 


-In Allen v. Wright, supra, plaintiffs, par- 
ents of black children attending public 
schools, alleged that the IRS had not ful- 
filled its obligation to deny tax-exempt 
status to racially discriminatory private 
schools. Plaintiffs contended that contin- 
ued favorable tax treatment fostered , the 
operation of such schools and interfered 
with the efforts of courts and federal and 
local authorities to provide racially inte- 
grated public schools. The Supreme Court 
said: 
[I]t is entirely speculative . . . whether 
withdrawal of a tax exemption from any 
particular school would lead the school 
to change its policies. It is just as spec- 
ulative whether any given parent of a 
child attending such a private school 
would decide to transfer the child to 
public school as a result of any changes 
in educational or financial policy made 
by the private school once it was threat- 
ened with loss of tax-exempt status. 


104 S. Ct. at 3328-29. 


It would be, if anything, more fanciful 
still to assume here that the government 
of Israel is so responsive to changes in 
U. S. tax laws that the withdrawal of bene- 
fits from U. S. contributors will work any 
alteration whatsoever in the character of 
its occupation of territory it now holds by 
force in the Middle East. See, e.g., Car- 
denas v. Smith, 733 F. 2d 909, 914 (D.-C. 
Cir. 1984) ; Greater Tampa Chamber of Com- 
merce v. Goldschmidt, 627 F. 2d 258, 263 
(D. C. Cir. 1980). : 


For the foregoing reasons, therefore, it 
is, this 7th day of January, 1985, 


ORDERED, that defendants’ motion to 
dismiss is granted, and the complaint is 
dismissed with prejudice. | ' 
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[1.9270] Chevron U. S. A., Inc., Plaintiff-Appellee v. May Oilfield Services, Inc., a 
Nevada corporation; Michael Vercimak d/b/a Bridger Valley Leasing; Michael Kelly, 
District Director of the Internal Revenue Service, Department of Treasury, Defendants, 
United States of America, Defendant-Appellant. 


U. S. Court of Appeals, 10th Circuit, No. 82-1867,-1/20/84, 739 F. 2d 498. Reversing 
- unreported District Court decision. 


[Code Secs. 6321 and 6322] 


Lien for taxes: Property subject to: Period of lien—An oil company requested the 
court to enter an order discharging it from liability to a second oil company, the IRS 
district director, and the U. S. on an account payable to the second oil company, for 
which it was alleged that conflicting claims had been made to that sum. The oil com- 
pany also requested an award of attorney’s fees and costs. The government asserted a 
claim and a demand for payment, which exceeded the amount interpled, and filed a tax 
lien. The oil company’s suit was brought well after the tax lien had been perfected, and 
its claim was inchoate and uncertain in amount at the time the tax lien was filed. The 
trial court erred in awarding attorney’s fees and costs to the oil company before the 
tax lien had been satisfied in full. The fact that interest may have accrued did not change 
the result. The Equal Access to Justice Act, 28 U.S. C. § 2412 provided that attorney’s 
fees could be granted to a prevailing party unless expressly prohibited by statute. Here, 
Code Secs. 6321 and 6322 served as such a bar. Back references: {| 5357.01 and 5359.02. 


Richard A. Stacy, United States Attorney, Cheyenne, Wyo. 82001, Glenn L. Archer, 
Jr., Assistant Attorney General, Farley B. Katz, Michael L. Paup, Richard W. Perkins, 


Department of Justice, Washington, D. C. 20530, for defendant-appellant. 


Before SetH, Hottoway and McKay, Circuit Judges. 


Per CurtAm: Chevron U. S. A. instituted 
this interpleader action under 28 U. S. C. 
§ 1335 naming as defendants May Oilfield 
Services, Inc., Michael Vercimak, the dis- 
trict director of the Internal Revenue Serv- 
ice, and the United States. Chevron had 
an account payable to May in the amount 
of $125,079.04, and alleged that conflicting 
claims had been made to that sum by the 
defendants. Chevron claimed to be a dis- 
interested stakeholder having no claim to 
the money, and tendered that sum to the 
court. Chevron requested the court to en- 
ter an order discharging it from liability 
to the defendants and requested an award 
of attorney’s fees and costs. 


Mr. Vercimak had sued May and asserted 
a claim to a portion of the money on the 
basis of a writ of garnishment filed Sep- 
tember 4, 1980. On November 13, 1980, 
Mr. Vercimak obtained a judgment on the 
claim. 


The United States asserted a claim to the 
fund on the basis of unpaid withholding tax, 
FICA tax, FUTA tax, penalties, and in- 
terest. The Government’s claim was asserted 
and a demand for payment made against 
May on September 8, 1980. A tax lien was 
filed on September 12, 1980. The Govern- 
ment’s claims exceeded the amount interpled. 


The trial court granted the Government’s 
motion for summary judgment finding that 
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the federal tax lien had priority over Mr. 
Vercimak’s claim. Mr. Vercimak’s appeal 
of that ruling has been dismissed for failure 
fo prosecute (No. 82-1905, dismissed, Au- 
gust 11, 1982). The trial court accordingly 
awarded the Government the interpled funds 
plus accumulated interest, but subtracted 
$3,031.93 which it awarded to Chevron as 
attorney’s fees and costs. As mentioned, the 
Government’s lien exceeded the total 
amount of the funds. The United States 
appeals the award of attorney’s fees and 
costs made to Chevron. 


The Government contends that sections 
6321 and 6322 of the Internal Revenue Code 
proscribe the award of the attorney’s fees 
and costs to Chevron. We agree. Those 
sections provide that no claim can com- 
pete with a federal tax lien on a “first in 
time/first in right” basis until the claim 
becomes certain in amount. United States v. 
Pioneer American Insurance Co. [63-2 Ustc 
1 9532], 374 U. S. 84; United States v. Chap- 
man [60-2 ustc J 9667], 281 F. 2d 862 (10th 
Cir.). Chevron’s suit was brought well after 
the tax lien had been perfected. Chevron’s 
claim was inchoate and uncertain in amount 
at the time the tax lien was filed. The 
trial court erred in awarding attorney’s fees 
and costs to Chevron before the tax lien 
had been satisfied in full. The fact that 
interest may have accrued does not change 
the result. 
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We note that the Equal Access to Justice 
Act, 28 U. S. C. § 2412, does not provide 
an independent basis for an award to 
Chevron. While the Act provides that 
attorney’s fees may be granted to a prevail- 
ing party, such an award can only be made 
where not expressly prohibited by statute. 


Here, sections 6321 and 6322 of the Code 
serve as such a bar. 


It is therefore the judgment of this court 
that the award of attorney’s fees and costs 
made to Chevron is hereby reversed. 


Mies SO ORDERED: 


[9271] National Treasury Employees Union, Plaintiff-Appellant v. Internal Reve- 


nue Service, Defendant-Appellee. 


U. S. Court of Appeals, 11th Circuit, No. 83-3223, 7/5/84. Vacating and remanding 


unreported District Court decision. 


[Code Sec. 7401] 


Attorney fees: 


Equal Access to Justice Act: Equitable considerations.—A lower 


court’s decision ta deny attorney fees to a prevailing taxpayer was vacated and remanded 
so that the court could determine whether the taxpayer had waived the fees. The court 
had ruled that failure to mention the fees in a settlement reached with the government was 
an equitable consideration warranting refusal of the fees. According to the appellate court, 
the lower court should not have assumed that silence on the matter constituted waiver 
of the fees. Nor should the lower court have relied solely on the government’s testimony— 
that the government assumed fees were not desired—and ruled that the government may 
not have settled had it known a fees awards would be sought. Back reference: {| 5752.054. 


William Harness, Timothy C. Welsh, 2801 Buford Highway, Atlanta, Ga. 30329, for 


plaintiff-appellant. 
United States Attorney, Jacksonville, 


Gary L. Betz, United States Attorney, Ernest D. Mueller, Assistant 
Fla. 32201, Charles T. Myers, William EAS 


Department of Justice, Washington, D. C. 20530, for defendant-appellee. 
Before Roney and Jonnson, Circuit Judges, and Morcan, Senior Circuit Judge. 


Roney, Circuit Judge: Plaintiff, the Na- 
tional. Treasury Employees Union, seeks 
attorney’s fees under the Equal Access to 
Justice Act (EAJA), 28 U. S.C, A. § 2412 
(d). Although the district court found that 
the Union was the prevailing party in a 
suit against the Internal Revenue Service 
(IRS), attorney’s fees were denied under 
the “special circumstances” exception to the 
EAJA because a settlement of the claim 
did not mention attorney’s fees. We vacate 
and remand for an evidentiary hearing 
because there is no factual base to conclude 
that the plaintiff waived attorney’s fees or 
that the defendant assumed attorney’s fees 
were not wanted or would not have settled 
the merits if it had known the plaintiff 
would ask for attorney’s fees. 


_ The National Treasury Employees Union 
filed an action for damages and injunctive 
relief against the IRS contending that the 
IRS had misapplied a patatiates peoncerning, 


Within 30 days, the Union filed a motion 
for the award of attorney’s fees and costs. 
The IRS moved to strike this request and 
filed an affidavit stating that attorney’s fees 
and costs were not discussed in the settle- 
ment negotiations and that it had assumed 
the Union was not interested in them. 
Although correctly concluding that the 
Union was the prevailing party, the court 


denied the Union’s request for attorney’s 


fees and costs saying: 


This case was initiated by Plaintiff on 
March 31, 1980, approximately one and 
one-half years prior to the effective date 
of the Equal Access to Justice Act. At 
the time the Court was notified of the 
settlement of this action, the Court was 
of the impression that the settlement in- 
cluded all claims and defenses of all 
parties, including the costs of litigation. 
The Defendants contend that they were 
under the same impression, and the Court 
finds that Defendants may well have not 
; aeitled Ay matter if they had known 
I b: 


i 
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The EAJA directs that attorney’s fees 
and costs shall be awarded to “a prevailing 
party other than the United States ... in 
any civil action ... brought by or against 
the United States... unless the court finds 
that the position of the United States was 
substantially justified or that special cir- 
cumstances make an award unjust.” 28 
U.S. C. A. § 2412(d) (1) (A). A party who 
secures a favorable settlement or consent 
decree from the United States qualifies as 
a prevailing party. 1980 U. S. Code Cong. 
& Ad. News 4953, 4984, 4990. All actions 
either pending on or filed after October 1, 
1981 come within the EAJA. Mathews v. 
Umited States, 713 F. 2d 677, 682 (11th Cir. 
1983). Our review of a district court’s ac- 
tion under this statute is on the abuse of 
discretion standard. Id. 


Neither the district court’s order nor the 
Government’s motion to strike the request 
for attorney’s fees was based on the ground 
that the position of the United States was 
substantially justified. The question on this 
appeal is whether the court correctly de- 
cided “special circumstances make an award 
unjust.”” The legislative history of the 
EAJA notes that the special circumstances 
exception operates as a 


“safety valve” [to] help[] insure that the 
Government is not deterred from advanc- 
ing in good faith the novel but credible 
extensions and interpretations of the law 
that often underlie vigorous enforcement 
efforts. It also gives the court discretion 
to deny awards where equitable consid- 
erations dictate an award should not be 
made. 


1980 U. S. Code Cong. & Ad. News at 4990. 


Little guidance has been provided by the 
case law as to what equitable considerations 
are relevant to the denial of attorney’s fees. 
The fact that no mention of fees was made 
in the settlement agreement would not, by 
itself, justify a denial of fees. 


In cases involving The Civil Rights At- 
torney’s Fees Awards Act of 1976, 42 U. S. 
C. A. § 1988, courts have allowed parties 
prevailing by settlement or consent decree 
to file for attorney’s fees even though the 
question of fees was not mentioned or 
resolved by the agreement or decree. Bonnes 
v. Long, 651 F. 2d 214 (4th Cir. 1981), cert. 
denied, 455 U. S. 961, 102 S. Ct. 1476, 71 
L. Ed. 2d 681 (1982); Chicano Police Offi- 
cer’s Association v. Stover, 624 F. 2d 127 
(10th Cir. 1980); Dawson v. Pastrick, 600 
F. 2d 70 (7th Cir. 1979); Brown v. Cul- 
pepper, 559 F. 2d 274 (5th Cir.), reh’g 
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4 


denied, 561 F. 2d 1177 (1977). Stover is the 
most in point. Replying to the losing party’s 
contention that an award of attorney’s fees 
would change the final agreement, the court 
remanded to the district court for an evi- 
dentiary hearing on the scope of the 
agreement. 


The trial judge should conduct an evi- 
dentiary hearing on whether attorney’s 
fees were discussed and intended to be 
covered by the cash settlement. If not, 
the court should consider whether plain- 
tiffs took actions to mislead defendant or 
otherwise were responsible for “special cir- 
cumstances” which would make an attor- 
ney’s fees award in their favor inequitable 
under the [Newman v.] Piggie Park |[En- 
terprises, Inc., 390 U. S. 400, 88 S. Ct. 964, 
19 L. Ed. 2d 1263 (1968)] standard. 


624 F. 2d at 132. 


In this case, we could not fault the dis- 
trict court if indeed the Union had remained 
silent on attorney’s fees during settlement 
discussions for fear their injection would 
upset the settlement. On the other hand, 
if counsel merely overlooked the entitlement 
to fees, there would seem to be no inten- 
tional waiver. See Southwest E & T Sup- 
pliers v. American Enka Corporation, 463 
F. 2d 1165, 1166 (5th Cir. 1972) (“Courts 
cannot read into a [settlement] contract 
that which is not there.”). If the Govern- 
ment failed to mention costs and fees to the 
Union to take advantage of this oversight, 
the alleged “sharp practice” by the Union’s 
attorneys might turn against the Govern- 
ment. 


We can well understand that any settle- 
ment of this kind should include all items 
that might be in controversy. But there is 
no indication as to why the court itself did 
not question the parties’ intention as to 
attorney’s fees and costs. The only evidence 
the court had before it was the affidavit of 
the Government that stated that attorney’s 
fees had not been discussed. This case must 
be remanded for a determination of the 
controlling facts. 


As a matter of judicial efficiency, it may 
well be that the rule should prohibit an 
award of an attorney’s fees for a consent 
decree that is silent on the point. Since the 
law has not been developed in this area, 
however, a prospective rule would be more 
in order than a denial of fees in a case 
where they might otherwise be intended by 
the underlying policy of the EAJA. The 
court should be reluctant to imply a waiver 
by the Union of its right to attorney’s fees 
since the EAJA is a recent statute having 
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little judicial gloss concerning when fees 
should be raised in settlement negotiations. 


In any event, until the facts are fully 
developed either by an evidentiary hearing 
or a stipulation by the parties, neither of 
the parties is in a position to argue, nor is 
the court in a position to decide, the legal 
consequences which flow from the parties’ 


(1) whether the government’s position 
was substantially justified; (2) whether 
Plaintiff should be compensated for un- 
successful claims (see, e.g., Hensley v. 
Eckerhart, — U. S. — [103 S. Ct. 1933], 
76 L. Ed. 2d 40 (1983); and (3) whether 
Plaintiff may recover fees for service 
performed before the effective date of 

EAJA, October 1, 1981. : 


These issues, of course, would pe decided 


conduct in this case. by the district court only after a final deci- 


sion, based on the facts as developed on 
Court believes that the fee application can Temand, as to whether fees should be denied 
be entertained, the remaining issues would altogether because of special circumstances. 


be: VACATED and REMANDED. 


The Government suggests that if this 


[79272] Arthur T. Davidson, M.D. and Ezeria W. Davidson, Plaintiffs v. Com- 
missioner of Internal Revenue, George Paterno, Agent of Internal Revenue, and Govern- 
ment of the United States of America, Defendants. 


U. S. District Court, So. Dist. N. Y., 81 Civ. 3011-CSH, 5/4/84.—(589 FSupp 158.) 


[Code Secs. 6331 and 7421] 


Anti-Injunction Act: Assessment and collection of taxes: Suits by taxpayers.—The 
taxpayer, who alleged that a revenue officer’s actions were racially discriminatory, was 
unsuccessful in his attempt to restrain the IRS from levying against his personal bank 
account because the taxpayer failed to establish that under no circumstances could the 
government ultimately prevail. Furthermore, the court noted that the taxpayer failed to 
establish that equity jurisdiction otherwise existed because he failed to show that he 
would suffer irreparable injury and that there was no adequate legal remedy at law. 
The affidavits and documentation provided to the court indicated that the IRS took 
routine and authorized steps to collect the taxes owing, including timely assessments, 
notice and demand for payment, and notice of federal tax lien followed by a levy on the 
taxpayer’s personal account. The evidence presented did not substantiate the taxpayer’s 
claims of racial discrimination. The IRS was granted summary judgment. Back refer- 


ences: {[ 5369.74 and 5779-738. 


‘Arthur T. Davidson, 1378 President Street, Brooklyn, N. Y. 11213, pro se. 


Memorandum Opinion and Order 


Harcut, District Judge: Plaintiffs Arthur 
and Ezeria Dayidson bring this action 
against the United States, the Commis- 
sioner of the Internal Revenue Service, and 
Revenue Officer George Paterno to restrain 
the IRS from enforcing a levy on plaintiffs’ 
personal bank account on the ground that 
the actions of the IRS, through its agent 
Paterno, were racially motivated. Plaintiffs 
also seek actual and punitive damages. 


Factual Background. The circumstances 
giving rise to this suit are as follows. On 
September 5, 1979, the IRS made an assess- 
ment against plaintiffs in the amount of 
$1,115.43 with respect to their personal 
income tax liability for the year 1976, (Paterno 
Aff. (3 and Ex. A.) IRS records indicate 
that plaintiffs were promptly sent a notice 
and demand for payment. On July 11, 1980, 
a follow-up letter was sent to plaintiffs 
again notifying them of their outstanding 
obligation and advising them as follows: 
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ternal Revenue Code, by serving a notice 
of levy on your employer. Bank.accounts, 
receivables, commissions, or any other 


kind of income you have are also subject © 


to levy. Any property or rights to prop- 
erty, such as automobiles, may also be 
seized and sold to satisfy your tax lia- 
bility.” (Paterno Ex. C.) 


The above letter was returned to the IRS 
with a handwritten statement scrawled across 
the face of it stating that plaintiffs were “un- 
able to pay this amount at this time.” (J/d.) 
The matter was then assigned to Revenue Of- 
ficer Paterno for collection. On November 
7, 1980, Paterno sent plaintiffs a notice 
of their liabilities for the years 1969, 1972, 
and 1976 and urged them to send the bal- 
ances due promptly. (Paterno Ex. E.) 
Plaintiff Arthur Davidson again returned 
the IRS notice with a typewritten statement 
to the effect that “this matter is now in 
the United States District Courts and is 
scheduled to be heard by the Court of 
Appeals for the 2nd Circuit.” Jd. Officer 
Paterno thereafter prepared a notice of 
federal tax lien with respect to plaintiffs’ 
liabilities for the years 1972 and 1976 which 
was filed with the County Clerk, West- 
chester County. (Paterno Ex. A.) 


An assessment in the amount of $4,515.39 
was also made against plaintiffs for the year 
1972. Officer Paterno was assigned to this 
matter as well, and, as described above, in- 
cluded plaintiffs’ 1972 tax liabilities in his 
November 7, 1980 request for payment as 
well as the notice of federal tax lien filed 
in the Westchester County Clerk’s Office. 
(Paterno Aff. { 5.) 


Also pertinent to this litigation, although 
not directly in issue here, are certain assess- 
ments made against plaintiff Arthur David- 
son’s business corporation in connection 
with its returns for the second and third 
quarters of 1979 and the second quarter of 
1978. (Paterno Ex. G.) The corporation 
was advised on February 18, 1981, by way 
of a “Final Notice Before Seizure” letter, 
that the IRS could seize its property if its 
outstanding taxes were not paid within ten 
days. On May 12, 1981, at the direction 
of his group manager, Officer Paterno 
served a levy on the checking account main- 
tained by the corporation at Citibank, N. A. 
(Paterno Aff. J 9.) 


‘This levy on plaintiff’s corporate account 
prompted an irate phone call to Paterno 
from Dr. Davidson, a call plaintiff alleges 
took place on May 14, 1981 (Am. Comp. 
7 15), but which Paterno and two other 
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witnesses aver took place on May 13, 1981 
(Paterno Aff. $10). The parties’ accounts 
of the ensuing conversation and its. after- 
math differ substantially. Plaintiff contends 
that he asked Paterno why “such a drastic 
action” had been taken without prior notice 
in view of plaintiffs’ demonstrated readiness 
to make some arrangements to resolve the 
matter. When plaintiff suggested that Paterno’s 
actions were grounded in racial animus, 
Officer Paterno allegedly replied, “I will 
show you how prejudiced an Italian can 
be against a black physician,” and slammed 
down the phone. (Am. Comp. {ff 16-17.) 
Paterno acknowledges that the conversation 
was heated but vigorously denies making 
the racial comment attributed to him or 
any other racial remarks. Two other IRS 
officers present during the phone call, one 
of whom is black, support Paterno’s version 
of the conversation. (Anderson Aff. { 3; 
Merola Aff. { 3.) 


On May 14, 1981, the day following the 
phone call, Paterno served a levy on Dr. 
Davidson’s personal account at Citibank, an 
action plaintiffs attribute to Paterno’s “racial 
prejudice.” (Am. Comp. 919.) Paterno dis- 
putes this characterization and avers that, 
up until May 13, 1981, the IRS was com- 
pletely unaware of a personal account upon 
which the IRS could levy and apply toward 
plaintiffs’ personal income tax liabilities. On 
that day, Dr. Davidson himself inadver- 
tently revealed to Paterno’s acting group 
manager, John Manolis, that he maintained 
an individual account at Citibank in addi- 
tion to his corporation’s account. (Manolis 
Aff. {J 3-4.) Manolis communicated. this 
information to Paterno, who promptly served 
a levy on this account in accordance with his 
collection responsibilities. (Paterno Aff. {| 11.) 


Defendants’ Motion to Dismiss. Defendants 
move to dismiss the ‘amended complaint on 
the ground that the action is barred by 
section 7421 of the Internal Revenue Code, 
26, U. S.-C. -§ 7421, -and. on .the further 
ground that none of the statutes cited by 
plaintiffs serve as a jurisdictional predicate 
for the action. Even assuming jurisdiction 
were proper, defendants argue that they are ~ 
entitled to summary judgment. 


To the extent that plaintiffs seek to re- 
strain the IRS from levying against their 
personal Citibank account, the action is 


clearly barred by § 7421 of the Internal 


Revenue Code. That section, commonly re- 
ferred to as the Anti-Injunction Act, pro- 
vides in pertinent part as follows: 
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“TN]o suit for the purpose of restrain- 
ing the assessment or collection of any 
tax shall be maintained in any court by 
any person, whether or not such person 
is the person against whom such tax was 
assessed.” 


The principal purpose of the Act, as 
articulated by the Supreme Court, is to 
protect the government’s “need to assess 
and collect taxes as expeditiously as possi- 
ble with a minimum of pre-enforcement 
judicial interference and ‘to require that 
the legal right to the disputed sums be 
determined in a suit for a refund.’” Bob 
Jones University v. Simon [74-1 ustc J 9438], 
416 U. S. 725, 736 (1974), quoting Enochs 
v. Williams Packing & Navigation Co. [62-2 
ustc J 9545], 370 U. S. 1 (1962). In further- 
ance of these goals, the Act has been inter- 
preted broadly to apply not only to the 
assessment and collection of taxes but also 
to “activities which are intended to or may 
culminate in the assessment or collection 
of taxes.” United States v. Dema [76-2 ustc 
19763], 544 F. 2d 1373, 1376 (7th Cir. 
1976), cert. denied, 429 U. S. 1093 (1977). 
See also Linn v. Chivatero [83-2 vustTc 
7 9588], 714 KF. 2d 1278, 1282 (Sth. Cir: 
1983). A degree of. flexibility has been 
introduced into this otherwise formidable 
statutory bar by way of a narrowly drawn 
judicial exception to the Anti-Injunction 
Act. An injunction may issue to enjoin 
the collection of taxes “if it is clear that 
under no circumstances could the Govern- 
ment ultimately prevail,” and if equity 
jurisdiction otherwise exists. Enochs, supra, 
370 U. S. at 7. See also Laino uv. United 
States [80-2 ustc 9724], 633 F. 2d 626, 
629 (2d Cir. 1980). 


In the instant action, plaintiffs’ applica- 
tion for an injunction restraining the IRS 
from enforcing a levy on their personal 
bank account is clearky proscribed by the 
explicit language of the act and cannot 
be said to fall within the judicially created 
exception set forth in Enochs, supra. As 
noted by the Court of Appeals for this 
Circuit, later decisions reaffirming the 
Enochs two-pronged test have “character- 
ized it as requiring that the Government’s 
be ‘plainly without a legal basis’ 
have “n0_ chance iM success on the 


collect the taxes owing. Timely assess- 
ments were made against plaintiffs for the 


tax years in question, the Secretary of the 


Treasurer sent plaintiffs notice and demand 
for payment, a notice of federal tax lien 
was filed with the County Clerk, West- 
chester County, and the IRS thereafter 
levied on plaintiffs’ personal account to 
secure payment of the balances due. In- 
deed, plaintiffs’ contention does not appear 
to be that the Commissioner’s assessments 
are totally devoid of any factual or legal 
basis, but rather that the actions taken by 
Officer Paterno subsequent to the assess- 
ments were racially motivated. 


Mindful of this Court’s obligation to 
take “the view of the facts that is most 
liberal to the Commissioner, not to the 
taxpayer seeking injunctive relief,” Laino, 
supra, 633 F. 2d at 632, I cannot conclude 


that the Government would be unable to 


establish the validity of the assessments 
made. Nor can I conclude that the actions 
taken by the IRS to secure payment of 
these liabilities represents something other 
than “a good-faith effort to enforce the 
technical requirements of the tax laws....,” 
Bob Jones University, supra, 416 U. S. at 
740, absent which finding the Act bars 
the equitable relief sought. 


The second prong of the Enochs test, 
requiring a showing that “equity jurisdic- 
tion otherwise exists (i.e., there is irrep- 
arable injury and the legal remedy is. 
inadequate),” McCarthy v. Umted States 
[83-1 ustc J 13,525], 563 F. Supp. 236, 240 
(N. D. Ill. 1983); see also Cool Fuel, Inc.. 
v. Comnnett [82-2 ustc 9559], 685 F. 2d 
309, 313 (9th Cir. 1982), is equally unavail-. 
ing in the circumstances here. Although 
plaintiffs allege that the levy is “disruptive 
of [plaintiff's] business” (Am. Comp. { 15), 
it has long been established that payment 
of the tax assessed followed by a suit for 
refund constitutes an adequate remedy at 
law, despite the financial hardships that 
may flow therefrom. See Cool Fuel, supra, 
685 F. 2d at 314 (fact that assessment or 
levy “would have a deleterious effect on 
[taxpayer’s] business operations and credit 
rating” is an insufficient ground for equit- 
able relief); Zernial v. United States [83-2 
USTC 19579}, 714 F. 2d 431, 434 (5th Cir. 

eparable injury where the tax- 
d collection would leave him 
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later hearing.”); Donovan v. Maisel [83-1 
ustc J 9210], 559 F. Supp. 171, 174 (D. Del. 
1982) (“financial difficulties . do not 
establish irreparable harm”). 


Plaintiffs’ suggestion that the Supreme 
- Court’s decision in Bivens v. Six Unknown 
Federal Agents, 403 U. S. 388 (1971), pro- 
vides an exception to the strictures of the 
Anti-Injunction Act in the circumstances 
alleged here is completely without merit. 
Plaintiffs have brought suit against the 
United States, the Commissioner of the 
IRS, and Officer Paterno, the latter two in 
their official capacities. While Bivens au- 
thorizes suits for monetary damages against 
federal officers in their individual capacities, 
it does not authorize a suit against the 
government or its agencies for injunctive 
or monetary relief. As recently noted by 
the Court of Appeals for this Circuit, 
“Bivens-type actions against the United 
States are ... routinely dismissed for lack 
of subject matter jurisdiction.” Keene Corp. 
v. United States, 700 F. 2d 836, 845 n.13 
(2d Cir. 1983). See also Sellers v. United 
States [83-1 ustc { 9376], 569 F. Supp. 1149, 
1154 (N. D. Ga. 1983) (rejecting taxpayer’s 
Bivens claim on the ground that the “United 
States is absolutely immune from damages 
in a suit seeking damages under the Con- 
stitution, as is the Commissioner insofar as 
he was acting within the scope of his offi- 
cial capacity.’’). 


Even if plaintiffs’ complaint is liberally - 


construed as asserting a Bivens-type dam- 
ages claim directly against Revenue Officer 
Paterno, federal officials are entitled to the 
protection accorded them by the qualified 
“sood faith” immunity doctrine. Harlow v. 
Fitzgerald, 457 U. S. 800 (1982); Butz v. 
Economou, 438 U. S. 478 (1978); Taylor v. 
Kavanagh, 640 F. 2d 450 (2d Cir. 1981). 
As recently reiterated by the Supreme Court, 
“public officers require this protection to 
shield them from undue interference with 
their duties and from potentially disabling 
threats of liability.” Harlow, supra, 457 
U. S. at 806. The Court’s opinion in Harlow 
makes clear its intention to bolster the 
good faith immunity defense by facilitating 
summary disposition of insubstantial con- 
stitutional claims against public officials. 
After reviewing the “objective” and ‘“sub- 
jective’ aspects of the immunity defense 
traditionally relied on by courts in defining 
the scope of the qualified immunity defense, 
the Court went on to observe that insistence 
on the subjective element—+.e., whether an 
action was taken “with the malicious inten- 
tion to cause a deprivation of constitutional 
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rights’—has proved incompatible with the 
Court’s determination that meritless claims 
should not proceed to trial. As stated in 
Harlow: 


“Af[n] official’s subjective good faith has 
been considered to be a question of fact 
that some courts have regarded as in- 
herently requiring resolution by a jury. 


“In the context of Butz’s attempted bal- 
ancing of competing values, it now is 
clear that substantial costs attend the 
litigation of the subjective good faith of 
government officials. Not only are there 
the general costs of subjecting officials 
to the risks of trial .. . There are special 
costs to ‘subjective’ inquiries of this 
kind. Immunity generally is available 
only to officials performing discretionary 
functions. In contrast with the thought 
processes accompanying ‘ministerial’ tasks, 
the judgments surrounding discretionary 
action almost inevitably are influenced 
by the decisionmaker’s experiences, values, 
and emotions. ... 

“Consistently with the balance at which 
we aimed in Butz, we conclude today that 
bare allegations of malice shoud not 
suffice to subject government officials 
either to the costs of trial or to the 
burdens of broad-reaching discovery. We 
therefore hold that government officials 
performing discretionary functions gen- 
erally are shielded from liability for civil 
damages insofar as their conduct does 
not violate clearly established statutory 
or constitutional rights of which a reason- 
able person would have known.” 

Harlow v. Fitzgerald, 457 U. S. 800, 816- 
818 (1982). 


In the instant action, plaintiffs’ complaint 
is reducible to the core allegation that 
Revenue Officer Paterno’s actions with 
respect to plaintiffs’ tax liabilities were 
racially discriminatory. Officer Paterno has 
stated under oath that the steps he took 
were pursuant to authorized IRS collection 
procedures and were not racilly motivated. 
Both he and two other individuals present 
during the May 13 phone call, one of 
whom is black, further aver that at no time 
did Officer Paterno make any racial com- 
ments to Dr. Davidson. Officer Paterno’s 
explanation for the timing of the Citibank 
levy is fully supported by the affidavit of 
Revenue Officer Manolis. In response to 
these affidavits and the supporting docu- 
mentation submitted on behalf of defend- 
ants, plaintiff simply reiterates the conclu- 
sory allegation that in a “rage of racial 
hatred [Officer Paterno] instituted a tax 
levy against my personal account. .. .” 
(Pl. Answer at 2). I find plaintiffs’ “bare 
allegation of malice,” Harlow, 457 U. S. at 
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818, with respect to Officer Paterno’s ac- 
tions in this matter insufficient to circum- 
vent the qualified immunity shield, as that 
doctrine has been construed by the Supreme 
Court in Harlow. In these circumstances, 
summary judgment dismissing the com- 
plaint is appropriate. See also Contemporary 
Mission, Inc. v. U. S. Postal Service, 648 F. 
2d 97, 107 (2d Cir. 1981) (no trial warranted 
where “defendants produced affidavits set- 
ting forth reasonable grounds for their ac- 
tions and, in addition, attested that they 
acted in good faith” and plaintiff responded 


“by reiterating its conclusory allegations of 
conspiracy’). 


Conclusion. Having determined that de- 
fendants are entitled to summary judgment 
with respect Officer Paterno’s allegedly 
discriminatory conduct, the predicate for 
any relief in this action, I need not address 
the other jurisdictional deficiencies in the 
pleadings. The Clerk of the Court is di- 
rected to dismiss the complaint with preju- 
dice and without costs. 


It is So Ordered. 


[19273] United States of America, Plaintiff-Appellee v. Armen B. Condo, Defendant- 


Appellant. 


U. S. Court of Appeals, 9th Circuit, No. 82-1390, 7/5/84. Affirming unreported Dis- 


trict Court decision. 


[Code Secs. 7205 and 7206] 


Criminal penalties: False statements and exemption certificates: Tax protestor.—A 
tax protestor’s convictions for willfully aiding in the preparation of false W-4 forms and 
the submission of fraudulent withholding exemption certificates were upheld. His willfull- 
ness was evident in his persistence in challenging the constitutionality of the revenue laws 
with oft-rejected arguments. A plethora of objections to lower court procedures was 


rejected as well. Back references: {[ 5711A.20 and 5714.02. 


Christine W. S. Byrd, Assistant United States Attorney, Los Angeles, Calif., for 
plaintiff-appellee. Armen B. Condo, Huntington Beach, Calif, pro se. 


Before SNEED, KENNEDY, and SCHROEDER, Circuit Judges. 


Memorandum * 


We affirm the convictions for violating 
18 U. S. C. § 1341 (mail fraud through sub- 
mission of false withholding forms), 26 
U. S. C. §7206(2) (willfully aiding the 
preparation of false W-4 forms), and 26 
U. S. C. § 7205 (aiding the submission of 
fraudulent withholding exemption certifi- 
cates). 


Condo’s first challenge to the tax laws de- 
rives from his alleged understanding of 
the constitutional reference to weights and 
measures and other references leading to 
his conclusion that current Federal Reserve 
notes are not valid currency, cannot be 
taxed, and are merely “debts.” The Ninth 
Circuit has repeatedly rejected this theory 
as frivolous. United States v. Kelley [76-2 
USTC T9489], 539 F. 2d 1199 (9th Cir.), cert. 
denied, 429 U. S. 963; Ge S tates. v. ep udae 
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Condo’s other tax theories are equally 
frivolous. His assertion that 26 U. S. C. 
§ 7343 only applies to business entities and 
their employees ignores the word “includes” 
in the statute delineating the class of per- 
sons liable. The word “includes” expands, 
not limits, the definition of “person” to these 
entities. He asserts that the sixteenth 
amendment only allows taxing income from 
“sources” (entities and monopolies created 
by law), not persons. The sixteenth amend- 
ment authorization, however, is for a tax 
on income from whatever source derived. — 


Condo’s various proposed jury instruc- 
tions offered pro se were rejected by the 
trial court, and properly so. 


We have previously addressed and denied 
Condo’s selective prosecution claim. His 
indictment for both tax fraud and mail 
fraud was proper, since ee of pete 
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demed, 434 U. S. 1062 (1978); see also United 
States v. Miller [76-2 ustc J 9809], 545 F. 2d 
1204, 1216 (9th Cir. 1976), cert. denied, 430 
U. S. 930 (1977) (mail fraud and tax fraud 
convictions upheld where defendant signed 


. false tax returns and submitted them to 


the IRS through the mails). 


The district judge properly denied 
Condo’s requested immunity for certain 
defense witnesses. The witnesses were 
themselves the target of prosecutorial in- 
vestigation, see Umited States v. Turkish 
[80-2 ustc 9478], 623 F. 2d 769, 778 (2d 
Cir. 1980), cert. dented, 449 U.S. 1077 
(1981), and the refusal to grant immunity 
to defense witnesses did not deprive Condo 
of a fair trial. United States v. Alessio, 528 
F. 2d 1079, 1081-82 (9th Cir.), cert. denied, 
426 U. S. 948 (1976). 


The district judge’s refusal to dismiss for 
prosecutorial misconduct was not an abuse 
of discretion. There was no reversible error 
because of unauthorized persons present in 
the grand jury room. The case agent was 
there to aid the grand jury in handling 
bulky documents, his presence was fleeting, 
and any error was harmless. Condo was 
allowed to present his theories before the 
grand jury, and the Government’s failure to 
present all exculpatory evidence is not a 
basis for dismissal. There is no showing 
of any prosecution misconduct so “flagrant” 
that the grand jury was “deceived.” United 
States v. Wright, 667 F. 2d 793, 796 (9th 
Cir. 1982). 


Condo’s claims relating to the sixth 
amendment are likewise invalid. He was 
allowed to present his pro se instructions to 
preserve his constitutional theories on ap- 
peal. He showed no “special need,” and 
there is no absolute sixth amendment right 
to both self-representation and assistance of 
counsel. United States v. Halbert, 640 F. 2d 
1000, 1009 (9th Cir. 1981). The trial judge’s 
refusal to allow him co-counsel status was 
not an abuse of discretion. Nor does Condo 
have a cognizable claim arising from his 
lack of counsel on appeal. Apparently, he 
argues that the trial judge should have 
ordered Your Heritage Protection Associa- 
tion (YHPA) to pay his counsel fees on 
appeal. While the appeal bond conditions 
may have made retention of counsel more 
difficult, and although Condo’s in forma 
pauperis motion was denied, his sixth 
amendment rights do not appear violated; 
Condo could have retained counsel on his 
Own. 
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Condo’s most substantial argument is 
that the Government did not prove his 
mental state satisfied the willful or intent 
to defraud requirement of the statutes. 
He suggests he relied on the advice of coun- 
sel. He originally developed his theories, 
however, without help from the legal pro- 
fession. Condo received some later advice 
from several lawyers who were also tax pro- 
testers. Condo dismissed two attorneys, 
YHPA’s counsel Barrett and Channell, 
after they eventually advised him his con- 
stitutional objections would not hold up. 
Condo also admitted he was aware as early 
as 1976 that his theories on the nontax- 
ability of Federal Reserve notes had been 
rejected as frivolous by this court. He 
knew, as well, of several YHPA members’ 
criminal convictions after they followed his 
program. Yet he continued to advise mem- 
bers of the unconstitutionality of the taxing 
system and aided in the preparation and 
mailing of the W-4 forms which gave rise 
to this criminal prosecution. Ample evidence 
at trial justified the jury’s conclusion that 
Condo was not acting on reliance of coun- 
sel, but, instead, on his own initiative. 


Condo also suggests that our recent deci- 
sion in United States v. Dahlstrom [83-2 
uSsTC 9557], 713 F. 2d 1423 (9th Cir. 1983), 
cert. demed, — U. S. — (1984), requires 
reversal for failure to establish willful in- 
tent. In Dahlstrom we held that mere negli- 
gence as to the illegality of an improper tax 
avoidance scheme in a gray area of the law 
did not support a conviction for willfully 
aiding, assisting in, or counseling the prepa- 
ration of a fraudulent tax return. Jd. 713 F. 
2d at 1426-28. Whatever the wisdom of 
Dahlstrom on its own particular facts, we 
cannot extend it to justify reversal of 
Condo’s conviction. The constitutionality of 
the taxing system is not a gray area, but 
one delineated in the black and white of 
prior decisions Condo was aware of, deci- 
sions rejecting his theories as frivolous. 


Condo is adamant in asserting the uncon- 
stitutionality of the taxing system. But a 
belief in the unconstitutionality of a law, no 
matter how tenaciously held, does not ex- 
cuse its violation if, indeed, the law is 
upheld as constitutional. United States v. 
Ness [81-2 ustc J 9621], 652 F. 2d 890, 893 
(9th Cir.), cert.. denied, 454 U. S. 1126 
(1981); United States v. Kelley [76-2 ustc 
1 9489], 539 F. 2d 1199, 1204 (9th Cir.), 
cert. denied, 429 U. S. 963 (1976). Condo’s 
additional arguments, advanced in briefs 
submitted after oral argument, are frivolous. 


{ 9273 


U. S. Tax Cases 
Maxfield v. U. S. Postal Service 


87,602 


wrong. He violated the statutes in the face 
of these holdings. 


AFFIRMED. 


Though Condo has developed his theory of 
how the Constitution should be interpreted, 
we have repeatedly held that theory is 


[7 9274] Mark P. Maxfield, Plaintiff-Appellant v. United States Postal Service, San 
Francisco Bulk Mail Center, Defendant-Appellee. 


U. S. Court of Appeals, 9th Circuit, C. A. No. 84-1713, 1/22/85.—(752 F2d 433.) Affirm- 
ing unreported District Court decision. 


[Code Secs. 3402 and 7421] 


Collection of tax: Restraint: Illegality of tax, requirement of charge: Withholding of 
tax on wages: Constitutionality—A U.S. Postal Service employee who had claimed 15 
withholding allowances on his W-4 form, commenced an action alleging that his employer 
was wrongfully withholding taxes from his wages after the IRS directed the Postal Service 
to withhold tax as if the employee were married and claiming six withholding allowances. 
The employee stated he was exempt from all taxes for the taxable year, based solely on his 
allegation that the income tax was unconstitutional, but the IRS had determined that the 
employee’s W-4 form was incorrect. Here, the Anti-Injunction Act properly barred the 
postal employee’s suit for injunction, because he made no showing that he did not incur 
tax liability for the preceding year or that he could reasonably anticipate incurring no 
liability for the current year and thus that the government could not prevail. Further, 
the postal employee’s assertion that the Postal Service deprived him of his property in 
violation of the fifth amendment was meritless. The Postal Service was immune from 
liability to its employees for the withholding, since the duty to withhold was mandatory, 
in compliance with law, rather than discretionary. The Postal Service was awarded rea- 
sonable attorney’s fees and double costs. Back references: {] 4941M.155 and 5779.743. 


Mark P. Maxfield, Richmond, Calif., pro se. 
Washington, D. C. 20530, for defendant-appellee. 


Before TANG, SCHROEDER and Beezer, Circuit Judges. 


Elaine Ferris, Department of Justice, 


Opinion * 


Brezer, Circuit Judge: Appellant Mark 
Maxfield (“Maxfield”) is employed by the 
United States Postal Service (“Postal Serv- 
ice’). In 1983, the Internal Revenue Service 

(“T. R. S.”) requested Maxfield to verify 
and explain why he had claimed 15 with- 
holding allowances on his W-4 form. Max- 
field responded that he was “exempt” from 
all tax withholdings as of February 1982. 
The I. R. S. then notified both Maxfield and 
Postal Service that it had determined Max- 
field’s W-4 form to be incorrect. Postal 
Service was directed to withhold tax as if 
Maxfield were married and claiming six 
withholding allowances. 


ld commenced an action nial 


granted summary judgment for the Postal 
Service. We affirm. 

Maxfield contends that his employer could 
not lawfully make any payroll deduction 
for federal withholding tax and that he is 
entitled to recover his full wages withheld. 
The I. R. S. seeks to sustain the district 
court on the basis of the Anti-Injunction 
Act, 26 U. S. C. § 7421, and it also seeks 
sanctions. 

We review a grant of summary judgment 
de novo. Loehr v. Ventura County Commu- 
mty College District, 743 F. 2d 1310, 1313 
(9th Cir. 1984). 


I 
Anti-Injunction Act as Bar to Suit 


26 U. S. C. § 7421(a) prohibits taxpayers 
from bringing a “suit for the purpose of 


ie restraining the assessment or collection of 


‘is abieyly, en- 
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ustc J 9439], 416 U. S. 752 (1974); Stone- 
cipher v. Bray [81-2 ustc J 9614], 653 F. 2d 
398 (9th Cir. 1981), cert. denied, 454 U. S. 
1145 (1982). The purpose of the statute is 
to allow the United States to assess and 
collect taxes without judicial intervention. 
' Enochs v. Williams Packing & Navigation 
Co. [62-2 ustc J 9545], 370 U. S. 1, 7 (1962). 
The only exception to the Anti-Injunction 
Act requires the taxpayer to demonstrate 
that (1) under no circumstances can the 
government ultimately prevail; and (2) the 
taxpayer will be irreparably harmed if 
the injunction is not granted. Id. 


Maxfield has not satisfied either part of 
the Williams Packing test. He has made no 
showing that the government cannot pre- 
vail, t.e., that he did not incur tax liability 
for the preceding year or that he could 
reasonably anticipate incurring no liability 
for the current year. Maxfield’s assertion 
that he is exempt from paying income tax 
appears to be based solely on his allegation 
that the income tax is unconstitutional. This 
claim is frivolous. Edwards v. Commissioner 
[82-2 ustc J 9472], 680 F. 2d 1268, 1270 
(9th Cir. 1982). 


Maxfield has an adequate remedy at law 
if withholding exceeds his tax liability. He 
may claim a tax refund for excessive with- 
holding on his U. S. Individual Income Tax 
Return. 26 U. S. C. § 6402. Maxfield has 
made no showing that he has been deprived 
of his property without due process. 


Because Maxfield has not met the narrow 
Williams Packing exceptions, his suit for in- 
junction was properly barred under the 
Anti-Injunction Act by the district court. 


II 
Recovery of Taxes Withheld 


Maxfield’s assertion that Postal Service 
“deprived [him] of his property” in viola- 
tion of the fifth amendment is meritless. In 
Chandler v. Perini Power Constructors, Inc. 
[81-2 ustc $9665], 520 F. Supp. 1152 
(D. N. H. 1981), the court held that a de- 
fendant employer has no discretion but to 
follow I. R. S. directives under 26 U. S. C. 
§ 3402 in withholding taxes from an em- 
ployee’s pay. The employer is immune from 
liability to the employee for the withhold- 
ing, since the duty to withhold is manda- 
tory, rather than discretionary, in nature. 
Chandler, 520 F. Supp. at 1153. Maxfield’s 
conversion action against Postal Service 
will not lie because the withheld wages have 
been paid to the I. R. S. in compliance with 
law. 

We hold that the district court correctly 
determined that there were no genuine 
issues of material fact and that the Postal 
Service was entitled to summary judgment 
as a matter of law. 


TIT 
Attorney's Fees and Costs on Appeal 

When a judgment is affirmed, this court 
has the authority to award fees and double 
costs on appeal in its discretion pursuant to 
28 U. S. C. § 1912. Fed. R. App. P. 38 pro- 
vides for the same remedy if the court finds 
that an appeal is frivolous. See Oliver v. 
Mercy Medical Center, Inc., 695 F. 2d 379 
(9th Cir. 1982). 

Postal Service is therefore awarded rea- 
sonable attorney’s fees and double costs 
on appeal. 


AFFIRMED. 


[19275] Texas Independent Producers Legal Action Association, Plaintiff v. Internal 


Revenue Service, et al., Defendants. 


U. S. District Court, D. C., Civil Action No. 83-1029, 12/21/84. 


[Code Sec. 6103] 


Discovery: Freedom of Information Act: Deliberative process privileges: Return 
information—The District Court granted the Commissioner’s motion for summary judg- 
ment regarding an oil producers association’s request for IRS documents pertaining to 
the development of two proposed Treasury regulations under the Freedom of Informa- 
tion Act. Some documents were withheld properly under the deliberative process priv- 
ilege (5 USC §552(b)(5)) and other documents were protected from disclosure as 
taxpayer return information under Code Sec. 6103. The association’s challenges to the 
Commissioner’s identification and retrieval procedures were rejected. Back references: 
{| 5209.801 and 5209.8046. 

Stephen M. Sacks, Arnold & Porter, 1200 New Hampshire Avenue, N. W., Wash- 
ington, D. C. 20036, for plaintiff. J. Brian Ferrel, Michael J. Kearns, Robert L. Gordon, 
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Department of Justice, Washington, D. C. 20530, Leland Ware, 10th & Pennsylvania 
Ave., N. W., Washington, D. C. 20530, for defendants. 


Memorandum Opinion 


GREEN, District Judge: This matter is 
before the Court on defendants’ respective 
motions for summary judgment regarding 
plaintiff’s request for documents under the 
Freedom of Information Act (“FOIA”), 
plaintiff's opposition thereto, defendants’ 
mutual reply, and the parties’ supplemental 
responses; plaintiff's motion for further 
limited discovery, and defendants’ opposi- 
tion thereto; plaintiff's motion to amend 
its complaint, defendant Department of the 
Treasury’s (“Treasury”) opposition thereto, 
and plaintiff’s reply; and the entire record 
herein. 


For the reasons stated below, the Court 
grants defendants’ motions for summary 
judgment, and denies plaintiff’s motions for 
further limited discovery and to amend its 
complaint. 


if. 
Statement of Facts 


On March 7, 1983, plaintiff filed a written 
FOIA request with defendants Internal 
Revenue Service (“IRS”) and Treasury, 
and five other federal agencies. Plaintiff 
requested access to agency documents per- 
taining to the development of two proposed 
Treasury regulations: (1) a proposed reg- 
ulation defining oil from a stripper well 
property for purposes of the windfall profit 
tax, 48 Fed. Reg. 2552 (1983) (to be codi- 
fied at '26:iG. FioR:§51);-and (2)-a pro- 
posed regulation defining “property” for 
purposes of the windfall profit tax, 47 Fed. 
Reg. 50,924 (1982) (to be codified at 26 
CIBeRaS 51): 


The request was specifically for, inter alta, 
“all written documents of whatever type 
or kind, including, but not limited to, all 
correspondence, notes, position papers, re- 
ports and memoranda generated by, re- 
ceived by, or relied upon by any designated 
agencies in any manner whatsoever in con- 
nection with the consideration or promul- 
gation of the proposed rule[s].” Plaintiff’s 
Memorandum i in Opposition to the Motions 
fo: pumemany, Judgment 1 the Use Eas 


Subsequently, plaintiff filed a motion to 


quest for Further Limited Discovery 
(“Plaintiff's Opposition’) at 2. 


Having received no response from the 
agencies, plaintiff filed the instant action 
on April 8, 1983, seeking injunctive and 
declaratory relief. Complaint for Injunc- 
tive and Declaratory Relief {ff 22-38. Con- 
currently, plaintiff filed a motion for 
preliminary injunction and thereafter a mo- 
tion for a temporary restraining order to 
enjoin defendant IRS from conducting a 
public hearing on the proposed regulation 
defining oil from a stripper well. Plaintiff’s. 
Motion for Preliminary Injunction at 1-2. 


The Court denied the motions to enjoin,’ 
but granted plaintiff’s companion motion 
for a Vaughn index* and required defend- 
ants to prepare expeditiously a detailed 
justification, itemization, and index of the 
withheld documents. 


On May 9, 1983, defendants IRS and 
Treasury answered the complaint and 
claimed as affirmative defenses that the 
documents were withheld properly under 
the deliberative process privilege, 5 U. S. C. 
§552(b)(5) (1977), and that five docu- 
ments also were protected from disclosure 
as taxpayer return information, 26 U. S. C. 
§ 6103 (1980). Answer of IRS at 4; Answer 
of Treasury at 3. 


Plaintiff thereafter filed a motion for in 
camera inspection of the withheld docu- 
ments and requests for admissions and 
interrogatory against defendant IRS. De- 
fendant admitted each request, claiming 
that it did not possess any documents re- 
lating to the proposed regulations that 
contained technical or scientific informa- 
tion, potential economic impact studies, 
cost/benefit analysis, potential revenue en- 
hancement capacity studies, an intention to 
generate additional tax revenue, or ongoing 
or troublesome litigation of the June 1979 — 
Energy Regulations. Responses to Requests 
for Admissions of Fact (filed July 8, 1983). 

Defendants IRS and Treasury then filed 
the instant motions for summary judgment. 


amend its complaint and opposition to de- 
fendants’ motions. To assist the Court in 
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its consideration of the summary judgment 
motions, the Court granted plaintiff's mo- 
tion for im camera inspection. 


Since the filing of the instant action, 
defendants have released several requested 
documents in whole or in part. Statement 
of IRS of Material Facts as to Which 
There is No Genuine Issue { 40; Statement 
of Treasury of Material Facts as to Which 
There is No Genuine Issue 7 40. Another 
156 documents or portions thereof remain 
withheld by defendants. 


In their motions, both defendants con- 
tend that the requested documents have 
been withheld properly pursuant to the 
deliberative process privilege, 5 U. S. C. 
§ 552(b)(5) (1977) (‘Exemption 5’). Ad- 
ditionally, defendant IRS claims that five 
of its documents are protected under the 
statutory exemption for taxpayer return 
information, 26 U. S. C. § 6103 (1980). 


Plaintiff, however, asserts that the ade- 
quacy of defendants’ identification and 
search processes are genuinely in issue. 
Specifically, plaintiff argues that material 
questions are raised by: (1) inadequate 
Vaughn indices describing the documents; 
(2) inadequate proof of segregation and 
disclosure of purely factual information and 
expert names and opinions; (3) inadequate 
affidavits describing the retrieval process; 
(4) inconsistencies in the Vaughn indices 
and defendant IRS’s answers to the re- 
quests for admissions; and (5) defendants’ 
creation of “secret” working agency law to 
avoid compliance with Executive Order 
12,291, 46 Fed. Reg. 13,193 (1981). 


Plaintiff contends that these FOIA vio- 
lations preclude the Court from granting the 
motions for summary judgment and re- 
quire further limited discovery by plaintiff. 


ile 
Conclusions of Law 


As in other Federal cases, the Court may 
grant summary judgment in a FOIA case 
only if the moving party proves that no 
substantive and material facts are in dis- 
pute and that the movant is entitled to 
summary judgment as a matter of law. Fed. 
R. Civ. P. 56; Perry v. Block, 684 F. 2d 
IZ, 1260CDa CsiGir.11982). 


To meet this standard, the burden is on 
defendants to prove that all the requested 
documents either have been produced, are 
unidentifiable, or are wholly or partially 
exempt from disclosure. The Court must 
rely on government affidavits and Vaughn 
indices describing the withheld documents 
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to determine the adequacy of agency identi- 
fication and retrieval efforts. Accordingly, 
the affidavits and indices “‘must be rela- 
tively detailed and nonconclusory and must be 
submitted in good faith.’” Perry v. Block, 
684 F. 2d at 126 (quoting Goland v. Central 
Intelligence Agency, 607 F. 2d 339, 352 
(Ds .G. Cir. 1978)). 


“TI]f the sufficiency of the agency’s iden- 
tification or retrieval procedure is genuinely 
in issue, summary judgment is not in order.” 
Founding Church of Scientology of Washing- 
ton, D. C. v, National Security Agency, 610 
Eee2dee2 4.6 8300 UD Gen Cir O79) eb veredt 
the agency submits sufficiently detailed affi- 
davits and indices, the requester of docu- 
ments may nonetheless produce countervailing 
evidence that places the agency’s identifica- 
tion or retrieval process genuinely in issue. 
Id. 


The Court will consider whether defend- 
ants have met their burden of establishing 
proper nondisclosure under Exemption 5 
and section 6103, and will address each of 
plaintiff's challenges to defendants’ identifi- 
cation and retrieval procedures. 


A. Exemption 5. Exemption 5 of FOIA 
permits agencies to withhold “inter-agency 
or intra-agency memorandums or letters 
which would not be available by law to a 
party other than an agency in litigation 
with the agency.” 5 U. S. C. §552(b)(5) 
(1977). 


The United States Supreme Court has 
held that this exemption protects the 
“ “decision making processes of government 
agencies’” and includes documents “ ‘re- 
flecting advisory opinions, recommendations 
and deliberations comprising part of a proc- 
ess by which governmental decisions and 
policies are formulated.’” National Labor 
Relations Board v. Sears, Roebuck & Co., 
421 U. S. 132, 150 (1975) (citations omitted). 


The policy behind the exemption is to 
avoid inhibiting the “ ‘frank discussion of 
legal or policy matters’ in writing” and thus 
adversely affecting the quality of agency 
decisions and policies. Jd. (Citation omitted). 


But the exemption is limited to prevent 
unnecessary withholding of agency docu- 
ments. Congress “expressly intended ‘to 
delimit the exception [5] as narrowly as 
consistent with efficient Government opera- 
tion.’”” Environmental Protection Agency v. 
Mink, 410 U. S. 73, 89 (1973) (quoting 
S. Rep. No. 813, p. 9); see H. R. Rep. No. 
1497, p. 10. Therefore, Exemption 5 does 
not protect post-decisional communications, 
which explain agency action already taken 
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or a decision already made. Nor may the 
agency withhold documents that have the 
force or effect of agency law. ‘“‘ ‘Exemption 
5, properly construed, calls for disclosure 
of all opinions and interpretations which 
embody the agency’s effective law and 
policy, and the withholding of all papers 
which reflect the agency’s group thinking 
in the process of working out its policy and 
determining what its law shall be.’” Na- 
tional Labor Relations Board v. Sears, Roe- 
buck & Co., 421 U.S. at 153 (quoting Davis, 
The Information Act: A Preliminary Anal- 
ysis, 34 Une Chi, J. Rev. /6liy.797e(1967)).). 


In Coastal States Gas Corporation v. De- 
partment of Energy, the Court of .Appeals 
for the District of Columbia required docu- 
ments protected under Exemption 5 to be 
both predecisional and deliberative. “In 
deciding whether a document should be 
protected by the privilege we look to 
whether the document is ‘predecisional’— 
whether it was generated before the adop- 
tion of an agency policy—and whether the 
document is ‘deliberative —whether it re- 
flects the give-and-take of the consultative 
process.” 617 F. 2d 854, 866 (D. C: Cir. 
1980) (emphasis in original). This analysis 
requires the Court to consider the purposes 
of the privilege and decide whether the 
document is: (1) “so candid or personal 
in nature that public disclosure is likely in 
the future to stifle honest and frank com- 
munication within the agency;” (2) a rec- 
ommendation or draft of a final agency 
decision; or (3) a document weighing the 
pros and cons of alternative viewpoints. Id. 


Important to the Court’s decision is the 
role that the protected documents play in 
the administrative process. The documents 
more likely will be predecisional and delib- 
erative if they are part of a clear decision- 
making process, if the review procedure 
flows from subordinate to superior agency 
officials, and if the documents are neither 
formally or informally adopted by the 


agency nor used in dealing with the public. 
Id. at 866-68; Taxation With Representation 
Fund v. Totecn Revenue Service [81-1 ustc 
Tost th 646 F. 2d 666, 678-81 (D. C. Cir. 
981) 


to Motion by Treasury for 
Judgment). 


Summary 


In summary, the affidavits state that the 
proposed regulations in question were ini- 
tially drafted by staff attorneys in the IRS 
Office of Chief Counsel, Legislation and 
Regulation Division. Each draft was cir- 
culated for review by officials within the 
IRS, Office of Chief Counsel, and Treasury. 
After receiving comments on several drafts, 
final drafts of the Notice of Proposed Rule- 
making, Policy Memorandum, and Trans- 
mittal Memorandum were submitted to and 
approved by the IRS Commissioner and 
Assistant Secretary for Tax Policy. The 
Notice of Proposed Rulemaking was pub- 
lished in the Federal Register. Defendants 
released the final drafts to plaintiff. Affidavit 
of John G. Schmalz 7 9; Affidavit of Doug- 
las W. Charnas { 11. 


Formulation of the proposed regulation 
defining ‘property’ for purposes of the 
Windfall Profit Tax Act involved several 
additional steps because of a disagreement 
among agency officials as to the proper 
definition. The IRS Commissioner ordered 
a survey of the cost and ease of administra- 
tion of alternative definitions. The issue was 
resolved by a policy committee for which 
a memorandum was drafted outlining the 
various positions. Affidavit & Douglas W. 
Charnas ff 8-10. 


In the Treasury, the Wad de for Energy 
‘i1ax Policy reviewed and commented on 
the initial drafts prepared by the IRS 
attorneys. He forwarded the final drafts 
to the Deputy Assistant Secretary for Tax 
Policy and then to the Assistant Secretary 
for Tax Policy for their successive review 
and approval. Once approved, the final 
drafts were submitted to the Executive 
Secretary to the Secretary of the Treasury 
to determine if the proposed regulations 
needed review by the Secretary. Declara- 
tion of Moshe: Schuldinger q 4. 


‘The affidavits also specifically indicate 
where éach withheld document fits into this 
decision-making process. In addition, the 
Vaughn indices more fully describe each 
document, indicating the source and recip- 
ient of the document, the general nature 
of. the contents, and the exemption oe 
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7 9207], 679 F. 2d 254 (D. C. Cir. 1982), 
which the appellate court upheld as properly 
exempt. 


On [the] face [of the documents] 
there appear the number, identities and 
titles of the various persons in succes- 
sively higher positions to whom the drafts 
were submitted for “approval” and the 
alterations these persons made in the text. 
5 Thus, the flow of the documents 
was from subordinate to superior. Be- 
cause approval was required at each 
higher level, all the participants up to the 
Commissioner were without authority to 
make a final determination. ... A com- 
parison of the successive drafts with each 
other and with the final revenue ruling 
reveals no policy or reasons explained in 
these drafts that were not contained in 
the ruling ultimately published. The in- 
ference we draw from this 1s that these 
documents could not and do not serve as 
agency “working law,’ providing substantive 
guidance in future decisions. 
Id. at 259 (emphasis added). 


Similarly, the successive drafts with ac- 
companying comments in the instant case 
do not serve as agency “working law.’”’ Nor 
do the other withheld documents containing 
discussions of alternative viewpoints, analyses 
of key facts supporting a particular position, 
or personal opinions concerning the con- 
tent of the proposed regulations. All of 
these documents were developed and utilized 
in the decision-making process. Plaintiff 
presents no evidence that any of these 
documents will be indexed and consulted as 
final agency opinions. See Taration With 
Representation Fund v. Internal Revenue Serv- 
ice, 646 F. 2d at 682-84. 


Plaintiff claims that one document de- 
scribed in the supplemental Treasury index 
is “clear evidence of the defendants’ [secret] 
working law policies .. . to avoid regula- 
tory review of their proposed regulations” 
under Executive Order 12,291,7 46 Fed. 
Reg. 13,193 (1981). Plaintiff’s Opposition 
at 34. The document, 17-TD 7690, is de- 
scribed in the index and Treasury affidavit 
as “the author’s opinion that no regulatory 
impact statement is required for Treasury 
regulations under the Crude Oil Windfall 
Profit Tax Act.” Declaration of Moshe 
Schuldinger 11; Supplemental Index by 
Treasury of Documents at Issue (“Supple- 
mental Index by Treasury’), Document 
Number 17-TD 7690. The author was a 


staff attorney in the Office of the Assistant 
Secretary for Tax Policy. Id. 


In the published Notice of Proposed 
Rulemaking, the IRS Commissioner stated 
that a regulatory impact statement was not 
required under Executive Order 12,291 for 
the proposed regulation defining oil from 
a stripped well property. 48 Fed. Reg. 2552, 
2553. This, however, is insufficient to prove 
that the agencies adopted the staff attorney’s 
opinion that al] regulations under the Wind- 
fall Profit Tax Act do not require a regu- 
latory impact statement. The document 
“was prepared to assist Treasury and the 
Internal Revenue Service in deciding which 
tax regulations should be subject to regu- 
latory analysis.” Supplemental Index by 
Treasury, Document Number 17-TD 7690. 
The Treasury’s affidavit denies that this 
document constitutes “secret law” of the 
agency, Affidavit of Moshe Schuldinger 
7 11, and plaintiff presents no further evi- 
dence to the contrary. 


The Court, therefore, rejects plaintiff’s 
contention that secret agency law exists to 
avoid compliance with Executive Order 12,291. 


Although plaintiff does not directly at- 
tack the predecisional and deliberative na- 
ture of the withheld documents, plaintiff 
raises several issues concerning the suffi- 
ciency of defendants’ identification and re- 
trieval procedures. 


1. Vaughn Index 

First, plaintiff asserts that defendants’ 
Vaughn indices fail to justify adequately the 
withholding of requested documents. Plain- 
tiff’s Opposition at 23-28. 

To meet the summary judgment standard 
in FOIA cases, an agency's Vaughn index 
“must provide a relatively detailed justifi- 
cation, specifically identifying the reasons 
why a particular exemption is relevant and 
correlating those claims with the particular 
part of a withheld document to which they 
apply.” Mead Data Central, Inc. v. United 
States Department of Air Force, 566 F. 2d 
2Agee la (OG a CiranlO7 7). 


In the instant case, each defendant sub- 
mitted a Vaughn index describing the source 
and recipient, subject matter, and nature 
of each document. The index also identified 
the particular exemption claimed and the 
reasons that the exemption applied. See, 
e.g., Partial Index by IRS of Documents 
at Issue. 


? Pursuant to Executive Order 12,291, the 
Treasury signed a Memorandum of Agreement 
which requires the agency to alert the Office 
of Management and Budget to any major regu- 


1985 Standard Federal Tax Reports © 


lation, or ‘‘non-major regulation that reason- 
ably could be expected to have a significant 
economic impact.’’ Exhibit 34 to Plaintiff's 


Opposition. 
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The Court agrees with plaintiff that the 
justifications for the exemptions in the 
Vaughn indices are generally “conclusory 
statements” consisting of “boilerplate” lan- 
guage. Plaintiff's Opposition at 25-26. The 
Court, however, need not rely solely on the 
indices. The affidavits filed with defendants’ 
motions for summary judgment detail the 
decision-making process and identify how 
each document fits into that process. See 
supra text at 10-11. 


In addition, im camera review of a sample 
of the withheld documents indicated that 
the index and affidavit assertions were 
“reasonably accurate and specific.” Ash 
Grove Cement Co. v. Federal Trade Commis- 
sion, 511 F. 2d 815, 817 (D. C. Cir. 1975). 
Each document contained the information 
asserted in the Vaughn indices and fell within 
the agencies’ decision-making process. 


The purpose of detailed identification of 
the documents is to provide plaintiff with suf- 
ficient information to argue effectively against 
the agencies’ exemption claims. “[LJack 
of access of the party seeking disclosure 
undercuts the traditional adversarial theory 
of judicial dispute resolution.” Mead Data 
Central Inc. v. United States Department of 
Airy Force, 566 F. 2d at 250 (citing Vaughn 
v. Rosen, 484 F. 2d 820, 824-25 (D. C. 1973), 
cert. denied, 415 U. S. 977 (1974)). 


The Court finds that defendants’ indices 
and affidavits together identify sufficiently 
the withheld documents. The agencies need 
not provide such a detailed justification that 
the potentially exempt material would be 
disclosed. Id. at 261. 


2. Segregability 


Plaintiff also challenges defendants’ proof 
of the nonsegregable nature of the withheld 
documents. Plaintiff does not allege, how- 
ever, that any of the documents specifically 
contain segregable material. Plaintiff's Op- 
position at 18-23. 


_ Exemption 5 is limited to information 
that would not be available to a private 
party in litigation with the agency. Purely 
factual material, therefore, generally would 
be Ae cPaearontietet! Protection 


liberative process within an agency that it 
must be deemed exempted by Section 552 
(b)(5).” Mead Data Central, Inc. v. United 
States Department of Air Force, 566 F. 2d 
at 256. 


Thus, factual material intertwined with 
the deliberative process is protected. In 
Brockway v. Depariment of Air Force, the 
court upheld the withholding of factual 
summaries created to aid the decision- 
making process. 518 F. 2d 1184, 1193-94 
(8th Cir. 1975). The court based its deci- 
sion on the need to encourage the flow of 
factual material on which opinions and 
recommendations are based. Id. at 1193. 
Similar reasoning was followed by the Court 
of Appeals of the District of Columbia in 
Montrose Chemical Corporation of Califorma 
uv. Train, 491 F. 2d 63 (D. C. Cir. 1974), 
cert. denied, 421 U. S. 963 (1975) (facts re- 
vealing internal selection and judgment process. 
protected by Exemption 5). 


In addition, technical or scientific ma- 
terial and expert names and opinions. 
generally are not protected. Opinions of ex- 
perts outside the agency must be disclosed 
“unless [they] somehow [reflect] the de-- 
liberative process of decision or policy 
making.’ Parke, Davis & Co. v. Califano, 
623 F. 2d 1, 6 (6th Cir. 1980). If the with- 
held documents are generated by outside 
parties at the agency’s request, however, 
the information may be protected. Soucie 
v. David, 448 F. 2d 1067, 1078 n. 44 (D. C. 
Cir. 1971). 


Defendants claim that all mie of the 

withheld documents reflect the decision- 
making process and, therefore, are exempt. 
Plaintiff argues that “[i]t is extremely un- 
likely that none of these pages contain any 
segregable factual material, technical or 
scientific information, or comments, opinions 
or names of expert consultants. 4 Plaintiff's. 
Opposition at 21. 


Plaintiff's argument is based on pure ~ 
speculation and assumptions. Plaintiff has 
presented no evidence other than titles and 
sources of documents listed in the Vaughn 
indices to support its argument. For ex- 
ample, plaintiff assumes a document from 
i g and Valuation Branch of 
din ty gee or 
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Exhibit A to Reply Brief of IRS and 
Treasury (“Reply Brief’). 


In addition, defendants have released fac- 
tual background material contained in sev- 
eral documents, see, e.g., Documents P28, 
P38, P48, and im camera review supports 
defendants’ assertion of nonsegregability. 


3. Search Affidavits 


Plaintiff’s third contention involves the 
adequacy of defendants’ search procedure. 
Plaintiff alleges that defendants failed to 
submit any affidavits detailing the scope 
of the search. Plaintiff’s Opposition at 28. 


This statement clearly is in error. De- 
fendants submitted two affidavits in April 
1983 describing the offices searched in re- 
sponse to plaintiff's FOIA request. Affida- 
vit of David Mora (filed Apr. 18, 1983); 
Affidavit of Mary Hevener (filed Apr. 18, 
1983). Defendants submitted additional affi- 
davits with their Reply Brief. These new 
affidavits describe in more detail the search 
procedure. Exhibits A-B to Reply Brief. 


Agency affidavits detailing the method 
and scope of a search for documents must 
be sufficiently detailed for appropriate reli- 
ance by the Court. The standard, however, 
is not “meticulous documentation [of] the 
details of an epic search.” Perry v. Block, 
684 F. 2d. at 127. Rather, the agency need 
only provide affidavits explaining in “rea- 
sonable detail” the scope and method of 
the search, in absence of countervailing evi- 
dence. Jd. 


Defendants’ affidavits reasonably describe 
the offices searched and the types of docu- 
ments sought from each office. Plaintiff 
presents no countervailing evidence of an 
inadequate search, other than alleged in- 
consistencies between the Vaughn indices 
and IRS responses to requests for admis- 
sions. As outlined below, these allegations 
are either unsubstantiated assumptions or 
raise immaterial issues of fact. 


4, Inconsistencies 


Plaintiff contends lastly that defendants’ 
motions for summary judgment should be 
denied because alleged inconsistencies be- 
tween the Vaughn indices and IRS re- 
sponses to requests for admissions raise 
substantive questions concerning the suff- 
ciency of the identification and retrieval 
processes. 

Defendant IRS specifically denied the 
existence of several types of documents in 
its answers to plaintiff’s requests for admis- 
sions. Responses to Requests for Admis- 
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sions of Fact (filed July 8, 1983); see supra 
text at 4. Plaintiff argues that the titles, 
sources, and description of certain docu- 
ments listed in defendants’ Vaughn indices 
indicate that the denials by the IRS are 
false. Although not clearly stated, plaintiff 
apparently concludes that other documents 
must exist which defendants failed to re- 
trieve or identify. Therefore, summary 
judgment should be denied and further dis- 
covery permitted to determine the existence 
of additional documents. See Plaintiff’s 
Opposition at 6-18. 


Plaintiff's argument as to the existence 
of inconsistencies, however, is not based on 
facts, but rather on assumptions and specu- 
lation that the Vaughn indices contain doc- 
uments which the IRS denied existed. 


Defendants submitted affidavits that doc- 
uments containing technical or scientific 
information or an agency intent to increase 
revenues do not exist. Affidavit of John 
G. Schmalz (filed Apr. 18, 1983) ; Declaration 
of Peter Karpoff (attached to Defendants’ 
Response to Plaintiff’s Supplemental Mem- 
orandum in Opposition to Motion for 
Summary Judgment). In camera review of 
the questioned documents further supports 
the inadequacy of plaintiff’s allegation of 
inconsistencies. None of the documents 
reviewed contained information which the 
IRS denied existed. 


Even if some or all of the denied docu- 
ments existed, the inconsistencies would be 
insufficient to raise a genuine issue of 
material fact. Defendants identified the 
documents retrieved and claimed exemp- 
tions. The possible existence of other doc- 


uments does not necessarily place the 
retrieval and _ identification processes in 
issue. “The issue [is] not whether any 


further documents might conceivably exist 
but whether [the agencies’] search for re- 
sponsive documents was adequate.” Goland 
v. Central Intelligence Agency, 607 F. 2d 339, 
369 (D. C. Cir. 1979) (emphasis omitted). 
An agency need only conduct a “reason- 
able” search for documents and is not 
responsible for “reorganiz[ing] its filing 
system in response to each FOIA request.” 
Id. at 370; Founding Church of Scientology 
of Washington, D. C., Inc. v. National 
Security Agency, 610 F. 2d at 837. The 
Court has found defendants’ search affida- 
vits to be sufficient proof of adequate re- 
trieval procedures. 


B. Section 6103. Defendant IRS also 
claims exemption of five documents pur- 
suant to 26 U. S. C. §6103 (1980). All 
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but one of the documents is covered under 
the deliberative process privilege of Exemp- 
tion 5. See Document P62. 


Defendant IRS claims that the docu- 
ments contain taxpayer return information, 
which is protected from disclosure under 
section 6103. Motion by IRS for Summary 
Judgment at 10. 


Section: 6103 prohibits the disclosure of 
tax returns and return information except 
as specifically authorized by the statute. 26 
U. S. C. §6103(a). Return information is 
defined as, inter alia, a taxpayer’s identity, 
information that a particular return is 
being examined, and any other information 
received, gathered, or developed during an 
audit or investigation. Id. at § 6103(b)(2). 
The statute does not authorize disclosure 
to plaintiff. Id. 


The proper statutory construction of sec- 
tion 6103 has been debated in the courts. 
Although the decisions are not uniform, 
this Court has held that release of tax 
return information does not fall under 
FOIA, but is governed exclusively by sec- 
tion 6103. Zale Corporation v. United States 
Internal Revenue Service [80-1 ustc J 9123], 
481 F. Supp. 486, 490 (D. D. C. 1979) 
(Gesell, J.); c.f. Kanter v. Internal Revenue 
Service {77-2 ustc { 9473], 433 F. Supp. 
812, 824 n.21 (N. D. Ill. 1977). Under the 
statute, the agency has the duty to deter- 
mine what information falls) under the 
exemption provisions. Thereafter, the re- 
quester of documents has the burden of 
showing that the agency’s determination 
was arbitrary or capricious. 
tion v. United States Internal Revenue Serv- 
ace, 481 F. Supp. at 490. 


Plaintiff does not dispute the agency’s 
determination that the five documents con- 
tain privileged tax return information. Plain- 
tiff's challenges to the sufficiency of the 


Zale Corpora- - 


identification and retrieval processes do 
not apply to section 6103. 


The Court finds that defendants’ have 
met their burden for summary judgment as 
to all requested documents. Plaintiff’s argu- 
ments each standing alone fail to raise any 
substantive material questions of fact. Nor 
is the cumulative effect sufficient to deny 
defendants’ motions for summary judg- 
ment. ; 


The Court, therefore, grants the motions 
for summary judgment and denies the mo- 
tions of plaintiff for further discovery and 
to amend the complaint. An appropriate 
order is attached. ; 


Order 


Upon consideration of defendants’ re- 
spective motions for summary judgment as 
to plaintiff’s request for documents under 
the Freedom of Information Act (“FOIA”), 
plaintiff's opposition thereto, defendants” 
mutual reply, and the parties supplemental 
responses; plaintiff's request for further 
limited discovery, and defendants’ mutual 
opposition thereto; plaintiff’s- motion to 
amend its complaint, defendant Department 
of the Treasury’s opposition thereto, and 
plaintiff's reply; the entire record herein, 
and for the reasons stated in the accom- 
panying memorandum opinion, it is by the 
Court this 20th day of December 1984, 

ORDERED that summary judgment is 
granted in favor of defendants as to plain- 
tiff’s request for documents under Be OIA; 
it is further 

ORDERED that plaintiff’s Hidviod for 
further limited discovery is denied; it is 
further 

ORDERED that plaintiff’s motion to 
amend its complaint is denied; and it is 
further 

ORDERED that this case is aamsodt 
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land was not property of a type that was economically feasible to lease for hunting, 
growing timber, grazing, or minerals was not clearly erroneous. Also, the appellate court 
held that the fifth category of Reg. § 53-4940-1(f)(1), which reaches property of a type 
that produces “capital gains through appreciation”, does not provide a valid independent 
basis for taxation under Code Sec. 4940. It is valid only to the extent it reaches property 
that is of a type that produces interest, dividends, rents, or royalties but is currently 
being held for capital gains through appreciation. Back reference: {| 4953D.41. 


Thomas B. Lemann, Michael R. O’Keefe, Monroe & Lemann, 1424 Whitney Build- 
ing, New Orleans, La: 70130, for plaintiff-appellee. John P. Volz, United States Attorney, 
Hale Boggs, Eneid A. Francis, Assistant United States Attorney, New Orleans, La. 
70130, Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Ann Belanger 
Durney, Terry L. Fredericks, Department of Justice, Washington, D. C. 20530, for 


defendant-appellant. 


Before CLARK, Chief Judge, and Wispom and HiccinsorHam, Circuit Judges. 


Wispom, Circuit Judge: This appeal turns 
on the meaning and the scope of this Court’s 
opinion in Zemurray Foundation v. United 
States [82-2 ustc J 9609], 5 Cir. 1982, 687 F. 
2d 97 (Zemurray I). The plaintiff, Zemurray 
Foundation, is a tax-exempt private founda- 
tion. In 1974 the plaintiff sold its undivided 
one-half interest in a tract of timberland. 
The Commissioner of Internal Revenue im- 
posed an excise tax on the sale under § 4940 
of the Internal Revenue Code, which im- 
poses a tax on the sale by a private foun- 
dation of “property used for the production 
of interest, dividends, rents, and royalties” 
(emphasis added). (The Commissioner re- 
lied on Treas. Reg. § 53.4940-1(f)(1), which 
provides that property is taxable under 
§ 4940 if it is “property of a type which 
generally produces [1] interest, [2] dividends, 
[3] rents, [4] royalties, or [5] capital gains 
through appreciation” (emphasis added). The 
plaintiff challenged the validity of this 
regulation in Zemurray I on two grounds. 
First, the plaintiff argued that the word 
“used” in the statute means “actually used”, 
whereas the regulation reaches property 
that is usable, that is, “generally produces” 
income for the enumerated purposes. Sec- 
ond, the plaintiff maintained that the regu- 
lation improperly adds a fifth category of 
taxable property, “capital gains through 
appreciation”, to the four categories enu- 
merated in the statute. 


In Zemurray I we rejected the plaintiff’s 
challenge and held that the use of the phrase 
“generally used” in the regulation, although 
it allows taxation so long as the property 
is usable to produce the first four categories 
of income, is valid. We remanded for fac- 
tual findings concerning whether the tim- 
berland at issue was “susceptible for use” 
to produce interest, dividends, rents, or 
royalties. The district court, [81-1 ustc 


1 Under Louisiana law, a ‘‘naked ownership’’ 
is an imperfect ownership subject to a usufruct 
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not. Now in Zemurray II the United States 
challenges that finding upon the ground 
that the district court erroneously placed an 
economic gloss on this Court’s instructions 
upon remand. 


The scope of our holding in Zemurray I 
concerning the plaintiff’s second challenge 
to the regulation is also at issue here. The 
plaintiff argues that we implicitly held the 
fifth category of the regulation to be invalid 
as an independent basis for taxation under 
§ 4940. The government maintains that we 
left the issue open and argues that the fifth 
category provides an alternate basis for 
taxation of the sale of the timberland. 


We hold that the district court on remand 
did not apply an erroneous standard for 
determining whether the property at issue 
falls into one of the first four categories 
of the statute and the regulation, and the 
court’s findings under that standard are 
not clearly erroneous. We further hold 
that the fifth category of the regulation 
(capital gains through appreciation) does 
not provide an independent basis for taxa- 
tion under § 4940; it is valid only to the 
extent that it reaches property which is of 
a type that generally produces interest, 
dividends, rents, or royalties. 


I. Statement of the Case 


In 1961 Samuel Zemurray bequeathed the 
naked ownership * of his one-half interest in 
12,746 acres of unimproved timberland in 
Tangipahoa Parish, Louisiana to the plain- 
tiff and bequeathed to his wife Sarah the 
usufruct. On February 16, 1974, Sarah do- 
nated to the plaintiff the usufruct, giving 
the plaintiff full ownership to an undivided 
one-half interest in the timberland. During 
the period in which Sarah was the usufruc- 


interest held by another. La. Civ. Code Ann. 
art. 478 (West Supp. 1984). 
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tuary, all proceeds from the sale of timber 
from the land went to her. On February 
21, 1974 the plaintiff agreed to sell its un- 
divided one-half interest in the land to an 
unrelated third party. The sale was con- 
summated in June of that year.’ The plain- 
tiff, having of course only received the 
naked ownership, never received any income 
from the property. 


On March 31, 1978 the Commission as- 
sessed a deficiency against the plaintiff for 
its 1974 tax year in the amount of $112,317. 
The deficiency was based upon the Com- 
missioner’s determination that the gain from 
the sale was subject to the excise tax im- 
posed by § 4940 of the Internal Revenue 
Code,* 26 U. S. C. § 4940 That section taxes 
the “net investment income” of charitable 
foundations. Section 4940(c)(1) defines “net 
investment income” as “gross investment 
income” plus “capital gain net income” 
minus allowable deductions. Section 
4940(c) (4) defines “capital gain net income” 
to include gains from the sale of “property 
used for the production of interest, divi- 
dends, rents, and royalties”. The plaintiff 
paid the deficiency and sued in district court 
for a refund. 


A. The First Trial. In support of his 
determination, the Commissioner relied on 
Treas. Reg. § 53.4940-1(f)(1), which pro- 
vides that capital gains resulting from the 
disposition of property held “for invest- 
ment purposes” are subject to tax under 
§ 4940. As previously noted, the regulation 
provides that property “shall be treated as 
held for investment purposes even though 
such property is disposed of by the founda- 
tion immediately upon its receipt, if it is 
property of a type which generally produces 
[1] interest, [2] dividends, [3] rents, [4] 
royalties, or [5] capital gains through ap- 
preciation (for example, rental real estate, 
stock, bonds, mineral interests, mortgages, 
and securities)” (emphasis added). The 
Commissioner argued that the timberland 
was property of a type that generally pro- 
duces rents, royalties, and capital gains 


through appreciation. The plaintiff argued 
that because it did not actually receive any 
income in the four gatcsories listed in \ the 


production of interest, dividends, rents, or 
royalties”, and its sale was therefore not a 
taxable event under § 4940. The plaintiff 
also disputed that the particular property at 
issue was of a type that generally produces 
rents or royalties. 


The district court held that the word 
“used” in § 4940 should be interpreted in 
its ordinary sense to mean “actually used” 
and not, as the Commissioner asserted, 
“susceptible of use’. The court ruled 
that because the regulation requires only that 
the property in question be “of a type that 
generally produces” interest, dividends, 
rents, or royalties, rather than that the 
property be actually used to produce the 
enumerated revenues, the regulation was 
overbroad and invalid. Because the timber- 
land had not been actually used for the 
production of rents or royalties, the court 
held that the sale was not subject to the 
excise tax. 


The court also held that the regulation 
was overbroad in its listing of the types of 
property that give rise to taxable gains 
upon sale. The court noted that the regu- 
lation adds a fifth category of property— 
property that produces “capital gains through 
appreciation”’—to the four categories enu- 
merated in § 4940(c) (4) (A) itself. Although 
the court found that the timberland was 
the type of property that generally pro- 
duces capital gains through appreciation, 
it ruled that the regulation was invalid to 
the extent that it taxed property solely on 
that basis. 


B. The First Appeal: Zemurray I. On 
appeal, this Court reversed. Zemurray 
Foundation v. United States [82-2 ustc 9609], 
5 Cir. 1982, 687 F. 2d 97 (Zemurray I). We 
held that the regulation’s use of the phrase 
“generally used”, although it allows taxa- 
tion “so long as the property sold is usable 
to produce the applicable types of income, 
regardless of whether the property is ac- 
tually used to produce income or not”, was 
not unreasonable or plainly inconsistent 
with the statute. Jd. at 100. We therefore 
concluded that the district court had erred 
in holding the regulation invalid with re- 
spect to its interpretation of “used” in 
§ 4940(c) (4). 


Because the district court had pedict no 
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timberland was property of a type that 
generally produces interest, dividends, 
rents, or royalties, putting it into one of the 
first four categories of the statute and the 
regulation, we turned to the government’s 
argument that the fifth category of the 
regulation provided an alternate basis for 
taxation. We held that the district court 
had erred by ruling that the regulation was 
invalid to the extent it subjects to the ex- 
cise tax any property that generally pro- 
duces “capital gains through appreciation”. 
The scope of our holding on this matter, 
however, is not entirely clear and is at 
issue here. With respect to the fifth cate- 
gory we stated: : 


__ A narrow reading of the phrase “. . . if 
it is property of a type which generally 
produces interest, dividends, rents, royal- 
ties, or capital gains through apprecia- 
tion (for example, rental real estate, 
stock, bonds, mineral interests, mort- 
gages, and securities)” appears to under- 
score the interpretation previously made 
by this Court of the word “used”. The 
regulation simply recognizes that prop- 
erty usable for interest, dividends, rents 
or royalties may sometimes be held simply 
for capital gains through appreciation. 
Growth stocks would be a prime exam- 
ple [citation omitted] and the regulation 
lists several others. Interpreted in this 
manner, this phrase in the regulation is 
neither unreasonable nor inconsistent with 
26 U. S. C. § 4940(c)(4), and, therefore, 
must be presumed valid. 

Id. at 102. We thus upheld the regulation 

at least to the extent of this narrow inter- 

pretation. We further stated: 


The Government broadly interprets the 
phrase “capital gains through apprecia- 
tion” [in the fifth category of the regula- 
tion] to include all noncharitable assets 
sold by a charitable foundation. It is not 
necessary to rule on the validity of this 
broader interpretation at this time, since 
the district court has not made a finding 
on the applicability of the more limited 
categories set forth in the statute. 

Id. at 103 n. 12. 
We then remanded the case with the 

following instructions: 

On remand, the district court should 
make a factual determination on whether 
the timberland is the type of property 
which generally produces interest, divi- 
dends, rents, or royalties. Even if the 
timberland is property held for capital 
gains through annreciation, the district 
court should treat it as property used for 
interest, dividends, rents, or royalties if 
the property is susceptible for use in this 
manner. ; 

_ Id. at 102-03. 
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Judge Gee stated in a dissent that he 
could not understand why the Court was 
remanding, because the district court had 
found that the timberland fell into the fifth 
category of the regulation, and the Court 
had just reversed the district court’s hold- 
ing that the fifth category was invalid. He 
reasoned that if the fifth category is valid, 
then the Court should simply decide whether 
the district court’s finding that the timber- 
land fell into that category was clearly 
erroneous. Although he thought that the 
fifth category was invalid, he noted that 
the majority had not demonstrated that the 
district court’s finding that the timberland 
was wihin that category was clearly erro- 
neous. He therefore concluded that con- 
sistency required that the Court should 
simply uphold the imposition of the tax. 
See 687 F. 2d at 103 n. 1. 


C. The Second Trial. On remand, the dis- 
trict court again held for the plaintiff. The 
court turned first to the question whether 
the timberland was the type of property 
that generally produced interest, dividends, 
rents, or royalties. The government argued 
that the timberland was susceptible of 
producing rents or royalties in four ways 
through the procurement of: (1) timber 
leases; (2) hunting leases; (3) cattle-graz- 
ing leases; and (4) mineral leases. The 
court found that, “[w]hile it is perhaps 
true that the timberland could have been 
leased for any of these purposes at some 
price, the evidence clearly indicates that 
these possible alternative uses would not 
have been economically viable”. Zemurray 
Foundation v. United States, No. 79-1088, 
slip op. at 5 (E. D. La. Dec. 9, 1983). The 
court ruled that it is not enough that the 
timberland “was theoretically susceptible 
of producing rents or royalties”, because 
“Treas. Reg. § 53.4940-1(f)(1) requires that 
it be at least economically prudent or 
reasonable for a landowner to use the 
property in a way that will cause it to 
produce the types of revenue specified in 
the regulation”. Jd. at 5 n. 9. The court 
found that the most productive manner to 
exploit the timberland from 1969 to 1974 
was not to lease the property to a timber 
company, but to sell the timber under 
cutting contracts. The court also found 
that there was a low demand during the 
early 1970s for hunting leases, cattle-graz- 
ing leases, and mineral leases upon land 
in the area. j 


‘Because the court found that the timber- 
land did not fall into the first four cate- 
gories of property under the regulation, it 
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turned to the applicability of the fifth cate- 
gory. The court noted that the first trial 
had determined that the timberland was 
property of a type which generally pro- 
duces capital gains through appreciation 
and thus was within the fifth category. 
The court shared Judge Gee’s puzzlement 
concerning what significance should be as- 
signed to the fifth category in view of the 
fact that this Court remanded the case 
rather than holding that the timberland 
was taxable under the fifth category. The 
court resolved the dilemma by concluding 
that “the Fifth Circuit clearly meant to 
uphold the validity of the fifth category 
only to the extent that that category en- 
compasses property properly includable in 
one or more of the first four categories”. 
Id. at 9. The court noted that this interpre- 
tation “has the effect of excluding the fifth 
category as an independent basis for taxa- 
tion”. Id. Because the property did not 
fall within one of the first four categories, 
the court entered judgment for the plain- 
tiff. The government appealed. 


II. The District Court Applied a 
Proper Standard 


The government challenges on two grounds 
the standard the district court applied to 
determine whether the timberland was 
susceptible of use to produce interest, divi- 
dends, rents, or royalties. First, the gov- 
ernment argues that it is irrelevant that 
the particular property in question could 
not in fact have been used for the produc- 
tion of interest, dividends, rents, or royal- 
ties, so long as the property is of a type 
that is susceptible of producing those types 
of incomes. The government insists that it 
is “axiomatic” that rents and royalties can 
be derived from timberland. For support, 
the government points to Treas. Reg. 
§ 1.61-8, which provides that gross income 
‘fncludes rentals received or accrued from 
the occupancy of real estate or the use of 
personal property. Gross income in- 
cludes royalties. Royalties may be received 
from the exploitation of natural 
resources, such as coal, gas, oil, copper, 
or timber” (emphasis added). 


Second, the government argues that the 
district court violated this Court’s instruc- 
tions on remand by adopting a “completely 
different” test for determining whether the 
gain realized from the sale of the timber- 
land was taxable. The government insists 


that the district court’s requirement that it - 


must “be at least economically prudent or 
reasonable for a landowner to use the prop- 
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erty in a way that will cause it to produce 
[interest, dividends, rents, or royalties]” 
introduces an extraneous economic require- 
ment that was not part of this Court’s test 
on remand. The government maintains 
that, putting aside the district court’s eco- 
nomic viability test, the evidence conclu- 
sively demonstrated that the timberland 
was of a type of property that was suscep- 
tible of being used for the production of 
rents and royalties, because all witnesses 
testified that the land was susceptible of 
being leased to a timber company for grow- 
ing and harvesting trees, and that the land 
could have been leased in 1974 for hunting. 


The government’s arguments are flawed. 
With respect to the first argument, if it 
had been true that we did not intend for 
the district court to focus upon whether 
this particular tract of land was susceptible 
of use to generate rents or royalties and 
if, as the government maintains, it is 
“axiomatic” that rents and royalties can 
be derived from timberland in general, we 
would not have remanded the case for 
specific findings of fact, but rather would 
have ruled that as a matter of law the 
sale of the timberland was taxable under 
§ 4940. We note that one court has adopted 
a broad-brushed approach similar to that 
urged by the government. In Balso Foun- 
dation v. United States [83-2 ustc J 9639], 
D. Conn. 1983, 573 F. Supp. 191, 192-93, 
the court stated: 


The question is not whether this [tract 
of unimproved woodland] is the type of 
land which generally produces rents. 
The question is whether land is 
the type of property which generally 
produces rents. The distinction is not 
between different types of land, but be- 
tween land and other types of property. 
Although we suggested in Zemurray I that 
the “district court may . wish to 
consider the possible uses of undeveloped 


land set forth in Balso”, 687 F. 2d at 103 n. 


11, it is clear from the fact that we re- 
manded for specific findings that we in- 
tended the district court to rule upon 
whether this particular tract of land was 
susceptible to the referenced “possible uses 
of undeveloped land”. By implication, we 
rejected the expansive approach to tax- 
ability taken by the Balso court. 


For similar reasons we cannot accept 
the government’s second argument that 
the district court improperly added an 
economic gloss to this Court’s test on re- 
mand in Zemurray I. It is clear that our 
instruction that the court should determine 
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whether the timberland was “susceptible 
for use’ to produce interest, dividends, 
rents, or royalties could not have meant 
merely theoretically susceptible of such use. 
Once again, if that were the test there 
would have been no remand, for any land— 
indeed, any property, such as a personal 
wristwatch or a jade figurine—is theoreti- 
cally susceptible of being rented to some- 
one for some purpose. Given that mere 
theoretical susceptibility is not enough, we 
must decide whether the district court 
reasonably interpreted the phrase “sus- 
ceptible of use’. We conclude that it did. 


Our use of the phrase “susceptible of 
use” was in contradistinction to “actually 
used”. Our choice of the word “suscepti- 
ble” was not meant to broaden the require- 
ment of the regulation that the property 
be of a type that “generally produces” the 
enumerated revenues. Indeed, we explicitly 
stated that “[o]n remand, the district court 
should make a factual determination on 
whether the timberland is the type of 
property which generally produces interest, 
dividends, rents, or royalties”. Jd. at 102-03 
(emphasis added). The district court rea- 
sonably concluded that the phrase “gener- 
ally produces” imports a requirement that 
one expects the property to be commonly 
used in the designated ways by persons 
of ordinary prudence. As the district court 
put it, “By use of the term ‘generally,’ 
Treas. Reg. § 53.4940-1(f)(1) requires that 
it be at least economically prudent or 
reasonable for a landowner to use the prop- 
erty in a way that will cause it to produce the 
types of revenue specified in the regulation.” 
Zemurray Foundation v. United States [84-1 
ustc { 9246], No. 79-1088, slip op. at 5 
(E. D. La. Dec. 9, 1983). We hold that the 
district court did not apply an improper 
standard for deciding whether the timber- 
land fell into the first four categories of 
property in the regulation. We therefore 
must decide only whether the district court’s 
findings under that standard were clearly 
erroneous. We now turn to that question. 


III. The District Court's Findings Were 
Not Clearly Erroneous 
The district court found that the timber- 
land was not property of a type that feasi- 


bly could have been leased for four uses 
asserted by the government: (1) for grow- 
ing timber; (2) for hunting; (3) for grazing 
cattle; and (4) for minerals.* We consider 
each in turn. 

A. Timber Leases. The government offered 
the testimony of James Phillips, a forester 
of 22 years’ experience with the Internal 
Revenue Service, and James Morrison, a 
forester of 19 years’ experience with the 
Internal Revenue Service. Phillips testified 
that the timberland was susceptible of pro- 
ducing royalties from timber leases, basing 
his conclusion on the fact that properties 
similar to the timberland have been leased, 
or will be leased, in the same area. He 
noted that the best use of the timberland 
is for growing timber and that it is pos- 
sible for the owner to realize income from 
this use either by managing the land 
himself or by renting it to others to raise 
timber. Morrison testified that he had 
searched courthouse records to find tracts 
of timberland in the general area that had 
been leased for timber growing, compared 
those tracts with the Zemurray property, 
and concluded that the Zemurray property 
could similarly have been leased. 

The plaintiff offered the testimony of 
Lewis Peters, a forestry consultant and 
appraiser of 30 years’ experience. Peters 
testified that during his 30 years as a for- 
estry consultant he had never seen a tim- 
ber royalty contract. Moreover, he testi- 
fied that the transactions found by the 
government’s witness that were styled as 
“leases” were in fact not leases but sales, 
because they typically featured a long term 
of 60 to 99 years, a large up-front cash 
consideration, and either no rental pay- 
ments or rental payments that were far 
below market rental value. Peters con- 
cluded that these transactions were cast as 
“leases” rather than sales to avoid the Lou- 
isiana doctrine of prescription of a -aineral 
servitude after non-use for 10 years.” Pe- 
ters also testified that timber companies 
usually required a long-term lease with the 
landowner, and most of the long-term tim- 
ber leases with which he was familiar had 
proved to be economic disasters for the 
landowners because of inflation in market 
rental value over the life of the lease. 


4Neither § 4940(c)(4) nor Treas. Reg. 
§ 53.4940-1(f) (1) specifies the time period during 
which the property must be of a type generally 
capable of generating the enumerated revenues. 
The Tax Court has held that the provisions of 
§ 4940(c)(4)(A) apply to property used either 
by the foundation or by the donor for the 
production of interest, dividends, rents, or royal- 
ties. Friedman Foundation, Inc. v. Commis- 
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sioner [CCH Dec. 35,476], 71 T. C. 40 (1978). 
Accordingly, the district court considered the 
relevant time period to be the period during 
which Sarah Zemurray had a usufruct interest 
in the property as well as the period during 
which the Zemurray Foundation held a full 
ownership interest in the timberland. 

5 See generally McCollam, A Primer for the 
Practice of Mineral Law Under the New Louist- 
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Based on this testimony, the court’s find- 
ing that the Zemurray timberland was not 
the type of property that generally produced 
rents or royalties from timber leases 
during the period in question is not clearly 
erroneous.. The government found very 
few such leases,’ and the district court 
reasonably credited Peters’ testimony that 
these “leases” were more properly charac- 
terized as sales. Moreover, according to 
Peters, such true leases as existed had 
become economic disasters to the lessors. 
We conclude that there was sufficient evi- 
dence to support the court’s finding. 


B. Hunting and Grazing Leases. The court’s 
finding that the timberland was not suscep- 
tible of use for producing rents or royalties 
through hunting and grazing leases is also 
not clearly erroneous. Although Phillips 
testified that he personally had hunted on 
the Zemurray property, he admitted that 
he paid nothing for the privilege. Morri- 
son testified that in his opinion the timber- 
land could have been leased for hunting in 
1974, but his opinion was based upon his 
inspection of the property in 1983. Morri- 
son noted that a large segment of the land 
had a deer-proof fence around it, there 
were four lakes on the property, and there 
were permanent deer and duck blinds. 
Morrison admitted, however, that he was 
not aware of any hunting leases in the 
early 1970s in Tangipahoa Parish, where 
the Zemurray property is located. More- 
over, Peters testified that the land was not 
susceptible for hunting leases because at 
the time there was no demand and there 
was too much open land in the area that 
was available to the public free of charge. 
Peters also noted that about 5800 of the 
12,000 acres of the Zemurray property was 
a game preserve, upon which no hunting 
was allowed. 


With respect to grazing leases, Peters 
testified that it would have been difficult to 
lease the land for that purpose because 
during the relevant period there was a lot 
of open range country in Tangipahoa Par- 
ish and cattle basically had free range of 
the central and northern end of the Parish. 
Peters also testified that he had never seen 
cattle grazed in wooded lands. Based on 
this testimony, the court’s finding that this 


ana Mineral Code, 50 Tul. L. Rev. 729, 739-61 
(1976) (discussing the mineral servitude doc- 
trine). 

*The district court found that the most pro- 


ductive way to exploit the timberland from 


1969 to 1974 was not to lease the property to a 
timber company, but to sell the timber through 
cutting contracts. See Zemurray Foundation v. 
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timberland was not the type of property 
that generally produced rents or royalties 
from grazing or hunting leases is not clearly 
erroneous. 


C. Mineral Leases. Neither of the gov- 
ernment’s witnesses testified about the issue 
of mineral leases. Peters was asked whether 
the timberland was susceptible of mineral 
leasing before 1974. He replied that “most 
land in South Louisiana for the last 20 
years has had some possibility of being 
leased for minerals”, record at III-12, but 
stated that he did not believe “this particu- 
lar tract could have been leased for minerals 
at that time”, id. at III-13. Peters noted 
that there was very little mineral activity in 
Tangipahoa Parish in the early 1970s and 
interest in mineral leasing did not develop 
until the late 1970s. There was also evi- 
dence in the record that the, only income 
produced by the Zemurray land from 1896 
through 1964 was from timber sales. Based 
on the uncontroverted testimony of Peters, 
the district court found that the timberland 
was not the type of property that generally 
produced mineral royalties during the pe- 
riod in question. That finding is not clearly 
erroneous. 


We conclude that the district court’s find- 
ing that the Zemurray timberland did not 
fall into any of the first four categories of 
property under the statute and the regula- 
tion is not clearly erroneous. The govern- 
ment asserts as an alternate basis for taxa- 
tion that the fifth category of property of 


_the regulation—that which generally pro- 


duces capital gains through appreciation— 
provides a valid independent basis for. 
imposition of the excise tax under § 4940. 
The government asserts that because the 
timberland falls into that fifth category, the 
judgment should be reversed. We now 
consider the validity of the fifth category 
as an independent basis for taxation. 


IV. The Fifth Category of the Regulation 
Does Not Provide A Valid Independent 
Basis for Taxation 


The plaintiff insists that we implicitly 
held in Zemurray I that the fifth category 
of the regulation does not provide a valid 


United States [84-1 ustc {| 9246], No. 79-1088, 
slip op. at 6 (E. D. La. Dec. 9, 1983). 

1 Peters: testified that out of approximately 
1,786,000 acres of Louisiana commercial timber- 
land east of the Mississippi River, less than 
three percent of this land was actually leased 
for timber operations in 1974. aetis 
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independent basis for taxation under § 4940, 
The plaintiff argues that if the fifth cate- 
gory were valid, we would not have re- 
manded the case, for the parties agreed, 
and the district court found in the first 
trial, that the timberland is property of a 
type that generally produces capital gains 
through appreciation. We do not agree 
that our opinion in Zemurray I went this 
far. We held in Zemurray I that the fifth 
category is valid under the following 
narrow interpretation: Property that is or- 
dinarily of a type that produces interest, 
dividends, rents, or royalties, and thus falls 
within one of the first four categories, but 
which is being held in the particular in- 
stance for capital gains through apprecia- 
tion, is nevertheless taxable under § 4940. 
We then remanded for a finding whether 
the property at issue fell into one of the 
first four categories, because if it did, there 
would be no need to reach the broader 
question whether property that falls into 
the fifth category but not into one of the 
first four—such as a valuable art object— 
is taxable under § 4940. We specifically 
declined to rule on the validity of the broad 
interpretation urged by the government 
that the fifth category validly taxes “all 
noncharitable assets sold by a charitable 
foundation”. 687 F. 2d at 103 n. 12. 


We hold that the fifth category does not 
provide a valid independent basis for taxa- 
tion under §4940 and that our narrow 
interpretation of the fifth category in Zem- 
urray I is the only valid scope of that 
category. We agree with the reasons giv- 
en by Judge Gee in his dissent in Zemur- 
ray I concerning why the fifth category 
cannot be valid as an independent category 
of taxable property: 


[T]he category [is not] valid ... since it 
adds to the list [of types of property 
enumerated in § 4940(c)(4)(A)] a type of 
property that the law plainly omits. As 
an example, assume the charity was giv- 
en a jade figurine or an ornate silver 
chalice. These do not generally produce 
“interest, dividends, rents [or] royalties.” 
Thus the law as enacted by Congress 
would not tax their sale. They do, how- 
ever, appreciate—and so the regulation 
would cover and tax their disposition. . . 
I think such an inclusion of new and 
entirely different categories of property 
—an inclusion that converts a limited 
list of types of assets to an all-inclusive 
one that could more simply be phrased as 
“all capital assets”—is not regulation but 
rather legislation. 


687 F. 2d at 103 n. 1 (Gee, J., dissenting). 
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The government argues that the legisla- 
tive history of § 4940(c) (4) (A) demonstrates 
that Congress intended to tax under that 
section all gains resulting from the disposi- 
tion of investment-type assets used by a 
charitable foundation for noncharitable 
purposes. The government therefore urges 
that the fifth category, which reaches 
property of a type that produces “capital 
gains through appreciation”, is a valid in- 
terpretation of § 4940(c) (4). 

We do not agree with this argument for 
several reasons. First, the statute itself 
states that not all types of capital gains are 
to be taxed. Section 4940(c)(4)(A) states 
that “[t]here shall be taken into account 
only gains and losses from the sale or 
other disposition of property used for the 
production of interest, dividends, rents, and 
royalties ....” (emphasis added). Second, 
when Congress wished to draw a distinc- 
tion between charitable and noncharitable 
use assets, it did so explicitly, as is evident 
in other sections of Subchapter A of Chap- 
ter 42 of Title 26, pertaining to the taxation 
of private foundations. For example, in 
§ 4942(e) (1) (A), Congress provided that the 
“minimum investment return” for any pri- 
vate foundation, used in computing the tax 
on the undistributed income of a private 
foundation, is based upon the fair market 
value of “all assets of the foundation other 
than those which are used (or held for use) 
directly in carrying out the foundation’s 
exempt purpose”. 

Third, the legislative history of § 4940 
demonstrates that Congress rejected a tax- 
ation scheme based on a charitable/non- 
charitable asset distinction. The original 
House version of § 4940 sought to impose 
a tax upon the “net investment income” 
of private foundations, defined to include 
only income from the sale or disposition 
of property used for the production of in- 
terest, dividends, rents, and royalties, or 
property used for the production of in- 
come included in computing the tax im- 
posed by §511 on the unrelated business 
income of charitable organizations. The 
original Senate version took a different ap- 
proach and sought “to impose an annual 
tax as a percentage (subject to a minimum) 
of the noncharitable assets of the founda- 
tion”. S. Rep. No. 552, 91st Cong., Ist 
Sess. 27, reprinted in 1969 U. S. Code Cong. 
& Ad. News 1645, 2027, 2054. 

Congress adopted the House version of 
§ 4940 in virtually unaltered form. Be- 
cause Congress adopted the net-invest- 
ment-income approach, rather than the 
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charitable/noncharitable asset approach, see 
H. R. Conf. Rep. No. 782, 91st Cong., Ist 
Sess. 1, reprinted in 91 U. S. Code Cong. & 
Ad. News 2392, 2392, we conclude that Con- 
gress did not intend to impose a tax on the 
disposition of all noncharitable assets of 
the foundation, as the government urges. 
We hold that Congress intended to impose 
the excise tax only upon gains from the 
disposition of those types of property spe- 
cifically enumerated in § 4940(c)(4)(A). To 
the extent that the fifth category of prop- 
erty in the regulation goes beyond the four 
categories of § 4940(c)(4)(A), it is invalid. 


V. Conclusion 


We conclude that the district court on 
remand did not apply an erroneous stan- 


dard for determining whether the Zemur- 
ray timberland walls into one of the first 
four categories of the statute and the regu- 
lation, and the court’s findings under that 
standard are not clearly erroneous. We 
further conclude that the fifth category of 
the regulation does not provide an indepen- 
dent basis for taxation under § 4940; it is 
valid only to the extent that it reaches 
property which is of a type that generally 
produces interest, dividends, rents, or roy- 
alties, but which is being held in the partic- 
ular instance for capital gains through 
appreciation. Because the Zemurray timber- 
land does not fall into the first four catego- 
ries of property, the judgment of the dis- 
trict court is AFFIRMED. 


[19277] CWT Farms, Inc. and CWT International, Inc., Petitioners-Appellants v. 
Commissioner of Internal Revenue, Respondent-Appellee. 
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DISC: Qualification: Export assets: Untimely paid commissions receivable: Pro- 
ducer’s loans: Regulations: Validity.—A subsidiary did not qualify as a DISC where its 
qualified export assets did not equal or exceed 95% of the adjusted assets of the corpora- 
tion. Loans made by the subsidiary to its parent corporation were not considered pro- 
ducer’s loans that qualify as export assets either at the time of their execution or at re- 
newal because they had neither a stated maturity date of not more than five years from the 
date of the loan nor were designated as producer’s loans on the face of the notes. 
Commissions received by the subsidiary from the parent were not qualified export assets 
because they were not paid within sixty days after the close of the tax year. Treasury 
Reg. §§ 1.993-2(d) (2) and 1.994-1(e)(3) are valid and the Commissioner did not abuse his 
discretion in applying them retroactively. Back Teferences: {| 2113.019, 4399HH.60, 
4399L.05, 4399L.08 and 4399L.575. 


W. Woodrow Stewart, Steven A. Cornelison, P. O. Box 430, Gainesville, Ga. 30503, 
for petitioners-appellants. Glenn L. Archer, Jr., Assistant Attorney General, Michael L. 
Paup, Department of Justice, Washington, D. C. 20530, Joel Gerber, Internal Revenue 
Service, Washington, D. C. 20224, David English Carmack, Department of Justice, 
Jefferson, Maryland 21757, for respondent-appellee. 


Before HeNpErson and Hatcuertt, Circuit Judges, and Nicuors *, Senior Circuit Judge. 


Hatcuert, Circuit Judge: In this case, Hatchery, Inc. (Twin Oaks), a domestic . 


we affirm the United States Tax Court’s, 
79 T. C. 86, determination that CWT In- 
ternational, Inc. did not qualify for tax 
treatment as a domestic international sales 
corporation. 


CWT Farms, Inc. (Farms) and CWT 
International (International) are Georgia cor- 
porations with their principal places of busi- 
ness in Gainesville, Georgia. Twin Oaks 


* Honorable Philip Nichols, feo Se S. Circuit 
Judge for the Federal Cireult, sitting by desig- 


_ nation. — 
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poultry producer, organized Farms in 1958 
as a sales outlet for its excess broiler 
chickens for export to the Caribbean and 
Central and South America. International 
is the wholly-owned subsidiary of Farms. 
Farms created International as a commis- 
sion agent for its export sales to take ad- 
vantage of the tax savings provided for 
domestic international sales corporations 


© © 1085, Commerce Clearing House, Inc. 
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(DISC). The election to treat International 
as a DISC was filed on September 7, 1972. 
Twin Oaks also owns Helen Feed Store, 
Inc. (Helen Feed). 


During the years in question, 1975, 1976, 
and 1977, Farms paid International com- 
missions earned by International as a com- 
mission agent DISC. From 1974 to 1976, 
International made three loans to Farms: 
each loan was evidenced by a demand 
promissory note. Although the notes were 
not identified as “producer’s loans,” the 
books and records of International placed 


* # of Days After” 
End of Fiscal 
Year Amount Date Paid Year 
9/30/75. ... $157,538.33 12/15/75 76 
9/30/76.... 145,440.77 12/ 8/76 69 
9/30/77.... 116,142.53 12/20/77 81 


Both Farms and International kept their 
books under an accrual method; commissions, 
therefore, owed by Farms to International be- 
came fixed as of the end of the fiscal year, 
September 30. 

2 Title 26 U. S. C. A. § 993 provides in rele- 
vant part: 

§ 993. Definitions 

(a)(3) Definition of controlled group.—For 
Purposes of this part, the term ‘‘controlled 
group’’ has the meaning assigned to such term 
by section 1563(a) . 

(b) Qualified export “assets. —For purposes of 
this part, the qualified export assets of a cor- 
Poration are— 

(1) export property . 5 

(2) assets used primarily ‘in connection with 
the sale, lease, rental, storage, handling, trans- 
Portation, packaging, assembly, or servicing of 
export property, or the performance of engi- 
neering or architectural services . . . or man- 
agerial services in furtherance of the production 
of qualified export receipts . F 

(3) accounts receivable and “evidences of in- 
debtedness which arise by reason of transac- 
tions of such corporation .... 


(d) Producer’s loans.— 

(1) .. . An obligation . . . shall be treated as 
arising out of a producer’s loan if— 

(A) the loan, when added to the unpaid bal- 
ance of all other producer’s loans made by the 
DISC, does not exceed the accumulated DISC 
income at the beginning of the month in which 
the loan is made; 

(B) the obligation is evidenced by a note... 
with a stated maturity date not more than 5 
years from the date of the loan; 

(C) the loan is made to a person engaged in 
the United States in the manufacturing, produc- 
tion, growing, or extraction of export property 

(D) at the time of such loan it is designated 
as a producer’s loan. 

(2) Limitation.—An obligation shall be treated 
as arising out of a producer's loan only to the 
extent that such loan, when added to the un- 
paid balance of all other producer’s loans to the 
borrower outstanding at the time such loan is 
made, does not exceed an amount determined 
by multiplying the sum of— 

(A) the amount of the borrower's adjusted 
basis determined at the beginning of the bor- 
rower’s taxable year in which the loan is made, 
in plant, machinery, and equipment, and sup- 
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each of these loans under the heading “pro- 
ducer’s loans.”? Each of the notes was 
renewed within five years of making of the 
loans, and each renewal note had a fixed, 
stated maturity date.* Further, the renewal 
notes of December 1, 1979, and Septem- 
ber 1, 1981, stated that they were pro- 
ducer’s loans. 


In determining the maximum statutory 
amounts that International could lend to 
Farms as producer’s loans, Farms aggre- 
gated its export-related assets with those 
of Helen Feed and Twin Oaks.* Included 


porting production facilities in the United 
States; 

(B) the amount of the borrower’s property 
held primarily for sale, lease, or rental, to 
customers in the ordinary course of trade or 
business, at the beginning of such taxable year; 
and 

(C) the aggregate amount of the borrower's 
research and experimental expenditures . 
in the United States during all preceding tax- 
able years beginning after December 31, 1971, 


by the percentage which the borrower’s re- 
ceipts, during the 3 taxable years immediately 
preceding the taxable year . .. in which the 
loan is made. . . is of the gross receipts during 
such 3 taxable years from the sale, lease, or 
rental of property held by such borrower pri- 
marily for sale, lease, or rental to customers 
in the ordinary course of the trade or business 
of such borrower. 

(3) . . . An obligation shall be treated as aris- 
ing out of a producer’s loan in a taxable year 
only to the extent that such loan, when added 
to the unpaid balance of all other producer’s 
loans to the borrower made during such taxable 
year, does not exceed an amount equal to— 

(A) the amount by which the sum of the 
adjusted basis of assets . . . on the last day 
of the taxable year in which the loan is made 
exceeds the sum of the adjusted basis of such 
assets on the first day of such taxable year; 


plus 
(B) the aggregate amount of the borrower's 
research and experimental expenditures .. . in 


the United States during such taxable year. 


(f) Gross receipts.—For purposes of this part, 
the term ‘‘gross receipts’’ means the total re- 
ceipts from the sale, lease, or rental of property 
held primarily for sale, lease, or rental in the 
ordinary course of trade or business, and gross 
income from all other sources. In the case of 
commissions on the sale, lease, or rental of 
property, the amount taken into account for 
purposes of this part as gross receipts shall be 
the gross receipts on the sale, lease, or rental 
of the property on which such commission 
arose. 

3 Execution 

Date of 


Demand Notes. 12/15/74 12/15/75 12/15/76 
Amount . $66,873.22 $79,134.16 $72,000.00 
Date of 
Renewal Note 12/1/79 12/1/80 9/1/81 
Maturity Date 

of Renewed 
Notes ati 12/1/84 12/1/85 8/31/86 


4See 26 U. S. C. A. § 993(a) (3) (providing for 
the aggregation of export related assets of a 


control group) at n. 2. 
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in this aggregation was an expenditure of 
$90,377.44 incurred by Twin Oaks for re- 
search and experimental costs connected 
with its ISA VEDETTE flocks in 1976. 
Farms did not file written statements elect- 
ing to aggregate the export related assets 
of its controlled group with International’s 
tax returns for the years 1975, 1976, and 
1977. In November, 1978, however, Farms 
gave the election statements to the revenue 
agent examining Farms’s returns. 


On May 28, 1980, the Commissioner filed 
a Notice of Deficiency determining that 
International was not a qualified DISC for 
the taxable years 1975, 1976, and 1977, 
because it failed to satisfy the qualified 
export assets ™testw of N2Z20m Uae SeiGs 1A. 
§ 992(a)(1)(B) (1982).° This determination 
was based on the findings that Interna- 
tional’s loans to Farms were not producer’s 
loans under 26 U.S. C. A. §993(d) (1982), 
and that the commissions receivable that 
Farms owed International were not quali- 
fied export assets besause they were not 
paid in a timely manner pursuant to Treas. 
Reg. §§ 1.993-2(d)(2) and 1.994-1(e) (3) (i).° 
As a result of these findings, International was 
disqualified as a DISC for the taxable years 
1975, 1976, and 1977.7 Farms and Interna- 
tional each filed a petition for redetermi- 
nation of deficiencies in federal corporate 
income taxes in the United States Tax 
Court. On July 19, 1982, the Tax Court 
ruled against them, finding that the de- 
mand notes, even as renewed, were not 
producer’s loans. Consequently, Interna- 
tional did not qualify as a DISC because 
95. percent of its assets were not qualified 
export assets. The Tax Court, therefore, 


found it unnecessary to determine whether 
any of the other requirements for DISC 
qualification were met. Farms and Interna- 
tional, however, filed a motion for recon- 
sideration asking for a determination of 
whether the commissions receivable due 
International were qualified export assets. 
Under the statutes and regulations, Inter- 
national could qualify as a DISC if Farms 
made a “deficiency distribution to its share- 
holders in an amount equal to the fair 
market value of those assets which are not 
qualified export assets.” 26 U. S. C. A. 
§ 992(c)(1) (1982). The Tax Court granted 
the motion for reconsideration and held 
that the commissions receivable were not 
qualified export assets because they were 
not paid within sixty days after close of the 


taxable year as required by Treas. Reg. 
§§ 1.993-2(d)(2) and 1.994-1(e) (3) (i). 
Farms and International appeal. They 


contend (1) that they complied or substan- 
tially complied with the provisions of 26 
U.S. C. A. § 993(d)(1)(B) relating to pro- 
ducer’s loans, and (2) that Treas. Reg. 
§§ 1.993-2(d)(2) and 1.994-1(e)(3) are in- 
valid as (a) conditions added to an unam- 
biguous statute, (b) devoid of legislative 
authority, (c) contradictory of 26 U.S.C. A. 
§ 992(a)(1)(B), (d) invalidly retroactive, 
and (e) unreasonable. 


Domestic International Sales 
Corporations (DISC) 


Congress enacted DISC legislation in 
1971 to provide tax incentives for United 
States firms to increase their exports. 


This is important not only because of 
its stimulative effect but also to remove. 


5 Title 26 U. S. C. A. § 992 provides in relevant 
part: 

§ 992. Requirements of a domestic interna- 
tional sales corporation 

(a) Definition of ‘‘DISC”’ 
DISC’’.— 

(1) DISC.—For purposes of this title, the 
term ‘‘DISC’’ means . . . a corporation which 

. Satisfies the following conditions for the 
taxable year: 

(A) 95 percent or more of the gross receipts 

of such corporation consist of qualifed 
export receipts .. 

(B) the adjusted basis of the qualified export 
assets — . of the corporation at the close of 
the taxable year equals or exceeds 95 percent 
of the sum of the adjusted basis of all assets 
of the corporation at the close of the taxable 
year. 

(C) such corporation does not have more 
than one class of stock and the par or stated 
value of its outstanding stock is at least $2,500 
on each day of the taxable year, and : 

(D) the corporation has made an election 
pursuant to subsection (b) to be treated as a 
DISC and such election is in effect zon the tax- 
able year. P sh ; : 


and ‘‘former 


AOD 
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6 Treas. Reg. § 1.993-2(d)(2) provides in rele- 
vant part: 

If a DISC acts as commission agent for a 
principal in a transaction . . . which results in 
qualified export receipts for the DISC, and if 
an account receivable . . . held by the DISC 
and representing the commission payable to 
the DISC as a result of the transaction arises 

. such account receivable . . . shall be treated 
as a .. . [qualified export asset]. If, how- 
ever, the principal is a related supplier... 
with respect to the DISC, such account receiv- 
able... will not be treated asa... [qualified 
export asset] unless it is payable and paid in a 
time and manner which satisfy the requirements 
of § 1.994-1(e)(3) . . . . [Emphasis added.] 
Section 1.994-1(e)(3)(i) provides, in relevant 
part: 

The amount of . . . a@ sales commission (or 
reasonable estimate thereof) actually charged 
by a DISC to a related supplier . . . must be 


paid no later than 60 days following the close 


of the taxable year of the DISC during which 
the transaction occurred. [Emphasis added.] 

7 The deficiencies for the tax year ending Sep- 
tember 30, 1975, were determined to be $173.91, 
for Septemben it poles tere 624. 41, stess for Sep- 


| @ istegamaaetes Cressi Hoult: Inc. 


- 
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a present disadvantage of U. S. companies 
engaged in export activities through do- 
mestic corporations. Presently, they are 
treated less favorably than those which 
manufacture abroad through the use of 
foreign subsidiary corporations. United 
States corporations engaging in export 
activities are taxed currently on their 
foreign earnings at the full U. S. cor- 
porate income tax rate regardless of 
whether these earnings are kept abroad 
or repatriated. In contrast, U. S. cor- 
porations which produce and sell abroad 
through foreign subsidiaries generally can 
postpone payment of U. S. tax on these 
foreign earnings so long as they are kept 
abroad. 


H. R. Rep. No. 533, 92d Cong., Ist Sess. 
—, reprinted in 1971 U. S. Code Cong. & 
Ad. News 1825, 1872. A corporation which 
qualifies as a DISC is not taxable on its 
profits. Further, the shareholders are only 
taxable currently on a portion of such 
profits, the other portion being tax deferred 
until withdrawn from the DISC or until the 
corporation ceases to qualify as a DISC. 
The statutory provisions establishing the 
DISC scheme are set out at 26 U. S.C. A. 
§§ 991-997 (1982). 


Producer’s Loans 


Of the five qualifying factors for a 
DISC, the factor relating to “qualified ex- 
port assets” is brought into question in this 
case. The qualified export assets test re- 
quires that 95 percent of the adjusted as- 


sets of the corporation (the DISC) must be 
“qualified export assets’ for the taxable 
year. Qualified export assets may include 
a variety of assets including inventory fa- 
cilities, accounts receivable, and producer’s 
loans to the parent corporation. A loan is 
a producer’s loan, and thus an asset, if it 
satisfies 26 U. S. C. A. § 993(d) and Treas. 
Reg. § 1.993-4(a) (4) 


Farms and International contend that 
they have complied with both the statutes 
and the regulations relating to producer’s 
loans. They contend that a “stated maturi- 
ty date not more than 5 years from the 
date of the loan,” 26 U. S. C. A. § 993(d) 
(1)(B), in a demand _note is either the date 
of demand or the date the note is exe- 
cuted, if the loan is paid within five years. 
They argue that such a reading of the 
stated maturity date language is consistent 
with the purpose of the five-year maturity 
date requirement. This purpose, they argue, 
is to test the loans to determine whether 
they are qualified producer’s loans under 
the borrower’s limitation of 26 U. S. C. A. 
§ 993(d)(2) and under the increased in- 
vestment limitation of 26 U. S. C. A. 
§ 993(d)(3). They further argue that the 
demand notes in this case comply with the 
statutory purpose: by renewing the notes 
within the five-year period, all three notes 
were subjected to a retesting under the 
borrower’s limitation and increased invest- 
ment requirements under the procedures 
established in Treas. Reg. § 1.993-4(d).’ 


8 Treas. Reg. § 1.993-4(a) (4) reads in relevant 
part: 

(4) Hvidence and terms of obligation. A 
loan is a producer’s loan only if the loan is 
evidenced by a note or other evidence of in- 
debtedness which is made by the borrower and 
which has a stated maturity date not more 
than 5 years from the date the loan is made. 
Accordingly, a loan which does not have a 
stated maturity date or which has a stated 
maturity date more than 5 years from the date 
such loan is made can never meet the 5-year 
requirement of this subparagraph. Thus, for 
example, even if there is a period of less than 
5 years remaining to the stated maturity date of 
a loan, the loan can never be a producer’s loan 
if it had a stated maturity date more than 5 
years from the date it was made. For a further 
example, if a loan having a period remaining 
to maturity of 2 years is extended for a further 
period of 3 years (making a total of 5 years to 
maturity from the date of the extension), the 
extension of the loan would under subparagraph 
(2)(v) of this paragraph constitute the making 
of a new producer’s loan and the original pro- 
ducer’s loan would terminate. If, however, a 
loan having a period remaining to maturity of 
2 years is extended for a further period of 4 
years (making a total of 6 years to maturity 
from the date of the extension), the original 
producer’s loan will terminate and the new 
loan will not be a producer’s loan. If a pro- 
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ducer’s loan is not paid in full at its maturity 
date and is not formally refinanced, renewed, 
or extended, such loan shall be deemed to be 
a new loan which does not have a stated ma- 
turity date and, thus, will not be a producer's 
loan. 

® Treas. Reg. § 1.993-4(d) reads in relevant 
part: 

(d) Proof of borrower’s comPliance with para- 
graphs (b) and (c) of this section. For purposes 
of paragraphs (b) and (c) of this section [pro- 
viding for the borrower’s and increased invest- 
ment limitations], a DISC shall be prepared to 
establish initially the compliance of the bor- 
rower with the requirements of such paragraphs 
by providing the written statement of the 
borrower, certified by a certified public account- 
ant, stating that the borrower has complied 
with the limitation and increased investment 
requirement in section 993(d)(2) and (3) of the 
Internal Revenue Code of 1954. In lieu of certi- 
fication by a certified public accountant, the 
DISC may attach to its return a statement 
signed by the borrower under penalties of per- 
jury on a form by the Internal Revenue Service 
certifying that the borrower has complied with 
the limitation and increased investment re- 
quirement in section 993(d)(2) and (3) of the 
Internal Revenue Code of 1954... . Addi- 
tional full substantiation of the borrower’s 
compliance with the requirements of such 
paragraphs may be required by the district. 
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Alternatively, Farms and International con- 
tend that substantial compliance is the neces- 
sary threshold for satisfaction of the DISC 
requirements; they argue that they have 
substantially complied. 


The Tax Court held (1) that when Inter- 
national accepted the demand notes as evi- 
dence of its loans to Farms, the loans did 
not qualify as producer’s loans at the time 
they were made, (2) the loans could not at 
renewal be qualified as producer’s loans, 
and (3), therefore, International was not a 
qualified DISC. As authority, the Tax 
Court cites the plain meaning of section 
993(d)(1)(B) and the legislative history of 
the DISC statutes. 


The plain meaning of 26 U. S. C. A. 
§ 993(d)(1) is clear: A loan evidenced by a 
note must have a stated maturity date of 
not more than five years from the date of 
the execution of the loan, and such loan 
must be designated as a producer’s loan in 
order to qualify as a producer’s loan and as 
a qualified export asset. Farms and Inter- 
national’s argument that they have com- 
plied with this provision has no factual 
basis. While the loans made to Farms and 
International were identified in the books 
of International as producer’s loans, they 
neither had a stated maturity date of not 
more than five years from the date of the 
loan, nor were they designated as producer’s 
loans on the face of the notes. 


Farms and International argue further, 
however, that they have substantially com- 
plied with the requirements for qualifica- 
tion of producer’s loans. The substantial 
compliance, they reason, is achieved through 
execution of the loans consistent with Con- 
gress’s purpose in enacting the producer’s 
loans provisions. This purpose, they assert, 
is to retest the loans every five years to 
determine whether they satisfy the bor- 
rower’s limitations and increased investment 
limitations as to producer’s loans. 


While we agree that this is one purpose 
for enactment of the producer’s loan re- 
quirements, an even more important pur- 


pose was assuring that the profits of the 
DISC were used exclusively for export 
production and were not syphoned off to 
benefit domestic production. Critics of the 
DISC proposal were disturbed that DISC 
funds might be allocated “entirely to do- 
mestic production or... entirely to manu- 
facturing activities overseas.” Hearings be- 
fore the Committee on Finance on the 
Revenue Act of 1971, 92d Cong., Ist Sess. 
— (Part 2) at 733-34 (1971) (Statement of 
Stanley S. Surrey). See House Hearings 
Before the Committee on Ways and Means 
on Tax Proposals Contained in the Presi- 
dent’s New Economic Program, 92d Cong., 
Ist Sess. — (Part 2) at 507 (1971) (State- 
ment of Rep. Henry S. Reuss). The original 
conception of producer’s loans allowed “ex- 
porting subsidiaries to lend their retained 
profits to parent corporations without any 
time limit and few other restrictions.” 
See also House Hearings Before the Com- 
mittee on Ways and Means on Tax Pro- 
posals Contained in the President’s New 
Economic Program, 92d Cong., Ist Sess. 
— (Part 2) at 634 (1971) (Statement of 
Ralph Nader). Section 993(d)(1), drafted 
in such detail, accommodates these criti- 
cisms in its imposition of particular formali- 
tes in the qualification of producer’s loans. 


Section 993(d)(1) communicates the purpose 


of ensuring that DISC income is used for 
export production: first, loan transactions 
between the DISC and the parent must 
show both in form and in fact that the loan 
is to be used for export production; second, 
the loan must be paid back within five 
years; and third, if not paid back, the loan 
is disqualified retroactively as a producer’s 
loan or if extended or renewed, the loan 
must satisfy the formalities of form and 
substance of producer’s loans at that time.” 
We hold, therefore, that the demand notes 
in question were neither in compliance nor 
in substantial compliance with 26 U. S. C. A. 
§ 993(d)(1). Accordingly, the Tax Court 
did not err in finding that the loans in 
question were not qualified export assets, 
and that International did not qualify as 


director: It ‘full substantiation of such compli- 
ance is not provided by the DISC (or the bor- 
when required, the Wks shall be deemed 


& Ad. News 1883. See S. Rep. No. 437, 92d 
Cong., 1st Sess. —, reprinted in 1971 U. S. Code 
Cong. & Ad. News 1918; Treas. Reg. 1. 995-4 


@ (2) (v): 
: Refinancing, renewal, ‘and 
this sec- 
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a DISC for the years 1975, 
1977. 


1976, and 


Commissions Receivable 
Validity of Regulations 


Farms and International filed a motion 
for reconsideration with. the Tax Court 
asking that the value of the non-qualified 
assets be determined so it could make a 
“deficiency distribution” under 26 U.S. C. A. 
§ 992 in order for International to qualify 
as a DISC for the taxable years in ques- 
tion." As a prerequisite to exercise of the 
option of making a deficiency distribution, 
the corporation must show that its failure 
to meet the qualified export receipts and 
qualified export assets tests and the failure 
to make such distribution prior to the date 
on which it was actually made was due to 
reasonable cause. Further, if the deficiency 
distribution is made more than nine and 
one-half months after the end of the taxable 
year with respect to which it is made, the 
corporation must pay interest. 26 U.S. C. A. 
§ 992(c)(2)(B). While section 992(c) does 
specify that the distribution must be made 


after the end of the taxable year, it does 
not set a time within which the distribution 
must be made. The Secretary, through 
promulgation of Treas. Reg. § 1.992-3(c) (3), 
requires that the distribution be made with- 
in ninety days “from the date of the first 
written notification to the corporation by 
the Internal Revenue Service that it had 
not satished ... the 95 percent assets test 

. for a taxable year.” * The key ques- 
tion before the Tax Court on reconsidera- 
tion was whether the commissions owed 
and paid to International by Farms were 
qualified export assets. To answer this 
question, we must determine whether Treas. 
Reg. §§ 1.993-2(d)(2) and 1.994-1(e)(3) are 
valid regulations.” 


The Tax Court found the challenged reg- 
ulations to be valid. It observed, first, that 
26 U. S. C. A. §993(b) does not expressly 
include commissions receivable in its defini- 
tion of qualified export assets, yet, the Sec- 
retary has provided, through Treas. Reg. 
§ 1.993-2(d) (2), that commissions receivable 
in certain situations may constitute qualified 
export assets. Since Farms was a “related 


1 Title 26 U. S. C. A. § 992 provides in rele- 
vant part: 

(c) Distributions to meet qualification re- 
quirements.— 

(1) In general.—Subject to the conditions 
provided by paragraph (2), a corporation which 
for a taxable year does not satisfy a condition 
specified in paragraph (1)(A) (relating to gross 
receipts) or (1)(B) (relating to assets) of sub- 
section (a) shall nevertheless be deemed to 
satisfy such condition for such year if it makes 
a pro rata distribution of property after the 
close of the taxable year to its shareholders 
(designated at the time of such distribution as 
a distribution to meet qualification require- 
ments) with respect to their stock in an amount 
which is equal to— 

(A) if the condition of subsection (a)(1)(A) 
is not satisfied, the portion of such corpora- 
tion’s taxable income attributable to its gross 
receipts which are not qualified export receipts 
for such year, 

(B) if the condition of subsection (a) (1)(B) 
is not satisfied, the fair market value of those 
assets which are not qualified export assets on 
the last day of such taxable year, or 

(C) if neither of such conditions is satisfied, 
the sum of the amounts required by subpara- 
graphs (A) and (B). 

(2) Reasonable cause for failure.—The con- 
ditions under paragraph (1) shall be deemed 
satisfied in the case of a distribution made 
under such paragraph— 

(A) if the failure to meet the requirements 
of subsection (a)(1)(A) or (B), and the failure 
to make such distribution prior to the date on 
which made, are due to reasonable cause; 
and 

(B) . . . if such corporation makes such dis- 
tribution after the 15th day of the 9th month 
after the close of the taxable year, and amount 
. . . treated as interest. 

2 Treas. Reg. § 1.992-3(c)(3) provides in rele- 
vant part: 
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(3) Time limit for deficiency distribution. 
. the time limit . . . for making a deficiency 
distribution is satisfied if the amount of the 
distribution . . . is made within 90 days from 
the date of the first written notification to the 
corporation by the Internal Revenue Service 
that it had not satisfied the 95 percent of gross 
receipts test or the 95 percent assets test or 
both tests, for a taxable year. 
13 Treas. Reg. § 1.993-2(d)(2) provides in rele- 


vant part: 
(d) Trade receivables— 
(2) ... If a DISC acts as commission agent 


for a principal in a transaction described in 
§ 1.993-1(b) . which results in qualified 
export receipts for the DISC, and if an ac- 
count receivable or evidence of indebtedness 
held by the DISC and representing the com- 
mission payable to the DISC as a result of the 
transaction arises (and, in the case of an evi- 
dence of indebtedness, designated on its face 
as representing such commission), such ac- 
count receivable or evidence of indebtedness 
shall be treated as a trade receiveable [sic]. 
If, however, the principal is a related supplier 
(as defined in § 1.994-1(a)(3)) with respect to 
the DISC, such account receivable or evidence 
of indebtedness will not be treated as a trade 
receivable unless it is payable and paid in a 
time and manner which satisfy the require- 
ments of § 1.994-1(e)(3) or (5) (relating to 
initial payment of transfer price or commission 
and procedure for adjustments to transfer price 
or commission, respectively) . . 

Teeee Reg. ree 994-1(e) (3) provides. in relevant 


part 
(3) (4) The amount of a... sales commission 
. actually charged by a DISC to a related 
supplier, in a transaction to which section 994 
applies must be paid no later than 60 days 
following the close of the taxable year of the 
DISC during which the transaction occurred. 
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supplier” within the meaning of section 
1.994-1(a)(3), the sixty-day rule for pay- 
ment of commissions receivable applied to 
the commissions owed International. The 
commissions were not timely paid. Ac- 
cordingly, the Tax Court determined that 
the commissions receivable were not quali- 
fied export assets. 


The definition of qualified export assets 
is found at 26 U. S. C. A. § 993(b). That 
section provides that “accounts receivable” 
may be qualified export assets if they de- 
tive from particular transactions of the 
DISC. These transactions are identified in 
26 U. S. C. A. § 993(a)(1) (1982). They in- 
clude the sale or exchange of export prop- 
erty and of qualified export assets, the lease 
or rental of export property, provision of 
services related to any qualified sale, ex- 
change, lease, rental, etc., provision of 
engineering or architectural services for 
construction projects located outside the 
United States, and the provision of mana- 
gerial services in the furtherance of other 
qualified export receipts of the DISC. This 
section does not identify the acts of a com- 
mission agent as a “transaction of such 
corporation.” The only mention of commis- 
sions within section 993 is found at subsec- 
tion (f): “In the case of commissions on 
the sale, lease, or rental of property, the 
amount taken into account for purposes of 
this part as gross receipts shall be the 
gross receipts on the sale, lease, or rental 
of the property on which such commissions 
arose.” 26 U. S. C. A. § 993(f) (1982). The 
only other relevant mention of commissions 
is found in 26 U. S. C. A. § 994(b).* This 
section specifically authorizes the Secre- 
tary of the Treasury to promulgate regula- 
tions concerning the price due to be paid 
by the DISC or received by the DISC in 
cases of commissions, rentals, or sales of 
export property derived from transactions 
between a DISC and a related person. In 
light of the mentioning of commissions in 
section 993(f) and in section 994(b), the 
Tax Court determined that at best the refer- 
ence in section 993(b)(3) to accounts re- 
ceivable deriving from transactions of such 
corporation did not clearly include or ex- 


clude commissions receivable as accounts 
receivable. 


In other words, section 993(b)(3) pro- 
vides qualified asset treatment for a 
DISC’s accounts receivable arising out of 
transactions (e. g., sales) ‘of such corpora- 
tion’; a DISC which functions as a com- 
mission agent has no sales. In using the 
term ‘accounts receivable’ in section 
993(b)(3), Congress may have intended’ 

-to include only those accounts receivable 
owned to the DISC for sales it made, or 
owed to the principal, but purchased and 
held by the DISC, for sales made by the 
principal where the DISC functioned 
solely as commission agent. Such inter- 
pretation is suggested by the House and 
Senate committee explanations of section 


993 (b) (3): 


The types of assets classified as qualified 

export assets are— 
x * x 

(3) accounts receivable * * * of the 
corporation (or if the corporation acts as 
agent, the principal) held by the corpora- 
tion which arose in connection with quali- 
fied export sale * * * transactions * * * 
[H. Rept. 92-533 (1971), 1972-1 C. B. 
498, 533; S. Rept. 92-437 (1971), (1972)-1 
C. B. 559, 614 [emphasis added]. 


In short, the express reference to com- 
missions in section 993(f) and 994(b) re-- 


veals that Congress certainly had in mind 


that commission arrangements might be 
used in sales involving DISCs, but it is 
not at all clear that the reference to ac- 
counts receivable in section 993(b) (3) was 
intended to include commissions receiv- 
able owed by a production company to 
_a related DISC acting as selling agent... .. 


[As] the extent to which Congress in- 
tended commissions receivable owed by 
the producer to the related DISC to con-. 


stitute qualified export assets is unclear- 
... the challenged regulation can in no. 


way be said to contradict or limit the 
‘unambiguous’ language of section 


993(b) (3). 


79 T. C. 1054 at 1063-1064. Since section. 


993(b)(3) was ambiguous, the Tax Court 
correctly sought to determine whether the 
challenged regulation is consistent with the 


statutes’ origin and purpose. United States 


v. Vogel Fertilizer Co. [82-1 ustc { 9134], 


ter 


ig House, Inc. 
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4507 Ue 5: 216, LO2Z9S Cr eezite7 081s Edei2d 
792 (1982). The Tax Court understood that 
a major purpose of the DISC legislation 
was to guarantee that loans from a DISC 
to a producer are used to encourage ex- 
_ porting. The Tax Court reasoned that if 
the producer is not required to pay the 
commissions within a particular period of 
time, that producer would have an unlimited 
use of the tax-deferred DISC income. 


In the absence of the challenged regula- 
tion, the receivable representing the debt 
would be a qualified asset. Thus, the 
DISC could achieve qualified asset treat- 
ment of a “loan” which was not subject 
to the producer’s loan limitation. The 
DISC could meet the 95-percent assets 
test even though its tax deferred profits 
were not applied solely to export activi- 
ties. Such result contradicts the purpose 
for which the DISC legislation was en- 
ansigeal gh gig & 


If “accounts receivable” include only 
the obligations of unrelated third parties, 
there was no reason to be concerned 
about disguised loans, but if such receiv- 
ables included obligations of a related 
producer, there existed the possibility that 
for their own reasons, they might post- 
pone indefinitely the payment of such a 
receivable and thereby frustrate the pro- 
ducer loan limitations. In light of the 
potential for frustration of a clear con- 
gressional purpose, we cannot hold that 
the challenged regulation is unreasonable 
or out of harmony with the origin and 
purpose of the DISC provisions. 


79 T. C. at 1066. 


Farms and International argue that sec- 
tion 993(b)(3) is not ambiguous, and there- 
fore, “the regulations [section 1.993-2(d) (2) 
and section 1.994-1(e)(3)] add a condition 
to the statutory requirements and are in- 
valid.” Caterpillar Tractor Co. v. United 
States [79-1 ustc $9112], 589 F. 2d 1040, 
218 Ct. Cl. 517 (1978). Farms and Inter- 
national contend that the only qualification 
of which receivables are to be considered 
“accounts receivable” is whether they arise 
from transactions identified in section 993(a), 
defining gross receipts. They reason that 
since section 993(f) also defines gross re- 
ceipts, and since that section identifies com- 
missions as a gross receipt, then section 
993(f) qualified section 993(a). Commis- 
sions receivable, therefore, are accounts re- 
ceivable because they fall under “transactions 
of such corporation” under section 993(b) 
as defined by section 993(a) and (f). Be- 
cause the statute does not place a limit on 
the types of accounts receivable which 
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qualify, and the regulations do, the regula- 
tions are contrary to the statute and are 
invalid. Farms and International rely heavily 
on the recent case of Thomas International 
Ltd. v. United States [84-2 ustc { 9857], 6 
Cl. Ct. 414 (1984), to support their argu- 
ment that the regulations were invalid. 
Thomas International, however, is not wholly 
applicable to the validity issue because the 
Claims Court conceded that “it is unneces- 
sary to decide at this time whether section 
1.994-1(e) (3) is valid.” Thomas International, 
6 Cl. Ct. at 421. Rather, the court held 
that “adoption of the portion of that reg- 
ulation dealing with commissions, to dis- 
qualify a corporation as a DISC under the 
section 992 test, is in itself unauthorized.” 
Thomas International at 421. It is on the 
question of the authority for the regulations 
that Thomas International has relevance and 
where we must begin our determination as 
to the ultimate validity of the regulations. 


Our review of the question of validity of 
the regulations must have as a preliminary 
task the identification of the kind of regula- 
tion involved, thus, identifying the source 
of the regulation’s authority. 


[T]he current trend in tax cases ap- 
pears to be shifting towards more careful 
scrutiny of IRS regulations. See U. S. 
v. Vogel Fertilizer Co. [82-1 ustc f 9134], 
455 U.S. 16, 24-26, 102 S. Ct. 821, 827-28, 
70 L. Ed. 2d 792 (1982) (invalidating 
Treasury Regulation that did not “har- 
monize” with the “origin and purpose” 
of the enabling act); Rowan Cos. v. U.S. 
[81-1 ustc J 9479], 452 U. S. 247, 252-53, 
101 S. Ct. 2288, 2292, 68 L. Ed. 2d 814 
(1981) (invalidating Treasury Regulation 
that failed to construe the term “wages” 
in “consistent and reasonable manner’); 
U. S. v. Cartwright [73-1 ustc J 12,296], 
411 U. S. 546 557, 93 S. Ct. 1713, 1719, 36 
L. Ed. 2d 528 (1973) (invalidating Treas- 
ury Regulation even though it was “not, 
on its face, technically inconsistent” with 
the enabling provision of the Internal 
Revenue Code). 


[I]t is well settled that a court may, 
when appropriate, substitute its judgment 
for an agency’s when the regulation is 
“interpretative” as opposed to “legisla- 
tive.” General Electric Co. v. Gilbert, 429 
U. S. 125, 97 S. Ct. 401, 50 L. Ed. 2d 343 
(1976); Batterton v. Francis, 432 U. S. 
416, 97 S. Ct. 2399, 53 L. Ed. 2d 448 
(1977) ....A Treasury Regulation . . 
promulgated pursuant to the Commis- 
sioner’s general authority to “prescribe 
all needful rules and regulations,” 26 
U. S. C. § 7805(a) (1976), is clearly “in- 
terpretative” and therefore calls for less 
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deference than a regulation issued under 
a specific delegation of authority to define 
a particular statutory term. Rowan Cos., 
supra, 452 U. S. at 253, 101 S. Ct. at 2292. 


Estate of Applebaum v. Commissioner of In- 
ternal Revenue [84-1 ustc 9117], 724 F. 
2d 375, 381 n. 5 (3d Cir. 1983). 


It has been held that regulations issued 
pursuant to [specific authority] are legis- 
lative. Yellow Freight System v. United 
States [76-2 ustc J 9478], 538 F. 2d 790, 
795-96 (8th Cir. 1976). 

[A] legislative regulation ... has the 
same effect as a valid statute. If valid, 
we are thus compelled to give effect to 
it. Batterton v. Francis, 432 U. S. 416, 425 
n. 9, 97 S. Ct. 2399, 2405 n. 9, 53 L. Ed. 
2d 448 (1977). 

Long v. United States [81-2 uste f 9537], 652 
F. 2d 675, 678 n. 7 (6th Cir. 1981). See 
United States v. Vogel Fertilizer Co. [82-1 
ustc J 9134], 455 U. S. 16, 24, 102 S. Ct. 
821, 827, 70 L. Ed. 2d 792 (1982); National 
Muffler Dealers Association v. United States 
[79-1 ustc J 9264], 440 U. S. 472, 99 S. Ct. 
1304, 59 L. Ed. 2d .519 (1979). Our first 
question, therefore, is whether the chal- 
lenged regulations are supported by the 
specific authority of 26 U.S. C. A. § 994 
(b)(1) or by the general authority of 26 
UL S.-GP AMS'7805(a)t 


The Tax Court avoided the issue by rea- 
soning that even if not supported by the 
specific authority of section 994(b), the reg- 
ulations are supported by the general grant 
of authority in section 7805. 79 T. C. at 
1066-1067. Farms and International argue 
that the only statutory authority for the 
challenged regulations is section 7805. They 
contend that section 994’s grant of specific 
authority is limited to the promulgation of 
regulations “consistent with the rules .. . 
in subsection (a) for the application of this 
section [994].”. 26 U. S. C. A. § 994(b) (1) 
(emphasis added). From their view, “had 
Congress intended this grant to apply to 
all transactions between related parties... 
it would have provided for rules for the 
application of ‘this part,’ not ‘this section.’ ” 
The Commissioner argues that the specific 
ection 994 complies, to the re- 
" ti o 


tions intercompany pricing rules, consistent 
with those provided by the bill in the 
case of export transactions where the 
DISC does not take title to the property, 
but instead acts as commission agent for 
the sale, or is a lessee of the property 
which it then subleases to its customers. 


H. R. Rep. No. 533, 92d Cong., Ist Sess. 


—, reprinted in 1971 U. S. Code Cong. & 
Ad. News 1888; S. Rep. No. 437, 92d Cong., 


1st Sess. —, reprinted in 1971 U. S. Code 


Cong. & Ad. News 2014. 


It is far too apparent, as might have been 
conceded by the Tax Court, that the Secre- 
tary of the Treasury promulgated the chal- 
lenged regulations under his general authority 

o “prescribe all needful rules and regula- 
tions for the enforcement of this title.’ 26 
U.S. C. A. § 7805(a). Section 994(b), by its 
terms, is a grant of authority to prescribe 
rules limited to that section. That this is 
the intent of Congress is made even more 
clear by the Commissioner’s citing of the 
House and Senate reports which iterate that 
the bounds of this specific grant of authority 
is section 994. Accordingly, the challenged 
regulations are not legislative, but interpretive. 


The standard of review of the validity of 
an interpretive regulation is whether the 
regulation “harmonizes with the statutes 
‘origin and purpose.” United States v. Vogel 
Fertilizer Co. [82-1 ustc { 9134], 455 U. S. 
16/2262:102:5So Gtn821-4828— 70m d f2d 
792 (1982); National Muffler Dealers Assocta- 
tion v. United States [79-1 ustc { 9264], 440 
U.S. 4725477) 99 3S, Ctami 304, 13076 59 
L. Ed. 2d 519 (1979). The challenged reg- 
ulations, therefore, must be in harmony 
with the purpose of the overall DISC leg- 
islation, sections 991-997, not just that of 
section 994 as Farms and International have 
argued. See U. S. v. Vogel Fertilizer [82-1 
use 7 913476455" S16, 102°S: ‘Cere2i; 
70 L. Ed. 2d 792 (1982); Long v. United 
States [81-2 ustc eerste 652 F. 2d 675 
(6th Cir. 1981). ; +4 


As identified under the discussion of pro- 
ducer’s loans, the > purpose of the DISC 
provisions was to give tax breaks to do- 
mestic producers when and for only so 
long as the income produced under this tax 
benest Leeks is aed for Mk pase 


) 
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to the challenged regulations would have 
substantial problems qualifying as a DISC 
under the qualified export test, the court 
reasoned: 


To avoid disqualification of commission 
DISCs, ‘ ‘accounts receivable . . . which 
arise by reason of transaction of such 
corporation (the DISC)” must necessarily 
be understood to include sales in which 
the DISC is assigned by the producer the 
role of commission agent rather than 
reseller. 


Thomas International at 419. There is no 
question that Congress contemplated that a 
DISC may function as a commission agent 
in certain circumstances. See 26 U. S.C. A. 
§§ 993(f) and 994(b). No where in the statu- 
tory scheme, however, does any evidence 
exist that Congress intended Commission 
DISCs to assume a preferred position over 
buy-sell DISCs. Indeed, given the ambiguity 
inherent in the scant references to com- 
mission DISCs in section 993(f) and in 
section 994(b), it is quite reasonable to 
conclude that the plight of commission 
DISCs was, at best, of secondary import- 
ance to the drafters of the DISC legislation. 
Further, the major purpose of the DISC 
statutory scheme is to assure that the in- 
come generated by the DISC goes to export 
production. As the Commissioner argues, 
to invalidate the challenged regulations, 
which do no more than set a due date for 
the payment of commissions receivable, 
would run counter to the purpose of regu- 
lating the interest-free loans that the DISC 
is able to make to a related person. Ac- 
cordingly, we hold that Treas. Reg. 1.993-2 
(d)(2) and 1.994-1(e)(3) are harmonious 
with the origin and purpose of the DISC 
legislation. The challenged regulations, there- 
fore, are valid. 


Retroactive Application of Regulations 


Farms and International argue that the 
sixty-day rule is invalid as applied to them 
retroactively. The scenario on which this 
claim is based was amply described by the 
Tax Court: 


The DISC provisions (sections 991-997) 
were contained in the Revenue Act of 
1971 BP ube 1292-178) 8b State 530. A 
corporation could qualify as a DISC for 
any taxable year beginning after Decem- 
ber 31, 1971. Sec. 507, Rev. Act of 1971, 
supra, 85 Stat. 553. In January 1972, the 
Treasury published “DISC—A Handbook 
for Exporters” (Handbook) containing a 
“plain language” explanation of the law 
pertaining to DISCs. The Handbook pro- 
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vided that accounts receivable which arose 
in connection with the DISC’s qualified 
export sale transactions were qualified 
export assets whether the DISC acted 
as principal or agent. The Handbook 
did not expressly refer to commissions 
receivable. The IRS promised that it would 
follow the rules explained in the Handbook 
until such rules were modified “in regulations 
or other Treasury publications”’ The Hand- 
book provided that any such modifications 
adverse to taxpayers would be applied only 
prospecttvely. On September 21, 1972, the 
Commissioner proposed section 1,994-1 
(e)(3), Income Tax Regs., 37 Fed. Reg. 
19625, 19627-19628, and on October 4, 
1972, ‘the Commissioner proposed section 
1.993- 2(d)(2), Income Tax Regs., 37 Fed. 
Reg. 20853, 20858. These proposed reg- 
ulations were the first pronouncements 
concerning the treatment of commissions 
receivable, and they both contained the 
60-day payment rule. Proposed section 
1.994-1(e)(3) was finally adopted on Sep- 
tember 29, 1976 (T. D. 7435, 1976-2 C. B. 
238) and contained the 60-day rule; pro- 
posed section 1.993-2(d)(2) was finally 
adopted on October 14, 1977 (T. D. 7514, 
1977-2 C. B. 266), and incorporated the 
60-day rule by reference to section 1.994- 
1(e)(3). Section 1.993-2(d)(2), Income 
Tax Regs., was made applicable by taxable 
years ending after December 31, 


79 T. C. at 1067-1068 (emphasis eit 


Internal Revenue Regulations are pre- 
sumed to have retroactive effect. Anderson, 
Clayton & Co. v. United States [77-2 ustc 
3072 OF a beeen O7 2 Othe Cite cents 
denied, 436 U. S. 944, 98 S. Ct. 2845, 56 
eid el de/S5n (1978) SeeaZO sm Ssn ©. UAc 
§ 7805(b) (1967). Under section 7805(b), 
the Secretary of the Treasury has broad 
discretion to limit the retroactive applica- 
tion of Treasury rulings and regulations. 
“The decision to make a ruling or regula- 
tion retroactive will stand unless it consti- 
tutes an abuse of discretion.” Wendland v. 
Commissioner of Internal Revenue [84-2 ustc 
{ 9746], 739 F. 2d 580, 581 (11th Cir. 1984) 
(citing Automobile Club of Michigan v. Com- 
missioner [57-1 ustc J 9593], 353 U. S. 180, 
ISA Bi iS sa Ct.w0 ee Ob aic ae Eide e2da7AG 
(1957)). An abuse of discretion may be 
found where the retroactive regulation alters 
settled prior law or policy upon which the 
taxpayer justifiably relied and if the change 
causes the taxpayer to suffer inordinate 
harm. 

Farms and International argue that an 
abuse of discretion occurred because the 
Commissioner made an explicit sv ee in 
the Handbook that (1) the Internal Reve- 
nue Service would follow the rules and pro- 
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cedures set forth in the Handbook until 
those rules and procedures are ‘“‘modified” 
by “regulations or other Treasury publica- 
tions”; and (2) that any adverse modifications 
would be applied only prospectively. They 
argue that they justifiably relied on the 
Handbook since the proposed regulations 
issued in 1972 were not “modifications” of 
the Handbook, and, even if they were, 
according to the promise of the Handbook, 
they should be applied only prospectively. 
Farms and International rely on the recent 
case of Lecroy Research Systems Corp. v. 
Commissioner [85-1 ustc J 9107], 751 F. 2d 
123 (2d Cir. 1984) (Lecroy). 


The Second Circuit, in Lecroy, found that 
the Commissioner committed an abuse of 
discretion in applying the identical regula- 
tions challenged here retroactively because 
that court found the promise in the Hand- 
book to be binding. The court noted that 
“retroactive application is permissible even 
where the regulation contradicts a previous 
Treasury publication such as the Hand- 
‘book,” but observed that “the Handbook’s 
assurances were deliberately unusual in 
purporting to offer safety in the status quo 
and were obviously prompted by the need 
to render the incentives Congress intended 
to create operable as soon as _ possible.” 
Lecroy at 126, 127. The Second Circuit 
announced and applied the rule that “absent 
this assurance of prospectivity to taxpayers 

. the regulation in question could clearly 
have been imposed retroactively.” Lecroy 
at 126. As authority, the court cites the 
former Fifth Circuit case of Carpenter v. 
United States [74-1 ustc J 9473], 495 F. 2d 
175, 184 (5th Cir. 1974). Carpenter, in fact, 
contradicts this proposition. In Carpenter, 
a petroleum engineer who had been work- 
ing in the Middle East for ten years 
brought a suit for redetermination of a tax 
deficiency for that period under a statute 
permitting a bona fide resident of a foreign 
country for a particular tax year to exclude 


from income amounts earned from non- 
United States sources during that period of 


absence. The taxpayer argued that he main- 
tained his status as a “foreign resident” 
dtring’ the taxable year in ee os 


thize with the taxpayer who in fact relies 
upon what he accepts as an authoritative 
interpretation of the laws and of the 
Treasury publication. But nonetheless it 
is for the Congress and the courts and 
not the Treasury to declare the law 
applicable to a given situation. As the 
Ninth Circuit has observed: “Nor can an 
interpretation by taxpayers of the lan- 
guage used in government pamphlets act 
as an estoppel against the government 
nor change the meaning of taxing statutes 

. .” Adler v. Commissioner of Internal 
Revenue [64-1 ustc J 9388], 9 Cir. 1964, 
330 F. 2d 91, 93. 


Carpenter v. United States, 495 F. 2d at 184. 
It is settled law that Treasury publications 
such as the Handbook, which purport to 
provide a general explanation of the reve- 
nue laws, are simply guidelines for tax- 
payers and do not bind the Commissioner 
in subsequent litigation. Carpenter v. United 
States, 495 F. 2d 184. See also United States 
v. New York Telephone Co. [81-1 ustc 
7 9306], 644 F. 2d 953, 959 n. 10 (2d Cir. 
1981). 


It is unfortunately all too common for 
government manuals, handbooks, and in- 
house publications to contain statements 
that were not meant or are not wholly 
reliable. If they go counter to governing 
statutes and regulations of the highest or 
higher dignity, e. g. regulations published 
in the Federal Register, they do not bind 
the government, and persons relying on 
them do so at their peril. Caterpillar 
Tractor Co. v. United States [79-1 ustc 
7 9112], 589 F. 2d 1040, 1043, 218 Ct. Cl. 
517 (1978) (A Handbook for "Exporters, a 
Treasury publication). Dunphy v. United 
States [529 F. 2d 532, 208 Ct. Cl. 986 
(1975)], supra (Navy publication entitled 
All Hands). In such cases it is necessary 
to examine any informal publication to 
see if it was really written to fasten legal 
consequences on the government. Dunphy, 
supra. See also Donovan v. United States, 
433 F. 2d 522 (D. C. Cir.), cert. denied, 
401 U. S. 944, 91 S. Ct. 955, 28 L. Ed. 2d 
225. (1971). ‘(Employees ‘Performance Im- 
provement Handbook, an FAA publication) 
(merely advisory and directory publica- 
tions do not have mandatory conse- 
quences). 


Bartholomew v. United States, 740 F. 2d 526, 
532 n. 3 (7th Cir. 1984) (quoting Fioren-_ 
tino ve United S tates, 607 ¥ 2d 963, 968, ; 
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publications are not binding.* We find that 
the Commissioner did not abuse his discre- 
tion in promulgating the challenged regula- 
tions. First, Farms and International. did 
not justifiably rely on the Handbook. Tax- 
payers who rely on Treasury publications, 
‘which are mere guidelines, do so at their 
peril. Caterpillar Tractor v. United States 
[79-1 ustc 9112], 589 F. 2d 1040, 1043, 
218 Ct. Cl. 517 (1978). Further, the Treasury’s 
position on the sixty-day rule was made 
public through proposed section 1.993-2 
(d)(2) in 1972, before the taxable years at 
issue. Charbonnet v. United States [72-1 ustc 
7 9266], 455 F. 2d 1195, 1199-1200 (5th Cir. 
1972). See also Wendland v. Commissioner of 
Internal Revenue [84-2 ustc 9746], 739 
F. 2d 580, 581 (11th Cir. 1984). Second, 
whatever harm has been suffered by Farms 
and International resulted from a lack of 
prudence. As even the Lecroy court has 
recognized, “safety lies in complying with 
proposed regulations.” Lecroy at 127. See 
also 79 T. C. at 1069. “Thus, taxpayers 
knowingly engaged in . . . questionable 
transaction(s), the legitimacy of which de- 
pended upon .. . invalidation of proposed 
regulations. Under such circumstances, the 
Commissioner cannot be said to have abused 
his discretion in giving the [regulation] 
retroactive effect.” Wendland, 739 F. 2d at 
582. Finally, the challenged regulations did 


not “alter settled prior law.” Absent the 
adoption of the challenged regulations, the 
treatment of commissions receivable was 
not settled law. In light of the lack of any 
definitive treatment of commissions receiv- 
able, Farms and International had no 
“vested interest in a hypothetical decision 
in... [their] favor prior to the advent 
of the regulations.” Helvering v. Reynolds 
[41-1 ustc J 9484], 313 U. S. 428, 433, 61 
S. Ct. 971, 974, 85 L. Ed. 1438 (1941); 
Chock Full O’ Nuts Corp. v. United States 
[72-1 ustc J 9146], 453 F. 2d 300, 303 (2d 
Cir. 1971). We find, therefore, that the 
Commissioner did not abuse his discretion 
in applying retroactively Treas. Reg. 1.993-2 
(d)(2) and 1.994-1(e) (3). 


Conclusion. 


We conclude that the loans made by 
International to Farms were not producer’s 
loans either at the time of their execution 
or at renewal, that the commissions receiv- 
able were not qualified export assets when 
untimely paid, and that the Commissioner 
did not abuse his discretion in applying 
retroactively the challenged regulations. 
We hold, therefore, that International did 
not qualify as a DISC for the taxable years 
1975, 1976, and 1977. The Tax Court ruling 
is affirmed. 


AFFIRMED. 


[9278] David Kaufman, et al., Plaintiffs, Appellees v. Roscoe Egger, Commissioner 
of Internal Revenue, et al., Defendants, Appellants. 


U. S. Court of Appeals, Ist Circuit, No. 84-1641, 3/19/85. Affirming 84-1 ustc 


7 9500, 584 F. Supp. 872. 


[Code Sec. 7430 and 28 U.S. C. § 2412] 


Suits by taxpayers: Attorneys’ fees and court costs: Accountants’ fees: Post-February © 
28, 1983 actions: Requirements.—The Court of Appeals affirmed a decision of the 
district court awarding the taxpayers attorneys’ fees, accountants’ fees and all court 
costs relating to the taxpayers’ suit seeking a return of a tax refund wrongfully seized 
and an injunction against further tax collection for the year in issue. The taxpayers 
were not required, as provided in Code Sec. 7430, to exhaust their administrative remedies 
since the IRS began collection procedures without sending a deficiency notice. The 
preliminary notice of deficiency had been sent to an address where the taxpayers no 
longer lived and the statutory notice of deficiency had been sent to an address where 
they never lived. Noting that there was a split in authority as to whether reimbursement 
of reasonable attorneys’ fees included prelitigation conduct in addition to in-court proceed- 
ings, the court held that prelitigation conduct could be considered in setting the fees 
because it was in keeping with Congress’ remedial bias in enacting the statute. The 
court also noted that the legislative history of Section 7430 supported the proposition 
that Congress intended the IRS’s liability to be triggered by unreasonable IRS conduct 
ee eg eg age te ee eee eg een ee ee de See 


a subsequent Treasury publication. ‘‘This pro- 


18 As the Tax Court reasoned, however, even 
posed regulation was published before the be- 


if the promises in the Handbook were found 


to be binding, the Commissioner did not break 
the promises. Proposed regulation 1.993-2(d) (2) 
which contained the original sixty-day rule was 
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regardless of which stage in the aly gence such conduct occurs. Back references: 


1 5752.054 and 5875B.05. 


John M. R. Paterson, Jerome F. Goldberg, Bernstein, Shur, Sawyer and Nelson, 


for plaintiffs-appellees. 


Glenn L. Archer, Jr., 


Assistant Attorney General, Gilbert S. 


Rothenberg, Michael L. Paup, Elaine F. Ferris, Department of Justice, Washington, D. C. 


20530, for defendants-appellants. 


Before Breyer, ALpricw and TorruELLa, Circuit Judges. 


TorruELLa, Circuit Judge. The present 
case zeroes in on one of many unnecessary 
tribulations that can be brought to bear 
upon the unsuspecting citizenry by todays’ 
computerized bureaucracy. It also requires 
our interpreting one Congressional attempt 
to grant the public some relief from such 
bungling. 


The sole issue before us is whether the 
district court erred in awarding appellees - 
taxpayers attorneys’ fees and costs against 
the Internal Revenue Service (IRS) pur- 
suant to Section 7430 of the Internal Reve- 
nue Code 26 U. S. C. § 7430. The IRS 
challenges that decision on two grounds, 
both of which require interpretation of 
Section 7430. For reasons stated herein 
we affirm the decision of the district court. 


The relevant facts are not in dispute. In 
February, 1979 appellees David and Bar- 
bara Kaufman (the Kaufmans) filed their 
individual income tax return for 1978 with 
the Chicago district of the IRS. Shortly 
thereafter in 1979, the Kaufmans moved 
from their Chicago, Illinois residence to 
Norridgewock, Maine. Two years later, the 
Chicago district of the IRS sent a notice 
to the Kaufmans that their 1978 tax return 
was to be audited. The Kaufmans never 
received this notice because it was sent to 
their former Chicago residence * and, there- 
fore, they did not appear at the appointed 
time for the audit. The result was an 
assessment of increased tax liability of 
$14,380. 


In October, 1980, the IRS mailed a notice 
of adjustment of their tax liability, which 
was sent to the Kaufmans at a Stockton, 
Illinois address where they had never 
lived? Also sent to this address was the 


statutory notice of deficiency required by 
PA OSCR 


By 1983, however, the IRS had con- 
nected the 1978 deficiency matter with the 


correct taxpayers. It then sent the Kauf- 
mans, at their Maine address, a notice 
informing them that the IRS was seizing 
a $606 refund from their 1982 return as 
partial payment for the earlier deficiency. 
This notice was the first that the Kauf- 
mans had received concerning this matter. 


Eleven days after receiving this notice, 
the Kaufmans received yet another notice 
from the IRS concerning their 1978 return. 
This notice requested the payment of 
$23,857 and offered a telephone number 
that they could call if they wanted to work 
out a payment schedule. The Kaufmans 
immediately contacted their accountant 
who in turn was advised by the IRS that 
the matter had been referred to the Tax- 
payers Delinquent Account Section. Fear- 
ing that the IRS would take additional 
unannounced collection measures to recoup 
the allegedly owed taxes, the Kaufmans 
instituted this action seeking injunctive re- 
lief and the return of their $606. A little 
less than two months later, the IRS stipu- 
lated to the entry of a permanent injunction 
enjoining it from taking any steps to collect 
any taxes based on the foregoing Notice 
of Deficiency. The district court then 
granted the Kaufmans’ motion for attorney 
and expert fees, over the objection of the 
government. This appeal followed the 
granting of said relief. 


Section 7430 contains several prerequi- 
sites for an award of attorney and litigation 
fees to citizens engaged in litigation with 
the IRS. The ones at issue here are first, 
that the court find that the taxpayer “ex- 
hausted administrative remedies available 
to such party within the Internal Revenue 
Service,” 26 U. S. C. §7430(b)(2), and, 
second, that the court find that the position 
of the IRS in the “civil proceeding” was 
unreasonable, 26 U. S. C. § 7430(c) (2) (A). 
The IRS first contends that the taxpayers 
failed to pursue administrative avenues 


1 At that time, however, the IRS Chicago 
Office had in the file of the Kaufmans an IRS 
“Transcript of Account’’ dated July, 1980 show- 
ing their correct _ address in Norridgewock, 
Maine. 

2This was the address of another couple, 
also named David and Barbara Kaufman. 
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Eleven days later, the IRS acknowledged their 
error in a handwritten memo placed in the 
Kaufman’s file stating that ‘‘Stat. Notice sent 
to wrong address.’’ During the same period the 
IRS was also corresponding with the Kaufmans 
at their then correct address in Norridgewock, 
Maine, about other unrelated tax matters. 
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within that agency, and thus they are ineli- 
gible for relief under Section 7430. 


id 


According to the IRS, the letter that the 
Kaufmans received from the agency in- 
cluded an address and telephone number; 
therefore, the Kaufmans could have, in its 
view, contacted the agency to consider 
their claims informally. The IRS also notes 
that notwithstanding that the Kaufmans’ 
deficiency had been referred to the collec- 
tion arm of the Service, it could have easily 
halted the collection process. Moreover, 
according to the IRS, even if there were no 
formally prescribed procedures, the Kauf- 
mans nevertheless should have made some 
effort at the agency level to correct the 
1978 deficiency if the exhaustion require- 
ment is to retain any validity under the 
statute. Considering the IRS’s past record 
with the Kaufmans, and the answer given 
to their accountant to the effect that the 
matter was already in the hands of the tax- 
payer Delinquency Account Section, to 
whom are available draconian collection 
procedures,* the position of the IRS in this 
regard is inherently unreasonable and the 
Kaufmans can hardly be faulted for seeking 
immediate judicial relief. 


Section 7430 does not define the term 
“administrative remedies.” Neither does its 
legislative history. The latter states that 
taxpayers “are required to exhaust available 
administrative remedies unless the court 
determines that under the circumstances of 
the case such requirement is not necessary.” 
H. R. Rep. 97-404, 97th Cong., 2d Sess. 13 
(1982) ; Senate Comm. on Finance, Techni- 
cal Explanation of Committee Amendment, 
reprinted in 127 Cong. § 15559 (Dec. 16, 
1981). A regulation adopted by the Secre- 
tary of the Treasury* sets forth the cir- 
cumstances in which the IRS will consider 
administrative remedies to have been ex- 
hausted within the meaning of Section 7430. 
These are cases in which “[t]he party did 


3 See 26 U. S. C. 8§ 6326-6344 (seizure of prop- 
erty for collection of taxes); 26 U. S. C. § 7403 
(action to enforce lien or to subject property to 
payment of tax). 

4This regulation was issued in final form on 
April 17, 1984. Although it became effective 
after the Kaufmans filed this suit, the regula- 
tion says that it applies to civil actions com- 
menced after February 28, 1983, which is before 
the Kaufmans filed. 26 C. F. R. § 301.7430-1- 
(4) (i). 

The district court’s Memorandum of Decision 
and Order was issued on May 8, 1984; it ex- 
pressly refers to the regulation in question as 
follows: ‘‘As of this writing [it has] not been 


1985 Standard Federal Tax Reports 
A 


not receive a preliminary notice of proposed 
disallowance and the failure to receive such 
notice was not due to action of the party 
(such as the failure to supply requested 
information or a current mailing address to 
the district director or service center having 
jurisdiction over the tax matter).” 26 


C. F. R. § 301.7430-1-£(3) (ii). 


These are precisely the circumstances 
found by the district court to be present 
in the instant case. As noted above, the 
preliminary notice of deficiency had been 
sent to an address where the taxpayers no 
longer lived. Second, the statutory notice 
of deficiency had been sent to an address 
where the Kaufmans never lived. Finally, 
these mixups were not caused by the Kauf- 
mans, but rather by reason of the unex- 
plained errors of the IRS. This court cannot 
say that the district court erred in holding 
that these factors brought the Kaufmans’ 
case within the exception to the exhaustion 
requirement. H. R. Rep. 97-404, supra at 13; 
Sen. Finance Comm. Report, supra at 


§ 15594. 


IT 


As noted above, Section 7430(c)(2)(A) 
provides for reimbursement of reasonable 
attorney’s fees in cases where “the position 
of the United States in the civil proceeding 
was unreasonable” (emphasis added). The 
district court analyzed the reasonableness 
of the Government’s position, including its 
prelitigation conduct, which the court de- 
termined had been unreasonable. The IRS 
argues that this construction of the statute 
is in error. It contends that Section 7430 
refers only to the Government’s in-court 
litigation position. 


The courts are divided on this issue. The 
parties cite various cases in which the 
question has been addressed directly.‘ 
Several courts have concluded that the term 
“civil proceeding” includes only the litiga- 
tion-related proceedings after a suit is 
initiated, 7. ¢., in-court proceedings.® In other 


adopted as law and thus [has] no binding legal 
effect.’”’ 584 F. Supp. at 876. 

As will be seen, post at 6-7, this regulation 
merely confirms the district court’s judgment 
on the issue at hand. 

5 Sharpe v. United States, 84-1 ustc { 13,574 
(E. D. Va. 1984); Kaufman v. Egger [84-1 ustc 
f| 9500], 584 F. Supp. 872 (D. Me. 1984); Hallam 
v. Murphy, 84-1 ustc { 9230 (N. D. Ga. 1983); 
Hidson v. United States, 84-1 ustc f 9182 (N. D. 
Ala. 1984); Brazil v. United States, 84-2 ustc — 
1 9596 (D. Or. 1984); Zielinski v. United States, 
84-1 ustc J 9514 (D. Minn. 1984). 

6 Hidson v. United States, supra; Brazil v. 
United States, supra; Zielinski v. United States, 
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actions, including the present case, the 
courts have held that prelitigation conduct 
can be considered as well in setting attor- 
ney’s fees.” We hold with the later because 
it is in keeping with Congress’ remedial 
bias in enacting this statute. 


The legislative history of Section 7430 
supports the proposition that Congress in- 
tended the IRS’s liability to be triggered by 
unreasonable IRS conduct regardless of 
which stage in the proceedings such conduct 
occurs: “The committee believes that tax- 
payers who prevail in civil tax actions 
should be entitled to awards . . . when the 
United States has acted unreasonably in 
pursuing the case.” Staff of Senate Commit- 
tee on Finance, Technical Explanation of 
Committee Amend., 127 Cong. Rec. § 15587, 
15594 (Dec. 16, 1981) (emphasis added). 
Congress intended that the awarding of fees 
under 26 U. S. C. § 7430 “will deter abusive 
actions and overreaching by the Internal 
Revenue Service and will enable individual 
taxpayers to vindicate their rights regard- 
less of their economic circumstances.” H. R. 


Rep. 97-404, supra, at 11, Sen. Finance 
Comm, Rep., supra, at § 15594. 

The quoted language, which is not limit- 
ing in nature, appears to suggest that Con- 
gress did not intend to dissuade taxpayers 
who, prior to filing a suit, were faced with 
unreasonable conduct by the IRS. There is 
no question but that in this case the IRS’s 
bureaucratic mixup was unreasonable by 
any standard. On the basis and as, indeed, 
the court found, the institution of this action 
was a proximate, if not inevitable, conse- 
quence. There is nothing in the statute 
fragmenting the obligation to pay properly 
incurred attorney’s fees. It would seem to 
frustrate the purpose of Section 7430 if we 
were to interpret it in such a way that the 
IRS, after causing a taxpayer all kinds of 
bureaucratic grief at the administrative 
level, could escape attorney’s fee liability by 
merely changing its tune after the initiation 
of a suit by the taxpayer. This we do not 
believe is the result envisioned by Congress 
in granting taxpayers some measure of re- 
lief from such situations. 


Affirmed. 


[1.9279] United States of America, Appellee v. Robert Eugene Parshall, Appellant. 
U. S. Court of Appeals, 8th Circuit, No. 84-1282, 3/19/85.—(757 F. 2d 211.) Affirm- 


ing unreported District Court decision. 


[Code Sec. 7203] 


Criminal penalties: Failure to file return: Instructions to jury: Fraudulent returns: 
Willfullness.—The district court abused its discretion in excluding a convicted taxpayer’s 
evidence where the government, in order to show that the taxpayer’s failure to file income 
tax returns was willfull, introduced its own evidence that the taxpayer owed a substantial 
amount in taxes. The taxpayer permissibly sought to rebut the inference of willfullness 
by showing that his tax liability was much less than the government’s estimate and that 
in fact the government owed him tax refunds. Moreover, the district court abused its 
discretion in excluding evidence on the taxpayer’s position about the uncertain state of the 
law involving assignment of income to religious orders or churches. The court of appeals, 
however, concluded that evidentiary errors were harmless under the circumstances and 

were not grounds for reversing the taxpayer’s conviction, because the case involved 
' prosecution for willfully failing to file income tax returns, not for failing to report disputed 
amounts as income. Overwhelming evidence had established that the taxpayer willfully 
failed to file income tax returns. Further, the district court did not error in instructing 
the jury that the taxpayer’s “disagreement with the law or the way in which tax revenues 
are spent does not constitute good faith misunderstanding of the requirements of the law.” 
Back references: {[ 5709.1187 and 5709.40. 


Guy R. Cook, Assistant United States Attorney, Des Moines, Iowa, for appellee. 
Robert L. Fanter, Whitfield, Musgrave, Salvy, Kelly & Eddy, 1300 United Central 
Bank Building, Des Moines, Iowa 50309, for appellant. 


Before Lay, Chief Judge, Ross and McMrtian, Circuit Judges. 


supra; see also Baker v. C. 1., R. [CCH . Dec. 
41,636], 83 T. C. No. 45 (Nov. 28, 1984) (‘civil 
proceeding’ does not include prelitigation ac- 
tivities) ; Popham v. C. I. [CCH Dec. 
41,678(M)], T. C. Memo 1984-652 (Dee. 18, 1984) 
(same). 
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McMXiuIAN, Circuit Judge. Robert Eugene © 


Parshall appeals from a final judgment 
entered in the District Court’ for the 
Southern District of Iowa upon a jury 
verdict finding him guilty of two counts of 
- willful failure to file federal income tax 
returns for tax years 1979 and 1980 in 
violation of 26 U. S. C. § 7203. The dis- 
trict court sentenced appellant to one year 
in prison, to be released as if on parole 
after service of one-third of the term pur- 
suant to 18 U. S. C. § 4205(f), a fine of 
$5,000, and three years probation and 
taxed the costs of prosecution ($1,536.89) 
against him. For reversal appellant argues 
that the district court erred in (1) exclud- 
ing evidence of substantially lower tax lia- 
bility and testimony about the tax treatment 
of assignment of income by persons who 
have taken vows of poverty and are asso- 
ciated with religious orders, (2) giving in- 
struction No. 14 to the jury and (3) 
denying his motion for judgment of ac- 
quittal on the ground that 26 U. S. C. § 7203 
is unconstitutionally vague. For the rea- 
sons discussed below, we affirm the judg- 
ment of the district court. 


The government showed that although 
appellant was employed as a second officer 
by United Air Lines during the years 1977 
through 1980 and had received income in 
excess of $40,000 anually from 1977 through 
1979 and in excess of $59,000 in 1980, ap- 
pellant did not file any federal income tax 
returns for those years and had paid no 
federal income taxes for those years. Ap- 
pellant explained his failure to file federal 
income tax returns as a consequence of his 
having taken a vow of poverty and his 
membership in the Parshall Christian 
Order, a church that he founded in 1975 
as an integrated auxiliary of the Miletus 
Church. Appellant claimed that he was 
exempt from filing federal income tax re- 
turns because he was a member of the 
Miletus Church and the Parshall Christian 
Order. 


The government also presented evidence 
that appellant had sought the advice of a 
tax consultant in the early 1970s about the 
tax consequences of a vow of poverty, 
that appellant had filed federal income tax 
returns in 1975 and 1976 claiming that he 
was the chief steward of the Parshall 
Christian Order and as such was exempt 
from federal income tax, that in August 
1976 and December 1976 United Air Lines 


had informed appellant that his wages were 
subject to federal income tax withholding, 
that in October 1976 the Internal Revenue 
Service (IRS) had reviewed appellant’s 
1975 federal income tax return and had de- 
termined that his wages were taxable as 
income to him and not the Parshall 
Christian Order, and that in April 1979 the 
IRS had informed appellant that a second 
audit of his 1975 return and a first audit 
of his 1976 return indicated that his wages 
were taxable to him and that the creation 
of the Parshall Christian Order and his 
assignment of funds and income to it ‘“con- 
stituted a sham transaction not recognized 
for federal income tax purposes.” 


The jury found appellant guilty of willful 
failure to file federal income tax returns 
for the years 1979 and 1980. This appeal 
followed. 


Appellant first argues that the district 
court erred in excluding evidence of sub- 
stantially lower tax liability and expert 
testimony about the tax treatment of as- 
signment of income by persons who have 
taken vows of poverty and are associated 
with religious orders. The government as 
part of its case-in-chief introduced evidence 
that appellant faced a substantial tax lia- 
bility of about $30,369 as circumstantial 
evidence of willfulness. In order to rebut 
this evidence, appellant sought to introduce 
evidence that his tax liability was much 
lower. Appellant made an offer of proof 
that an independent tax preparer and 
former IRS agent had calculated that ap- 
pellant’s tax liability for the years 1977 
through 1980 was about $3,660 and that 
appellant was due about $14,379 in refunds 
for the years 1981 and 1982. Appellant also 
sought to introduce evidence from a tax 
attorney and accountant that the tax con- 
sequences of an assignment of income to 
a church or religious order by a vow of 
poverty were uncertain until 1981. 


We hold that the district court abused 
its discretion in excluding the proffered 
evidence of substantially lower tax liability. 
Willfulness is an element of the offense of 
willful failure to file income tax returns. 
“In a case such as this where the element 
of willfulness is critical to the defense, the 
defendant is entitled to wide latitude in 
the introduction of evidence tending to 
show lack of intent.” United States v. 
Garber [79-2 ustc J 9709], 607 F. 2d 92, 


1The Honorable William C. Stuart, Judge, 
United States District Court for the Southern 
District of Iowa. 
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99 (5th Cir. 1979) (banc) (conviction for 
knowingly misstating income under 26 
U. S. C. § 7201). Here, the government in- 
troduced evidence that appellant owed a 
substantial amount in taxes in order to 
show appellant’s failure to file income tax 
returns was willful. Appellant permissibly 
sought to rebut this inference of willful- 
ness by showing that his tax liability was 
much less than the government’s estimate 
and that in fact the government owed him 
tax refunds. 


We also hold that the district court 
abused its discretion in excluding evidence 
about the allegedly uncertain state of the 
law involving assignment of income to 
religious orders or churches. “When the 
taxability of unreported income is prob- 
lematical as a matter of law, the unresolved 
nature of the law is relevant to show that 
[the] defendant may not have been aware 
of a tax liability or may have simply made 
an error in judgment.” Jd. at 98 (tax treat- 
ment of earnings from sale of rare blood 
plasma); see United States v. Critzer [74-2 
ustc § 9505], 498 F. 2d 1160, 1162 (4th 
Cir. 1974) (tax treatment of income de- 
rived from lands held by the United States 
in trust for the Eastern Cherokee Band). 
In the absence of a determination that ap- 
pellant’s position was frivolous or did not 
involve a disputed tax question, the district 
court should not have excluded the prof- 
fered evidence. 


We conclude, however, that these evi- 
dentiary errors were harmless under the 
circumstances and are not grounds for re- 
versal. First, whether appellant faced a 
substantial or relatively insubstantial tax 
liability and whether the state of the law 
about assignment of income to churches or 
religious orders was uncertain were only 
marginally relevant to the theory of govy- 
ernment’s case and the defense. The 
present case involved prosecution for com- 
pletely failing to file income tax returns, 
not for failing to report disputed amounts 
as income. Thus, the central issue was 
whether appellant should have filed income 
tax returns but willfully failed to do so. 
The present case turned upon the proper 
characterization of appellant’s relationship 
with the Parshall Christian Order. The 
government’s theory was that appellant’s 
assignment of income to the Parshall 
Christian Order by a vow of poverty was 
a sham transaction engineered to avoid fil- 
ing income tax returns. Appellant’s theory 
was that his vow of poverty was an exten- 
sion of his religious beliefs. The instruc- 
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tions given by the district, court cautioned 
the jury that the government’s evidence of 
tax liability was not to be considered as 
evidence of the actual amount of tax due 
and that the fact that appellant may owe 
taxes was relevant only to the issue of 
willfulness. 


Second, we have carefully reviewed the 
record and conclude that there was over- 
whelming evidence establishing that ap- 
pellant willfully failed to file income tax 
returns. 


Appellant next argues that the district 
court erred in giving instruction No. 14 to 
the jury. The second paragraph of the 
proposed instruction contained the follow- 
ing phrase: “[d]isagreement with the law 
or government policies does not constitute 
good faith misunderstanding of the require- 
ments of the law.’’ Appellant objected to 
the words “government policies.” The dis- 
trict court suggested that the words “the 
way in which tax revenues are spent” be 
substituted and then offered appellant a 
choice between the two suggested phrases. 
Appellant, however, objected to the substi- 
tute language on the grounds that, like the 
words “government policies,” it was vague, 
susceptible to misinterpretation by the jury, 
suggested that political or social disagree- 
ment with government policies was evi- 
dence of bad faith, and improperly emphasized 
particular evidence. The district court in- 
cluded the following language as part of 
instruction No. 14: “Disagreement with the 
law or the way in which tax revenues are 
spent, however, does not constitute good 
faith misunderstanding of the requirements 
of the law.” Appellant argues that the dis- 
trict court should have simply instructed 
the jury that “disagreement with the law 
is not a defense,” citing United States v. 
Pohlman [75-2 ustc J 9677], 522 F. 2d 974, 
976-77 (8th Cir. 1975) (banc), cert. denied, 
423 U. S. 1049 (1976), and United States v. 
Karsky [80-1 ustc J 9126], 610 F. 2d 548, 
550 (8th Cir. 1979) (per curiam), cert. 
denied, 444 U. S. 1092 (1980). 


_ We hold that the district court did not 
abuse its discretion in including the lan- 
guage “or the way in which tax revenues 
are spent” in instruction No. 14. Instruc- 
tion No. 14 is a correct statement of the 
law and did not permit the jury to spec- 
ulate about appellant’s political or social 
beliefs or to consider such beliefs, if any, 
in determining whether appellant acted 


willfully in failing to file income tax re- 
turns for the years in question. ‘ 


© 1985, Commerce Clearing House, Inc. 
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citing United States v. Lachmann [72-2 ustc 
{ 9766], 469 F. 2d 1043, 1046 (1st Cir. 1972), 
cert. denied, 411 U. S. 931 (1973); see also 
Umited States v. Bowman [79-2 ustc J 9497], 
602 F. 2d 160, 162 n. 1 (8th Cir. 1979) (per 
curiam). 

Accordingly, the judgment of the dis- 
trict court is affirmed. 


Appellant next argues that the district 
court erred in denying his motion for judg- 
ment of acquittal on the ground that 26 
U. S. C. § 7203 is unconstitutionally vague. 
We must reject appellant’s argument be- 
- cause we have previously held that 26 
_U. S. C. §7203 is not unconstitutionally 
vague. United States v. Russell [78-2 ustc 
7 9814], 585 F. 2d 368, 369 (8th Cir. 1978), 


[9280] Richard H. Jenney and Judy Harden Jenney, Appellees v. United States 
of America, Appellant. 


U. S. Court of Appeals, 9th Circuit, CA No. 84-5949, 3/18/85.—(755 F2d 1384.) 
Reversing unreported District Court decision. 


[Code Sec. 6702] 


Penalties, civil: Frivolous returns: Tax protestors: Claims against system: Military 
expenditures: Deductions or adjustments denied.—A Quaker couple was liable for the 
frivolous return penalty for claiming a war tax adjustment on a supplement to their return 
based upon their conscientious religious beliefs. Even though the attached statement 
contained sufficient information to properly assess the amount of tax owed, a federal 
circuit court (CA-9), in reviewing the legislative history of Code Sec. 6702, concluded 
that the term “self-assessment” refers to the amount of tax liability reported on the face: 
of the return and not to the amount reported in an attached statement. Moreover, in 
reversing the lower court the appellate court pointed out that since Congress specifically 
identified war tax deductions as a target of Code Sec. 6702, the frivolous return penalty 


was justified under the circumstances. Back references: {| 402A.075 and 5595G.40. 
Christopher Ashworth, Garfield, Tepper & Ashworth, 1925 Century Park E, Los: 


Angeles, Calif. for appellees. 
20530, for appellant. 


Gary Allen, Department of Justice, Washington, D. C- 


Before BoocHEvER and BrEEzER, Circuit Judges, aud Sotomon,* District Judge. 


Opinion 

Sotomon, Judge: Taxpayers filed an 
action to challenge a $500 civil penalty 
imposed against them by the Internal Reve- 
nue Service (IRS) for claiming a “con- 
science deduction” in their 1982 federal 
income tax return. The district court 
granted summary judgment in favor of 
taxpayers, and the government appealed. 
We reverse. 


Facts 


Taxpayers, husband and wife, timely filed 
a joint 1982 federal income tax return on 
Form 1040. They reported total income 
of $56,679. On a Schedule A attached to 
the return, taxpayers reported itemized de- 
ductions of $24,382. Schedule A referred 
to “Supplement #2,” which listed miscella- 
neous deductions, the largest of which, 
labelled a “conscience deduction,” was 
$18,044. Taxpayers attached a statement 
to explain the deduction: 


* The Honorable Gus J. Solmon, Senior United 
States District Judge for the District of Oregon, 
sitting by designation. 
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Dear Friends, 


Included among our miscellaneous de- 
ductions, we are listing a Conscience 
Deduction of $18,044 in order to bring 
our tax liability down to $5,273 which 
is 44% of what we would owe without 
such a deduction. We are claiming this 
deduction out of a conscientious objection 
to war and to preparations for war. The 
War Resisters League states that 44% 
of the 1982 federal budget went for non- 
military purposes. We are quite willing 
to pay that part of our taxes. However, 
as a result of our religious convictions 
(we are both Quakers), personal beliefs 
(non-violence, pacifism) and professional 
judgment (we are both clinical psycholo- 
gists) we are unwilling to support the 
current insane government course of ac- 
tion which not only condones murder 
but also threatens human extinction. 


This reduction in our taxable income 
will produce a sizable refund to us. 
Without the deduction, we owe the In- 
ternal Revenue Service $1,082. With it, 
we will receive a refund of $5,617. We | 
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will place the refund and the $1,082 in 
the Conscience and Military Tax Cam- 
paign Escrow Account for a World 
Peace Tax Fund. When Congress passes 
the WPTF bill the money will be trans- 
ferred to the World Peace Tax Fund. 


The “conscience deduction” reduced tax- 
payers’ tax liability to $5,273, which they 
reported on line 59. The return indicated 
withholding of $10,890 (line 60). Taxpayers 
sought a refund of $5,617 (line 69), the 
amount they claimed to have overpaid 


(line 68), which is the difference between — 


$5,273 and $10,8 


The IRS concluded that the reported tax 
liability was not only incorrect but also 
frivolous and assessed a $500 penalty 
against taxpayers under section 6702 of 
the Internal Revenue Code. This section 
provides: 


§ 6702. Frivolous income tax return. 
(a) Civil penalty. — If — 

(1) any individual files what purports 
to be a return of the tax imposed by 
subtitle A but which — 


(A) does not contain information on 
which the substantial correctness of the 
self-assessment may be judged, or 
(B) contains information that on its 
face indicates that the self-assessment 
is substantially incorrect; and 
(2) the conduct referred to in para- 
graph (1) is due to — 
(A) a position which is frivolous, or 
(B) a desire (which appears on the 
purported return) to delay or impede 
the administration of Federal income 
tax laws, 


then such individual shall pay a penalty 
of $500. 


26 U.S. C. § 6702(a). 


Taxpayers paid fifteen percent of the 
penalty and filed for a refund under section 
6703(c). They asserted that the frivolous 
income tax return provision (section 6702) 
did not apply. The IRS disagreed; it denied 
the refund. 


Taxpayers brought this action in the dis- 
trict court. They assert that their return 
contains a correct self-assessment within 
the ng ion 6702 because the at- 


mary judgment and granted taxpayers’ mo- 
tion for summary judgment. 


The government asserts that the term 
“self-assessment” as used in section 6702 
refers to the amount of tax reported on line 
59, and that the taxpayer must report the 
correct tax due on that line in order to 
avoid the $500 penalty. 


Standard of Review 


The facts of this case are uncontested. 
We review de novo the district court’s grant 
of summary judgment to determine whether 
taxpayers are entitled to prevail as a mat- 
ter of law. Heiniger v. City of Phoenix, 625 
F. 2d 842, 843 (9th Cir. 1980). 


Discussion 


The legislative history of the Tax Equity 
and Fiscal Responsibility Act of 1982 dis- 
cusses the returns which Congress considered 
to be within the scope of section 6702: 


[T]he penalty could be imposed against 
any individual filing a “return” showing 
an incorrect tax due, or a reduced tax 
due, because of the individual’s claim of 
a clearly unallowable deduction, such as 
...a “war tax’ deduction under which 
the taxpayer reduces his taxable income 
or shows a reduced tax due by that in- 
dividual’s estimate of the amount of his 
taxes going to the Defense Department 
budget, etc. In contrast, the penalty will 
not apply if the taxpayer shows the correct 
tax due but refuses to pay the tax. In such 
a case, of course, the Secretary can assess 
and collect the tax immediately. 


S. Rep. No. 494, 97th Cong., 2d Sess. 278, 
reprinted in 1982 U. S. Code Cong. & Ad. 
News 781, 1024 (emphasis added). 


The district court relied on the italicized 
language of the Senate Report and not the 
statement that the section 6702 penalty ap- 
plies when the taxpayer claims “a clearly 
unallowable deduction.” 


The legislative history of section 6702 
clearly indicates that the $500 penalty is 
applicable to a taxpayer who claims a “con- 
science” or “war tax” deduction, unless the 
taxpayer reports the correct amount due 
but refuses to pay. The first issue we must 
decide is whether the taxpayer must report 
on line 59 the correct tax due or whether 

ne taxpay an avoid the $500 penalty by 

orrect self-assessment ‘in an 
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“contains information that on its face in- 
dicates that the amount of tax shown on the 
return is substantially incorrect.” S. Rep. 
No. 494, 97th Cong., 2d Sess. 277, reprinted 
m 1982 U. S. Code Cong. & Ad. News 781, 
1024 (emphasis added). In our view, the 
term “self-assessment” refers to the amount 
of tax liability reported on the face of the 
return and not to the amount reported in 
attached statements or explanations, be- 
cause the purpose of our tax system of 
self-assessment “is not alone to get tax in- 
formation in some form but also to get it 
with such uniformity, completeness, and ar- 
rangement that the physical task of handling 
and verifying returns may be readily ac- 


complished.” Commissioner v. Lane-Wells 
Co. [44-1 ustc 9.9195], 321 U. S. 219, 223 
(1944). 


The taxpayers did not enter on lines 59 
and 67 the correct amount due and ex- 
plained in their attached statement their 
refusal to pay because of their objection 
to war. Had they done so, section 6/02 
would not apply because the self-assessment 
would be accurate. Instead, taxpayers filed 
a return which “contains information that 
on its face indicates that the self-assessment 
is substantially incorrect.” 26 U. S. C. § 6702 
(a) (1). 

The other requirement of section 6702 is 
that the taxpayer take “a position which is 
frivolous” or indicate a desire to impede the 


administration of the tax laws. 26 U.S. C. 
§ 6702(a) (2). 

The First and Third Circuits recently 
decided identical cases and concluded that 
the section 6702 penalty applies when tax- 
payers claim a war tax deduction on the re- 
turn and attach an explanatory statement. 
Welch v. United States [85-1 ustc $9122], 
750 F. 2d 1101 (ist Cir. 1985); Kahn v. 
United States [85-1 ustc § 9152], No. 83-1897 
(3d Cir. Jan. 23, 1985). In Kahn, the court 
noted that “[t]he test for frivolousness is 
purely an objective one, under which we 
must evaluate the taxpayer’s position in 
terms of its legal underpinnings.” Kahn, 
slip op. at 12. 


There is no provision in the Internal 
Revenue Code for a war tax deduction or 
credit, and taxpayers have no. constitutional 
right to refuse to pay federal taxes because 
of their anti-war sentiments. Autenrieth v. 
Cullen [69-2 ustc J 9724], 418 F. 2d 586 (9th 
Cir. 1969), cert. denied, 397 U. S. 1036 (1970). 
Moreover, Congress specifically identified 
war tax deductions as a target of the sec- 
tion 6702 penalty. Taxpayers’ assertion that 
they may claim a war tax deduction is 
frivolous within the meaning of section 6702. 

The district court’s order granting sum- 
mary judgment in favor of taxpayers is re- 
versed, and the case is remanded with 
instructions to grant summary judgment in 
favor of the government. 


[79281] Clara Mann Judisch, Plaintiff-Appellee v. United States of America, De- 
fendant-Appellant. 
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U. S. Court of Appeals, 11th Circuit, No. 83-3238, 3/20/85—(755 F2d 823.) Affirm- 
ing, reversing and remanding unreported District Court decision. 


Penalties, civil; Penalties on return preparers for understatement of taxpayer’s 
liability: Negligence or intentional disregard penalty.—A federal court of appeals deter- 
mined that a tax practitioner’s willful disregard of the Internal Revenue Code rules and 
regulations could form the basis for assessing tax return preparers’ penalties. In so hold- 
ing, the appellate court reversed the trial court’s directed verdict concerning this issue be- 
cause the trial court ruled that as a matter of law the preparer could not be liable for 
both sections of the penalty provision simultaneously. Furthermore, the trial court com- 
mitted reversible error by permitting the introduction, by the preparer, of a congressional 
resolution passed two years after the investigation, because it was not relevant to a 
determination of the preparer’s good faith and reasonableness in disregarding the statute. 
The appellate court reached this conclusion by examining the legislative history of the 
penalty provision and determined that the preparer could be liable under both sections 
(a) and (b) of Code Sec. 6694 concurrently, for willfully disregarding the tax code or 
regulations for purposes of understating a client’s tax liability. Moreover, if the govern- 
ment demonstrates willfulness under section (b) the preparer has also violated section 
(a) by the very nature of the penalty provision. Accordingly, the appellate court reversed 
and remanded this action to the trial court. Back reference: {| 5589C.02. 


Curtis J. Timm, Troy H. Myers, Jr., 2041 Main Street, Postal Drawer 4195, eae cae 
Fla. 33578, for plaintift- appellee. Michael L. Paup, Richard Farber, Joan I. Oppenheimer, 
Department of Justice, Washington, D. C. 20530, for defendant- appellant. 
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Before Tyortat and Hatcuett, Circuit Judges, and Garza *, Senior Circuit Judge. 


TyOFLAT, Circuit Judge: Section 6694(a) 
of the Internal Revenue Code, 26 U. S. C. 
§ 6694(a) (1982),* imposes a penalty on an 
income tax preparer? who understates a 
taxpayer’s liability on an income tax return 
by negligently or intentionally disregarding 
revenue rules and regulations. Section 
6694(b) of the Code, 26 U. S. C. § 6694(b) 
(1982),° penalizes a tax preparer who will- 
fully understates a taxpayer’s liability on a 
return. The principal question presented in 
this appeal is whether a tax preparer can be 
penalized under section 6694(b) if the 
understatement of taxpayer liabilities is 
caused by the tax preparer’s willful disre- 
gard of revenue rules and regulations. 


Ife 


Clara Mann Judisch, the appellee here, 
is a federal income tax return preparer in 
Sarasota, Florida. She has been preparing 
income tax returns since 1952, when she 
began practicing law in Ames, Iowa. Ju- 


* Honorable Reynaldo G. Garza, U. S. Circuit 
Judge for the Fifth Circuit, sitting by designa- 
tion. 

126 U. S. C. § 6694(a) (1982) provides: 

(a) Negligent or Intentional Disregard of 
Rules and Regulations 

If any part of any understatement of liability 
with respect to any return... is due to the 
negligent or intentional disregard of rules and 
regulations by any person who is an income 
tax return preparer with respect to such return 
or claim, such person shall pay a penalty of 
$100 with respect to such return or claim. 

2 An ‘“‘income tax return preparer’’ is defined 
by section 7701(a)(36)(A) of the Internal Reve- 
nue Code as a person who prepares for com- 
pensation, or who employs one or more persons 
to prepare for compensation, any income tax 
return. 26 U. S. C. § 7701(a)(36)(A) (1982). 

326 U. S. C. § 6694(b) provides: 

(b) Willful Understatement of Liability 

If any part of any understatement of liability 
with respect to any return... is due to a 
willful attempt in any manner to understate 
the liability for a tax by a person who is an 
income tax return preparer with respect to such 
return or claim, such person shall pay a penalty 
of $500 with respect to such return or claim. 
With respect to any return or claim, the amount 
of the penalty payable by any person by reason 

of this subsection shall be reduced by the 
amount of the penalty paid by such aaa Se 
Soke OF [26 U.S. e) pepe 7 


disch practiced law in Ames until she 
moved to Sarasota in 1968. Thereafter, 
she limited her professional. work to the 
preparation of income tax returns. 


Most of Judisch’s taxpayer clients were 
individuals; some were sole proprietors of 
small businesses. Judisch’s first step in pre- 
paring a client’s tax return would be to mail 
the client a four-page questionnaire. On 
receipt of the filled-out questionnaire, 
Judisch would prepare the return and send 
it to the client for his signature. The client 
would then mail the return to the Internal — 


Revenue Service. Usually, Judisch would 
prepare a client’s return without communi- 
cating with him except through the ques- 
tionnaire. In a few instances, she would 
call the client to inquire about information 
disclosed in his answers to her questionnaire. 


In 1976 Congress amended the Internal 
Revenue Code, adding section 280A, 26 
U.S. C. § 280A. (1976),* to limit the type of 


respect to the use of a dwelling unit which is 
used by the taxpayer during the taxable year 
as a residence. 


(e) “Exceptions for certain business or rental 
use; limitation on deductions for such use.— 

(1) Certain business use.—Subsection (a) shall 
not apply to any item to the extent such item 
is allocable to a portion of the dwelling unit 
which is exclusively used on a regular basis— 

(A) as the taxpayer’s principal place of busi- 
ness, 

(B) as a place of business which is used by 
patients, clients, or customers in meeting or 
dealing with the taxpayer in the normal course 
of his trade or business, or 

(C) in the case of a separate structure which 
is not. attached to the dwelling unit, in con-~ 
nection with the taxpayer’s trade or business. 
In the case of an employee, the preceding 
sentence shall apply only if the exclusive use 
referred to in the preceding sentence is for 
the convenience of his employer. 


(5) Limitation on deductions.—In the case of 
a use described in paragraph (1), (2), or (4), 
and in the case of a use described in paragraph 
(3) where the dwelling unit is used by the tax- 
payer during the taxable year as a residence, _ 
the deductions allowed under this chapter for 
the taxable year by reason of being attributed 
to such use shall not exceed the excess of— 

(A) the gross income derived from such use 
for the taxable year, over 

(B) the deductions allocable to such use 


4 Which are allowable under this chapter for the 
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taxpayer eligible to take a “home office” 
deduction; to be eligible for such a deduc- 
tion, the taxpayer must use the portion of 
his residence employed as a “home office” 
exclusively, and on a regular basis, as his 
principal place of business or as a place of 
business used by patients, clients, or cus- 
tomers in meeting or dealing with the tax- 
payer in the normal course of business. 
The amount of the deduction is limited to 
the gross income derived from the use of 
the home office. This amendment to the 
Code was effective for the tax years rele- 
vant to this suit, 1976 and 1977, and Ju- 
disch had knowledge of this fact. 


In mailing her questionnaire to her 
clients for these two tax years, Judisch did 
not elicit the information necessary to en- 
able her to determine whether a given 
client was entitled to a home office deduc- 
tion. Judisch did ask the client to indicate 
whether a part of his home was “used for 
production of income,” and, if so, the per- 
centage of the home so used, and to list 
expenditures the client incurred in carrying 
out such business activity. She did not, 
however, seek the critical information nec- 
essary to determine the client’s eligibility 
for a home office deduction: whether the 
portion of the client’s home used for the 
production of income was used exclusively, 
and on a regular basis, for that purpose; 
whether it was the principal place of the 
client’s trade or business; and the gross 
income derived therefrom. Nevertheless, 
Judisch routinely claimed a home office 
deduction on her clients’ 1976 and 1977 
income tax returns. She did so even when 
it was clear that the client either had no 
earnings from a trade or business or had 
no home office used exclusively as his prin- 
cipal place of business. Moreover, Judisch 
claimed as business expenses, items, such 
as cable television, the home telephone, and 


the home newspaper, that could not qualify 
as business expense. She also claimed in- 
vestment tax credits for property, stich as 
personal property that the client decided to 
use in his home office, that was ineligible 
for such a credit. The IRS discovered Ju- 
disch’s home office deduction practice while 
auditing some of her clients’ tax returns, 
and, after a full investigation, assessed fifty- 
eight penalties against her under sections 
6694(a) and (b) of the Internal Revenue 
Code® for understating tax liability with 
respect to tax returns prepared by her for 
the 1976 and 1977 tax years. 


Judisch thereafter brought this action in 
the district court, as authorized by section 
6694(c) of the Internal Revenue Code, 26 
U.S. C. § 6694(c) (1982), seeking a deter- 
mination of her liability for these penalties. 
She demanded a trial by jury. After the 
parties joined issue, they agreed, for rea- 
sons unimportant to this appeal, to limit the 
trial of the case to the penalties assessed in 
connection with five tax returns, Wotring’s 
1977 return,® the Roates’ 1976 and 1977 
returns, and the Joneses’ 1976 and 1977 
returns. The parties also agreed that the 
order of proof at trial would require the 
government to put on its evidence first. 


The government produced the only wit- 
nesses called at trial, Judisch and Priscilla 
A. Quina, the IRS agent who audited Ju- 
disch’s clients’ tax returns. Judisch called 
no witnesses. All that she presented to the 
jury was a copy of a 1980 Joint Congres- 
sional Resolution, Act of Oct. 1, 1980, 
Pub. L. No. 96-369, 1980 U. S. Code Cong. 
& Ad. News (94 Stat.) § 123, which pro- 
hibited the IRS from using any funds to 
enforce the rules or regulations it had pro- 
mulgated to implement section 280A of the 
Code relating to “the determination of the 
principal place of business of the taxpayer.” 


Exclusive use of a portion of a taxpayer’s 
dewlling unit means that the taxpayer must 
use a specific part of a dwelling unit solely for 
the purpose of carrying on his trade or busi- 
ness. The use of a portion of a dwelling unit 
for both personal purposes and for the carry- 
ing on of a trade or business does not meet 
the exclusive use test. Thus, for example, a 
taxpayer who uses a den in his dwelling unit 
to write legal briefs, prepare tax returns, or 
engage in similar activities, as well [as] for 
personal purposes, will be denied a deduction 
for the expenses paid or incurred in connection 
with the use of the residence which are allo- 
cable to these activities. 


In addition to the exclusive use test, the Act 
requires that the portion of the residence used 
for trade or business purposes must be used 
by the taxpayer on a regular basis in order for 
the aliocable portion of the expenses to be 
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deductible. Expenses attributable to inciden- 
tal or occasional trade or business use of an 
exclusive portion of a dwelling unit would not 
be deductible. 

The provision does not permit a deduction 
for any portion of expenses paid or incurred 
with respect to the use of a dwelling unit 
which is used by the taxpayer both as a resi- 
dence and in connection with income producing 
activities (sec. 212). For example, no deduction 
will be allowed if a taxpayer who is not in the 
trade or business of making investments uses 
a portion of his residence (exclusively and on 
a regular basis) to read financial periodicals 
and reports, clip bond coupons and perform 
similar activities because the activity is not a 
trade or business. 

5 See supra notes 1 and 3. 

6 The district court granted a directed verdict 
on both penalties assessed in connection with 
the 1977 Wotring return because Judisch testi- 
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At the close of all the evidence, Judisch 
moved for a directed verdict as to the sec- 
tion 6694(b) * penalties for willfully under- 
stating her clients’ tax liability. She con- 
tended that a finding of “willfulness’” un- 
der section 6694(b) required that the tax 
return preparer purposely disregard “infor- 
mation furnished by the taxpayer” and that 
the evidence failed to show that she had 
done so. In response, the government ar- 
gued that a section 6694(b) penalty for 
willful understatement of liability may be 
based on the tax preparer’s intentional dis- 
regard of applicable rules and regulations 
and that there was ample evidence for the 
jury to conclude that Judisch had intention- 
ally disregarded such rules and regulations 
in preparing the five returns in question. 
The district court directed a verdict in Ju- 
disch’s favor as to the section 6694(b) pen- 
alties, because, as Judisch contended, the 
evidence did not demonstrate that she had 
intentionally disregarded information fur- 
nished by the taxpayer. The court also con- 
cluded that the evidence was insufficient 
to sustain the penalties under the govern- 
ment’s theory. The court submitted the 
question of Judisch’s liability for the sec- 
tion 6694(a) penalties to the jury, and the 
jury found for Judisch. 


The government appeals, contending that 
the district court erred as a matter of law 
in removing the section 6694(b) penalties 
from the jury. The government also con- 
tends that, with respect to the section 
6694(a) penalties that were submitted to 
the jury, the jury’s verdict must be set 
aside, and a new trial ordered, because the 
court committed prejudicial error in admit- 
ting into evidence the 1980 Joint Congres- 
sional Resolution concerning the IRS’ en- 
forcement of section 280A of the Code. 
We consider these contentions in turn? 


WE 


A. 1. The district court directed verdicts 
as to the section 6694(b) penalties, relying, 
in part, on the assumption that an income 
tax preparer’s intentional disregard of the 
Internal Revenue Code or treasury rules 
and ISLES cannot constitute a os 


tion of section 6694(b). The court reasoned 
that Congress did not intend to proscribe 
the same conduct in both sections 6694(a) 
and (b). As to the former, the court rea- 
soned, Congress intended to proscribe the 
negligent or intentional disregard of the 
rules and regulations; as to the latter, it 
intended to proscribe the willful disregard 
of information furnished by the taxpayer 
for the purpose of understating the amount 
of taxes owed. As an alternative holding, 
the court found the evidence insufficient to 
show that Judisch had willfully understated 
the tax liability on any of the returns be- 
fore the court. 


Section 6694(b), on its face, proscribes 
“a willful attempt in any manner to under- 
state the [taxpayer’s] liability.” ° The will- 
ful disregard of rules and regulations for 
the purpose of understating tax liability 
constitutes a manner of willful attempt 
under the section; accordingly, Judisch vio- 
lated section 6694(b) if she willfully dis- 
regarded the Code or treasury rules and 
regulations to understate tax liability. 


A tax return preparer’s willful disregard 
of the tax code or regulations, for the pur- 
pose of understating a client’s tax liabil- 
ity, violates both sections 6694(a) and (b). 
The text of the latter suggests this result: 
“the amount of the penalty payable by any 
person by reason of this [section] shall be 
reduced by the amount of the penalty paid 
by such person by reason of [section 6694] 
(a).” The treasury regulations and the leg- 
islative history also support this position. 
Treas. Reg. § 1.6694-1(b)(2)(iv) (1984) 
provides as follows: 


In certain situations, a preparer shall 
be subject both to a penalty under [sec- 
tion 6694] (a) ... for intentional disre- 
gard of rules and. regulations and to a 
penalty under [section 6694] (b) for will- 
ful understatement of liability. A penalty 
for willful understatement of liability may 
be based on an intentional disregard of 
rules and regulations. For example, a 
‘preparer who claims a personal exemp- 
tion deduction for the taxpayer’s mother 
with knowledge that the taxpayer is not 
entitled to the deduction will have both 
intentionally disregarded rules and regu- 


known. she was going to testify, it would have 
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lations within the meaning of [section 
6694] (a) ... and willfully understated 
liability for tax within the meaning of 


[section 6694] (b).* 


The legislative history directly supports this 
regulation. H. R. Rep. No. 94-658, 94th 
Cong. Ist Sess., at 279 (1975), reprinted in 
1976 U. S. Code Cong. & Ad. News 2897, 
3175, states in pertinent part: 


A willful understatement of tax liability 
can also include an intentional disregard 
of Internal Revenue Code rules and 
regulations, For example, an income tax 
return preparer who deducts all of a 
taxpayer’s medical expenses, intentionally 
disregarding the percent of adjusted gross 
income limitation, may have both inten- 
tionally disregarded Internal Revenue Code 
rules and regulations and willfully under- 
stated tax liability. In such a case, the 
Internal Revenue Service can assess either 
or both penalties against the income tax 
return preparer. 


See also S. Rep. No. 94-938, 94th Cong. 2d 
Sess., at 356 (1976), reprinted in 1976 U. S. 
Code Cong. & Ad. News 3439, 3785. In 
light of the regulations and the legislative 
history, we conclude that an income tax 
preparer’s willful disregard of the Code or 
the rules and regulations for the purpose of 
understating a client’s tax liability violates 
section 6694(b) and section 6694(a) as well. 


The district court erred in concluding 
that Judisch could not have violated both 
sections 6694(a) and (b). The Congress 
plainly contemplated that an income tax 
preparer could transgress both sections 
simultaneously. Every violation of section 
(b), based on evidence that the taxpayer 
willfully disregarded IRS rules and regula- 
tions, is also a violation of section (a); 
a violation of section (a) is a violation of 
section (b) only where the government 
proves willfulness. 


10 Treasury regulations must be sustained un- 
less unreasonable or plainly inconsistent with 
the Internal Revenue Code. National Muffier 
Dealers Ass’n, Inc. v. United States [79-1 ustc 
1 9264], 440 U. S. 472, 476-77, 99 S. Ct. 1304, 
1307, 59 L. Ed. 2d 519 (1979); Thor Power Tool 
Co. v. Comm. [79-1 ustrc ff 9139], 489 U. S. 522, 
533 n. 11, 99 S. Ct. 773, 781 n. 11, 58 L. Ed. 2d 
785 (1979). Furthermore, the regulation we 
quote, proposed nine months after sections 
6694(a) and (b) became effective, has particular 
force because it represents a substantially con- 
temporaneous construction by those presumed 
to have been aware of the congressional intent. 
National Muffler Dealers, 440 U. S. at 477, 99 
S. Ct. at 1307; Comm. v. South Texas Lumber 
Company [48-1 ustc { 5922], 333 U. S. 496, 501, 
68 S. Ct. 695, 698, 92 L. Ed. 831 (1948). 

In ruling on a motion for directed verdict, 
the district court must consider all the evidence 
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The district court directed a verdict for 
Judisch on all of the section 6694(b) will- 
fulness penalties on the ground that there 
was insufficient evidence in the record from 
which a jury could find that Judisch had 
intentionally disregarded the applicable rules 
and regulations. The sufficiency of the evi- 
dence presents a nettlesome question on 
review “ in this case because of the govern- 
ment’s trial strategy. Inexplicably, the govern- 
ment decided not to establish the information 
Judisch’s clients provided her to enable 
her to prepare the tax returns under scrutiny. 
That is, the government neither introduced 
the questionnaires those clients filled out 
and mailed to Judisch” nor called the 
clients to testify as to the information they 
provided her. In short, the government did 
not prove the amount of tax liability under- 
statement that resulted from the home of- 
fice deduction, and, as to the Wotring return 
for 1977, the government even failed 
to establish that Judisch prepared it. See 
supra note 6. A directed verdict with re- 
spect to the Wotring return was therefore 
in order. A directed verdit was also in 
order as to the Joneses’ return for 1976 
and 1977. The government, after auditing 
those returns, allowed the Joneses’ home 
office deduction. Under these circumstances, 
it could not be said that Judisch inten- 
tionally disregarded the section 280A home 
office deduction requirements. 


The government did manage, however, to 
present sufficient evidence to withstand a 
motion for directed verdict with respect to 
the Roates’ 1976 and 1977 tax returns. 
Judisch admitted that she knew of the re- 
quirements for a home office deduction at 
the time she prepared these returns. She 
knew, for example, that section 280A(c) (5) 
of the Code specified that a home office 


in the case, in the light and with all reasonable 
inferences most favorable to the party opposed 
to the motion. A directed verdict should be 
granted only ‘‘[ilf the facts and inferences 
point so strongly and overwhelmingly in favor 
of one party that the Court believes that rea- 
sonable men could not arrive at a contrary 
verdict... .’’ Boeing Co. v. Shipman, 411 F. 2d 
365, 374 (5th Cir. 1969) (en banc). The motion 
must be denied if there is ‘‘evidence of such 
quality and weight that reasonable and fair- 
minded men in the exercise of impartial judg- 
ment might reach different conclusions ... .” 
Id. See also Federal Kemper Life Assurance 
Co. v. First Nat. Bank of Birmingham, 712 F. 
2d 459, 464 (11th Cir. 1983); Neff v. Kehoe, 708 
F. 2d 639, 641-42 (11th Cir. 1983). 

122 The government did introduce the Joneses’ 
1976 questionnaire into evidence. 
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deduction could not exceed the portion of 
the gross income from the taxpayers’ busi- 
ness attributable to business activity in the 
home office. The Roates had no income 
from a trade or business, whether conducted 
out of the home or elsewhere, in 1976 or 
1977, and Judisch reported no such income 
on the Roates’ tax returns for those 
years.” Nevertheless, she had the Roates 
take a home office deduction in both years. 
These deductions were false for two rea- 
sons. First, the Roates had no income 
from a trade or business against which a 
home office deduction could be taken. Sec- 
ond, the Roates had no “home office” as 
defined in section 280A. All they had was 
a family room where they watched tele- 
vision and listened to the stereo. On these 
facts the jury could readily have found 
that Judisch intentionally disregarded sec- 
tion 280A for the purpose of understating 
the Roates’ tax liability for the 1976 and 
1977 tax years. The district court there- 
fore erred in directing a verdict with re- 
spect to the section 6694(b) penalties on the 
Roates’ returns. 


Bs 


The government’s second contention in 
this appeal is that the district court com- 
mitted reversible error by admitting into evi- 
dence the 1980 Joint Congressional Resolu- 
tion concerning the IRS’ enforcement of 
section 280A of the Code because it was 
irrelevant. Judisch argues, in response, 
that the Joint Resolution, passed three 
years after she prepared the returns in 
question, demonstrated that Congress dis- 
agreed with the IRS position on home office 
deductions.* Judisch contends that the 
congressional resolution was relevant in 
her situation, proving her good faith and 
reasonableness in disregarding the statute 
and claiming the deductions on behalf of 
her clients. We are not persuaded. 


An income tax preparer’s “good faith” 
and the reasonableness of a position he 
takes must be judged at the time the work 
is done. Therefore, only the information 
available to and considered by the income 
tax preparer in preparing a tax return is 
relevant to this good faith issue. It was 
pure coincidence that the Congress passed 
the resolution in question two years after 
the events in issue here. We will not permit 
a litigant in these circumstances to prove 
his good faith or a reasonable basis for his 
action by subsequent developments in the law. 


Judisch argued to the jury that the con- 
gressional resolution indicated that the IRS 
was wrong in challenging the tax returns 
she prepared on behalf of her clients. As 
we indicate in the margin, see supra note 
14, Congress did not intend to approve 
home office deductions for the vast majority 
of individual taxpayers who do not operate 
a trade or business from their residence. 
Furthermore, several of her clients had no 
legitimate trade or business income which 
the Code required to offset the deductions. 
In this context, the challenged evidence 
was highly misleading and prejudicial to the 
jury. In summary, we reverse and remand 
for a new trial, with respect to the Roates’ 
returns, on the section 6694(a) issue of 
negligent understatement of liability. See 
Perry v. State Farm Fire & Casualty Co., 734 
F. 2d 1441, 1446 (11th Cir. 1984); Fed. R. 
Evid. 103. 


For the foregoing reasons, we reverse 
the district court’s judgment with respect 
to the section 6694(a) and (b) penalties on 
the Roates’ 1976 and 1977 returns and re- 
mand the case for a new trial. In all other 
respects, the court’s judgment is affirmed. 


AFFIRMED in part, REVERSED in 
part, and REMANDED. 


13Jn the Roates’ 1977 return, Judisch did at- 
tempt to show that the Roates had earned in- 
come from a trade or business by labeling 
salary income of $5,200, received from their 
employer as self-employment income on sched- 
ph aed a improper, and Judisch 


allowable. Proposed Treas. Reg. § 1.280A-2(b), 
8 Stand. Fed. Tax Rep. (CCH) { 229740 (1981). 
In late December 1981, Congress passed legisla- 
tion to allow a taxpayer to have a different 
principal place of business for each of his 
Separate trades or businesses. Black Lung . 
Benefits Revenue Act of 1981, Pub. L. No. 
97. 981 LU Code ath & Ad. ets (95 
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ing Tax Court, 47 TCM 247, Dec. 40,583(M), TC Memo. 1983-668. 


[Tax Court Rule 142] 


Tax Court: Rules of practice: Failure to meet burden of proof by taxpayer: Bad debt. 
—Because the corporate taxpayer failed to carry its burden of proof, it was denied a bad 
debt deduction for a distribution made to a shareholder in connection with the shareholder’s 
sale of his portion of the corporation, for advances made to a corporation in connection 
with construction work, and for disbursements made to an affiliated corporation formed 
to market computer programs. The court found that none of the disbursements were 
made with the intent to create a bona fide indebtedness. Back reference: J 5823A.16. 


[Code Sec. 166(a)] 


Bad debts: Deductions—bad debt: Advances: Capital contributions distinguished: 
Bona fide debt.—The corporate taxpayer was denied a bad debt deduction for a distribu- 
tion made to a shareholder in connection with the shareholder’s sale of his portion of the 
corporation, for advances made to a corporation in connection with construction work, 
and for disbursements made to an affiliated corporation formed to market computer pro- 
grams. The court found that the transfer, in which the shareholder received the proceeds 
from his portion of the corporation’s profit-sharing plan and the cash value of a life insur- 
ance policy as consideration for his share of the corporation, failed to create a bona fide 
indebtedness. Also, the court found that a debt that the selling shareholder (who was 
insolvent) assumed in connection with the sale of his interest in the corporation, thereby 
reducing the amount of proceeds he obtained from such sale, was not deductible by the 
corporate taxpayer because it failed to prove that the assumed debt had not been paid. 
Further, the court found that advances made to a corporation, which later became in- 
solvent, for construction work performed on filling stations were normal progress payments 
rather than loans. Furthermore, the court found that disbursements made to an affiliated 
corporation formed to market computer programs were capital contributions rather than 
loans. The affiliated corporation was severely undercapitalized from its inception, there 
was no fixed maturity date for the repayment of any of the advances, no repayments of 
principal or interest were made, and the notes reflecting such advances were not issued 
contemporaneously, but at irregular intervals to memorialize the aggregate total advanced 
at various times. Back references: {[ 1619.014, 1619.1145, 1619.2861, and 1619.37. 

Towner Leeper, 444 Executive Center Blvd., El Paso, Tex. 79902, for petitioner- 
appellant. Glenn L. Archer, Jr., Assistant Attorney General, Carleton D. Powell, 
Michael L. Paup, John P. Griffin, Department of Justice, Washington, D. C. 20530, 
Joel Gerber, John H. Menzel, Internal Revenue Service, Washington, D. C. 20224, for 
respondent-appellee. 


Before GEE, WILLIAMS and Jotty, Circuit Judges. 


Gee, Circuit Judge: Piggy Bank Stations, 
Inc. (Stations) and Piggy Bank, Inc. brought 
an action in the United States Tax Court 
contesting the assertion of income tax de- 
ficiencies against them by the Commissioner 
of Internal Revenue (the ‘‘Commissioner”). 
The tax court held for the Commissioner. 
We affirm. 


1g 


Sam S. Klink and William Johnstone 
owned equal shares of two affiliated corpo- 
rations, Piggy Bank Land, Inc. (Land) and 
Stations. Stations operated gasoline sta- 
tions and owned some of the stations it 
operated. Land owned and leased other 
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filling stations to Stations, and still other 
filling stations were leased to Stations by 
unrelated parties. Klink handled the finan- 
cial matters of the Piggy Bank corpora- 
tions, while Johnstone concentrated on 
managing Stations’ business. 


Klink was also one of two equal partners 
in the Browne & Klink partnership (B & 
K), which was engaged in various land 
development projects. These projects in- 
cluded locating stations sites and designing 
and constructing filling stations to be oper- 
ated by Stations and in most cases to be 
owned by Land. Robert F. Brown man- 
aged the activities of B & K, and Klink 
handled its financial affairs. 
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General Computer Service, Inc. (Computer) 
was formed to market computer programs 
that originally had been developed to facilitate 
internal reporting and accounting control 
_ of Stations’ business. Stations, Klink, and 
Johnstone, among others, became stock- 
holders in Computer. 


In March 1976, Klink purchased John- 


stone’s interests in Stations and Land for 
cash. Then Klink sold all of the Stations 
and Land stock to a newly formed corpora- 
tion, Piggy Bank, Inc. The new owner of 
Stations and Land claimed various deduc- 
tions for bad debts. The Commissioner 
disallowed these deductions and assessed 
deficiencies against Stations and Land. 
Stations and Land challenged the Commis- 
sioner’s ruling in the tax court. The tax 
court upheld the Commissioner’s ruling, 
and this appeal followed. 


10k 


Before analyzing the particular pur- 
ported bad debts, we note certain principles 
that control this case. Internal Revenue 
Code (IRC) §166(a) provides: “[t]here 
shall be allowed as a deduction any debt 
which becomes worthless within the taxa- 
ble year.” To be deductible under § 166(a), 
the debt must be bona fide: 


Bona fide debt required. Only a bona 
fide debt qualifies for purposes of sec- 
tion 166. A bona fide debt is a debt 
which arises from a debtor-creditor rela- 
tionship based upon a valid and enforce- 
able obligation to pay a fixed or deter- 
minable sum of money. ... A gift or 
contribution to capital shall not be con- 
sidered a debt for purposes of section 
166. The fact that a bad debt is not due 
at the time of deduction shall not of itself 
prevent its allowance under section 166. 


Treas. Reg. §1.166-1(c). The question 
whether payments or disbursements by a 
taxpayer are to be treated as debts for tax 
purposes is an issue of fact, and we will not 
disturb the Commissioner’s finding on such 
issues unless the finding is clearly errone- 
ous. Estate of Mann v. United States [84-1 
usTC 7 9454], 731 F. 2d 267, 273 n. 8 (Sth 
Gir: _ 1984). See also Brimberry v. Com- 

[79-1 ustc A218], 588 Ae 2d sche 


for these deductions. 


bad debt characterization. Mann, 731 F. 2d 
at 273 n. 8; Byram v. Commissioner [77-2 
uste § 9541], 555 F. 2d 1234, 1236 (5th 
CirlO7/)). 


In this case, Stations and Land claimed 
bad debt deductions for three different 
types of disbursements that the corpora- 
tions made. Although each type of dis- 
bursement requires a_ slightly different 
analysis, we agree with the tax court’s 
conclusion that none of the disbursements 
was made with the intent to create an 
indebtedness of the payee to Stations or 
Land. 


A. The first category of bad debt loss 
claimed as a deduction consists of distribu- 
tions Stations made to Klink in March 
1976 in connection with Klink’s sale of his 
share of Stations. The existence of a debt 
presupposes the existence of a loan. Alter- 
man Foods, Inc. v. United States [75-1 ustc 
7 9151], 505 F. 2d 873, 875-77 (Sth Cir. 1974), 
sets forth the factors to be considered in 
determining whether a disbursement to a 
shareholder is properly characterized as a 
loan. These factors include: (1) whether 
the parties intended to create an uncondi- 
tional obligation to repay, (2) whether the 
shareholder controlled the corporation, (3) 
whether any security was given, (4) whether 
there was a maturity date and a specific 
repayment schedule, and (5) whether the 
shareholder had the ability to repay. 


As consideration for Klink’s share of 
Stations, Klink received his share of the 
proceeds of Stations’ profit-sharing plan 
and the cash value of a life insurance policy 
Stations had held on him. Stations claimed 
and deducted both sums as bed debts. As 
the tax court correctly recognized, how- 
ever, no statutory or other authority exists 
Neither the life in- 
surance policy nor the profit-sharing plan 
has even one of the characteristics of a 
bona fide debt. Transferring the cash value 
of an insurance policy is a common occur- 
rence when the ownership of a closely 


held corporation changes hands, and the 


transfer here occurred pursuant to an ex- 
press provision of the contract of sale be- 
tween Klink and the purchaser. The transfer 
certainly created no indebtedness. As for 
the iat shaving plan, IRC seo 
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required Stations to distribute the plan 
assets to the participants upon the termina- 
tion of the plan (assuming the plan was 
“qualified” under IRC § 401). No indica- 
tion exists that Stations had any claim to 
the assets in the profit-sharing plan, either 
before or after the sale of Stations’ stock. 
Therefore, no indebtedness could have re- 
sulted from the distribution of Klink’s 
share of the plan assets. 


The final component of the first type 
of bad debt loss involves the assumption 
of a debt of Johnstone. When Klink was 
negotiating the sale of Stations, the pro- 
spective purchasers noted an alleged debt 
of Johnstone to Stations. Klink assumed 
half the debt ($4588.11) to avoid upsetting 
the sale. Klink’s proceeds from the sale 
were reduced by some $7000 for payment 
of “personal bills.” Because the prospective 
purchasers knew Klink to be insolvent at 
this time, the tax court found that the $7000 
had included the assumed debt of $4588.11. 
The court concluded that the assumed debt 
had been paid, and on that basis held that 
the Commissioner had properly disallowed 
the deduction of the $4588.11 as a bad debt. 
Stations produced no evidence to rebut the 
Commissioner’s determination, and thus 
failed to bear its burden of proof on this 
issue. See Brimberry v. Commissioner, [79-1 
ustc J 9187], 588 F. 2d 975, 977 (5th Cir. 
1979). We therefore affirm the tax court’s 
ruling. 


B. The second type of bad debt loss 
claimed by Stations and Land involves 
advances these corporations made to B & 
K. When Stations or Land sought new 
sites for filling stations or built new filling 
stations on these sites, the corporations 
hired B & K to find the sites and then to 
act as general contractor during construc- 
tion. Both Stations and Land advanced 
money to B & K in connection with these 
activities, and both contend that the ad- 
vances became deductible bad debts when 
B & K became insolvent. The Commissioner 
and the tax court rejected this contention, 
ruling that the advances were normal 
progress payments for construction work 
rather than loans and disallowing the bad 
debt deduction. 


The conclusion of the Commissioner and 
the tax court on this issue is clearly cor- 
tect. Aside from the fact that Stations and 
Land apparently carried the advances on 
their books as accounts receivable, nothing 
in the record indicates that the parties in- 
tended the advances to create an indebted- 


ness of B & K to Stations or Land. B & K | 
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made no repayment of any sums advanced 
to it from the time of the first advances in 
1966 until the sale of Stations and Land in 
1976, and the corporations presented no 
evidence that B & K was insolvent during 
much of this period. Stations and Land 
also failed to present evidence of any 
agreement they may have had with B & K 
as to an interest rate, repayment dates, or 
even whether B & K was obligated to re- 
pay the advances. 


Stations and Land argue that the tax 
court’s recognition that some portion of the 
total amount advanced to B & K may have 
been for B & K projects not directly in- 
volving locating and developing properties 
for them, combined with the parties’ stipu- 
lation that the advances occurred in the 
course of the corporations’ business, re- 
quires us to reverse the Commissioner’s 
ruling that Stations and Land were not 
entitled to deduct their advances as bad 
debt. Stations and Land argue that rever- 
sal is required because no statute, regula- 
tion, or case requires them to establish a 
precise allocation of the amount advanced 
for developing service stations and the 
amount advanced for other projects. This 
contention is meritless. Because Stations 
and Land are required to establish every 
element of any claimed deduction, the cor- 
porations have the burden of establishing 
the exact amount of any advances not used 
to develop service stations pursuant to a 
debtor-creditor relationship. Watson v. Com- 
missioner [80-1 ustc 9302], 613 F. 2d 594, 
599 n. 7 (5th Cir. 1980). Stations and Land 
have failed to meet this burden because 
they have failed to establish that any debt 
existed between them and B & K. That the 
advances occurred in the ordinary course of 
the corporations’ business is irrelevant. We 
hold that the tax court properly upheld the 
Commissioner’s disallowance of the corpo- 
ration’s deduction for the advances to B & K. 


C. The final type of bad debt loss claimed 
as a deduction involves disbursements Sta- 
tions made to Computer, a corporation 
formed to market computer programs that 
Stations had developed. Stations, Klink, 
and Johnstone, among others, were share- 
holders in Computer. For several years, 
substantially all of Computer’s operating 
expenses were paid by Stations. Stations 
paid some of the advances to third parties 
for expenses incurred on Computer’s behalf 
and some directly to Computer. Some of 
the advances were reflected by promissory 
notes payable on demand and some were 
simply carried by Stations as receivables. 
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No payments of interest or principal were 
made on any of these notes or advances, and 
Stations claimed a bad debt deduction for 
the total amount of advances it had made 
to Computer. 


The Commissioner disallowed this deduc- 
tion, finding that the advances were capital 
contributions rather than loans, and the 
tax court affirmed the Commissioner’s find- 
ing. We hold that the decision of the Com- 
missioner and the tax court on this issue 
was correct. In Texas Farm Bureau v. United 
States [84-1 ustc 9247], 725 F. 2d 307 
(Sth Cir. 1984), we listed the factors to be 
considered in determining whether an ad- 
vance is a loan or contribution to capital. 
These factors are: (1) the names given to 
the instruments evidencing the indebted- 
ness; (2) the presence or absence of a fixed 
maturity date; (3) the source of the pay- 
ments; (4) the right to enforce payment of 
principal and interest; (5) the resulting 
participation in management; (6) the status 
of the contribution in relation to regular 
corporate creditors; (7) the intent of the 
parties; (8) “thin” or adequate capitaliza- 
tion; (9) identity of interest between credi- 
tor and stockholder; (10) source of interest 
payments; (11) the ability of the corporation 
to obtain loans from third-party lenders; 
(12) the extent to which the advance was 
used to acquire capital assets; and (13) the 
failure of the debtor to repay on the due 
date or to seek a postponement. Id. at 311; 
see also Estate of Mixon v. United States 
[72-2 ustc J 9537], 464 F. 2d 394, 402 (5th 
Cir. 1972). 


2Stations argues that the tax court erron- 
eously found that Computer was unable to 
obtain third-party financing. In particular, Sta- 
tions contends that the tax court ignored Com- 
Puter’s ‘‘Software License Agreement’’ with 
Greyhound Computer Corporation (Greyhound), 
dated January 3, 1975, in which the parties 
acknowledged that Greyhound had extended 
the maturity date on Computer’s $300,000 debt 
and had agreed to loan Computer an additional 
$1,500,000. This provision of the agreement, 
Stations contends, proves that Computer could 


obtain third-party financing and constitutes _ 


persuasive evidence that Stations’ advances to 
Computer were loans. We disagree. 

First, the loan package between Greyhound 
and Computer mentioned in the Software Li- 
cense Agreement appears to be simply a minor 


component of the license agreement, under 
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Applying the Texas Farm Bureau factors 
to the facts of this case, we conclude that 
the Commissioner properly characterized 
Stations’ disbursements to Computer as 
capital contributions rather than loans. 
Computer was severely undercapitalized 
from its beginning. There was no fixed 
maturity date for repayment of any of the 
advances. Furthermore, Computer made 
no repayment of principal or interest, and 
because the advances were used to meet 
Computer’s day-to-day operating expenses, 
Stations could have expected repayment 
only if Computer became a successful busi- 
ness enterprise. The record indicates that 
beginning in 1973 or 1974, Computer was 
unable to obtain additional financing from 
third parties. Finally, although some of 
the advances were evidenced by demand 
notes, these notes were not issued contem- 
poraneously with the individual advances 
but rather at irregular intervals to memori- 
alize the aggregate total advanced at vari- 
ous times. And although the notes set an 
interest rate of ten percent, no interest was 
collected. The existence of the notes under 
these circumstances does little to establish 
that the advances were loans rather than 
capital contributions. See Texas Farm Bu- 
reau, 725 F. 2d at 312. In view of this evi- 
dence, the tax court’s characterization of 
Station’s advances to Computer as capital 
contributions was correct. 


For the foregoing reasons, the judgment 
of the tax court is 


AFFIRMED. 


which Computer agreed to transfer substan- 
tially all its assets to Greyhound in exchange 
for royalty payments. (Greyhound later exer- 
cised its option to terminate this contract.) 
Second, even if the loan from Greyhound had 
been independent of other transactions, it 
cannot be considered persuasive evidence that 
Computer was able readily to obtain third-party 
financing at this time, for Computer’s financial 
records indicate that it was insolvent and had 
been for some time. Finally, even if we ac- 
cepted Stations’ contention regarding the loan 
at face value, this evidence would be insuffi- 
cient, in view of the overwhelming evidence 
suggesting that Stations’ advances to Com- 
puter were capital contributions, to sustain 
Stations’ burden of proof to show that the 
advances were loans. : 


© 1985, Commerce Clearing House, Inc. 
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[7 9283] United States of America and Internal Revenue Service Special Agent 
Michael O. Hanson, Petitioners-Appellants v. Texas Heart Institute and Greg C. Wad- 
dill, Associate Administrator and Counsel, Respondents-Appellees, Dr. Bernard M. 
Barrett, Jr., Intervenor-Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 84-2178, 3/21/85.—(755 F2d 469.) Vacating 
| and remanding an unreported District Court decision. 


[Code Secs. 7602 and 7609] 


Examination of books and witnesses: Summonses: Enforcement of.—The United 
States District Court for the Southern District of Texas improperly denied enforcement 
of summonses issued to four hospitals for certain records of patients of a plastic surgeon. 
The government had met its burden of demonstrating compliance with the criteria in 
Powell, SCt, 64-2 ustc {| 9858, relating to legitimate purposes, relevance, the type of 
information sought and compliance with administrative procedure. The appellate court 
found that the burden then shifted to the hospitals and the intervenor-doctor, but that 
they failed to prove that the requirements of Powell were not met or that enforcement of 
the summonses would constitute an abuse of process. Although the doctor complained 
that he failed to receive notice from the IRS, the appellate court found that, even if the 
summonses were third-party summonses for which notice was required, the failure to 
formally comply with this administrative step would not necessarily bar enforcement. 
The doctor could not demonstrate prejudice from lack of formal notice since he had 
actual notice of the summonses, he was allowed to intervene in the proceeding and the 
information requested had yet to be divulged to the IRS. The appellate court remanded 
the case to the district court for a determination as to whether a disclosure that the 
doctor was under IRS criminal investigation (contained in IRS mass mailings to his 
patients seeking information regarding services and fees) was “return information”, and, 
if so, whether disclosure of that information was unauthorized. Even if past disclosures 
were improper, however, the district court could condition enforcement of the summonses 
by requiring that the IRS agree to desist from further unlawful disclosures rather than 
deny enforcement. Back references: {[ 5924.562, 5924.65 and 5930D.30. 


Daniei K. Hedges, United States Attorney, Houston, Tex. 77208, Glenn L. Archer, Jr., 
Assistant Attorney General, Charles E. Brookhart, William A. Whitledge, Michael L-. 
Paup, Department of Justice, Washington, D. C. 20530, for petitioners-appellants. C. W- 
Wellen, Jasper G. Taylor, III, Fulbright & Jaworski, 800 Bank of the Southwest Bldg., 
Houston, Tex. 77002, for Texas Heart Institute, Texas Childrens’, St. Luke’s and Wad- 
dill. Joyce R. Scruggs, H. Ronald Welsh, Vinson & Elkins, 3200 First City Tower, 
Houston, Tex. 77002, Woodward Hall & Primm, 4700 Texas Commerce Tower, Houston, 
Tex. 77002, for Methodist Hospital. Charles J. Escher, Silvia T. Hassell, Edward D. 
Urquhart, 1800 West Loop South, Houston, Tex. 77027, for Bernard M. Barrett, Jr. 


Before GoLpserc, JoHNSON, and Davis, Circuit Judges. 


Jounson, Circuit Judge: The United States 
Internal Revenue Service (IRS) and IRS 
Agent Michael O. Hanson filed petitions to 
enforce four IRS summonses. These sum- 
monses were directed to the Texas Heart 
Institute, Texas Children’s Hospital, St. 
Luke’s Episcopal Hospital, and Methodist 
Hospital. All four petitions to enforce were 
consolidated. After a hearing, the district 
court denied enforcement of the summonses. 
The IRS and Agent Hanson appeal, assert- 
ing that the district court improperly denied 
enforcement of the summonses. This Court 
agrees. We vacate the order of the district 
court denying enforcement, and remand this 
case to the district court to enter an order 
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enforcing the summonses to the extent dis- 
cussed in this opinion. 


I. Background 


Dr. Bernard M. Barrett, Jr., the taxpayer 
under investigation in the instant case, is a 
physician specializing in plastic and recon- 
structive surgery. Dr. Barrett is on the 
staff or permitted to practice at a number 
of hospitals in the Houston, Texas, area. At 
Dr. Barrett’s direction, about forty percent 
of Dr. Barrett’s patients receive some type 
of treatment or testing at a hospital. Dr. 
Barrett believes that many of his patients 
would not want it known that they have 
undergone plastic surgery. Therefore, Dr. 
Barrett strictly enforces a policy of con- 
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fidentiality, and seeks to insure that even his 
patients’ names are kept confidential.* 


In 1979, the IRS began an income tax 
audit of Dr. Barrett. Initially, Dr. Barrett 
gave the IRS agents involved complete 
access to all his records. The agents had 
difficulty reconciling the income reported 
by Dr. Barrett on his tax returns with the 
amounts shown in his records. The agents 
indicated to Dr. Barrett’s accountant that 
the agents thought there was a discrepancy 
in Dr. Barrett’s income. 


In 1981, the case was referred to the 
Criminal Investigation Division (CID) of 
the IRS to determine whether criminal vio- 
lations of the Intenral Revenue Code had 
occurred. Eventually, the case was assigned 
to Special Agent Michael O. Hanson. Han- 
son determined it was necessary to verify 
the sums each of Dr. Barrett’s patients had 
paid Dr. Barrett in order to determine 
whether Dr. Barrett har reported all his 
income for the years at issue. In order to 
obtain the names and addresses of some of 
Dr. Barrett’s patients, Agent Hanson issued 
summonses to all the hospitals at which Dr. 
Barrett practiced. The summonses re- 
quested each hospital to provide the names 
and addresses of Dr. Barrett’s patients, as 
well as any information regarding amounts 
and method of payment for Dr. Barrett's 
services. The summonses also requested the 
names of the patients’ insurance companies. 
The summons asked for this information 
for all of Dr. Barrett’s patients admitted, 
treated, or tested at that hospital during 
the period 1976 through 1980. 


All but four hospitals complied with these 
summonses. The Texas Heart Institute, 
Texas Children’s Hospital, St. Luke’s Epis- 
copal Hospital, and Methodist Hospital all 
refused to comply with the summonses. 
From the hospitals that did comply with 
the summonses, the IRS obtained names of 
350 patients. Each patient was sent a form 
letter stating that Dr. Barrett was under 
investigation by the Criminal Investigation 
Division of the IRS, and requested each 


patient to provide the dates and amounts of 
payments they made to Dr. Barrett for 
medical services. The IRS received 81 re- 
sponses. To date, no follow-up inquiries 
have been made to the remainder of the 350 
patients. 


Upon refusal by the four named hospitals 
to comply with the summonses, the Govern- 
ment filed petitions to enforce the sum- 
monses. Dr. Barrett intervened. The district 
court conducted a hearing where Agent 
Hanson and Dr. Barrett testified, along 
with other witnesses. At the conclusion of 
the hearing, the district court ruled that it 
would not enforce the summonses. The dis- 
trict court found that the IRS agents were 
acting on a good faith belief that tax fraud 
was involved. The district court, however, 
found that the summonses would only dis- 
close the names and addresses of forty per- 
cent of Dr. Barrett’s patients, while the 
IRS already had 100% of the names in Dr. 
Barrett’s records. The district court based 
its ruling on four factors: 


One is the fact that you’ve got all the 
records you need in [Dr. Barrett’s] of- 
fice? 


The second point I am basing it on is 
the fact that the hospital records of 
names and address[es] will only reach a 
small percentage of all the Doctor’s pa- 
tients.” 


I am also basing my ruling on the fact 
that prior attempts to contact patients 
for verification of the amounts they paid 
have not been very successful... 3 


And, as I say, I am concerned about 
the shot-gunning of these people by send- 
ing out these form letters in a [manner] 
where they reached people who had no 
reason to be contacted at all, such as 
spouses. 

Record Vol. 5 at 5. 


The district court also stated that the 
evidence did not show that the only way 
the Government could get this information 
would be from the hospitals. Furthermore, 
the district court recited that the evidence 


1 Dr. Barrett takes numerous precautions to 
keep his patients’ identities and medical infor- 
mation confidential. Dr. Barrett has made ar- 
rangements with the hospitals at which he 
practices to admit patients under false names or 
even under code numbers. Dr. Barrett has in- 
formed his employees that the divulging of a 
name or a procedure with respect to any pa- 
tient can result in immediate dismissal. 

2 Only forty percent of Dr. Barrett’s patients’ 
names and addresses are in the possession of all 
the hospitals summoned. — 

3 Kighty-one of 350 patients responded to the 


prior mailing for a response rate of slightly 


greater than twenty percent. Dr. Barrett and 
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the hospitals asserted that twenty percent (tne 
response rate) of forty percent (the percentage 
of Dr. Barrett’s patients treated at all hos- 
pitals) would indicate that only eight percent 
of all of Dr. Barrett’s patients would respond 
to the IRS’s mass mailing. It is noted, how- 
ever, that the response rate might be much 
greater than the hospitals and Dr. Barrett 
asserted. Agent Hanson testified that he did 
not follow up on the prior mailing because he 
was awaiting the outcome in the instant case. 
Thus, it is very possible that the final response 
rate would be much greater than the eight 
percent figure urged by Dr. Barrett and the 
hospitals) © 4 i: 
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did not show that the Government had 
made substantial efforts to get the infor- 
mation from other sources, and that the 
evidence did not show that the information 
would prove what the Government asserted 
it would prove. 


The Government appeals the district 
court’s denial of the enforcement petitions. 
The Government asserts that it met its 
initial burden under Umited States v. Powell 
[64-2 ustc 7 9858], 379 U. S. 48, 85 S. Ct. 
248, 13 L. Ed. 2d 112 (1964). The Govern- 
ment argues that the burden then shifted to 
the hospitals and Dr. Barrett and that the 
hospitals and Dr. Barrett failed to prove 
that the requirements of Powell were not 
met. Consequently, the Government urges 
that the summonses should have been en- 
forced. In contrast, the hospitals argue 
that they met their burden under Powell. 
Dr. Barrett further asserts that the Govern- 
ment failed to provide notice to him as 
required by 26 U. S. C. § 7609, and that the 
IRS agent involved disclosed return infor- 
mation in violation of 26 U. S. C. § 7213. 
This Court concludes that the Government 
carried its burden under Powell, while the 
hospitals and Dr. Barrett did not. There- 
fore, the order of the district court is 
vacated and the case remanded to the dis- 
trict court to enter an order enforcing the 
summonses to the extent discussed in this 
Opinion. 


II. Standard of Review 


As this Court stated in United States v. 
Sun First National Bank [75-1 ustc J 9356]: 


Our review requires us to accept the 
facts found by the district court unless 
clearly erroneous, under F. R. Civ. P. 
52(a), and to review the court’s compli- 
ance with the mandates of United States 
v. Powell [64-2 ustc { 9858], 379 U. S. 48, 
85S. Cta248. 13 Eda 2d LiZi(1964). .. 


510 F. 2d 1107, 1109 (5th Cir.), cert. denied, 
423 U. S. 927, 96 S. Ct. 273, 46 L. Ed. 2d 254 
(1975). See also United States v. Davis 
[81-1 ustc J 9193], 636 F. 2d 1028, 1035 (5th 
Cir.), cert. denied, 454 U. S. 862, 102 S. Ct. 
320, 70 L. Ed. 2d 162 (1981). 


In Powell, the Supreme Court set forth 
four requirements for enforcement of a 
summons: 


[The Commissioner] must show that 
the investigation will be conducted pur- 
suant to a legitimate purpose, [2] that 
the inquiry may be relevant to the pur- 
pose, [3] that the information sought is 
not already within the Commissioner’s 
possession, and [4] that the administra- 
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tive steps required by the Code have 
been followed... 


Powell, 379 U. S. at 57-58, 85 S. Ct. at 255. 
The Supreme Court added a further con- 
sideration when it admonished that “[i]t is 
the court’s process which is invoked to en- 
force the administrative summons and a 
court may not permit its process to be 
abused.” Powell, 379 U. S. at 58, 85 S. Ct. 
at 255 (footnote omitted). 


The Government initially bears the bur- 
den of demonstrating the first four Powell 
criteria. That initial burden is a minimal 
burden, which may be met by a simple 
affidavit filed with the petition to enforce 
the summonses by the agent who issued 
the summonses. United States v. Davis, 636 
F. 2d at 1034. See United States v. Wyatt 
[81-1 ustc 79211], 637 F. 2d 293, 299-301 
(5th Cir. 1981). This was done by Agent 
Hanson in the instant case. See also Powell, 
S/R SS ALL Ooo Cite Zoo (ene RS 
has authority to investigate “merely on sus- 
picion that the law is being violated, or 
even just because it wants assurance that 
it is not’’). 

Once this initial Powell showing has been 
made, the burden shifts to the parties re- 
sisting the summonses to demonstrate that 
the IRS has failed to meet its Powell bur- 
den} Powell 379) UviSemat S885" SS. Ctxat 
255; United States v. Linsteadt [84-1 ustc 
79215], 724 F. 2d 480 (5th Cir. 1984); 
Wyatt, 637 F. 2d at 301, Davis, 636 F. 2d at 
1034, or to assert and prove that enforce- 
ment would represent an abuse of the 
court’s process, Powell, 379 U. S. at 58, 85 
S. Ct. at 255; United States v. LaSalle Na- 
tional Bank [78-2 ustc J 9501], 437 U. S. 
298, 98 S. Ct. 2357, 57 L. Ed. 2d 221 (1978); 
Wyatt, 637 F. 2d at 301. 


This Court concludes that the Govern- 
ment amply met its initial burden through 
Agent Hanson’s declaration attached to the 
petition to enforce and his testimony. Thus, 
the burden rests on the hospitals and Dr. 
Barrett to demonstrate that the Govern- 
ment has failed to meet one of the four 
requirements of Powell or that enforcement 
of the summonses would constitute an 
abuse of process. This Court concludes 
that the hospitals and Dr. Barrett have 
failed to meet their burden on each issue. 


III. Relevancy 
The district court found that the records 
sought by the IRS were “not the records 
that are going to be of benefit” to the IRS, 
record Vol. 5 at 4, because only forty per- 
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cent of Dr. Barrett’s patients’ names and 
addresses were available from the hospitals 
and the mailing would only gather about a 
twenty percent response from that forty 
percent. To the extent the district court 
required the IRS to show some “specific 
benefit” from the information sought, the 
district court applied an incorrect standard 
to determine the relevancy of the informa- 
tion sought, as the following discussion 
demonstrates. 


The Supreme Court recently addressed 
the meaning of the phrase in Powell “that 
the inquiry may be relevant to the purpose” 
of the investigation. In United States v. 
Arthur Young & Co. [84-1 ustc J 9305], — 
U.S. —, 104 S. Ct. 1495, 79 L. Ed. 2d 826 
(1984), the Supreme Court pointed out that 
26 U.S. C. § 7602 authorizes the Secretary 
of the Treasury to “summon and ‘examine 
any books, papers, records, or other data 
which may be relevant or material’ to a 
particular tax inquiry.” 104 S. Ct. at 1500—O1 
(emphasis added and footnote omitted). 
The Supreme Court then stated: 


As the language of § 7602 clearly indi- 
cates, an IRS summons is not to be 
judged by the relevance standards used 
in deciding whether to admit evidence in 
federal court. Cf. Fed. Rule Evid. 401. 
The language “may be” reflects Con- 
gress’ express intention to allow the IRS 
to obtain items of even potential rele- 
vance to an ongoing investigation, with- 
out reference to its admissibility. The 
purpose of Congress is obvious: the Serv- 
ice can hardly be expected to know 
whether such data will in fact be rele- 
vant until it is procured and scrutinized. 
As a tool of discovery, the § 7602 sum- 
mons is critical to the investigative and 
enforcement functions of the IRS, see 
United States v. Powell [64-2 ustc J 9858], 
S/9ONUINS? “A85857, 85S Cty 24a cose ls 
L. Ed. 2d 112 (1964); the Service there- 
fore should not be required to establish 
that the documents it seeks are actually 
relevant in any technical, evidentiary 
sense. 


104 S. Ct. at 1501! (emphasis in original). 
“Records that illuminate any aspect of the 
[taxpayer’s] return ... are therefore highly 
relevant to legitimate IRS inquiry.” Jd. at 
1501-02, 


In Arthur Young, the Supreme Court 
noted that the test for relevancy used by 
the Second Circuit had been widely accepted 


among the Courts of Appeals, including 
ther-Fitthy Circuit. 1048S. NC absO temas 
That standard is: 


[W]hether the summons seeks infor- 
mation which “might throw light upon 
the correctness of the taxpayer’s return.”’ 
Foster v. United States [59-1 ustc { 9330], 
265 F. 2d 183 (2d Cir. 1959), cert. denied, 
SGOT SOI 7/9) Sh Ciel 2 97-63 clea dec 
1261 (1959). [further citations omitted]. 
This definition has been narrowed further 
to require an indication of a “realistic 
expectation rather than an idle hope that 
something might be discovered.” United 
States v. Harrington [68-1 ustc { 9178], 
388 F. 2d 520, 524 (2d Cir. 1968). 


Wyatt, 637 F. 2d at 300—301. See also Lin- 
steadt, 724 F. 2d at 482. While the Supreme 
Court in Arthur Young did not expressly 
adopt this test for relevancy, its use of the 
phrase “illuminate any aspect of the re- 
turn’”’ appears to this Court to be a favor- 
able reference to that standard.* 


It is clear from the testimony at trial that 
the initial examination of Dr. Barrett’s 
books indicated to the Government some 
type of discrepancy. Even Dr. Barrett’s 
accountant testified that he attempted to 
help the IRS agent reconcile Dr. Barrett’s 
books, but he “had difficulty with it.” Rec- 
ord Vol. 7 at 29. The Government asserts 
on appeal that one of the things an agent 
would look for in such a case is unreported 
income. In other words, the agent would 
look for discrepancies between what pa- 
tients actually paid and what Dr. Barrett 
recorded in his records. One way to find 
such discrepancies (and possibly the only 
way in some instances) would be to contact 
patients and compare the amounts their 
records show they paid to Dr. Barrett with 
what the doctor’s records show he received 
from that patient. Surely such discrepan- 
cies would be potentially relevant to an 
ongoing investigation and would “shed light 


on the correctness” of Dr. Barrett’s return. 


The hospitals and Dr. Barrett argue 
strenuously that the Government has no 
“realistic expectation” of obtaining useful 
information from the summonses because 
without a one hundred percent response 
from the patients the IRS will be unable to 
calculate Dr. Barrett’s gross income. It 
appears to this Court that information ob- . 
tained from these summonses can be used 
in more than one way. Contacting Dr. 


4The Supreme Court perhaps suggests an 
even more expansive standard: any information 
that is even potentially relevant to an ongoing 
investigation may be obtained by an IRS sum- 


mons. We need not decide in the instant case 
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whether Arthur Young modifies the standard 
for relevance as applied in this Circuit because 
the Government meets the arguably more ex- 
acting standard currently in use in this Circuit. 
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Barrett’s patients treated at the hospitals 
is one way for the IRS to discover unre- 
ported income or patients’ names that 
might not appear in Dr. Barrett’s office 
records. Whether, in fact, such misstate- 
ments actually occurred remains to be 
seen, but the names and addresses of pa- 
tients treated at the hospitals involved here 
are relevant to such an inquiry. This Court 
concludes that the Government has a “real- 
istic expectation” rather than an “idle hope” 
of obtaining useful information. Thus, this 
Court concludes that the names and ad- 
dresses of Dr. Barrett’s patients treated at 
these hospitals are relevant to the IRS in- 
vestigation of Dr. Barrett, and the IRS is 
not required to show a “specific benefit” 
from the information sought. 


IV. Possession of the Requested Information 


As one of its reasons for denying enforce- 
ment of the instant summonses, the district 
court stated that the IRS had all the rec- 
ords they needed in Dr. Barrett’s office.® 
This finding is relevant to the Powell re- 
quirement that “the information sought is 
not already within the Commissioner’s pos- 
session.” Powell, 379 U. S. at 57-58, 85 S. 
Ct. at 255. This “already possessed” ex- 
ception to the enforcement of IRS sum- 
monses has been narrowly construed by this 
Court. Lindsteadt, 724 F. 2d at 483. Once 
the IRS has denied possession of the sum- 
monsed information, as here by affidavit 
and testimony, then the burden of showing 
“at a minimum, ‘actual possession of the 
information by the IRS’” shifts to the 
parties resisting the summonses. Davis, 636 
F. 2d at 1037 (quoting United States v. Gar- 
rett [78-1 ustc J 9407], 571 F. 2d 1323, 1328 
(5th Cir. 1978)). 


In Davis, the Court construed the “al- 
ready possessed” exception as follows: 


Read in context, we construe the “al- 
ready possessed” principle enunciated by 
owellas ac lOSSe One |ZOle Ose Ss 8G. | 
§ 7605(b)’s prohibition of “unnecessary” 
summonses, rather than an absolute pro- 
hibition against the enforcement of any 
summons to the extent that it requests 
the production of information already in 
the possession of the IRS. 


636 F. 2d at 1037.° - 


Dr. Barrett and the hospitals argue that 
the Government “already possessed” the 
information summonsed because IRS 
agents had reviewed Dr. Barrett’s records 
prior to assigning the case to the Criminal 
Investigation Division. They cite United 
States v. Pritchard |71-1 ustc J 9203], 438 F. 
2d 969 (5th Cir. 1971), for the proposition 
that once the IRS has examined the tax- 
payer’s files, the information in those files 
is in the Government’s possession. The ar- 
gument is simple: once the Government 
has seen the documents, the Government 
“possesses” the documents. 


That proposition does not state the law 
in this Circuit. In Garrett, this Court limited 
the import of Pritchard: 


Pritchard does not bar the enforcement 
of the summons issued to Garrett. In 
Pritchard, the IRS never made reference 
to whether the commissioner already pos- 
sessed the information sought in the sum- 
mons. Therefore, we agreed with the 
district court that the government had 
not shown the requisites for enforcement. 
See Powell, supra. The case at bar differs 
from Pritchard, because here the govern- 
ment alleged and set about to prove that 
it did not possess the information sought. 
To defeat the summons under these cir- 
cumstances, Garrett had to show actual 
possession of the information by the IRS. 


571 F. 2d at 1328. We view the require- 
ment in this Circuit to be that the taxpayer 
must show that the Government actually 
possesses the information summonsed, such 
that enforcement of a summons is “unnec- 
essary’ as that term is used in section 


7605(b) of the Code. 


Dr. Barrett and the hospitals have failed 
to meet their burden in the instant case. 
All parties agree that the IRS conducted an 
audit of Dr. Barrett, and at that time Dr. 
Barrett made all his records available to 
the IRS. The IRS asserts that Dr. Bar- 
rett’s accounts could not be reconciled. Dr. 
Barrett’s accountant also testified to that 
fact. The IRS now seeks to discover why 
the accounts do not reconcile by contacting 
patients, perhaps to add the total amounts 
paid to the doctor to arrive at total income, 
as Dr. Barrett suggests, or perhaps, as the 
Government asserts, to find patients not 


5 The IRS contends that Dr. Barrett refuses 
to make this information available. Currently, 
the IRS has an action pending to enforce a 
summons seeking the taxpayer’s records. 

626 U. S. C. § 7605(b) provides: 

No taxpayer shall be subjected to unneces- 
sary examination or investigations, and only 
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one inspection of a taxpayer’s books of account 
shall be made for each taxable year unless the 
taxpayer requests otherwise or unless the Sec- 
retary or his delegate, after investigation, noti- 
fies the taxpayer in writing that an additional 
inspection is necessary. F 
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recorded or sums not recorded in Dr. Bar- 
rett’s records. As to any patients’ names 
and addresses not appearing in Dr. Bar- 
rett’s records, the IRS clearly is not in 
actual possession of that information. As 
to names and addresses that appeared in 
Dr. Barrett’s files, the IRS agents testified 
that only some surnames and no addresses 
were copied by the IRS auditors. Thus, 
those names and addresses are not actually 
in the IRS’s possession. 


As the Seventh Circuit has stated: 


A second and even more compelling 
reason for reaching this conclusion fol- 
lows from the fact that the case had been 
referred to Special Agent Shields for fur- 
ther investigation. The nature of Special 
Agent Shields’ tax fraud audit was very 
much different in both approach and ex- 
tent from the routine, “quality audit” 
made by Agent Heiting. In no manner 
could Agent Heiting’s perusal of taxpay- 
er’s books for his routine audit fulfill 
Special Agent Shields’ investigative 
needs. Therefore the government was 
not already in possession of the docu- 
ments sought in the summons. 


United States v. Lenon [78-2 ustc J 9561], 
579 F. 2d 420, 422 (7th Cir. 1978) (citations 
omitted). 


Thus, this Court concludes that a mere 
showing by the taxpayer that the IRS has 
previously examined the taxpayer’s own 
records is not sufficient to show either that 
the IRS possesses that information or that 
it possesses information in the custody of 
parties other than the taxpayer. We con- 
clude that the IRS is not already in pos- 
session of the summonsed information in 
the instant appeal; consequently, the en- 
forcement of these summonses is not “un 


necessary.” * 


V. Administrative Procedures 


Powell requires that the IRS must have 
followed “the administrative steps required 
by the Code.” Powell, 379 U. S. at 58, 85 
S. Ct. at 255. Dr. Barrett asserts that the 
required administrative steps were not fol- 
lowed in the instant case because these 
summonses are third party summonses ac- 
cording to 26 U. Sy 2 a 7609 and the IRS 


specified in that section. 26 U. S. C. 
§ 7609(a) requires that if a summons is 
served on a third party record keeper, and 
the summons requires production of 
records made or kept of the business trans- 
actions or affairs of another person, then 
notice of the summons must be given to the 
person so identified. At the time these 
summonses were issued, section 7609 gave 
to that person the right to intervene in any 
proceeding with respect to the enforcement 
of such a summons, and also gave the 
person entitled to notice the right to stay 
compliance of the summons if certain pro- 
cedures were followed. 


Dr. Barrett testified that he did not re- 
ceive notice from the IRS in accordance 
with section 7609. Dr. Barrett here asserts 
that if the records sought by the summonses 
fall within the records described in section 
7609, and if the hospitals fall within the 
definition of third party record keepers as 
defined in section 7609, then the IRS has 
failed to comply with the administrative 
steps required by the Code and, according 
to Powell, the summonses cannot be en- 
forced. 


This Court disagrees with the implicit 
conclusion advanced by Dr. Barrett that a 
failure to comply with administrative steps 
necessarily bars enforcement of the sum- 
monses. This Court need not reach the 
issue of whether the instant summonses 
are third party summonses because this 
Court concludes that even assuming these 
summonses are third party summonses, Dr. 
Barrett can demonstrate no prejudice from 
lack of formal notice. Consequently, Dr. 
Barrett shows no reason why these sum- 
monses should not be enforced. There is 
no dispute that in the instant case Dr. 
Barrett had actual notice of the summonses, 
that Dr. Barrett was allowed to intervene 
in the proceeding which was brought for 
the purpose of enforcing the summonses, 
and that the information requested by these 
summonses has yet to be divulged to the 
IRS. Thus, Dr. Barrett obtained every 
benefit contemplated by section 7609. 


We do not construe the provision in 
Powell that requires compliance with adminis- 
trative steps to be as mechanistic as Dr. 
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Barrett asserts. Powell itself was concerned 
with section 7605(b) of the Code which re- 
quires the Secretary or his delegate to 
notify the taxpayer in writing that a second 
examination within one year of the first ex- 
amination is necessary for the IRS to com- 
‘plete its work.’ In United States v. Schwartz 
[72-2 ustc 9745], 469 F. 2d 977, 984 (5th 
Cir. 1972), this Court indicated that the 
notification required by section 7605(b) is 
not “a perfunctory letter-writing job.” In 
order for a second examination to be con- 
ducted, a regional commissioner must make 
the decision. 469 F. 2d at 984. Thus, the 
benefit received by the taxpayer under that 
provision is review of the taxpayer’s inves- 
tigation by a superior before a second audit 
occurs. Powell was concerned with assuring 
that the taxpayer received that benefit. 


In the limited context of the instant case, 
we hold that where the taxpayer has re- 
ceived every benefit of the administrative 
steps required by the Code, a failure by the 
IRS to meet the technical niceties of the 
statute will not bar enforcement of the 
summons. We note that more often than 
not, the taxpayer will be prejudiced by a 
failure to follow the requisite administra- 
tive steps. This, however, is not one of 
those cases. Dr. Barrett has failed to show 
any prejudice that resulted from an alleged 
failure to follow the strictures of 26 U.S. C. 
§ 7609. Thus, any alleged failure was harm- 
less. See United States v. Hamilton Federal 
Savings and Loan Association, 566 F. Supp. 
755, 758 (E. D. N. Y. 1983); United States 
uv. Kansas City Lutheran Home and Hospital 
Association [69-1 ustc 12,582], 297 F. 
Supp. 239, 241 (W. D. Mo. 1969). Cf. United 
States v. Payne [81-2 ustc J 9503], 648 F. 2d 
361 (5th Cir.), cert. demed, 454 U. S. 1032, 
102 S. Ct. 570, 70 L. Ed. 2d 476 (1981); 
United States v. Myslajek [78-1 ustc J 9124], 
568 F. 2d 55 (8th Cir.), cert. denied, 438 
UE SPO05PO8tS) GHS1237 57k, Edie2de1l47 
(1978) (service requirements of section 7603 
of the Code may be waived). Accordingly, 
Dr. Barrett has failed to meet his burden 
on this issue. 


VI. Legitimate Purpose 

Powell requires that the IRS must show 
“that the investigation will be conducted 
pursuant to a legitimate purpose.” Powell, 
379 U. S. at 57, 85 S. Ct. at 255. This Court 
concludes that the evidence supports the 
district court’s finding that there was a 
legitimate basis for this investigation. The 
district court stated: 


8 See supra note 6 at 13 for the text of 26 
U. S. C. § 7605(b). 
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I think the Internal Revenue Service 
Agents have satisfied me that they are 
diligent, they are convinced that there is 
some irregularity in [Dr. Barrett’s]} 
taxes Weil. 

I am convinced they believe they are 
on the trail of some tax fraud. 


Record Vol. 5 at 3-4. That finding of 
legitimate purpose for the investigation by 
the district court is not clearly erroneous. 


Dr. Barrett asserts that the Govern- 
ment lacks a legitimate purpose in the in- 
stant case. Dr. Barrett asserts that his case 
was transferred by the revenue agent con- 
ducting the audit to the Criminal Investi- 
gation Division as punishment for his re- 
fusal to voluntarily extend the statute of 
limitations a second time. Dr. Barrett also 
alleges that the revenue agent threatened 
Dr. Barrett’s accountant with a jeopardy 
assessment in order to force Dr. Barrett to 
agree to a second extension. Dr. Barrett 
contends that these alleged facts demon- 
strate that the summonses were issued for 
purposes of harassment and to force settle- 
ment of a collateral dispute as forbidden in 
UOC o/ On Oke Serateoo, moomoo. CtratecoD, 
and United States v. LaSalle National Bank 
[78-2 ustc $9501], 437 U. S. 298, 98 S. Ct. 
2557 )5 eke Bday 2d? 221 (1978s 


This Court disagrees that these allega- 
tions demonstrate that the investigation of 
Dr. Barrett is not being conducted pursu- 
ant to a legitimate purpose. As Dr. Bar- 
rett’s counsel conceded at oral argument, 
there is nothing necessarily wrong with an 
IRS revenue agent informing the taxpayer 
that the taxpayer’s case will be transferred 
to the Criminal Investigation Division once 
the period for assessing taxes on the years 
in question has run. Nor is there anything 
inherently wrong with informing the tax- 
payer’s accountant that a jeopardy assess- 
ment might follow a failure to reconcile the 
taxpayer's records. See Chamberlain v. 
Kurtz, [79-1 ustc $9211], 589 F. 2d 827, 
835 (5th Cir.), cert. denied, 444 U. S. 842, 
100 S. Ct. 82, 62 L. Ed. 2d 54 (1979). 


The real issue presented is not whether 
the taxpayer perceived the agent’s actions 
as threats, but whether there is a legiti- 
mate purpose for the investigation. This 
Court notes that the testimony revealed 
that the IRS. began its audit as a result of 
a tip, and that their initial audit demon- 
strated a problem reconciling Dr. .Bar- 
rett’s accounts. A legitimate concern on 
the part of the IRS was raised that Dr. 
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Barrett was not reporting his taxes and 
thus, there was a legitimate purpose for 
this investigation. That legitimacy was 
not lost merely because the agent involved 
referred the case to the Criminal Investi- 
gation Division to avoid the effects of the 
expiration of the statute of limitations, 
Chamberlain, 589 F, 2d at 835, or that the 
agent notified the taxpayer’s accountant 
that a jeopardy assessment might follow. 


Dr. Barrett cites allegedly improper dis- 
closures of taxpayer return information in 
violation of 26 U. S. C. § 7213 as further 
evidence that the IRS lacked a legitimate 
purpose for its investigation. This argu- 
ment does not require us to find that the 
summonses involved here should not be 
enforced. As Dr. Barrett recognizes, any 
alleged improper disclosures are relevant 
to this case only to the extent that they 
demonstrate either an abuse of process 
(discussed infra) or a lack of legitimate 
purpose. As discussed shortly, we con- 
clude that any disclosures, if there were 
improper disclosures, fail to demonstrate 
either bad faith on the part of the IRS or 
improper purpose for this investigation. 


26 WieS: JCMS: 7213 provides that. 1t is 
unlawful for any officer or employee of the 
United States to wilfully disclose to any 
person, except as authorized by the In- 
ternal Revenue Code, returns or return in- 
formation. Such disclosure is a felony, and 
the statute requires that any officer or em- 
ployee of the United States shall be dis- 
charged from employment upon conviction 
for such an offense.® 26 U. S. C. §7217 
previously authorized and § 7431 presently 
authorizes a civil action against the United 
States for any such disclosures of returns 
or return information by an officer or em- 
ployee of the United States.” 


“Return information” is defined 
U.S. C. § 6103 as follows: 


(b)(2) The term 
means— 


(A) A taxpayer's identity, the nature, 
source, or amount of his income, pay- 
ments, receipts, deductions, exemptions, 
eats assets, mia net worth, tax 


in 26 


“return information” 


liability, tax withheld, deficiencies, over- 
assessments, or tax payments, whether 
the taxpayer's return was, 1s being, or 
will be examined or subject to other tn- 
vestigation of processing, or any other data, 
received by, recorded by, prepared by, fur- 
nished to, or collected by the Secretary 
with respect to a return ... (emphasis 
added). 


Dr. Barrett argues that the previous mail-— 
ing improperly disclosed patients’ names 


-and that he was subject to a criminal inves- 


tigation. He urges that disclosure of such 
information violates 26 U. S. C. § 7213. 
Dr. Barrett asserts that these summonses 
should not be enforced because the Govy- 
ernment concedes it intends to conduct a 
similar mass mailing to those patients 
whose names and addresses are obtained as 
a result of the enforcement of these 
summonses. 


The Government contends, in opposition 
to Dr. Barrett’s arguments, that disclosure 
of that information was authorized under 
section 6103(k)(6) which provides: 


(b) An internal revenue officer or em- 
ployee may, in connection with his official 
duties relating to any audit, collection ac- 
tivity, or civil or criminal tax investiga- 
tion or any other offense under the internal 
revenue laws, disclose return information 
to the extent that such disclosure ts neces- 
sary in obtaining information, which is not 
otherwise reasonably available, with respect 
to the correct determination of tax, liability 
for tax, or the amount to be collected or 
with respect to the enforcement of any other 
provision of this title. Such disclosures 
shall be made only in such situations and 
under such conditions as the Secretary 
may prescribe by regulation. 

The Government argues that disclosing the 
patients’ names and the information that 
Dr. Barrett was under criminal investiga- 
tion was necessary to obtain information 
not otherwise reasonably available, i.e., 
evidence of discrepancies between actual 
payments made by patients to Dr. Barrett 
and the sums reflected in Dr. Barrett’s 
books and records. 


This Court declines to determine whether 
any improper disclosures occurred or 


years, or both, together with the costs of prose- 
cution, and if such offense is committed by any 
jorices, or employee of the United ‘States, he 
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whether disclosure by the IRS was neces- 
sary as defined in section 6103(k)(6). That 
is the very issue in Dr. Barrett’s civil action 
against the IRS. Our focus here is to deter- 
mine whether such a disclosure would 
demonstrate a lack of legitimate purpose 
for the investigation in this case. We con- 
clude that even if the IRS unlawfully dis- 
closed either patient names or that Dr. 
Barrett was under criminal investigation, 
that disclosure does not demonstrate lack 
of a legitimate purpose for the investiga- 
tion in this case. First, Agent Hanson 
testified that the form letter which was 
sent, which allegedly disclosed this infor- 
mation, was a form letter regularly used 
by the IRS. Thus, this allegedly improper 
letter did not cause Dr. Barrett to be treat- 
ed differently from other taxpayers in the 
same situation as Dr. Barrett. Therefore, 
it presents no evidence of bad faith or lack 
of legitimate purpose in this case. Second, 
section 7213 does not provide that a sum- 
mons should not be enforced if this section 
is violated. Rather, it creates criminal 
sanctions. Section 7217 created and sec- 
tion 7431 now creates a civil action for 
damages against the United States for such 
unlawful disclosures. Consequently, we 
conclude that Dr. Barrett’s remedy in 
this case lies in his civil action against the 
United States and not in barring enforce- 
ment of the summonses. 


Moreover, we note that if the district 
court on remand determines that improper 
disclosures were indeed made in the prior 
mailings, enforcement of the summonses 
may be conditioned on an IRS agreement 
to cease such improper disclosures. See, 
e.g., Dunn v. Ross [66-1 ustc J 9238], 356 
F. 2d 664 (5th Cir. 1966). This Court holds 
in this appeal that a decision to completely 
deny enforcement of the instant summonses 
in their entirety was not the proper remedy 
for any alleged unlawful disclosures that 
occurred in the past. The IRS is entitled to, 
information the hospitals possess relevant 
to the investigation of Dr. Barrett, but the 
district court may require the IRS to abide 
by the disclosure provisions of the Internal 
Revenue Code before it enforces the 
summonses. 


This Court does not hold that unlawful 
disclosures of returns or return informa- 
tion by the IRS can never be sufficient evi- 
dence of lack of a legitimate purpose for 
the investigation such that IRS summonses 
should not be enforced. Rather, this Court 
holds that in this case, even accepting as 
true that improper disclosures occurred, 
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any alleged improper disclosures do not 
rise to the level necessary to demonstrate 
bad faith in the issuance of the summonses 
or lack of a legitimate purpose for the 
investigation. As this Court has noted, the 
district court expressly found that the IRS 
agents in this case were acting in good 
faith and that finding is not clearly 
erroneous. 


VII. Abuse of Process 


The district court refused to enforce the 
summonses in the instant case because it 
found that enforcement would constitute 
an abuse of process. The district court 
stated: 


But I will say that the Internal Revenue 
Service, in the use of the names that it 
obtained previously, has abused those 
names by sending out those blanket let- 
ters to the spouses of some of the pa- 
tients. That is a violation of the statutes 
of the United States. That is divulging 
confidential information. That is an abuse 
of prior process, and it forces me to-con- 
clude that the Internal Revenue Service 
would do the same thing again and that 
would be an abuse of this court’ S process. 
And J cannot permit it. 


Record Vol. 5 at 4-5. 


In Powell, the Supreme Court stated: 
It is the court’s process which is invoked 
to enforce the administrative summons 
and a court may not permit its process to 
be abused. ... The burden of showing an 
abuse of the court’s process is on the tax- 
payer, and it is not met by a mere show- 
ing, as was made in this case, that the 
statute of limitations for ordinary defi- 
ciencies has run or that the records in 
question have already been once examined. 


379 U |S. at 58, 85 S. Ct. at 255 (footnote 
omitted). 


In Wyatt, this Court summarized the sit- 
uations where this Court has found an abuse 
of process: 


Such an abuse would occur if the [sum- 
mons’] purpose was solely for harassment 
or to put pressure on the taxpayer to 
settle a collateral dispute, or solely for 
criminal prosecution, or where enforce- 
ment would contravene the attorney- -client 
privilege, or the privilege against self- 
incrimination, or for any other purpose 
other than one of “good faith” on the part 
of the IRS concerning that particular in- 
vestigation of civil liability. 


Wyatt, 637 F. 2d at 301 (citations omitted). 

The Government asserts that the district 
court improperly based its ruling in the in- 
stant case on the privacy rights of Dr. 
Barrett’s patients. See In re Albert Lindley 
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Lee Memorial Hospital [54-1 ustc { 49,013], 
209 F, 2d 122 (2d Cir. 1953), cert. dented, 347 
U. S. 960, 74 S. Ct. 709, 98 L, Ed. 1104 
(1954). This Court disagrees. The district 
court expressly noted that its decision was 
not based on the patients’ privacy interests. 
Rather, the district court found an abuse 
of process because, allegedly, the IRS in its 
previous mass mailing had improperly con- 
tacted the spouses of patients, and the IRS 
intended to send out a similar mass mailing 
to the patients whose names and addresses 
would be obtained by these summonses. 
Thus, the district court did not reach the 
issue of patient privacy; neither does this 
Court.” 


The district court found as a matter of 
fact that the mailings of the IRS had im- 
properly reached patients’ spouses. That 
fact finding is reviewable under the clearly 
erroneous standard of Fed. R. Civ. P. 52(a). 
See Sun First National Bank, 510 F. 2d at 
1109. We conclude that the district court’s 
finding was clearly erroneous. At oral argu- 
ment, counsel conceded that only one such 
instance could be demonstrated. That one 
instance is insufficient to support the factual 
conclusion that there was widespread abuse. 
This Court is left with the ‘definite and firm 
conviction that a mistake has been com- 
mitted,” Inzood Laboratories v. Ives Labora- 
tories, 456 U. S. 844, 102 S. Ct. 2182, 2189, 
72 L. Ed. 2d 606 (1982), and the district 
court’s conclusion that spouses had been 
contacted by the IRS cannot stand. We 
further hold that a single instance of a 
spouse being inadvertently contacted in the 
past does not meet Dr. Barrett’s or the hos- 
pitals’ burden of showing that an abuse of 
process would occur from enforcement of 
the present summonses. 


The IRS mass mailings which were di- 
rected to Dr. Barrett’s patients, however, 
disclosed that Dr. Barrett was under crimi- 
nal investigation by the IRS. As discussed, 
supra, this information may be “return in- 
formation.” If indeed it is, disclosure of 


that information would be unlawful under 
section 7213 unless the Government met its 
burden under section 6103(k)(6). We note 
that it may well be an abuse of process to 
allow enforcement of summonses when the 


IRS concedes it will continue to unlawfully 
disclose taxpayer return information. On 
remand, the district court must determine 
(1) whether the described information falls 
under the definition of returns or return 
information in section 6103, and (2) if so, 
the district court must further determine 
whether the IRS is authorized to disclose 
the information under section 6103(k) (6). 
See, e.g., Kemlon Products and Develop- 


_ment Co. v. United States [81-1 ustc J 9267], 


638 F. 2d 1315, 1323 (Sth Cir.), cert. demed, 
454) UseS.. 863, 5102, S:3Ct., 320; 20 eb EdaZzd 
162 (1981). The district court’s concern 
regarding an abuse of process is reached 
only if it concludes that disclosure by the 
IRS is not authorized. This Court reiterates 
that even if the past disclosure was im- 
proper, the district court has discretion to 
condition enforcement of the summonses. 
by requiring that the IRS agree to desist: 
from further unlawful disclosures. A com-. 
plete refusal to enforce the instant sum-- 
monses in their entirely, however, fails to. 
recognize the IRS’s right to seek to obtain 
relevant information concerning Dr. Bar-. 
rett’s tax status. Under the present record, 
the hospitals and Dr. Barrett have not met 
their burden to demonstrate that enforce-. 
ment of these summonses would abuse the: 
court’s process. 


VIII. Conclusion 


While this Court recognizes that the dis- 
trict court has broad discretion to protect 
the taxpayer, see Dunn v. Ross [66-1 ustc 
7 9238], 356 F. 2d 664 (5th Cir. 1966), this 
Court nevertheless concludes that the dis- 


‘trict court should not have denied en- 


forcement of the instant summonses for the 
reasons it stated. We hold that the Govern- 
ment met its initial burden under Powell, and 
that the hospitals and Dr. Barrett failed to 
demonstrate that the Powell criteria were 
not met or that enforcement of the sum- 
monses would constitute an abuse of process 
for the reasons stated by the district court. 
The order of the district court is vacated 
and the case is remanded to the district 
court for proceedings consistent with this 
Opinion.” : ’ 


VACATED AND REMANDED. 
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Opinion 

WieszE, Judge: In 1965, plaintiffs, the 
owners of a dolomite stone quarry, received 
notice from local government officials that 
a portion of their mining property might 
be condemned to permit the relocation of a 
bordering highway. The condemnation was 
not carried out until 1970. In the inter- 
vening years, however, plaintiffs calculated 
their statutory allowance for cost depletion * 
on the basis of an estimate of recoverable 
reserves that anticipated the reduction in 
minable stone expected from the proposed 
taking. This had the effect of increasing 
their. per-ton depletion rate—a result with 
which the Internal Revenue Service (IRS) 
disagreed. After taking into account other 
tax adjustments not relevant here, the IRS 
disallowed $65,481 in claimed depletion al- 
lowance. In this refund suit, plaintiffs seek 
the restoration of this deduction and a re- 
fund of the taxes paid in consequence of 
its disallowance. 


Facts 


In April of 1963, plaintiffs, through their 
Appalachian Stone Division, purchased in 
fee simple a 95-acre tract of land, including 
a quarry and processing plant, from the 
Valley Forge Stone Company. The total 
purchase price was $1,442,492. Of that 
amount, $746,492 was allocable and was 


allocated to the recoverable mineral reserves 
at the quarry, primarily Lower Cambrian 
Ledger Dolomite, estimated at 10,050,000 
tons. 


The property was located at the north- 
west corner of the intersection of Swedes- 
ford Road and Morehall Road in East 
Whiteland Township, Chester County, Penn- 
sylvania. A 1961 resolution of the East 
Whiteland Township Board of Supervisors 
restricted the quarrying operations on the 
property to the eastern 32.2 acres of the 
tract subject to additional limitations which 
prohibited quarrying within 100 feet of More- 
hall Road and within 150 feet of “the 
ultimate right of way of Swedesford Road.” 


In 1963 and 1964, plaintiffs mined and 
sold a total of 824,286 tons of stone from 
the quarry. Cost depletion at the rate of 
$.07428 per ton (derived by allocating the 
10,050,000 tons of estimated stone reserves 
over the $746,492 cost basis) resulted in 
total deductions of $61,228 for those two 
years. As of January 1, 1965, then, plain- 
tiffs’ estimated stone reserves had been 
reduced to 9,225,714 tons, while their ad- 
justed basis in those reserves stood at 


$685,264. 


By letter of April 30, 1965, the Town- 
ship Manager of East Whiteland Township 
notified plaintiffs that the Pennsylvania 


1The dolomite stone deposit on plaintiffs’ 
quarry property is a natural mineral deposit in 
respect to which the Internal Revenue Code and 
the Treasury Regulations provide for a deduc- 


tion from income of a reasonable allowance for . 


depletion. 26 U. S. C. § 611(a) (1982); Treas. 
Reg. § 1.611-1(a)(1) (1984). The code and regu- 
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lations permit a taxpayer to compute that al- 
lowance using either cost depletion (calculated 
on the taxpayer’s basis per unit in the mineral 
deposit) or percentage depletion (calculated as 
a statutory percentage of the taxpayer’s gross 
income from mining), whichever results in the 
greater deduction. : 
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Highway Department contemplated relo- 
cating Swedesford Road approximately 500 
feet north of its then existing center line— 
this is, onto plaintiffs’ quarriable land. That 
letter also reminded plaintiffs of the restric- 
tions imposed by the 1961 permit barring 
quarrying with 150 feet of the ultimate 
right of way of Swedesford Road. 


Still later, on August 3, 1967, plaintiffs 
received a letter from the Pennsylvania 
Department of Highways which notified 
them that Department employees would 
enter the property to conduct engineering 
studies, surveys, tests, and soundings during 
the period August 1967 through August 
1968. That letter further stated: “It is 
not at all certain that your property will 
ever be required for highway right of way 
* * * * * * Please note that your prop- 
erty has not been condemned, and you are 
not required to move from the premises.” 


The state did not condemn any portion 
of the property until, at the earliest, May 
12, 1970 when the Secretary of the Penn- 
sylvania Highway Department filed a decla- 
ration of taking covering approximately 
70 percent of the quarry with the Court 
of Common Pleas of Chester County, 
Pennsylvania. The area actually condemned 
closely corresponded with the area men- 
tioned in the Township Manager’s letter 
of April 30, 1965. 


In August 1970 plaintiffs received con- 
demnation proceeds of $250,000 from the 
state. Plaintiffs instituted legal proceedings 
to obtain full value for the condemned 
property. The dispute was settled in 1973, 
when the state paid plaintiffs additional 
condemnation proceeds of $595,650. 


Even though the condemnation of plain- 
tiffs’ property did not take place until 
sometime in 1970, they anticipated the oc- 
currence of that event long before the fact. 
To explain: immediately following receipt 
of the Township Manager’s letter of April 
30, 1965, plaintiffs, in keeping with their 
understanding of the situation, pursued no 
further mining activity on that part of the 
quarry identified with the contemplated 


highway relocation. At the same time, in 


of this: taking of their Property, 


any part of their basis in the property to 
the “relinquished” acreage. That is to say, 
in determining their allowance for cost de- 
pletion during the years 1965 through 1969, 
plaintiffs, on the one hand, assumed a re- 
duction in the original estimate of re- 
coverable stone reserves while, on the other 
hand, they continued to use the basis 
originally allocated to the entire reserve 
as the measure of the cost remaining to be 


recovered. That had the effect of increas- 


ing their depletion rate from the pre-1965 
figure of $.07428 per ton to $.2551 per ton. 


Upon audit of the taxpayers’ returns in 
1970, the IRS disallowed the cost deple- 
tion deduction claimed for 1969 on the 
ground that “the basis for the portion of 
the quarry being’ operated” had been fully 
recovered through the depletion allowances 
of prior years. The disallowance, after ad- 
justment, came to $65,481. Plaintiffs seek 
to have refunded the amount of their 1969 
income taxes attributable to that disallowance. 


. Discussion 


The IRS disallowed plaintiffs’ cost de- 
pletion deduction based upon its view that 
the downward revision of the quarry’s 
estimated stone reserves amounted, in essence, 
to a redefinition of the boundaries of the 
property available for mining, hence dic- 
tating a corresponding adjustment in the 
basis of that property. With this reasoning 
as the predicate, the IRS then went on to 
its conclusion: that the “basis [as adjusted] 
for the portion of the quarry being operated” 
had been fully recovered. 


Defendant relies upon this same reason- 
ing in meeting plaintiffs’ demand for refund. 
But, in addition, defendant raises the point 
that it would have been equally appropriate 
for plaintiffs to have dealt with the prospec- 
tive condemnation by making no adjustments 
at all—either in the estimate of recover- 
able reserves or in the original basis of 
the property. Under this second approach, 
the anticipated diminution of the size of the 
property available for mining (and the 
associated decrease in stone reserves) would 
be ignored until the time of actual condem- 
nation. Although the Government urges 
this as an alternative answer to the problem 
raised here, the court is of the view that. 
it is, in fact,. the only correct answer. 
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sioner [79-1 ustc J 9139], 439 U. S. 522, 543 
(1979). Plaintiffs’ interpretation of the 
depletion statute violates this rule. Their 
downward revision of the estimate of 
recoverable reserves, and the increased per- 
ton depletion rate resulting from this re- 
vision, reflected a loss of mineral assets 
long before all the events had occurred 
which would make the loss of those assets 
fixed and certain. Conjecture of this sort 
is inimical to the interests of an orderly 
revenue system. 


Plaintiffs argue that they were obliged 
to recognize a reduction in estimated re- 
serves by the language of 26 U. S. C. 
§611(a), which states, in pertinent part, 
as follows: 


In any case in which it is ascertained 
as a result of operations or of develop- 
ment work that the recoverable units 
[of mineral] are greater or less than the 
prior estimate thereof, then such prior 
estimate (but not the basis for depletion) 
shall be revised and the allowance under 
this section for subsequent taxable years 
shall be based on such revised estimate. 
[26 U. S. C. §611(a) (1982) (emphasis 
added).] 


The applicable regulation amplifies 
statutory language by stating: 


the 


If the number of recoverable units 
of mineral in the deposit has been pre- 
viously estimated for the prior year or 
years, and if there has been no known 
‘change in the facts upon which the prior 
estimate was based, the number of re- 
coverable units of mineral in the deposit 
as of the taxable year will be the number 
remaining from the prior estimate. * * * 
[Treas. Reg. § 1.611-2(c)(2) (1984).] 
Plaintiffs point to the Township Man- 

ager’s letter of April 30, 1965 as disclosing 
the change of facts that dictated their 
revision of the quarry’s estimated stone 
reserves. That letter informed them, for 
the first time, what portion of their property 
would eventually be affected by the state’s 
planned relocation of Swedesford Road. 


The court does not agree with plaintiffs’ 
view that the Township Manager’s letter 
represented notice to them of a change 
in facts which required a reduction of the 
estimated mineral reserves. It is true that, 
because the permit under which the quarry 
operated contained a restriction on mining 
within 150 feet of the “ultimate right of 
way” of Swedesford Road, the planned re- 
location had some prospective effect on the 
conduct of mining on plaintiffs’ property. 
It is stipulated that, after receiving the 
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letter, plaintiffs never initiated mining on 
the portion of the property that was later 
condemned by the state. 


Nevertheless, the essential facts under- 
lying the quarry’s operation remained un- 
changed in 1965. The quarry permit had 
contained the set-back restriction from the 
time plaintiffs first purchased the property, 
and there are no facts to suggest that 
plaintiffs’ voluntary response to the notice 
they received on April 30, 1965 hampered 
the on-going quarrying operations in any 
way. Nor is there any suggestion that 
the estimate of recoverable reserves of 
stone on the property was incorrect, as a 
geological matter. On the contrary, plain- 
tiffs relied upon the accuracy of the original 
estimate in calculating their revised estimate 
in 1965. The only basis in fact for plain- 
tiffs’ reduction of the estimated reserves 
was the possibility that the highway relo- 
cation might prohibit the recovery of stone 
which undeniably existed on the property. 


The court views this factual situation as 
falling outside the intended scope of 26 
U. S. C. §611(a) and Treas. Reg. § 1.611-2 
(c)(2). The statute and regulation, as the 
court reads them, are intended to remedy 
mistakes of geological fact: situations where 
the actual size of the mineral deposit in place, 
as originally estimated, is later determined, 
on the basis of more complete exploratory 
studies, for example, to be greater or less 
than earlier information indicated. 


The cases plaintiffs have cited do not 
stand for a different result and, in fact, re- 
inforce the court’s interpretation. Both 
McCahill v. Helvering [35-1 ustc J 9100], 75 
F. 2d 725 (8th Cir. 1935) and Martini v. 
Commissioner [Dec. 29,757(M)], 28 T. C. M. 
(CCH) 1038 (1969), involve situations where 
the taxpayers discovered in later years—in 
one case through a newly developed 
mathematical formula, in the other through 
an exploratory survey—that their properties 
contained more mineral than was originally 
believed. 


When the case is understood as falling 
outside the specific language of 26 U.S. C. 
§61l(a) and the accompanying regulation, 
it becomes virtually indistinguishable from 
the broader array of loss recognition cases. 
Here plaintiffs have attempted to anticipate 
—albeit in terms of the depletion allowance 
rather than as a conventional loss deduction 
—the disposition of a portion of their mineral 
assets before that disposition was closed 
and completed. 
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In that regard, the court sees this situa- 
tion as analogous to those cases in which 
owners-in-fee of mineral bearing properties 
have attempted to deduct, as losses, the 
decrease in value occasioned by a discovery 
that the mineral assets were less extensive 
than had been thought. See, e. g., Henley v. 
United States [68-1 ustc f[ 9427], 184 Ct. Cl. 
315, 396 F. 2d 956 (1968); Martin Marietta 
_ Corp. v. United States [83-2 ustc J 9607], 3 
Cl. Ct. 453 (1983). Those cases have held 
that the diminution in value, or even the 
retreat into worthlessness, of the mineral 
property, without more, does not represent 
a closed and completed transaction such as 
would permit a loss deduction. 


In the present case, only the exercise of 
hindsight permits it to be said that the 
Township Manager’s letter accurately de- 
scribed the portion of the property—and 
thus the size of the mineral deposit—which 
was to be condemned. Viewed from the 
perspective of 1965, that letter cannot be 
said to represent anything more than a 
notice—and that not even from the entity 
with the authority to condemn the property 
—of what the state proposed to do. Indeed, 
as late as 1967, the Pennsylvania Depart- 
ment of Highways informed plaintiffs that 
it was “not at all certain that [their] prop- 
erty [would] ever be required for highway 
right of way.” 


Even if it could be said, as of 1965, that it 
was probable that a certain portion of the 
quarry, along with its mineral reserves, 
would be condemned by the state, still this 
would be an insufficient basis upon which 
to anticipate the fact—either by revising the 
estimated reserves or by severing the prop- 
erty. As the Supreme Court has said: “the 
tax law, with its mandate to preserve the 
revenue, can give no quarter to uncertainty.” 
Thor Power Tool Co. v. Commissioner, 439 
U.S, at) 5435. In ‘short, iteis the. counts 


opinion that the tax treatment of plaintiffs’ 
mining operation at their Valley Forge 
quarry should remain consistent from the 
date of the quarry’s purchase in 1963 until 
its condemnation in 1970. No adjustment 
either Ve Ce Mince reserves or to 


Plaintiffs make a final argument in sup- 
port of their view by drawing an analogy 
to the law of depreciation. According to 
plaintiffs, because cases have held that, once 
depreciable property is devoted to use in a 
trade or business, the allowable deprecia- 
tion must be deducted even when the prop- 
erty becomes idle, therefore, by analogy, 
this court should permit depletion of the 
value of plaintiffs’ mineral deposits which 


_were idled by the proposed road relocation. 


This argument is not sound. 


It is true, as plaintiffs state, that both 
depreciation and depletion are deductions 
designed to permit a taxpayer to recover his 
capital investment over the useful life of 
exhaustible assets. However, that similarity 
does not compel similar tax treatment of 
idled assets, for the economic consequences 
of idling depreciable assets are fundamentally 
different from those which result when 
depletable assets are idled. It is a fact of 
life that depreciable assets, such asi machinery 
or buildings, deteriorate over the years, 
whether or not they are in daily use. The 
depreciation deduction takes into account 
this economic reality. By contrast, if a de- 
pletable mineral property is idled, it is, by 
definition, no longer being exhausted be- 
cause the mineral remains in place and may 
be recovered at a later time. The allowance 
for depletion recognizes this fact, for it ap- 
plies only to the amount of mineral actually 
extracted from the property. Therefore, no 
analogy between depreciation and depletion 
compels the court to permit plaintiffs to re- 
cover their cost basis in the mineral deposit 
on the restricted portion of the property by 
upholding their claim to an increase in the 
per-ton depletion rate. 


Conclusion 


For the reasons stated, plaintiffs are Wot 
entitled to the refund they seek. Judgment 
for defendant, dismissing, pursuant to Rule 
54(b), that part of the complaint titled 
“The Valley Forge Depletion Issue,” shall 
be entered 30 days from the date of this 
opinion unless, prior to that time, the parties 
file a stipulation that plaintiffs are entitled 
to recover some lesser sum in sen ets 
of the ee ‘opinion. — ~3 : 
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Nondeductibles: Personal expenses: Trade or business expenses: Law partnership: 
Deductions for meals: Business meetings.—A partner in a law firm was denied a business 
expense deduction for his share of the law firm’s luncheon expense because the court 
found that the luncheons lacked a real business necessity. At a daily luncheon, members 
of the law firm discussed their cases and the settlement thereof with the head of the law 
firm and decided who would meet the court call in the afternoon or the following morn- 
ing. The court reasoned that although it was perhaps necessary for the firm to meet 
daily in order to coordinate the work of the law firm, the meals themselves were not an 
organic part of the meeting necessary to fully achieve the business objective. The court 
noted that although it was undeniable that eating together fostered camaraderie and made 
business dealings friendlier and easier, all the participants in the daily meals were co- 
workers who did not need the social lubrication which such meals provided the law firm’s 
clients and other business associates. Therefore, such meals were nondeductible personal 


expenses. Back references: {| 1340.2744, 1340.2748, 1352.1472, 1352.1501, and 2206.1716. 


; Eugene L. Mahoney, Mahoney & Zdeb, 180 N. LaSalle St., Chicago, Ill. 60601, for 
petitioners-appellants. Jonathan S. Cohen, Assistant Attorney General, Department of 
Justice, Washington, D. C. 20530, for respondent-appellee. 


Before CumMINcs, Chief Judge, BAUER and Posner, Circuit Judges. 


Posner, Circuit Judge: The taxpayers, a 
lawyer named Moss and his wife, appeal 
from a decision of the Tax Court disallow- 
ing federal income tax deductions of a little 
more than $1,000 in each of two years, rep- 
resenting Moss’s share of his law firm’s 
lunch expense at the Cafe Angelo in Chi- 
cago. The Tax Court’s decision in this case 
has attracted some attention in tax circles 
because of its implications for the general 
problem of the deductibility of business 
meals. See, e.g., McNally, Vulnerability of 
Entertainment and Meal Deductions Under the 
Sutter Rule, 62 Taxes 184 (1984). 


Moss was a partner in a small trial firm 
specializing in defense work, mostly for one 
insurance company. Each of the firm’s law- 
yers carried a tremendous litigation case- 
load, averaging more than 300 cases, and 
spent most of every working day in courts 
in Chicago and its suburbs. The members 
of the firm met for lunch daily at the Cafe 
Angelo near their office. At lunch the law- 
yers would discuss their cases with the head 
of the firm, whose approval was required 
for most settlements, and they would decide 
which lawyer would meet which court call 
that afternoon or the next morning. Lunch- 
time was chosen for the daily meeting be- 
cause the courts were in recess then. The 
alternatives were to meet at 7:00 a.m. or 
6:00 p.m., and these were less convenient 
times. There is no suggestion that the law- 
yers dawdled over lunch, or that the Cafe 
Angelo is luxurious. 


The framework of statutes and regula- 


tions for deciding this case is simple, but 
not clear. Section 262 of the Internal 
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Revenue Code (Title 26) disallows, “except 
as otherwise expressly provided in this 
chapter,” the deduction of “personal, family, 
or living expenses.” Section 119 excludes 
from income the value of meals provided by 
an employer to his employees for his con- 
venience, but only if they are provided on 
the employer’s premises; and section 162(a) 
allows the deduction of “all the ordinary 
and necessary expenses paid or incurred 
during the taxable year in carrying on any 
trade or business, including— ... (2) 
traveling expenses (including amounts ex- 
pended for meals .. .) while away from 
home. . . .” Since Moss was not an em- 
ployee but a partner in a partnership not 
taxed as an entity, since the meals were 
not served on the employer’s premises, and 
since he was not away from home (that is, 
on an overnight trip away from his place 
of work, see United States v. Correll [68-1 
ustc J 9101], 389 U. S. 299 (1967)), neither 
section 119 nor section 162(a)(2) applies to 
this case. The Internal Revenue Service 
concedes, however, that meals are deduct- 
ible under section 162(a) when they are 
ordinary and necessary business expenses 
(provided the expense is substantiated with 
adequate records, see section 274(d)) even 
if they are not within the express permis- 
sion of any other provision and even though 
the expense of commuting to and from 
work, a traveling expense but not one in- 
curred away from home, is not deductible. 
Treasury Regulations on Income Tax 
§ 1.262-1(b)(5); Fausner v. Commissioner, 
[73-2 uste J 9515], 413 U. S. 838 (1973) 
(per curiam). rit Peet oats 
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The problem is that many expenses are 
simultaneously business expenses in the 
sense that they conduce to the production of 
business income and personal expenses in 
the sense that they raise personal welfare. 
This is plain enough with regard to lunch; 
most people would eat lunch even if they 
didn’t work. Commuting may seem a pure 
business expense, but is not; it reflects the 
choice of where to live, as well as where to 
work. Read literally, section 262 would 
make irrelevant whether a business expense 
is also a personal expense; so long as it is 
ordinary and necessary in the taxpayer’s 
business, thus bringing section 162(a) into 
play, an expense is (the statute seems to 
say) deductible from his income tax. But 
the statute has not been read literally. 
There is a natural reluctance, most clearly 
manifested in the regulation disallowing de- 
duction of the expense of commuting, to 
lighten the tax burden of people who have 
the good fortune to interweave work with 
consumption. To allow a deduction for 
commuting would confer a windfall on peo- 
ple who live in the suburbs and commute 
to work in the cities; to allow a deduction 
for all business-related meals would confer 
a windfall on people who can arrange their 
work schedules so they do some of their 
work at lunch. 


Although an argument can thus be made 
for disallowing any deduction for business 
meals, on the theory that people have to 
eat whether they work or not, the result 
would be excessive taxation of people who 
spend more money on business meals be- 
cause they are business meals than they 
would spend on their meals if they were not 
working. Suppose a theatrical agent takes 
his clients out to lunch at the expensive 
restaurants that the clients demand. Of 
course he can deduct the expense of their 
meals, from which he derives no pleasure 
or sustenance, but can he also deduct the 
expense of his own? He can, because he 
cannot eat more cheaply; he cannot munch 
surreptitiously on a peanut butter and jelly 
sandwich brought from home while his 
client is wolfing down tournedos Rossini 
followed by souffié au grand marnier. No 
doubt our theatrical agent, unless concerned 
for his longevity, derives personal utility 
from his fancy meal, but probably less than 
the price of the meal. He would not pay 
for it if it were not for the business ben- 
efit; he would get more value from using 
the same money to buy something else; 
hence the meal confers on him less utility 
than the cash equivalent would. The law 
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could require him to pay tax on the fair 
value of the meal to him; this would be 
(were it not for costs of administration) 
the economically correct solution. But the 
government does not attempt this difficult 
measurement; it once did, but gave up the 
attempt as not worth the cost, see United 
States v. Correll, supra, 389 U. S. at 301 
n.6. The taxpayer is permitted to deduct 
the whole price, provided the expense is 
“different from or in excess of that which 
would have been made for the taxpayer’s 
personal purposes.” Sutter v. Commissioner 
[CGE ~ Dec, 919,966) Zia bewG. ecb OnmaliZd 
(1953). 


Because the law allows this generous 
deduction, which tempts people to have 
more (and costlier) business meals than are 
necessary, the Internal Revenue Service 
has every right to insist that the meal 
be shown to be a real business necessity. 
This condition is most easily satisfied when 
a client or customer or supplier or other 
outsider to the business is a guest. Even 
if Sydney Smith was wrong that “soup and 
fish explain half the emotions of life,” it 
is undeniable that eating together fosters 
camaraderie and makes business dealings 
friendlier and easier. It thus reduces the 
costs of transacting business, for these costs 
include the frictions and the failures of 
communication that are produced by sus- 
Picion and mutual misunderstanding, by 
differences in tastes and manners, and by 
lack of rapport. A meeting with a client 
or customer in an office is therefore not a 
perfect substitute for a lunch with him in 
a restaurant. But it is different when all 
the participants in the meal are coworkers, 
as essentially was the case here (clients 
occasionally were invited to the firm’s daily 
luncheon, but Moss has made no attempt 
to identify the occasions). They know each 
other well already; they don’t need the 
social lubrication that a meal with an out- 
sider provides—at least don’t need it daily. 
If a large firm had a monthly lunch to 
allow partners to get to know associates, 
the exepnse of the meal might well be 
necessary, and would be allowed by the 
Internal Revenue Service. See Wells v. 
Commissioner [CCH Dec. 34,780(M)], 36 
T. C. M. 1698, 1699 (1977), aff’d without 
opinion, 626 F. 2d 868 (9th Cir. 1980). 
But Moss’s firm never had more than eight 
lawyers (partners and associates), and did 
not need a daily lunch to cement relation- 
ships among them. 


It is all a matter of degree and circum- 
stance (the expense of a testimonial din- 
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ner, for example, would be deductible on 
a morale-building rationale); and particu- 
larly of frequency. Daily—for a full year— 
is too often, perhaps even for entertainment 
of clients, as implied by Hankenson v. Com- 
missioner [CCH Dec. 41,149(M)], 47 
T. C. M. 1567, 1569 (1984), where the Tax 
Court held nondeductible the cost of lunches 
consumed three or four days a week, 52 
weeks a year, by a doctor who entertained 
other doctors who he hoped would refer 
patients to him, and other medical per- 
sonnel. 


We may assume it was necessary for 
Moss’s firm to meet daily to coordinate 
the work of the firm, and also, as the Tax 
Court found, that lunch was the most 
convenient time. But it does not follow 
that the expense of the lunch was a neces- 
sary business expense. The members of 
the firm had to eat somewhere, and the 
Cafe Angelo was both convenient and not 
too expensive. They do not claim to have 
incurred a greater daily lunch expense than 
they would have incurred if there had been 
no lunch meetings. Although it saved time 
to combine lunch with work, the meal 
itself was not an organic part of the meet- 
ing, as in the examples we gave earlier 
where the business objective, to be fully 
achieved, required sharing a meal. 


The case might be different if the loca- 
tion of the courts required the firm’s mem- 


bers to eat each day either in a disagreeable 
restaurant, so that they derived less value 
from the meal than it cost them to buy 
it, cf. Sibla v. Commissioner [80-1 ustc 
7 9143], 611 F. 2d 1260, 1262 (9th Cir. 
1980); or in a restaurant too expensive for 
their personal tastes, so that, again, they 
would have gotten less value than the cash 
equivalent. But so far as appears, they 
picked the restaurant they liked most. 
Although it must be pretty monotonous 
to eat lunch the same place every working 
day of the year, not all the lawyers attended 
all the lunch meetings and there was noth- 
ing to stop the firm from meeting occa- 
sionally at another restaurant proximate to 
their office in downtown Chicago; there are 
hundreds. 


An argument can be made that the price 
of lunch at the Cafe Angelo included rental 
of the space that the lawyers used for 
what was a meeting as well as a meal, 
There was evidence that the firm’s confer- 
ence room was otherwise occupied through- 
out the working day, so as a matter of logic 
Moss might be able to claim a part of the 
price of lunch as an ordinary and necessary 
expense for work space. But this is cut- 
ting things awfully fine; in any event Moss 
made no effort to apportion his lunch 
expense in this way. 

AFFIRMED. 


[9286] Walter H. Eske, Plaintiff v. Joseph C. Hynes, et al., Defendants. 
U. S. District Court, East. Dist. Wis., Case No. 84-C-959, 1/14/85.—(601 FSupp 142.) 


[Code Secs. 7401 and 7422] 


Refunds: Claim not filed with IRS: Attorney fees——A taxpayer was unable to re- 
cover property levied by the IRS to satisfy his tax deficiencies because the taxpayer 
failed to first file a refund claim with the Treasury Department. A Federal Rule 11 
award of attorney fees was granted to the government since the taxpayer filed a frivolous 
suit, arguing that the government was without authority to tax and IRS officials con- 
spired to commit extortion and grand larceny. Back references: {[ 5752.054 and 5781.207. 


Walter H. Eske, Route 1, Box 162, Ixonia, Wisconsin 53036, pro se. Joseph P. 
Stadtmueller, United States Attorney, Stephen J. Liccione, Milwaukee, Wisconsin 53202, 
Beth A. Sabbath, Department of Justice, Washington, D. C. 20530, for defendants. 


move to dismiss. The motion will be 


granted. 
The defendants are IRS officials. De- 


Decision and Order 


Gorpon, District Judge: After the plaintiff 
failed to pay taxes for 1979 and 1980, the In- 


ternal Revenue Service (IRS) levied the 
amount due, $12,888.85, upon an account 
held for the plaintiff by a third party, pur- 
suant to 26 U. S. C. § 6331. The pro se 
complaint seeks recovery of the amount 
levied, plus damages. The defendants now 
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fendant Phillips sent the plaintiff a notice 
of deficiency dated December 1, 1982, rela- 
tive to tax years 1979 and 1980. The notice 
advised the plaintiff of his right to petition 
for a redetermination of the amount assessed 
by the IRS. When no petition was filed, 
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the assessment was confirmed, and the 
case was assigned to defendant Bolgrin for 
collection. On April 18, 1983, Mr. Bolgrin 
mailed the plaintiff notices of assessment 
for 1979 and 1980, requesting payment 
within 10 days. No payment was received, 
and the defendant Hynes then issued a 
levy on the Stanga Cheese Company, a 
buyer of the plaintiff’s dairy products. 


The plaintiff’s claim for return of the 
money levied is barred by 26 U. S. C. 
§ 7422, which forbids a suit for the re- 
covery of taxes allegedly improperly col- 
lected unless the plaintiff has filed a refund 
claim with the Secretary of the Treasury. 
The plaintiff has not alleged that such a 
claim has been filed. 


As executive officers acting within the 
scope of their official duties, all three de- 
fendants are immune “from liability for 
civil damages insofar as their conduct does 
not violate clearly established statutory 
or constitutional rights. . .’ Davis v. 
Scherer, 52 L. W. 4956, 58 (1984), quoting 
Horlow v. Fitzgerald, 457 U. S. 800, 818 
(1982). This qualified immunity applies 
here since there was no violation of the 
plaintiff’s rights. Indeed, the complaint 
fails to state a claim for which relief can 
be granted. 


Although the plaintiff contends that the 
defendant’s actions violated numerous stat- 
utory and constitutional provisions, it is 
clear that the procedures followed were 
entirely proper. A ape of deficiency was 
sent pursuant to 26 U. G=$'6212:% The 
notice of assessment nae demand for pay- 
ment was sent pursuant to 26 U. S. C. 
§ 6303, and the levy on the plaintiff’s prop- 
erty was authorized by 26 U. S. C. § 6331. 
The constitutionality of the levy procedure 
is well established. Ginter v. Southern 611 
F. 2d 1226 (8th Cir.), cert. denied 446 U. S. 
967 (1979) ; United States v. Heck, 449 F. 2d 
778 (9th Cir.), cert. denied 419 U. S. 1088; 
Shapiro v. Secretary of State, 499 F. 2d 527 
(D. C. Cir.), aff'd 424 U. S. 614 (1974). 


The defendants request an award of 
reasonable expenses, including attorney’s 
fees under Rule 11, Federal Rules of Civil 
Procedure: 


The signature of an attorney or party 
constitutes a certificate by him that he 
_has read the pleading, motion, or other 
paper; that to the best of his knowledge, 
information, and belief formed after rea- 
sonable inquiry it is well grounded in 
fact and is warranted by existing law or 
a good faith argument for the extension, 
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modification, or reversal of existing law, 
and that it is not interposed for any 
improper purpose, such as to harass or 
to cause unnecessary delay or needless 
increase in the cost of litigation. 
If a pleading, motion, or other paper is 
signed in violation of this rule, the court, 
upon motion or upon its own initiative, 
shall impose upon the person who signed 
it . . . an appropriate sanction, which 
may include an order to pay to the other 
party or parties the amount of the rea- 
sonable expenses incurred because of the 
filing of the pleading, motion, or other 
paper, including a reasonable attorney’s 
fee. 

Sanctions are appropriate here. The com- 
plaint is frivolous to a degree which the 
plaintiff's lack of legal training cannot 
explain. Its premise is found in paragraph 
24: 


Plaintiff has in the past, does in the 
present, and forever will continue to dis- 
claim jurisdiction of the IRS, or any 
other Public ministry to levy taxes, re- 
quire returns, or in any form that stems 
from usurpations, tyranny, and/or other 
such seditious crimes repugnant to the 
Republican form of government. [sic] 
(emphasis in the original) 

The plaintiff's position is unambiguously 
contradicted by the United States Consti- 
tution, a document frequently invoked in 
the complaint. Article 1, §8 gives Con- 
gress the authority “to lay taxes, duties, 
imposts and excises.” This authority “is 
exhaustive and embraces every conceivable 
power of taxation. . And it has never 
been questioned from the foundation, 
that there was authority given, as the part 
was included in the whole, to lay and 
collect income taxes.” Brushaber v. Union 
Pacific, 240 U. S. 1, 12-13 (1916). The 16th 
amendment removed the requirement that 
“direct” taxes be apportioned by state and 
explicitly empowered Congress “to lay and 
collect taxes on incomes, from whatever 
source derived . . .” 


The allegations of the complaint are 
intemperate. The defendants are charged 
with a conspiracy to commit fraud, extor- 
tion, conversion, and grand larceny “against 
Plaintiff and Plaintiff's Republican form of 
government.” (f/21). The plaintiff threat- 
ens that “[s]aid common scheme is sediti- 
ous in nature as it violates Title 42 U.S. C. 
Seditious activity borders on the penalties 
of treason against Plaintiff's government 
(Republican form) of which carries the 
death penalty . . .” [sic]. 
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It would appear that one purpose of the 
plaintiff’s action is to harass and intimidate 
government officials in the performance of 
their duties. This was demonstrated earlier 
in this litigation when the plaintiff at- 
tempted to add as defendants the govern- 
ment attorneys who appeared to defend the 
action. An assessment of expenses and 
fees is appropriate under both Rule 11, 
Federal Rules of Civil Procedure, and the 
holding of Alyeska Pipeline Company v. 
Wilderness Society, 421 U. S. 240, 258-9 
(1975). 


Therefore, IT IS ORDERED that the 
defendants’ motion to dismiss be and here- 
by is granted. 


IT IS ALSO ORDERED that the de- 
fendants are entitled to judgment for their 
costs in this action and reasonable attor- 
ney’s fee, which the court sets at $500. 


IT IS FURTHER ORDERED that the 


plaintiff’s action be and hereby is dismissed. 
this 


Dated at Milwaukee, Wisconsin, 


15 day of January, 1985. 


[19287] Steven R. Wardell, Appellant v. United States of America, Appellee. 
U. S. Court of Appeals, 8th Circuit, No. 84-5133, 3/15/85.—(757 F2d 203.) Affirming 


an unreported decision of the District Court. 


[Code Sec. 6702(a)] 


Penalties, civil: Frivolous returns: Constitutional objections——A frivolous return 
penalty of $500 was assessed against a taxpayer because the return did not contain 
information on which the substantial correctness of the self-assessment could be judged, 
and because the taxpayer’s conduct was a result of a frivolous position or a desire to 
delay or impede the administration of the tax laws. Further, TEFRA was not enacted 
in violation of the Origination Clause. Senate amendments to TEFRA were germane 
to the subject matter, revenue collection, and within the Senate’s power to propose. Back 


reference: {[ 5595G.30. 
Steven R. Wardell, pro se. 


Glenn L. Archer, Jr., Assistant Attorney General, 


Michael L. Paup, Department of Justice, Washington, D. C. 20530, for appellee. 
Before ARNOLD, Circuit Judge, HENLEY, Senior Circuit Judge, and Face, Circuit Judge. 


Per Curtam: The Commissioner of In- 
ternal Revenue assessed a tax penalty against 
Steven R. Wardell for filing a frivolous 
tax return for 1982. Wardell paid a statu- 
tory percentage of the penalty, then filed 
suit, pro se, against the United States seek- 
ing a refund. The District Court * granted 
the defendant’s motion to dismiss, and 
Wardell appeals. We affirm. 


Wardell filed a Form 1040 for tax year 
1982, along with a Form W-2, a Schedule 
C (profit or loss from business or pro- 
fession), and a cover letter. The Form 
W-2 showed that he had received $27,657.61 
as wages or other compensation. The 
word “INCORRECT” was written on War- 
dell’s Form W-2. On the Schedule C he 
reported that he had a net loss to his 
“business” of $1,451.19. On his Schedule C 
he reported that his business activity was 
contractor and that his gross receipts or 
sales from the business was $27,657.61. 
He reported $27,657.61 as “cost of goods 
sold and/or operations,” and also as “cost 


1The Hon. Donald D. Alsop, United States 
District Judge for the District of Minnesota. 
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of labor.” He claimed deductions for car 
and truck expenses, insurance, and education. 


On line 7 of this Form 1040 he reported 
“NONE” as “wages, salaries, tips, etc.” He 
then reported a negative taxable income, 
claimed he owed no federal income tax, 
and claimed a refund of $6,356.69 in in- 
come tax and $1,853.10 in FICA (Social 
Security) withheld from his wages by his 
employer. He did not sign the form. He 
wrote “Not a Tax Return. See attached 
letter.” on the signature line. The letter 
stated that taxpayer requested a refund of 
all taxes withheld from his wages because 
he was a “natural individual and unfran- 
chised [sic] freeman’ who “neither re- 
quested, received, or [sic] exercised any 
privilege from any government agency dur- 
ing the year of 1982.” 


The Commissioner assessed a frivolous- 
return penalty of $500 against Wardell be- 
cause the return did not contain information 
on which the substantial correctness of the 
self-assessment could be judged, and be- 
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cause Wardell’s conduct was a result of a 
frivolous position or a desire to delay or 
- impede the administration of the tax laws. 
See 26 U. S. C. A. § 6702(a) (Supp. 1984). 
Wardell paid fifteen per cent. (15%) of 
the penalty ($75) and filed a claim for a 
refund. See 26 U.S. C. A. § 6703(c) (Supp. 
1984). The request for a refund was de- 
nied. Wardell filed this suit requesting 
that the District Court award him a refund 
and declare the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA), Pub. 
L. No. 97-248, 96 Stat. 324 (1982), the Act 
authorizing the penalty, 96 Stat. 617 (to 
be codified at 26 U. S. C. 6702), uncon- 
stitutional because it was enacted in viola- 
tion of the Origination Clause. 


Courts around the country have been 
faced with this question of TEFRA’s con- 
stitutionality. Relying primarily on Flint 
v. Stone Tracy Co., 220 U. S. 107, 143 (1911), 
they have all uniformly held the Act con- 
stitutional. See, e.g., Heitman v. United 
States, No. 84-5302 (6th Cir. Oct. 18, 1984) 
(per curiam); Rowe v. United States [84-1 
ustc § 9447], 538 F. Supp. 1516, 1519 (D. 
Del.), aff'd mem., 749 F. 2d 27 (3d Cir. 
1984); Reed v. United States 842 ustc 
{ 9540], 581 F. Supp. 718, 720 (D. Col. 
1984). We agree with these other courts. 
Wardell argues that TEFRA violates the 
Origination Clause, which requires that 
all revenue-raising bills originate in the 


House of Representatives. The bill that 
became TEFRA originated in the House 
as H. R. 4961. The Senate kept the num- 
ber and the enacting clause, but adopted 
an amendment completely replacing the 
rest of the bill? Taxpayer argues that the 
House bill reduced revenue and the Senate 
version increased revenue. Therefore, the 
“revenue-raising” aspect of the bill origi- 
nated in the Senate. 


We cannot agree that “revenue-raising” 
means only bills that increase taxes. “Al- 
though the bill was dramatically altered 
by amendment in the upper house of Con- 
gress, it remained a revenue bill, regardless 
whether it raised taxes or lowered them.” 
Milazzo v. United States [84-1 ustc { 9167], 
578 F. Supp. 248, 252 (S. D. Cal. 1984). 
In Flint v. Stone Tracy Co., supra, the Sen- 
ate replaced a House inheritance-tax pro- 
vision in a general bill for the collection 
of revenue with a corporate tax. The 
Supreme Court held that “[t]he amend- 
ment was germane to the subject-matter 
of the bill and not beyond the power of 
the Senate to propose.” 220 U. S. at 143. 
Similarly, the Senate amendments to H. R. 
4961 were germane to the subject matter, 
revenue collection, and within the Senate’s 
power to propose. We hold, therefore, that 
TEFRA is constitutional. The judgment 
of the District Court is affirmed. 


[1.9288] Darryl S. Long and Arlyne M. Long, Appellants v. Commissioner of 


Internal Revenue, Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 84-1915, 3/25/85. 


[Tax Court Rules 34, 41 and 121] 


Tax Court rules: Issues not raised in petition: Failure to amend: Genuine issue 
for trial; Summary judgment.—A decision of the Tax Court, which granted the govern- 
ment’s motion for summary judgment and upheld a deficiency determination and addi- 
tions to tax based, in part, on an increase in taxable income due to the disallowance of 
deductions claimed by the taxpayers’ family trust, was affirmed. Because the taxpayers 
had made no attempt to state specific supporting facts in their original petition (as re- 
quired by Tax Court Rule 34(b)(5)) and because they failed to submit a proposed 
amendment (as required by Tax Court Rule 41(a)), the appellate court ruled that the 
Tax Court had not abused its discretion in denying the taxpayers’ leave to amend, in 
refusing to consider a new assignment of error regarding the treatment of the trust for 
tax purposes or in refusing to consider a new claim that additional deductions were avail- 
able to the taxpayers as individuals. The Tax Court also did not err in granting summary 
judgment to the government. In addition, the taxpayers did not uphold their burden of 
stating specific facts showing that there was a genuine issue for trial in opposing the 
summary judgment motion. Back references: {| 5820Q.77, 5821C.955 and 5822L.10. 


(D. C. Cir. 1984), cert. denied, 105 S. Ct. 779 


2 The legislative history of TEFRA is detailed 
(1985). 


in Moore v. United States House of Representa- 
tives [841 usrc {| 9457], 733 F. 2d 946, 948-49 
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Darryl S. Long, pro se. Glenn L. Archer, Jr., Assistant Attorney General, Depart- 
ment of Justice, Washington, D. C. 20530, for appellee. 


Before Bricut, John R. Grsson, and Face, Circuit Judges. 


Per Curiam: Darryl S. and Arlyne M. 
Long appeal from a decision of the Tax 
Court granting the Commissioner’s mo- 
tion for summary judgment and upholding 
the determination of a deficiency in and 
additions to their federal income tax for 
1981 totalling more than $35,000. 


The Commissioner based his determina- 
tion in part on an increase in taxable in- 
come due to the disallowance of deductions 
claimed by the Longs’ family trust. The 
Commissioner determined that the crea- 
tion of the trust, assignment of income 
thereto, and claims of deductions by the 
trust constituted a sham transaction not 
recognized for federal income tax purposes. 


Following the issuance of an IRS defi- 
ciency notice, the Longs petitioned the 
Tax Court for a redetermination. In the 
only nonfrivolous assignment of error, the 
Longs alleged that “[t]he Commissioner erred 
in not allowing deductions to Tranquil Acres 
Trust (Exhibit B). Trust property and its 
officers will incur expenses pursuant to 
trust business.” * The Commissioner moved 
for summary judgment, maintaining that 
the petition stated no facts on which the 
assignment of error was based as required 
by Tax Court Rule 34(b)(5), and that the 
case presented no genuine issue of ma- 
terial fact. 


In their response to the motion for sum- 
mary judgment, the Longs argued that 
their petition demonstrated a factual dis- 
pute about the allowability of deductions 
taken by the trust. Attached to the re- 
sponse were declarations of the Longs, 
which they alleged demonstrated another 
factual dispute about deductions allowable 
to them as individuals if not to the trust.’ 


The Longs contended that, “[w]hile it is 
true that Petitioners did not allege in the 
petition that they had incurred any de- 
ductable [sic] expenses,” they could amend 
their pleadings under Tax Court Rule 41.° 
The Longs also argued that their declara- 
tions presented a third factual issue as to 
the validity of the trust through compli- 
ance with the grantor trust provisions 
found in 26 U. S. C. §§ 671-79 (1982). They 
did not, however, submit any documents 
to support the statements in their declara- 
tions nor did they submit a motion for 
leave to amend their pleadings or \a pro- 
posed amendment. 


The Tax Court noted that any issue not 
raised in the assignments of error is 
deemed conceded under Rule 34(b)(4). 
Furthermore, noting that the Longs were 
not strangers to the court,* that they had 
made no attempt to state specific sup- 
porting facts in their petition as required 
by Rule 34(b)(5), and that they had failed 
to submit a proposed amendment as re- 
quired by Rule 41(a), the court denied 
leave to amend and refused to consider 
either a new assignment of error regarding 
the treatment of the trust for tax purposes 
or a new claim that additional deductions 
were available to the Longs as individuals. 
In light of the Tax Court’s reasons, espe- 
cially the Longs’ failure to submit a pro- 
posed amendment, we cannot say the court 
abused its discretion in denying leave to 
amend. Cf. Wolgin v. Simon, 722 F. 2d 389, 
395 (8th Cir. 1983) (under Federal Rules 
of Civil Procedure, “to preserve the right 
to amend a complaint a party must submit 
a proposed amendment along with its 
motion’’). 


1The petition contained two other assign- 
ments of error: that the Commissioner erred in 
not making an allowance for taxes withheld 
from wages during 1981, and in stating that 
wages are income. The Tax Court summarily 
disposed of these arguments and the petitioners 
have not raised them on this appeal. 

2 The declaration of Darryl S. Long stated in 
pertinent part: 

2. That in the year 1981, I have incurred ex- 
penses which are ordinarily deductable [sic] 
items. 

3. That amoung [sic] the expenses I have 
incurred are costs for such things as interest, 
real estate taxes, sales taxes, employee ex- 
penses, travel expenses and expenses involved 
with the operation of farming, amoung [sic] 
others. 
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4. That in the Respondent’s computation of 
income tax liability as shown in the notice of 
deficiency, none of such items were considered. 

3Tax Court Rule 41(a) provides that, once a 
responsive pleading is served, ‘‘a party may 
amend his pleading only by leave of court or 
by written consent of the adverse party; and 
leave shall be given freely when justice so re- 
quires.’’ The rule further provides that ‘‘[a] 
motion for leave to amend a pleading shall 
state the reasons for the amendment and shall 
be accompanied by the proposed amendment.” 

4On December 15, 1983, the Tax Court dis- 
missed the Longs’ petitions for redetermination 
of deficiencies for 1978-80. That dismissal was 
based upon failure to properly prosecute and 
was affirmed by this court. Long v. Commis- 
sioner [84-2 ustc {| 9786], 742 F. 2d 1141 (8th Cir. 
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We also affirm the Tax Court’s grant 
of summary judgment.’ As the Longs cor- 
rectly contend, as a general rule, the bur- 
den is on the party moving for summary 
judgment to show the absence of a genuine 
issue as to any material fact. Adickes v. 
Sv AakressiGe Coen 39sh Use se 1447 
(1970)3 Be E:oR.121(b) 2 However, “in 
deficiency actions the Commissioner’s de- 
termination is presumed correct, and the 
petitioner bears the burden to prove other- 
wise.” Scherping v. Commissioner [84-2 
ustc 9909], 747 F. 2d 478, 480 (8th Cir. 
1984). Furthermore, the Commissioner is 
entitled to the benefit of that presumption 
in moving for summary judgment, see 
Coca-Cola Co. v. Overland, Inc., 692 F. 2d 
1250, 1254 (9th Cir. 1982), and the pre- 
sumption will permit judgment in the 


Commissioner’s favor unless the opposing 
party produces substantial evidence over- 
coming it. See Abramo v. Commissioner 
[Dec. 38,746], 78 T. C. 154, 163-64 (1982); 
Wermager v. Cormorant Township Bd., 716 
Hy 2d0 1211714 (Sth Cir 1983) thus, 
the Longs bore the burden in opposing the 
motion to offer specific facts showing 
there was a genuine issue for trial. T. C. R. 
121(d). Because they failed to state suffi- 
cient specific facts in their petition or their 
response to call into question the Com- 
missioner’s presumptively correct deficiency 
determination, the Tax Court did not err 
in granting summary judgment to the 
Commissioner. 


Accordingly, we affirm the decision of 
the Tax Court. 


[9289] Robert Presley, on behalf of himself and all other persons similarly situated, 


Plaintiffs v. Donald T. Regan, as Secretary of the United States Department of the Treas- 
ury and Margaret Heckler, as Secretary of the United States Department of Health and 
Human Services, Defendants. 


U. S. District Court, No. Dist. N. Y., 83-CV-630, 3/8/85. 


[Code Sec. 6402 and the U.S. Constitution] 


Refunds and credits: Offset: Past-due child support: Procedural due process claim. 
—The federal government was not required by the Constitution to provide taxpayers, who 
are parents owing past-due child support, with an opportunity to be heard in their home 
states before their tax refunds are intercepted. The predeprivation notice and hearing 
afforded to delinquent parents by the forum state, here Michigan, provided the taxpayer 
with adequate due process safeguards and, even if the taxpayer is too poor to travel to 
the forum state, he can submit his objections and any supporting documents by mail. 
However, the complaint was dismissed without prejudice as to those taxpayers in the 
certified class whose forum states do not afford them a predeprivation hearing since no 
evidence was presented relating to such taxpayers. Back references: { 401.214 and 5406.092. 


Daniel A. Pozner, Cornell Legal Aid, Myron Taylor Hall, Ithaca, N. Y. 14853, for 
plaintiffs. Frederick J. Scullin, Jr., United States Attorney, Joseph A. Pavone, Assistant 
United States Attorney, Syracuse, N. Y. 13260, Louis J. Lombardo, Department of Justice, 


Washington, D. C. 20530, for defendants. 
Memorandum-Decision and Order 


McCorn, District Judge: Plaintiff Robert 
Presley brings this action on behalf of 
himself and others similarly situated for 
declaratory and injunctive relief against the 
Secretary of the Treasury and the Secretary 


°> The Tax Court proceeds under its own rules 
of practice and procedure, 26 U. S. C. § 7453 
(1982), but Tax Court Rule 121 on summary 
judgment is derived from Rule 56 of the Fed- 
eral Rules of Civil Procedure and is interpreted 
consistently with interpretations of Rule 56. 
Abramo v. Commissioner [Dec. 38,746], 78 T. C. 
154, 162 n. 8 (1982). : 

1The class was certified on November 27, 
1984. It consists of approximately 1800 New 
York residents whose federal tax refunds have 
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of Health and Human Services.’ The ac- 
tion challenges the constitutionality of the 
federal-state tax intercept program created 


by section 2331 of the Omnibus Budget 


Reconciliation Act of 1981, Pub. L. No. 97- 
35, 95 Stat. 357, 860 (1981) [“tax intercept 
program” or “program”].” Plaintiffs con- 


been intercepted pursuant to the tax intercept 
program and sent to states other than New 
York. 

2 The tax intercept program is codified at 42 
U. S. C. § 664 and provides: 

§ 664. Collection of past-due support from 
Federal tax refunds 

(a) Upon receiving notice from a State agency 


‘administering a plan approved under this part 


[42 U. S. C. §§ 651 et seq] that a named in- 
dividual owes past-due support which has been 
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tend that the tax intercept program is un- 
constitutional because it allows the govern- 
ment to deprive them of their property, 
namely their tax refunds, without due proc- 
ess of law. Plaintiffs seek injunctive relief 
prohibiting the defendants from withhold- 
ing or interfering with their federal tax 
refunds and a declaratory judgment that 
the tax intercept program is unconstitu- 
tional because it fails to provide plaintiffs 
with a full and fair hearing prior to inter- 
ception of their refunds. 


Presently before the court are cross mo- 
tions for summary judgment. For the rea- 
sons set forth below, the plaintiffs’ motion 
for summary judgment is denied and the 
defendants’ motion for summary judgment 
is granted. The defendants have also made 
a motion to join the State of Michigan as 
an indispensable party. The motion to join 
is denied. 


Background 


In 1976 plaintiff Robert Presley married 
Shirley Ann Smith in Ithaca, New York. 
They subsequently had two children. In 
1977, Mrs. Presley took the children and 
moved to Michigan where she commenced 


assigned to such State pursuant to section 
402(a) (26) [42 U. S. C. § 602(a) (26)], the Secre- 
tary of the Treasury shall determine whether 
any amounts, as refunds of Federal taxes paid, 
are payable to such individual (regardless of 
whether such individual filed a tax return as a 
married or unmarried individual). If the Secre- 
tary of the Treasury finds that any such amount 
is payable, he shall withhold from such refunds 
an amount equal to the past-due support, and 
pay any such amount to the State agency (to- 
gether with notice of the individual’s home 
address) for distribution in accordance with 
section 457(b)(3) [42 U. S. C. § 657(b)(3)]. 

(b) The Secretary of the Treasury shall issue 
regulations, approved by the Secretary of 
Health and Human Services, prescribing the 
time or times at which States must submit no- 
tices of past-due support, the manner in which 
such notices must be submitted, and the neces- 
sary information that must be contained in or 
accompany the notices. The regulations shall 
specify the minimum amount of past-due sup- 
port to which the offset procedure established 
by subsection (a) may be applied, and the fee 
that a State must pay to reimburse the Secre- 
tary of the Treasury for the full cost of apply- 
ing the offset procedure, and provide that the 
Secretary of the Treasury will advise the 
Secretary of Health and Human Services, not 
less frequently than annually, of the States 
which have furnished notices of past-due sup- 
port under subsection (a), the number of cases 
in each State with respect to which such notices 
have been furnished, the amount of support 
sought to be collected under this subsection by 
each State, and the amount of such collections 
actually made in the case of each State. 

(c) As used in this part [42 U. S. C. §§ 651 
et seq.] the term ‘‘past-due support’’ means the 
amount of a delinquency, determined under a 
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divorce proceedings against the plaintiff. In 
1979, Mr. Presley received two forms in 
the mail; the forms were related to the 
Michigan divorce proceeding and were cap- 
tioned “Consent to Jurisdiction” and “Ap- 
pearance.” Mr. Presley cannot read or 
write, but he is able to sign his name. 
Believing that the forms would allow his 
wife to obtain a divorce, Mr. Presley signed 
the forms, apparently unaware that signing 
would allow the Michigan courts to enter a 
support judgment against him. 


On March 21, 1980, the Michigan court 
entered a default judgment of divorce 
against Presley and ordered him to pay $40 
per week support for each of his two child- 
ren. At the time this decree was entered, 
Presley was unemployed. Mr. Presley 
never submitted any financial information 
to the Michigan court, has never been to 
Michigan, and has never paid any of the 
support payments ordered by the Michigan 
court. 


Mrs. Presley applied for welfare benefits 
in Michigan. As a prerequisite to receiving 
benefits, she assigned her right to receive 
child support payments to the State of 
Michigan.* As a result, Mr. Presley now 


court order, or an order of an administrative 
process established under State law, for support 
and maintenance of a child, or of a child and 
a parent with whom the child is living. 

The Internal Revenue Code was simultane- 
ously amended to provide authority for the 
interception of the delinquent parent’s tax re- 
fund. Section 6402(c) of Title 26 provides: 

§ 6402. Authority to make credits or refunds 

* * * 


(c) Offset of past-due support against over- 
payments. 

The amount of any overpayment to be re- 
funded to the person making the overpayment 
shall be reduced by the amount of any past-due 
support (as defined in section 464(c) of the 
Social Security Act [42 U. S. C. § 664(c)]) owed 
by that person of which the Secretary has been 
notified by a State in accordance with section 
464 of the Social Security Act [42 U. S. C. 
§ 664]. The Secretary shall remit the amount 
by which the overpayment is so reduced to the 
State to which such support has been assigned 
and notify the person making the overpayment 
that so much of the overpayment as was neces- 
sary to satisfy his obligation for past-due sup- 
port has been paid to the State. This subsection 
shall be applied to an overpayment prior to its 
being credited to a person’s future liability for 
an internal revenue tax. 

3 Title IV, Part A, of the Social Security Act, 
42 U. S. C. §§ 601 et seq. establishes the Aid 
to Families with Dependent Children program 
[AFDC], a cooperative Federal-State program 
for the provision of financial aid and services 
to certain needy dependent children and their 
families. Pursuant to the AFDC program, ap- 
plicants and recipients are required to assign to 
the States their right to receive child support 
payments as a condition of receiving AFDC 
assistance. 42 U. S. C. § 602(a)(26). 
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owes his past due child support payments 
to Michigan rather than to his former wife. 
The support arrearages have continued to 
accrue, and the latest delinquency notice 
indicates that he owes more than $15,000 to 
the State of Michigan. 


In April 1982, Mr. Presley received noti- 
fication from the Internal Revenue Service 
[“IRS”] that his 1981 federal income tax 
refund had been intercepted and sent to 
the Michigan state welfare agency pursuant 
to the tax intercept program.* The tax 
intercept program authorizes the seizure of 
federal tax refunds to reimburse state wel- 
fare agencies for monies spent to aid fami- 
lies who have not received support payments 
from a parent obligated to make such pay- 
ments. Mr. Presley contends that the tax 
intercept program is constitutionally invalid 
and that the actions of the defendants in 
offsetting any overpayment of federal in- 
come taxes against past-due child support 
payments violate the plaintiffs’ right to pro- 
cedural due process of law under the Fifth 
Amendment of the U. S. Constitution. 
Plaintiffs maintain that they are entitled 
to notice and a meaningful opportunity to 
be heard prior to being deprived of their 
federal income tax refund. The government 
contends that Mr. Presley and the class he 
represents have received all the process 
they are due. 

Discussion 

Under Fed. R. Civ. P. 56(c), a party is 
entitled to summary judgment when it has 
demonstrated “the absence of any material 
factual issue genuinely in dispute” and, that 
it is entitled to judgment “as a matter of 
law.” See Universal City Studios, Inc. v. 
Nintendo Co., Ltd., 746 F. 2d 112, 115 (2d 
Cir. 1984); Project Release v. Prevost, 722 F. 
2d 960, 968 (2d Cir. 1983). Both parties are 
essentially in agreement regarding the pro- 
cedures that were followed in Mr. Presley’s 
case. Before turning to the merits of the 
plaintiffs’ due process claim, a closer exam- 
ination of the tax intercept program’s struc- 
ture and procedures is warranted. 


The tax intercept program was enacted 
in 1981 as an amendment to the Child Sup- 
port Enforcement Act, 42 U. Ss. ics oe 


-amount of his refund, 


concerned about the growing problem of 
parents defaulting on their child support 
obligations with a consequent drain on lim- 
ited state welfare resources. See S. Rep. 
No. 93-1356, 93rd Cong., 2nd Sess., reprinted 
in 1974 U. S. Code Cong. & Ad. News 8133, 
8145-50; S. Rep. No. 97-139, 97th Cong., 
Ist Sess. reprinted in 1981 U. S. Code Cong. 
& Ad. News 396, 1347. Under the tax inter- 
cept program, any tax refund due to the 
defaulting parent may be intercepted by 
the IRS and paid to the state agency that 
has provided aid to the defaulting parent’s 
family. However, before the tax intercept 
program can be utilized by the States, cer- 
tain prerequisites have to be met. 


The normal progression of events is as 
follows. The custodial parent, usually the 
mother, seeks a divorce from the non-cus- 
todial parent. An order of support is en- 
tered against the non-custodial parent. The 
non-custodial parent then defaults on the 
support payments, often forcing the custo- 
dial parent to apply for welfare benefits. 
The custodial parent then assigns any rights 
to child support payments to the state as a 
condition of eligibility for welfare. When 
the non-custodial parent is more than 
$500.00 in arrears, the state welfare agency 
reports his name to the Secretary of Health 
and Human Services. The Secretary, through 
the Office of Child Support Enforcement, 
then ascertains whether a valid support 
order exists and whether the non-custodial 
parent is in default. If so, the Secretary of 
Health and Human Services certifies the 
delinquent parent’s name to the Secretary 
of the Treasury. The Secretary of the 
Treasury then directs the IRS to withhold 
as much of the delinquent parent’s federal 
tax refund as will satisfy the outstanding 
support payments. The refund is then trans- 
ferred to the state welfare agency to satisfy 
the parent’s debt. A recent amendment to 
the statute requires the state to send the 
delinquent parent notice of the impending 
intercept before his name is certified to the 
Secretary of the Treasury.’ This amend- 
ment renders Mr. Presley’s arguments re- 
garding notice moot as all delinquent parents 
are now entitled to notice before their tax 
refunds are intercepted and transferred.® 
The notice informs the taxpayer of the 
the state peers to 
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which it was sent, and the procedure to be 
followed to contest the state’s determina- 
tion that past-due support is owed or the 
amount of past-due support owed." 


The tax intercept program does not, how- 
ever, afford delinquent parents an oppor- 
tunity for a hearing before the tax refund 
is transferred to the state agency. Mr. 
Presley argues that the failure to provide 
delinquent parents with a pre-transfer hear- 
ing renders the tax intercept program con- 
stitutionally defective. 


It is well-settled that any significant 
deprivation of property by the government 
must “be preceded by notice and oppor- 
tunity for hearing appropriate to the nature 
of the case.” Mullane v. Central Hanover 
Trust Co., 339 U. S. 306, 313 (1950). This 
opportunity to be heard must be made 
available “at a meaningful time and in a 
meaningful manner.” Mathews v. Eldridge, 
424 U.S. 319, 333 (1976) (quoting Armstrong 
v. Manzo, 380 U. S. 545, 552 (1965)). Even 
a “temporary, nonfinal” deprivation of property 
has been held to be a significant depriva- 
tion under the Fourteenth Amendment in 
certain circumstances. Fuentes v. Shevin, 
407 U. S. 67, 85 (1972). A number of courts 
have held that the interception of one’s tax 
refund is a significant deprivation, “impli- 
cating due process concerns.” Coughlin v. 
Regan [84-1 ustc § 9405], 584 F. Supp. 697, 
707 (D. Maine 1984); accord, Nelson vw. 


Regan [83-1 ustc J 9249], 560 F. Supp. 1101, 
1106 (D. Conn. 1983), aff'd on other grounds, 
[84-1 ustc J 9306], 731 F. 2d 105 (2d Cir.), 
cert. denied sub. nom, Manning v. Nelson, — 
U. S. —, 105 S. Ct. 175 (1984); Marcello v. 
Regan, 574 F. Supp. 586, 595 (D. R. I. 
1983); Sorenson v. Secretary of the Treasury 
[83-1 ustc J 9200], 557 F. Supp. 729, 737 
(W. D. Wash. 1982), affirmed slip op. Nos. 
83-3694, 83-3702 (9th Cir. Feb. 5, 1985). 
Two courts have held that due process 
requires the states to provide a pre-transfer 
hearing, Nelson, 560 F. Supp. at 1111; Mar- 
cello, 574 F. Supp. at 599, and two courts 
have held that no hearing is constitutionally 
required before transfer of an obligated 
parent’s refund. Jahn v. Regan [84-1 ustc 
79512], 584 F. Supp. 399 (E. D. Mich. 
1984); Kenney v. Secretary of the Treasury, 
No. 83-2427, slip op. (C. D. Cal. Oct. 11, 
1983). This court, however, need not reach 
the question of whether the Constitution 
requires a pre-transfer hearing because the 
State of Michigan has agreed to afford pre- 
transfer hearings to delinquent spouses. 
Jones v. Ritsema, No. 82-73573, slip op. (E. 
D. Mich. Feb. 29, 1984). Mr. Presley is 
clearly entitled to avail himself of the pro- 
cedures agreed to in Jones.? Thus, the only 
question left for this court to resolve is 
whether Mr. Presley is denied due process 
because he is too poor to travel to Michigan 
to avail himself of a hearing. Mr. Presley 
argues that his opportunity to be heard is 


to send a more detailed notice than that re- 
quired by the amendment. Jones provides: 

A pre-offset notice shall be sent by the state 
or its assignee to all persons in the State of 
Michigan who may be certified to the Internal 
Revenue Service as delinquent in child support 
payments under the federal-state intercept pro- 
gram authorized pursuant to 42 U. S. C. 644 
[sic] (West Supp. 1982) and 26 U. S. C. 6402 
(West Supp. 1982). The notice shall be sent 
before the name has been certified and shall 
contain the following information: 

a) a statement that the person has a right to 
a hearing to dispute the certification if he or 
she believes the amount certified is in error, if 
he or she is currently on a wage assignment or 
questions the amount for any other reason; 

b) a statement informing the person that he 
or she may contact the Friend of the Court to 
request a hearing; 

ce) a statement informing the recipient of the 
right of a non-obligated spouse to receive his 
or her portion of the tax refund from the In- 
ternal Revenue Service in the case of a joint 
return. 

Jones, slip op., J 1 at 2. 

™ Child Support Enforcement Amendments of 
1984, Pub. L. No. 98-378, § 21, 98 Stat. 1305, 
1323 (1984). 

8 Jones provides: 

All persons who believe that their names 
should not be certified as delinquent in child 
support obligations for the purpose of inter- 
cepting their tax refunds by the Internal Reve- 
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nue Service are entitled to a hearing. Kheder, 
of the Department of Social Services, agrees to 
instruct all local offices of the Friend of the 
Court in the State of Michigan to conduct hear- 
ings for all individuals who request one. 

Any individual requesting a hearing may do 
so by contacting the Friend of the Court office 
in the county that the support order was en- 
tered. The hearing may be informal before an 
employee of the Friend of the Court who has 
the authority to request a deletion of the 
individual’s name from the certification list. 
The individual must be allowed to appear per- 
sonally or with an attorney or other individual, 
present documentary evidence and examine the 
evidence that forms the basis of the certifica- 
ton. see 

Jones, slip op., 1 3, 4 at 2-3. 

® The court is aware that the class certified 
by this court on November 17, 1984 may con- 
tain interstate plaintiffs whose forum state does 
not afford them an opportunity to be heard. At 
this point the court does not have any evidence 
before it relating to such plaintiffs. While the 
court is of the view that the federal defendants 
are not the proper parties to provide such 
plaintiffs with additional due process safe- 
guards, the court also believes that entry of 
summary judgment against these plaintiffs 
would be unjust in view of the lack of evidence. 
Thus, the complaint will be dismissed without 
prejudice with regard to those plaintiffs whose 
forum state do not afford them a predeprivation 
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not “meaningful” because he does not have 
the funds to travel to Michigan. 


As a preliminary matter the court notes 
that the Supreme Court has declined to 
treat the poor as a suspect class. See San 
Antonio Independent School District v. Ro- 
driguez, 411 U. S. 1 (1973) ; L. Tribe, Ameri- 
can Constitutional Law, 1118-1125 (1978). 
The Court has also declined to recognize a 
fundamental right to various necessities of 
life. Dandridge v. Williams, 397 U. S. 471 
(1970); L. Tribe, American Constitutional 
Law, 1127-1136 (1978). Therefore, if Mr. 
Presley were to prevail here, it would not 
be because he is too poor to travel to Michi- 
gan, but rather because all interstate plain- 
tiffs * have a due process right to be heard in 
their home state. 


The Supreme Court established a balanc- 
ing test for determining the constitutional 
adequacy of governmental procedures with 
regard to due process in Mathews v. Eld- 
ridge, 424 U. S. 319 (1976). The test re- 
quires a balancing of three factors: 


First, the private interest that will be 
affected by the official action; second, the 
risk of erroneous deprivation of such 
interest through the procedures used, 
and the probable value, if any, of addi- 
tional or substitute procedural safe- 
guards; and finally, the Government’s 
interest, including the function involved 
and the fiscal and administrative burdens 
that the additional or substitute proce- 
dural requirements would entail. 


Mathews, 424 U.S. at 335. 


This court agrees with the Nelson and 
Marcello courts that the first factor weighs 
in favor of the plaintiff. Many families 
“plan for and rely on the certainty of a 
refund”, and an unexpected deprivation of 
that refund could create a budgetary crisis 
in a family. Marcello, 574 F. Supp. at 596; 
see also, Nelson, 560 F. Supp. at 1108; 
Sorenson, 557 F. Supp. at 738. The court 
also finds that, were it not for the safe- 
guards provided by the Jones decision, the 
second factor would weigh in favor of the 
plaintiff. The risk of an erroneous depriva- 
tion in a joint federal-state program in- 
volving two, or sometimes three, levels of 
bureaucracy is substantial. However, the 
set up in Je ones reduce the likeli- 


be made. Thus, the second factor weighs 
in favor of the defendants here. 


Even if the first two factors both weighed 
in favor of the plaintiffs, the third factor 
would tip the scale in favor of the de- 
fendants. The plaintiffs bring this action 
seeking a declaration that the federal gov- 
ernment is the proper party to provide 
interstate plaintiffs with a hearing in their 
home state.“ However, this court agrees 
with the court in Sorenson that there “is 
something uniquely inappropriate in in- 


volving the Federal Government” in the 


hearing process. Sorenson, 557 F. Supp. at 
738. Although the federal government has 
an indirect interest in maintaining the fiscal 
health of the AFDC program, it has little 
or no interest in the plaintiffs’ tax refunds 
or the intercept program itself. The federal 
government’s role in the tax intercept pro- 
gram is merely to act as the states’ bill 
collector. The IRS acts as a kind of clear- 
inghouse, shuttling the refunds to either 
the plaintiff or a state agency on behalf of 
the plaintiff. See Sorenson, 557 F. Supp. at 
738. Moreover, the financial and adminis- 
trative burdens involved in implementing 
a procedure for holding predeprivation 
hearings on a federal level would be pro- 
hibitively high. 


Plaintiffs contend that the financial and 
administrative burden on the government 
would actually be low because the IRS 
already provides in-office hearings for in- 
dividuals with questions regarding their 
tax refunds. The plaintiffs, however, over- 
look the fact that the IRS employees con- 
ducting these in-office hearings are normally 
individuals with no legal training who 
would be unable to resolve the kind of 
challenge to the tax intercept program that 
Mr. Presley has raised here, namely, that 
the Michigan court did not have proper 
jurisdiction over him when it issued the 
divorce decree. Additionally, even if the 
challenge to the program were not based 
on legal arguments, all of the information 
necessary to resolve a dispute under the 
tax intercept program is within the control 
of the forum states. In order to resolve 
such a dispute, the IRS agent would have 
to contact the forum state, here Michigan, 
and have all the information sent to the 

in 10m. states. ‘This: procedure, in 
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the court’s opinion, is both unnecessarily 
costly and inefficient. Additionally, requir- 
ing the defendants to implement new costly 
and burdensome procedures to provide in- 
terstate plaintiffs with predeprivation hear- 
ings in their home state would fly in the 
face of Congress’ intent to execute the tax 
intercept program with as little administra- 
tive burden on the IRS as possible.” 


Moreover, denying the plaintiffs the 
right to be heard by the IRS in their home 
state does not strip them of all due process 
guarantees. The plaintiffs are still entitled 
to a predeprivation hearing in their forum 
states. Even if a plaintiff decides that he 
cannot afford a trip to his forum state, he 
is free to submit his objections and any 


supporting documents he may have by 
mail.* 

Accordingly, the court finds the Consti- 
tution does not require the defendants to 
provide the plaintiffs with an opportunity 
to be heard in their home states before 
their tax refunds are intercepted. The 
notice and hearing afforded to Mr. Presley 
by the State of Michigan provide him with 
adequate due process safeguards.* The 
court hereby grants the defendants’ motion 
for summary judgment and denies the 
plaintiffs’ motion for summary judgment. 
As to those members of the plaintiff class 
whose forum states do not provide them 
with a pre-transfer hearing, the complaint 
is dismissed without prejudice. 


IT IS SO ORDERED. 


[7 9290] B.A. Ballou and Company, Inc. v. The United States. 


U.S. Claims Court, No. 247-82T, 3/29/85. 


[Code Secs. 446 and 471] 


Tax accounting: Methods of accounting: Inventories: Adjustment of inventories.— 
The court upheld the IRS’s exclusion of a jewelry manufacturer’s year-end gold pur- 
chases from its LIFO inventory because such gold was not acquired for sale in the 
ordinary course of business or was not acquired to be incorporated in a product intended 
for sale in the ordinary course of business. The taxpayer purchased quantities of fine 
gold during the last two months of its fiscal year and resold it at or near the beginning 
of the following fiscal year. The court found that such purchases were made to provide 
an artificial increase in the taxpayer’s inventory of fine gold to prevent penetration into 
lower-cost LIFO layers and the resulting increase in taxable income and federal tax. 
The court noted that although the taxpayer’s use of an inventory treatment for its 
financial accounting was reasonable for planning purposes, it was not adequate to clearly 
reflect income for tax accounting purposes for the years in issue. Back references: 
{| 2769.29 and 2936.02. 

H. Peter Olsen, Hinckley, Allen, Tobin & Silverstein, 2200 Fleet National Bank 
Bldg., Providence, R. I. 02903, for plaintiff. Glenn L. Archer, Jr., Assistant Attorney 
General, W. C. Rapp, Theodore D. Peyser, Department of Justice, Washington, D. C. 


20530, for defendant. 


Memorandum of Decision 


Harkins, Judge: Plaintiff sues for refund 
of $1,146,320, plus interest as provided by 
law, of federal corporate income tax for tax 


2S. Rep. No. 97-139, 97th Cong. ist Sess., 
reprinted in 1981 U. S. Code Cong. & Ad. News, 
Ist Sess. 396, 808. The summary states: 

The child support enforcement provisions 
should have minimal regulatory effect. The 
committee understands and expects that the 
provision requiring the IRS to withhold tax re- 
funds of persons owing delinquent child support 
payments will be administered in such a way 
as to strictly limit the administrative burden 
of the IRS. 

Id. 

13 At the oral argument on these motions the 
plaintiffs’ counsel indicated that written sub- 
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years 1975, 1976, 1977 and 1978. The case 
is before the court on cross-motions for 
summary judgment. The material facts 
either have been stipulated, or are not 


missions might be enough to satisfy due process. 
Plaintiffs’ counsel stated: 

All that we are asking for are some minimum 
guidelines. And the suggestion we have in the 
first instance, the persons who wish to object 
to the Secretary’s determination that his or her 
refund will be offset should be afforded an 
opportunity to submit in writing objections to 
the transfer of his or her tax refunds. 

Transcript of Proceedings on November 27, 
1984 at 15. 

14 Of course, this decision also applies to other 
members of the plaintiff class whose forum 
states provide them with a pre-transfer hear- 
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challenged, and are not in dispute. With- 
out oral argument, for the reasons that fol- 
low—defendant’s motion is allowed. 


Facts 


B. A. Ballou and Company, Inc. , plaintiff, 
a Rhode Island corporation, is engaged in 
the manufacture of jewelry, jewelry findings 
and electronic components. One of the raw 
materials used in plaintiff's manufacturing 
operations is fine gold (karat gold), which 
is used as a raw material in its manufacture 
of jewelry. In addition to fine gold pur- 
chases, plaintiff im the years in issue had 
substantial purchases in alloy ounces of 
fabricated gold from suppliers in produc- 
tion-useable forms, such as tubing and rods. 


Plaintiff files its federal income tax re- 
turns on a February 28 (29) fiscal year 
basis, and employs the accrual method of 
accounting. Effective for its tax year end- 
ing February 28, 1969, plaintiff elected the 
LIFO method for its inventory of fine gold. 
This election corresponded with the gov- 
ernment’s decision to “close the gold win- 
dow” on March 13, 1968. For 33 years 
prior to that date, gold could be purchased 
from the Federal Government for $35 per 
ounce by properly licensed persons, such 
as plaintiff. Gold was prohibited from sale 
on the open market. From March 13, 1968, 
to January 1, 1975, plaintiff was licensed 
to purchase, but not to sell, gold on the 
open market. 


On January 1, 1975, the United States 
government lifted its restriction on the 
buying and selling of gold. From that 
point on, plaintiff has been free to both 
purchase and sell gold on the open market. 


Beginning in its fiscal year ending Feb- 
ruary 28, 1975, plaintiff purchased quanti- 
ties of gold during the last two months of 
its fiscal year and resold it at or near the 
beginning of the following year. Plaintiff’s 
purchases of gold during January and Feb- 
tuary of each of the years in dispute, 
the amounts resold in March, and the.net 
amounts purchased during the remainder 
of the succeeding fiscal year, are as follows: 


Net Purchases 
' (sal 


! et s) 
March ee eee 


IRS 


- federal tax. 


All gold purchased by plaintiff was pur- 
chased with a profit motive. Plaintiff real- 
ized a gain on the sale of gold during 
the years in dispute as follows: 
$ 99,000 

13,000 
182,000 

4,000 

All of plaintiff’s transactions in issue 
respecting fine gold were between plaintiff 
and the Rhode Island Hospital Trust Na- 
tional Bank. The transactions were accom- 
plished by transfer of cash to or from 
plaintiff's checking account, or via its lines 
of credit. All purchases by plaintiff were 
made at market prices. Each purchase in- 
volved capital outlays by plaintiff and the 
assumption of market risks. Purchases on 
credit involved interest expenses. 


As soon as the gold was purchased by 
plaintiff, title to the gold became vested 
in plaintiff. After title shifted to plaintiff, 
the gold was retained in a storage facility 
at or used by the bank, and none of the 
gold which was the subject of IRS inven- 
tory adjustments was ever delivered to 
plaintiff. It is customary in the gold jewelry 
industry to store gold inventory with a 
supplier prior to use of the gold by the 
manufacturer. 


Plaintiff had dominion and control at all 
times over the gold purchased. All fine 
gold owned by plaintiff consistently has 
been treated by plaintiff, for tax and finan- 
cial accounting purposes, as inventory. 


In filing its federal corporate income tax 
return, plaintiff included in its ending inven- 
tory all fine gold purchased by it during 
January and February of the appropriate 
fiscal year. This resulted in a higher end- 
ing inventory, an increase in cost of goods 
sold, and a resulting reduction in taxable 
income and federal tax. On audit, the 
Internal Revenue Service removed from 
inventory the gold purchased in January 
and February but resold during March and. 
April of the succeeding fiscal year (the 
adjustments). This resulted in a 
lower ending inventory, a decrease in cost 
of cost of goods sold (as a result of pene- 
tration of lower-cost LIFO layers), and a 
resulting increase in taxable income, and 
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ness. During the years in issue, plaintiff 
purchased fine gold during January and 
February in order to maintain its LIFO 
gold inventory pool. The purpose of plaintiff’s 
purchases, consistent with the recognized 
purposes of LIFO inventory accounting, 
were to charge current revenues with 
current inventory replacement costs. When 
plaintiff's year-end gold purchases are ex- 
cluded from the LIFO inventory pool, 
lower cost LIFO layers are  pene- 
trated. Prices for fine gold purchased by 
plaintiff for fiscal years 1971 through 1974 
ranged from $37.50 to $174.45 per ounce. 
During the years in issue, the actual cost 
of gold purchased by plaintiff ranged from 
$125 to $226.70 per ounce. 


All gold purchased by plaintiff was sub- 
ject to its hedging procedures, which are 
used by plaintiff to even out the cost of 
its gold inventory. Plaintiff fully or par- 
tially hedged each of the transactions in 
which it purchased gold which is the sub- 
ject of the IRS adjustments. 


During the years in dispute, plaintiff 
purchased fine gold to maintain its LIFO 
pool, and resold any excess gold that it 
did not need for immediate operations. 
The LIFO pool was maintained at levels 
which would be adequate to meet future 
sales, which plaintiff's management ex- 
pected to increase, after low years in 1975 
and 1976, to prior higher levels. 


The determination by plaintiff as to how 
much of the fine gold purchased by it 
‘would be used in production, and how 
‘much would be resold, was not made by 
plaintiff until after the end of its fiscal 
year. February and March, the last and 
first months respectively of plaintiff's fiscal 
year, are strong ordering months in the 
jewelry industry because of spring and 
early summer holidays and special events 
such as Easter, Mother’s Day, weddings, 
and graduations. Plaintiff's determination 
as to how much gold it would sell was 
made after reviewing the quantities of 
orders it was receiving during this period. 


Plaintiff engaged during the periods in 
issue in many gold futures transactions. 
During plaintiff's tax year ending February 
28, 1979, plaintiff’s experienced gains in the 
amount of $203,141 on consummated gold 
futures transactions. During the same tax 
year, a new layer of inventory was added 
to plaintiffs LIFO gold karat pool, 1.e., 
there was a greater number of ounces of 
gold in inventory at the end of the year 
than at the end of the preceding year. 
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Plaintiff reduced its 1978 ending inven- 
tory by its 1978 gains on consummated 
gold future transactions to the extent of 
the increased LIFO layer for the tax year. 
This reduction in the value of ending in- 
ventory resulted in a higher figure for cost 
of goods sold, and lower net taxable in- 
come. For plaintiff, the first time these 
two elements (t.¢., a new layer of inven- 
tory and gains on consummated gold fu- 
tures transactions) were present at the 
same time to any Significant extent was 
on February 28, 1978. Plaintiff realized no 
gold future gains or losses in years prior 
to February 28, 1974. In the year ending 
February 28, 1974, there was a small (153 
ounces) increase in the gold LIFO pool. 
The applicable gains would have reduced 
inventory and increased cost of goods sold 
by approximately $60,000, or less than 1 
percent of inventories of $6,360,000. The 
situation did not exist in February 1976 
or 1977, as the gold LIFO pool decreased” 
in each of those years. The 1976 and 1977 
decreases completely eliminated the 1974 
and 1975 layers from the gold LIFO pool. 


Disposition 


The principal issue in this case is 
whether the Treasury Regulation on in- 
ventory accounting (Treas. Reg. § 1.471-1 
(1960)) and the IRS adjustments to in- 
ventory for the years in dispute produce 
a computation that does “clearly reflect 
income”. 26 U. S. C. § 446(b) (1982). De- 
fendant contends the fine gold purchased 
by plaintiff during January and February 
and sold during March and April was not 
purchased for purposes cognizable under 
the regulation. According to defendant, 
section 1.471-1 permits plaintiff to include 
in its fine gold inventory only that gold 
which was to be resold in the course of 
business or which physically was to be 
incorporated into some product intended 
for sale as part of plaintiff's jewelry busi- 
ness. Plaintiff contends the IRS construc- 
tion of the regulations is too narrow and 
argues that its gold purchases in January 
and February were made for legitimate 
business reasons, consistent with the pur- 
poses of LIFO inventory accounting. The 
inclusion in inventory of all of its gold 
purchases, according to plaintiff, clearly 
would reflect income because it would 
maintain plaintiff's LIFO pool so that cur- 
rent revenues would be charged with cur- 
rent costs. 


Inventory accounting is governed by 
I. R. C. §§ 446 and 471. As a general rule, 
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taxable income is to be computed under 
the method of accounting regularly used 
by a taxpayer in keeping his books. I. R. C. 
§446(b) permits an exception. If the 
method regularly used by the taxpayer does 
not clearly reflect income, the computation 
of taxable income is to be made under such 
method as, in the opinion of the Secretary, 
does clearly reflect income. 26 U. S. C. 
§ 446(b) (1982). Treasury Regulations de- 
fine “method of accounting” to include not 
only the overall method of accounting by 
the taxpayer, but also the accounting 
treatment of any item, Treas. Reg. § 1.446-1 
(a) (1957). 


I. R. C. § 471 states the general rule for 
inventories: 


Whenever in the opinion of the Sec- 
retary the use of inventories is neces- 
sary in order clearly to determine the 
income of any taxpayer, inventories shall 
be taken by such taxpayer on _ such 
basis as the Secretary may prescribe as 
conforming as nearly as may be to the 
best accounting practice in the trade or 
business and as most clearly reflecting 
the income. 


I. R. C. §§ 446 and 471, with their ac- 
companying regulations, confer broad 
powers that are invoked when the IRS 
determines that a particular method of 
inventory accounting should be disallowed 
because it does not clearly reflect income. 
A disallowance of an inventory accounting 
method is not to be set aside unless it 
plainly is shown to be arbitrary. Thor 
Power Tool Co. v. Commissioner [79-1 ustc 
{ 9139], 439 U. S. 522, 532 (1979). 


Plaintiff is in the business of manufac- 
turing jewelry, the sale of which includes 
fine gold as an income producing factor. 
In order to reflect taxable income cor- 
rectly, plaintiff is required to maintain an 
inventory for its fine gold. The Treasury 
Regulation on the need for inventories 
(Treas. Reg. §1.471-1) in pertinent part 
provides: 


In order to reflect taxable income cor- 
rectly, inventories at the beginning and 
end of each taxable year are necessary 
in every case in which the production, 


chase, or sale of merchandise is an 


of the product to be sold therein. Mer- 
chandise should be included in the in- 
ventory only if title thereto is vested in 
the taxpayer. 


Gross income, in a manufacturing busi- 
ness where the use of an inventory is re- 
quired, is computed by subtracting from 
total sales of manufactured goods, the cost 
of goods sold, and the addition of any in- 
come from investments and from _ inci- 
dental operations. Treas. Reg. § 1.61-3(a), 
T. D. 7207, 1972-2 C. B. 106. Cost of goods 
sold includes a computation for inventory: 
inventory on hand at the beginning of the 
year is found, to which the total of pur- 
chases during the year is added, and in- 
ventory on hand at the end of the year 
is subtracted. “Cost of goods sold” equals 
“beginning inventory” plus “inventory pur- 
chases” minus “ending inventory.” Under 
last-in-first-out (LIFO) accounting, at the 
end of each year it is assumed that in- 
ventory on hand is made up of inventory 
purchased earliest in time. See generally 
Treas. Reg. §§1.471-11 (1973), 1.472-1 
eae 1.472-2 7. DD, 6539, 1961-1 C. B. 
16 


In LIFO accounting, the last costs in- 
curred are the first costs charged to cur- 
rent operations, and the first costs incurred 
are accumulated in ending inventory. LIFO 
inventory accounting serves two purposes: 
(1) to the extent quantities of goods on 
hand at the end of the tax year are the 
same as the goods on hand at the begin- 
ning of the tax year, the LIFO method 
charges current revenues with amounts 
approximating current replacement costs, 
and (2) during an inflationary period, 
LIFO offers tax relief from an inventory 
profit in an inflationary market. 


With respect to a raw material or a 
supply for which inventory accounting is 
required because it is an income-produc- 
ing factor, Treas. Reg. § 1.471-1 provides 
that the only raw material or supply to be 
included in inventory is that which was 
acquired for sale or which physically will 
become a part of merchandise intended for 
sale. An examination of the purpose for 
which the manufacturer acquired the raw 
material or supply is required. Defendant 
anges that where the facts show that a 
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of each fiscal year show that, in fact, plain- 
tiffs raw material, the adjusted fine gold, 
was not purchased for inventory purposes. 


Plaintiff counters that defendant’s inter- 
pretation is too narrow, that it is unsup- 
ported by relevant law, and that it 
constitutes an unauthorized foray into the 
decision making process of plaintiff's man- 
agement. According to plaintiff, a manu- 
facturer’s raw materials are inventoriable 
if they have been acquired in transactions 
that were made for legitimate business pur- 
poses and which effected a beneficial in- 
terest other than the reduction of taxes. 


The facts show that plaintiff’s fine gold 
that was subject to IRS adjustments was 
purchased because plaintiff's management 
determined that it was inadvisable to invade 
its LIFO gold inventory pool because of 
uncertain conditions in the gold market, 
and because it expected sales in the future 
to increase to prior high levels. During 1975 
and 1976 plaintiff's sales of jewelry contain- 
ing fine gold dropped substantially as a 
result of an unprecedented fluctuation in gold 
prices as a reaction to the United States 
government’s deregulation of gold: Plaintiff 
argues that if the year-end gold purchases 
were not made, plaintiff would have had to 
charge its revenues during 1975 and 1976 
with low cost gold when the actual cost of 
gold at that time ranged from $125 to $225 
per ounce. These year-end purchases, plain- 
tiff asserts, had a substantial economic ef- 
fect in that they resulted in a matching of 
plaintiff's current costs with current reve- 
nues and afforded relief against inventory 
profits in an inflationary market. 


Plaintiff emphasizes that the gold subject 
to the IRS adjustment was purchased in 
bonafide business transactions made for 
legitimate business reasons that were con- 
sistent with the recognized purposes of 
LIFO inventory accounting. Plaintiff also 
emphasizes that its treatment of inventory 
was in accordance with generally accepted 
accounting principles for reflection of 
income. 


It is clear that all fine gold owned by 
plaintiff consistently has been treated, for 
both tax and financial accounting purposes, 
as inventory. It is also clear that plaintiff's 
year-end gold purchases were legitimate 
business transactions made on the open 
market using practices that are customary 
with gold jewelry manufacturers. Plaintiff 
had dominion and control over the gold 
purchased by it. Its purchases of the gold 


subject to the IRS adjustments satisfy the 
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requirement of the regulation that merchan- 
dise is to be included in inventory only if 
title is vested in the taxpayer. The account- 
ing treatment used by plaintiff for its gold 
inventory is appropriate for reporting in- 
come for financial accounting purposes and 
was in accordance with generally accepted 
accounting principles. 

Conformity with generally accepted prin- 
ciples, however, does not establish a reali- 
zation of an economic benefit cognizable in 
tne tax law, and it does not necessarily 
determine whether particular transactions 
are in compliance with the requirements of 
Treasury regulations applicable to account- 
ing for inventory. The treatment of a trans- 
action for financial accounting purposes, 
on the one hand, and for tax purposes, on 
the other, need not necessarily be the same. 
Frank Lyon Co. v. United States [78-1 ustc 
{| 9370], 435 U. S. 561, 577 (1978). Financial 
accounting techniques have objectives that 
are different substantially from the objec- 
tives sought in tax accounting. The primary 
goal of financial accounting is to provide 
useful information to management, share- 
holders, creditors, and others properly in- 
terested. The major function is to protect 
parties properly interested from being mis- 
led. The primary goal of the income tax 
system, in contrast, is the equitable collec- 
tion of revenue. The major responsibility of 
the IRS is to protect the public fisc. Thor 
Power Tool Co. v. United States, 439 U. S. 
at 542. Financial accounting is hospitable 
to estimates, probabilities and reasonable 
certainties. The tax law, however, cannot 
indulge in such uncertainty. The computa- 
tion of taxable income for a particular tax 
year requires precision as to the transac- 
tions applicable to that year. Ibid. at 543. 


In section 1.471-1, the regulation states 
the test for inclusion in inventory of a raw 
material or supply item that is an income- 
producing factor. The purpose for which 
the item is acquired is a major determinant. 
The need for examination of the purpose of 
a raw material purchase as a test has long 
been recognized. Latimer-Looney Chevrolet, 
Inc. v. Commissioner [Dec. 19,280], 19 T. C. 
120 (1952). 

Plaintiff has not demonstrated that the 
criteria the IRS has established are unrea- 
sonable for the computation of taxable in- 
come for a particular year. Nor has plaintiff 
shown that the application of these criteria 
in the IRS adjustments was unlawful or 
arbitrary as a means to reflect plaintiff's 
income from its jewelry business in the 
years in dispute. The gold subject to the 
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IRS adjustments was not acquired for sale 
in the ordinary course of business or to be 
incorporated in a product intended for sale 
in the ordinary course of business. 


Plaintiff's position is that, once it is 
established that fine gold as a class is an 
income-producing factor, all of that class 
is inventoriable regardless of whether it 
was purchased for the purposes stated in the 
regulation, or for other purposes. Gold 
acquired for speculation, investment, or for 
tax advantage, in plaintiff’s analysis, would 
be included in inventory on the ground that 
such computation would reflect income. The 
tax law applicable to inventory accounting 
is more finely tuned. The computation of 
inventory that is permissible must reflect 
income from plaintiff’s jewelry manufactur- 
ing business for the particular years in- 
volved. Any beneficial interest or economic 
effect in plaintiff’s gold transactions must be 
related to the purposes of inventory as an 
income-producing factor. 


Plaintiff maintains an inventory of fine 
gold because its business is to manufacture 
jewelry. Plaintiff is not in the business of 
trading in gold. Its gold purchases that were 
subject to IRS adjustments were without sig- 
nificant purpose in _ plaintiff's jewelry 
manufacturing business. Plaintiff’s purpose 
was to provide an artificial increase in in- 
ventory to avoid penetration of LIFO 
layers for tax reasons. 


Plaintiff asserts that, in addition to main- 
taining its LIFO pool, the year-end pur- 
chases also were for the purpose of building 
supplies for jewelry manufacturing because 
it did not determine how much of the fine 
gold purchased would be used in production 
and how much would be sold until after the 
end of the fiscal year. In addition, plaintiff 
claims that it decided to maintain its gold 
inventory pool because of a perceived need 
for higher inventories to support possible 
business acquisitions. 


These secondary reasons as to the pur- 
pose of plaintiff's purchases are not signifi- 
cant. Treas. Reg. § 1.471-1 permits gold that 
was acquired to physically become a part of 
merchandise intended for sale to be in- 

in inventory. None of the gold eet 


priced inventory on the basis of its manage- 
ment’s estimates of likely future business 
conditions. The IRS adjustments removed 
only the amounts of fine gold that plaintiff 
was using to inflate inventory temporarily 
for income tax purposes. 


Plaintiff's use of an inventory treatment 
for its financial accounting which differs 
from that allowed by the IRS adjustments, 
while reasonable for planning purposes, is 
not adequate to clearly reflect income for 
tax accounting purposes for the years in 
issue. To maintain its LIFO inventory for 
tax accounting purposes, plaintiff's trans- 


‘actions must meet statutory and regulatory 


definitions. Plaintiff’s transactions under tax 
accounting standards do not effect a bene- 
ficial interest other than reduction of taxes. 
In fact, the gold that was subject to the 
IRS adjustments did nothing to increase 
plaintiff's inventory of fine gold for its 
manufacturing business for the years in 
dispute. 

Plaintiff's basic complaint is that it is now 
being forced to pay tax on the increased 
value of its raw materials when they are 
actually used; this plaintiff rather would 
not do. This type of situation, however, al- 
ways applies when materials that have in- 
creased in value are sold. 


Both parties cite United States v. Ingred- 
tent Tech. Corp. [83-1 ustc J 9140], 698 F. 2d 
88 (2d Cir. 1983), cert. denied, 103 S. Ct. 
3111, as support for their respective posi- 
tions. On its facts, Ingredient Tech. does not 
present an inventory problem that is com- 
parable to plaintiff’s. Ingredtent Tech. was 
concerned with sham transactions without 
business purpose, secret negotiations and 
intentional destruction of documents. None 
of that is present in this case. The Second 
Circuit’s analysis was made in the frame- 
work of a criminal fraud conviction, and 
the decision upholding the criminal convic- 
tion is not apposite to either party’s EL a 
in this case. 

Count II of plaintiff’s complaint involved 
the question of accounting for hedging gains 
during 1978, a period in which a new LIFO 
inventory layer was added. The decision 
on count I to exclude plaintiff’s year-end 
gold purchases from its LIFO inventory : 
moots count II and 1 no Gerisions is made 
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Conclusion 


For the foregoing reasons, defendant’s 
motion for summary judgment is AL- 


LOWED and. plaintiff’s cross-motion is 
DENIED. The Clerk is directed to dismiss 
the complaint. 


[7.9291] Steamship Trade Association of Baltimore, Inc., Appellant v. Commissioner 
of Internal Revenue, Appellee. 


U. S. Court of Appeals, 4th Circuit, No. 84-1099, 3/27/85. Affirming Tax Court, 81 
TC 303, Dec. 40,452. 


[Code Secs. 511 and 513] 


Exempt organizations: Unrelated business income: Organizations subject to tax: 
Unrelated trade or business: Business leagues: Labor organization ——A federal court of 
appeals upheld a Tax Court ruling that a business league was liable for taxes on income 
derived from unrelated business activities. The appellate court agreed with the trial 
court that the organization’s administration of vacation pay and guaranteed annual 
income accounts was not an activity substantially related to the business league’s tax- 
exempt purpose, which was to negotiate collective bargaining agreements and resolve 
disputes arising under such agreements. In applying an objective profit-motive test, the 
appellate court was persuaded that the management of the accounts was a trade or busi- 
ness within the meaning of Code Sec. 513, since the amounts attributable to the two 
accounts were substantially in excess of the amount the organization received from its 
members for annual dues. Moreover, the court reasoned that the management of the 
accounts was an unrelated business activity, because the retention of the annual dues 
went to the benefit of the league’s members collectively, while the retention of funds 
for vacation pay and a guaranteed annual wage went to the benefit of each member 
proportionately according to the amounts actually contributed. Thus, fees paid to the 
league by employers for administration of these benefits were taxable. Finally, 
the court did not accept the organization’s contention that a portion of the retained 
funds ought to be allocated to the league’s tax-exempt activities as compensation, because 
the league failed to offer any evidence to sufficiently establish a formula to accomplish 
this purpose. Back references: {] 3237.10 and 3257.25. 


Neil S. Kurlander, A. Adgate Duer, George M. Radcliffe, Niles, Barton & Wilmer, 
929 N. Howard Street, Baltimore, Md. 21201, for appellant. Glenn L. Archer, Jr., 
Assistant Attorney General, David I. Pincus, Michael L. Paup, Robert A. Bernstein, 
Department of Justice, Washington, D. C. 20530, for appellee. 


Before Sprouse, CHAPMAN and SNEEDEN, Circuit Judges. 
Sprouse, Circuit Judge: Steamship Trade 


Association of Baltimore, Inc. (STA), a tax- 
exempt business league, appeals from the 


two accounts was substantially related to 
its’ exempt purposes, and (3) the Tax 
Court erroneously failed to allocate a por- 


decision of the Tax Court upholding the 
Internal Revenue Service’s determination 
that it was liable for taxes on unrelated 
business income for tax years 1975, 1976, 
and 1977. Steamship Trade Association v. 
Commisstoner [CCH Dec. 40,452], 81 T. C. 
303 (1983). The income held to be taxable 
arose from STA’s retention of a portion 
of the funds it received from its members 
on behalf of longshoremen employees to 
fund guaranteed annual wage and vacation 
pay accounts established pursuant to col- 
lective bargaining agreements. STA argues 
that (1) its administration of the guaran- 
teed wage and vacation pay accounts was 
not a trade or business under I. R. C. 
§513 (1982), (2) its administration of the 
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tion of the retained amounts as compensa- 
tion for STA’s exempt negotiation and 
dispute resolution activities. 


For the reasons discussed below, we affirm. 


he 


STA is a trade association exempt from 
federal income taxation as a “business 
league” under I. R. C. §501(c)(6) (1982). 
The forty-nine members of STA are busi- 
nesses associated with the maritime in- 
dustry in the Port of Baltimore. 

A primary function of STA is the nego- 
tiation of collective bargaining agreements 
on behalf of its members with the Inter-: 
national Longshoremen’s Association and. 
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local unions. STA also serves as a vehicle 
for resolving disputes between its members 
and their employees which arise under 
these agreements. The collective bargain- 
ing agreements call for, among other things, 
vacation pay and a guaranteed annual in- 
come to be provided to employees by 
employers who are members of STA. These 
benefits are calculated based on the num- 
ber of hours each longshoreman works. 


The calculation of each longshoreman’s 
eligibility—and each employer’s concomitant 
liability—for the vacation and guaranteed 
annual income benefits is complicated by 
the fact that longshoremen usually work 
for several different companies during the 
year. STA aids its members in resolving 
this problem by serving as a central repository 
for payroll information. Specifically, STA 
collects from its members information re- 
garding the number of hours each longshore- 
man has worked, computes the assessment 
rate that its members must pay to support 
the vacation and annual income accounts, 
collects the assessments, pays the appropri- 
ate benefits to the eligible employees, and 
reports to the union with respect to STA’s 
performance of these functions. STA em- 
ploys the Service Bureau Corporation, a 
private for-profit company, to assist it in 
this task. Service Bureau receives the raw 
payroll data from STA and, through the 
use of computers, puts the information in 
a form that STA can use to track each 
longshoreman’s eligibility for benefits. 

STA collects vacation pay and guaran- 
teed annual income assessments only from 
its members who employ longshoremen. 
The vacation pay assessment ranged from 
$.80 per man-hour in 1975 to $1.45 per 
man-hour in 1977. From these amounts, 
STA retained $.08 per man-hour as its fee 
for administering the account. The guar- 
anteed annual income assessment was a 
constant $.15 per man-hour. From these 
payments, STA retained $.02 per man-hour 
as an administration fee. Some of the 
surplus from these retained fees, after STA 
paid its administration costs, were used 


to fund a reserve to be employed in case 
of an emergency, stich as a shutdown as 
a result of an ceil eats or sane sea 


tax under I, R:.-GS5il() (1982). “This 
resulted in tax assessments of $149,398 for 
tax year 1975, $126,927 for tax year 1976, 
and $94,779 for tax year 1977. STA filed 
suit in the Tax Court challenging the IRS’ 
determination. 


The Tax Court upheld the IRS’ deficiency 
determinations, reasoning that although 
STA’s activities in negotiating collective 
bargaining agreements and resolving dis- 
putes arising under such agreements were 
related to STA’s exempt function, STA 
was compensated for those activities by 
annual dues. Steamship Trade Association, 
81 T. C. at 315. The administration of 
the vacation pay and guaranteed annual 
income accounts, however, was held to be 
not so related, and STA was accordingly 
found liable for the tax on the retained 
amounts. Id. at 317. 


II. 


I. R. C. §511(a) subjects the unrelated 
business income of a tax exempt organiza- 
tion to income tax. I. R. C. § 512(a) (1982) 
defines the term “unrelated business tax- 
able income” “the gross income derived 
by any organization from any unrelated 
trade or business, . . . regularly carried on 
by it.” The term “unrelated trade or busi- 
ness” is defined in I. R. C. § 513(a): 


The term “unrelated trade or busi- 
ness” means, in the case of any organiza- 
tion subject to the tax imposed by section 
511, any trade or business the conduct 
of which is not substantially related 
(aside from the need of such organiza- 
tion for income or funds or the use it 
makes of the profits derived) to the 
exercise or performance by such organi- 
zation of its charitable, educational, or 
other purpose or function constituting 
the basis for its exemption under section 


501. 
Treas. ‘Reg. § 1.513-1(a) (1967) provides: 


[U]nless one of the specific exceptions 
of section 512 or 513 is applicable, gross 
income of an exempt organization subject 
to the tax imposed by section 511 is in- 
cludible in the computation of unrelated 
business taxable income if: (1) It is in- 
‘come from trade or business; (2) such 
‘trade or business is regularly "carried on 
_ by the organization; and (3) the conduct 
of such trade or business is not substan- 
fue lated (other than through the 
yf ne to the. organiza- 
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STA engaged in a trade or business; (2) 
if so, was it regularly carried on; and (3) 
was the conduct of the business substan- 
tially related to STA’s performance of its 
exempt functions. See Carolinas Farm & 
Power Equipment Dealers Ass'n, Inc. v. 
United States [83-1 ustc [9161], 699 F. 2d 
167, 169 (4th Cir. 1983). STA concedes 
that its account administration was regu- 
larly carried on. We need focus then only 
on whether this activity constituted a trade 
or business and whether it was substan- 
tially related to STA’s exempt functions. 


IT. 
I. R. C. §513(c) states that “the term 


‘trade or business’ includes any activity 
which is carried on for the production of 
income from the sale of goods or the per- 
formance of services.” In Carolinas Farm, 
supra, this court adopted an objective profit 
motive test to ascertain whether an activity 
is a “trade or business,” and indicated that 
“there is no better objective measure of an 
organization’s motive for conducting an 
activity than the ends it achieves.” 699 F. 
2d at 170. 


The fees retained by STA from the 
amounts paid to the two accounts by its 
members were substantially in excess of the 
amount STA received from dues.* From 
these calculations, it is apparent that STA 
received considerable financial benefits 
from its administrative service. This is 
persuasive evidence indicating that STA 
was engaged in a trade or business. See 
‘Carolinas Farm, 699 F. 2d at 170. 


STA argues that its activities were con- 
ducted in a non-commercial manner and 
thus fall within the limited exception recog- 
nized though not addressed in Carolinas 
Farm. See id. at 170n. 5 (“We intimate 
no view as to whether an activity con- 
ducted to earn income, but in a noncom- 
mercial manner, can be a trade or business.’’) 
The cases supporting this exception, how- 
ever, are wholly inapposite to the facts 
presented on this appeal. In both Disabled 
American Veterans v. United States [81-1 
ustc f 9443], 650 F. 2d 1178 (Ct. Cl. 1981) 
and Hope School v. United States [80-1 
ustc ff 9134], 612 F. 2d 298 (7th Cir. 1980) 
it was held that the mailing of low-cost 
articles by a charitable organization to po- 
tential donors, accompanied. by an appeal 
for funds, did not necessarily amount to a 
trade or business because the activity was 


not conducted in a competitive, commercial 
manner. We agree that there are instances 
where some activities by some exempt or- 
ganizations to earn income in a noncom- 
mercial manner will not amount to the 
conduct of a trade or business. Without 
attempting to draw a differentiating rule, 
however, we are unwilling to extend this 
principle to cover situations where, as 
these facts demonstrate, a nonprofit entity 
performs comprehensive and essential busi- 
ness services in return for a fixed fee. 


IV. 


We also agree with the Tax Court that 
STA’s action in retaining a portion of the 
assessment is not substantially related to 
its exempt functions. Treas. Reg. § 1.513-1 
(d)(1) (1967). For an activity to be sub- 
stantially related to an organization’s ex- 
empt purpose it must bear a substantial 
causal relationship or contribute impor- 
tantly to the achievement of those purposes 
other than through the production of in- 
come. Treas. Reg. § 1.513-1(d)(2) (1967). 


A business league is defined by regula- 
tion as “an association of persons having 
some common business interest, the pur- 
pose of which is to promote such common 
interest and not to engage in a regular 
busit.ess of a kind ordinarily carried on for 
profit.” Treas. Reg. § 1.501(c)(6)-1 (1960). 
The purposes of STA, as stated in its 
Articles of Incorporation, are to (1) ad- 
vance and encourage transportation by 
water, stevedoring, and other accessory 
services in and about the Port of Baltimore, 
(2) promote friendly relations between its 
members and their employees, and (3) 
foster the general welfare of the Port of 
Baltimore. 


The Tax Court recognized that STA’s 
function as a contract negotiator and arbi- 
trator was substantially related to these 
exempt purposes because they benefit the 
industry as a whole rather than any in- 
dividual member. Steamship Trade Associa- 
tion, 81 T. C. at 315. The court held, 
however, that STA’s administration of the 
vacation pay and guaranteed income ac- 
counts was separate and unrelated to its 
negotiation and arbitration activities, rea- 
soning that the STA’s administrative ac- 
tivity benefitted each member individually 
and proportionately and the service was 
one that could be performed by a oC DEGAt 
organization. Id. at 315-17. 


*In 1975, STA retained $606,350 from assess- 
ments while receiving $25,800 in dues. In 1976 
it retained $540,932 and received $18,650 in dues. 
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In 1977, retained fees from assessments equaled 
$502,323, while dues represented $18,800. 
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In Carolinas Farm, supra, this court iden- 
tified three factors relevant to the resolu- 
tion of the “substantially related” issue: (1) 
whether fees charged are directly propor- 
tionate to benefits received; (2) whether 
participation is limited to members and 
thus is of no benefit to those in the in- 
dustry who are non-members; and (3) 
whether the service provided is one com- 
monly furnished by for-profit entities. 699 
Ba2d ati L711. 


Here, members of STA who employed 
longshoremen were assessed at a fixed rate 
based on the number of man-hours worked 
by their employees. Thus, the more a 
member-company received from STA in 
terms of recordkeeping services, the more 
it was assessed. While the satisfactory per- 
formance of this service may have some 
beneficial effect on the industry as a whole 
by fostering labor-management harmony, 
this incidental synergy is not sufficient to 
overcome the bare fact that the primary 
beneficiaries of STA’s activity are those 
members who take advantage of the serv- 
ice. See Carolinas Farm, supra, at 171; 
Contracting Plumbers Cooperative Restora- 
tion Corp. v. United States [74-1 ustc 
7 9140], 488 F. 2d 684, 688 (2nd Cir.), cert. 
denied, 419 U. S. 827 (1974); Evanston- 
North Shore Board of Realtors v. United 
States [63-2 ustc J 9604], 320 F. 2d 375 (Ct. 
Cl. 1963). 


Second, STA concedes that only its 
members are eligible to participate in the 
administrative service. This indicates that 
the benefits of this service do not accrue 
to the industry as a whole, as opposed to 
activities such as lobbying services or edu- 
cational programs. See (Carolinas Farm, 
supra at 171; Professional Insurance Agents 
v. Commissioner [84-1 ustc J 9177], 726 F. 2d 
1097, 1103 (6th Cir. 1984). 


Third, as the Tax Court held, STA’s 
activity in collecting and disbursing funds, 
receiving data from its members, trans- 
mitting the data to the Service Bureau 
Corporation, and accounting to the union 
with respect to these functions could be 
performed by for-profit entities. Steamship 
Trade Association, 81 T. C. at 311-13. We 
cannot agree with STA’s contention that 
other appropriate commercial entities 
would decline to administer these funds if 
the opportunity were presented to them. 

STA relies on two revenue rulings to 
support its allegation that the administra- 
tion of the two accounts was substantially 


related to STA’s exempt function. In Rev. 


Rul. 82-138, 1982-2 C. B. 106, the IRS 
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ruled that a trust created pursuant to a 
collective bargaining agreement between 
a labor union and several business leagues 
for the purpose of collecting, administer- 
ing, and disbursing funds to the member 
business leagues for business league pur- 
poses is exempt from taxation under I. R. C. 
§ 501(c)(6). In that instance, unlike the 
circumstances of this appeal, the funds 
were disbursed “only for labor relations 
functions, public relations and legislative 
activities, promotion of employment, ap- 
prenticeship, vocational or training pro- 
grams, and other programs to improve 
business conditions of the . . . industry.” 
These functions are clearly distinguishable 
from the administrative service conducted 
by STA. Further, the ruling does not 
indicate whether the trust earned any net 
income or whether the services performed 
were sufficiently substantial and regular to 
constitute a trade or business. 


In Rev. Rul. 65-164, 1965-1 C. B. 238, 
the service ruled that a non-profit entity 
organized to conduct collective bargaining 
negotiations, interpret the resulting con- 
tracts, and settle labor disputes and whose 
sole income came from membership dues 
qualified as a tax-exempt business league. 
The Service reasoned that: 

negotiating contracts. for the general mem- 
bership, mediating or settling jurisdic- 
tional and other disputes, and furnishing 
general information are . . . considered 
incidental activities since they further the 
common purpose with respect to the 
common labor problems of the business 
group and do not represent services to indi- 
vidual members which they could purchase 
elsewhere. 


Id. at 239 (emphasis supplied). As the Tax 
Court recognized, STA’s activities in nego- 
tiating and interpreting the collective bargain- 
ing agreement as well as resolving disputes 
was an exempt function, The administra- 
tion of the two funds is wholly different 
from the activities discussed in Rey. Rul. 
65-164 and are unrelated to its exempt 
functions. 

Further, STA overlooks Rev. Rul. 66-151, 
1966-1 C. B. 152, where the Service con- 
cluded that a business league’s management 
of health and welfare plans for its mem- 
bers, for which it received a fixed fee for 
each employee covered by the plan, consti- 
tuted “a business not substantially related 
to the functions forming the basis for the 
exemption of the organization.” This sce- 


mario is closely analogous to STA’s admin- 


istration of se two accounts ane buttresses 
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Finally, STA argues that the Tax Court 
erred by failing to allot a portion of the 
retained amounts to STA’s negotiation and 
dispute resolution functions. 


The Tax Court recognized that STA’s 
exempt activities included contract negotia- 
tion and arbitration. Steamship Trade Asso- 
ciation, 81 T. C. at 315. STA fulfills this 
role through various committees. The 
Trade Practice Committee negotiates col- 
lective bargaining agreements and partici- 
pates in the settlement of labor disputes. The 
Vacation Fund Committee administers the 
vacation pay account while the Pension and 
Benefits Fund Committee administers the 
guaranteed annual income account and, as 


the Service concedes, attempts to resolve 
disputes regarding the guaranteed annual 
income benefits. 

STA contends that the portion of the 
retained funds representing compensation 
for dispute resolution activities is directly 
related to one of its exempt functions and 
thus not subject to tax. While this argu- 
ment has some appeal, STA offered no 
evidence sufficient to establish a formula 
by which the Tax Court could accomplish 
this allocation. In view of this absence of 
proof, we cannot say that the Tax Court 
erred in refusing to apportion arbitrarily 
the funds in question. 

For the foregoing reasons, the decision 
of the Tax Court is 

AFFIRMED. 


[7.9292] West Central Cooperative, Appellant v. United States, Appellee. 
U. S. Court of Appeals, 8th Circuit, No. 84-1289, 4/1/85. Affirming unreported District 
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[Code Sec. 521] 

Exempt organizations: Farmers’ cooperative: Producer ownership: Annual patronage 
test.—The lower court holding that the percentage of farmers’ cooperative voting stock 
held by producers (83.75%) did not meet the substantially all requirement of Code Sec. 
521(b)(2) was sustained. The interpretation in Rev. Rul. 73-248, 1973-2 CB 295, which 
requires that at least 85% of capital stock must be held! by producers in order to satisfy 
such test, is reasonable. Thus, the cooperative did not qualify for tax exemption. The 
lower court’s imposition ofan annual patronage test in determining whether voting stock 
of the cooperative was owned by producers was also deemed reasonable and was sustained. 
The exclusion of members who merely stored grain in the cooperative’s storage facilities 
but neither marketed products nor purchased supplies from the cooperative from partici- 
pating members (producers) was proper. Further, the Commissioner’s retroactive revo- 
cation of the exempt status of such cooperative was not an abuse of discretion. Back 
references: {] 3284.059, 3284.1017, 3284.1095 and 3284.12. 


John A. Gerken, Wilcox, Polking, Gerken & Schwarzkopf, 206 North Wilson Avenue, 
Jefferson, Iowa 50192, for appellant. Kenneth Greene, Department of Justice, Washington, 
D. C. 20530, for appellee. 


Before Lay, Chief Judge, Ross and McMui1an, Circuit Judges. 


Per Curiam: West Central Cooperative 
(taxpayer) appeals from a final judgment 
entered in the District Court* for the 
Northern District of Iowa denying taxpay- 
er’s petition seeking a refund of additional 
taxes assessed because of the withdrawal 
of taxpayer’s exemption as a farmers’ coop- 
erative pursuant to 26 U. S. C. § 521(b) (2) 
(1982). For reversal taxpayer argues that 
the district court erred in (1) holding that 
the percentage of taxpayer’s voting stock 
held by producers did not constitute “sub- 
stantially all” within the meaning of 26 


U. S. C. §521(b)(2), (2) imposing an an- 
nual patronage test in determining whether 
substantially all voting stock was owned by 
participating producers, (3) not including 
as participating members those who merely 
stored grain in taxpayer’s storage facilities, 
and (4) approving retroactive revocation of 
taxpayer’s exemption. For the reasons dis- 
cussed below, we affirm. 

The basic facts in the present case are 
not in dispute. Taxpayer is a capital stock 
marketing and purchasing farmers’ coop- 
erative organization with its principal place 


1The Honorable Edward J. McManus, Chief 


Judge, United States District Court for the 
Northern District of Iowa. 
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of business in Ralston, Carroll County, 
Iowa. Taxpayer purchases grain from its 
members and sells it to grain buyers on 
the open market. Taxpayer also purchases 
farm supplies such as livestock feed, fertil- 
izer, pesticides, and seed to resell to its 
members. In addition, taxpayer owns and 
operates grain storage facilities as a feder- 
ally licensed warehouse. 


Taxpayer issued voting common stock 
limited to one share per member. Share- 
holders could earn patronage dividends 
based on the quantity of goods that the 
shareholder sells through or purchases from 
the cooperative in a given year. Dividends 
are not distributed on the basis of the col- 
lective success of the cooperative and only 
participating members who market their 
products through or purchase supplies from 
the cooperative in a year are entitled to a 
dividend. As of January 31, 1974, the last 
day of taxpayer’s fiscal year, taxpayer had 
2,887 shares of voting common stock out- 
standing. According to taxpayer’s records, 
83.75% of the stockholders were producers 
who marketed some of their products through 
or purchased supplies from taxpayer and 
thus were eligible to receive patronage divi- 


dends. 


In May 1958 the Internal Revenue Serv- 
ice (IRS) issued a letter recognizing that 
taxpayer was an exempt farmers’ coopera- 
tive pursuant to 26 U. S. C. §521. After an 
audit of taxpayer's 1974 fiscal year, the IRS 
determined that substantially all of tax- 
payer's common stock was not owned by 
producers who marketed through and pur- 
chased from the taxpayer. Therefore, on 
January 23, 1978, the IRS withdrew tax- 
payer’s tax exemption ruling, effective for 
its 1974 fiscal year and all subsequent years. 
Taxpayer was assessed $57,459.00 for addi- 
tional income taxes, including interest and 
penalty, all of which taxpayer has paid. 
Taxpayer’s claim for a refund was denied 
by the Commissioner; thereupon taxpayer 
instituted this refund suit against the gov- 
ernment. 


In pertinent part 26 U. S. C. § 521(b) (2) 
provides that an “[e]xemption shall not be 
denied any such association because it has 
capital stock . . . if substantially all such 
stock . . . is owned by producers who 
market their products or purchase their 
supplies and equipment through the asso- 
ciation.” The district court correctly noted 


that special tax exemptions are to be strictly 


construed against the taxpayer. West Cen- 
tral Cooperative v. United States, No. 1C 
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81-3029, slip op. at 3 (N. D. Iowa Dec. -21, 
1983), citing Helvering v. Northwest Steel 
Rolling Mills, Inc. [40-2 ustc 79755], 311 
U. S. 46 (1940). Accord Land O’Lakes, Inc. 
v. United States [75-1 ustc 99431], 514 F. 
2d 134, 139 (8th Cir.), cert. demed, 423 U.S. 
926 (1975). 


Taxpayer argues that the district court 
erred in holding that substantially all of 
taxpayer's stock was not owned by pro- 
ducers who marketed or purchased through 
the cooperative. Rev. Rul. 73-248, 1973-2 
C. B. 295 requires that at least 85% of 
capital stock must be held by producers 
before the “substantially all” test of 26 
U. S. C. §521(b)(2) can be satisfied. The 
district court held that “Rev. Rul. 73-248, 
1973-2 C. B. 295 ... is reasonable and in 
keeping with the congressional mandate 
embodied in the language of § 521(b)(2).” 
West Central Cooperative v. United States, 
slip op. at 5 (footnote omitted). We agree 
with the district court’s conclusion that 
Rev. Ruling 73-248 reasonably interprets 
the “substantially all” requirement and 
therefore, based on the 85% test, taxpayer 
did not qualify for the exemption. 


Taxpayer also argues that the district 
court erred in imposing an annual patron-- 
age test in determining whether voting 
stock of taxpayer was owned by producers. 


This court held that “substantially all of 
the shareholder-producers are required to 
market their products and purchase their 
supplies through the taxpayer on a current 
basis.” Cooperative Grain & Supply Co. v. 
Commissioner [69-1 ustc J 9247], 407 F. 2d 
1158, 1164 (8th Cir. 1969). On remand the 
Tax Court interpreted this to mean “actual 
yearly participation.” Cooperative Grain & 
Supply Co. v. Commissioner [CCH Dec. 
32,062(M)], 32 TCM 795, 798 (1973). Ac- 
cordingly, in the present case the district 
court held that taxpayer “failed to prove 
by a preponderance of the evidence that 
substantially all of its voting stock was 
owned by producers who marketed their 
products or purchased their supplies and 
equipment through the cooperative on a 
current basis.” West Central Cooperative v. 
United States, slip op. at 3 (footnote omitted). 
Because tax exemptions must be narrowly 
construed, it is reasonable and consistent 


‘with the general scheme of the Internal 


Revenue Code to assess annually the tax- 
payer’s compliance with the terms of the 
exemption. 

Taxpayer also argues that the district 
court erred in not including as participating 
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members those who merely stored grain 
in taxpayer’s storage facilities but marketed 
no products nor purchased any supplies 
from the taxpayer. Relying on the unequiv- 
ocal language in Co-operative Grain & Sup- 
ply Co. v. Commissioner, 407 F. 2d at 1162, 
' the district court did not include as pro- 
ducers those who only stored grain with 
the taxpayer. West Central Cooperative v. 
United States, slip op. at 3-4 n. 2. We agree 
that the language of 26 U. S. C. § 521(b) (2) 
is clear and storing grain with a cooperative 
is not marketing or purchasing through a 
cooperative. 


Finally, taxpayer argues that the district 
court erred in finding that retroactive revo- 
cation of taxpayer’s exemption was not an 
abuse of discretion. Pursuant to 26 U. S. C. 
§ 7805(b), the Commissioner has the power 


to revoke retroactively an exemption ruling. 
Absent an abuse of discretion, the Com- 
missioner’s determination will not be over- 
turned. See Stevens Bros. Foundation, Inc. 
v. Commissioner [63-2 ustc { 9820], 324 F. 
2d 633, 641 (8th Cir. 1963), cert. denied, 376 
U. S. 969 (1964). The district court cor- 
rectly determined that taxpayer failed to 
prove that retroactive revocation in the 
present case was an abuse of discretion. 
Furthermore, publication of Rev. Rul. 73-248 
provided taxpayer with sufficient notice 
that 85% patronage was necessary to com- 
ply with 26 U. S. C. § 521(b) (2). 


We have carefully examined the record 
and find no error of law or fact on the part 
of the district court. Accordingly, we 
affirm on the basis of the district court’s 
Opinion. See 8th Cir. R. 14. 


[7.9293] Inland Asphalt Company, a Corporation, Robert M. and Elaine Carroll, 
husband and wife, Donald E. and Donna L. Tiede, husband and wife, Petitioners- 
Appellants v. Commissioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 84-7270, 4/2/85.—(756 F2d 1425.) Affirm- 
ing Tax Court, 44 TCM 765, Dec. 39,261(M), TC 1982-463. 


[Code Sec. 162] 


‘Deductions: Business expenses: Compromise of claims: Corporate payment of share- 
holder tax liabilities—A sub-S corporation was not entitled to business expense deduc- 
tions for payments made to its shareholders in settlement for adjudged tax deficiencies 
arising out of incorrect tax information given to them by the corporation concerning a 
corporate distribution and loan-back scheme. A federal court of appeals affirmed the Tax 
Court’s conclusion that such payments were unnecessary corporate expenditures, since 
there was no indication that the corporation would be put in a position of having to 
compensate the shareholders for possible misrepresentations as to the tax ramifications 
flowing from the corporate transaction. Moreover, the fact that the corporation’s financial 
position allegedly improved by the loan-back scheme did not persuade the court that 
such expenditures were necessary, because the corporation’s improvement was due to 
the transaction which took place wholly apart from, the necessity of having to assume the 
shareholder’s personal tax liabilities. Back reference: {| 1330.1805. 


[Code Secs. 301 and 316] 


Dividends: Constructive dividends: Corporate payment of shareholder tax liabilities.— 
Payments made by a sub-S corporation to its shareholders in settlement of adjudged tax 
deficiencies were taxable to the shareholders as constructive dividends, since the share- 
holders received a direct and substantial economic benefit in having their tax liabilities 
reduced. Even though the tax deficiencies arose from incorrect tax advice given by the 
corporation concerning the tax consequences of a distribution and loan-back scheme, the 
payment of the shareholders’ personal tax liabilities out of corporate funds was deemed a 
distribution of property. Further, the payment made to a shareholder who had sold his 
shares prior to actually receiving the payment was also taxable to him as a constructive 
dividend, since the obligation to pay attached while he was a shareholder, thus, assuring 
him of an economic benefit upon the resolution of the underlying tax dispute: Back 
references: {| 2305.7255 and 2377.2196. 
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Robert E. Kovacevich, Lincoln Bldg., Spokane, Wash., for petitioners-appellants. 
Lisa Prager, Department of Justice, Washington, D. C. 20530, for respondent-appellee. 


Before Wricutr, TANG, Circuit Judges, and B. THompson,* District Judge. 


Opinion 


TANG, Circuit Judge: Inland Asphalt 
Company, one of its shareholders and a 
former shareholder, appeal the tax court’s 
ruling that corporate payments of personal 
tax deficiencies, paid by the corporation on 
behalf of the shareholders, constituted con- 
structive dividends taxable to the share- 
holders. The court also ruled that the 
payments were nondeductible by the cor- 
poration as business expenses. We affirm. 


I 


Inland Asphalt Company is a paving 
contractor in the State of Washington. In 
1969, pursuant to Subchapter S of the In- 
ternal Revenue Code, the company dis- 
tributed $225,000 to its only shareholders, 
Donald Tiede and Robert Carroll. Under 
the rules of Subchapter S, such distribu- 
tions of cash are not taxable dividends 
when such amounts represent distributions 
of previously taxed income. Treasury Reg. 
§ 1.1375-4(a). However, distributions of 
property are not considered distributions 
of previously taxed income and may be 
treated as a taxable distribution to the 
shareholder. Reg. § 1.1375-4(b). Thus, when 
the shareholders, pursuant to the advice of 
a corporate accountant, received their 
$225,000 distributions but each loaned 
$150,000 back to the corporation, the IRS 
treated this as a $75,000 distribution to each 
shareholder and a distribution of corporate 
obligations, or property, of $150,000 to 
each shareholder. See McKelvy v. United 
States [73-1 ustc J 9433], 478 F. 2d 1217 
(Ct. Cl. 1973) (cash dividend followed by 
loan-back deemed a distribution of prop- 
erty). The shareholders claim that the 
loan-back was designed to improve the 
Corporation’s financial position. The Com- 
missioner issued deficiencies against the 
shareholders in 1973 and the shareholders 


- sought redetermination in the tax court. 


Whi e this cispuseys was h Renginses rears: 


as a consequence of the distribution and 
loan-back arrangement. 


‘On November 3, 1975, vapulited judg- 
ments were entered in ‘the tax court of 
$81,000 each against the two shareholders. 
On November 21, 1975, the corporation’s 
board of directors (consisting of Carroll 
and the shareholders who purchased Tiede’s 
stock) passed a resolution authorizing cor- 
porate payment of the deficiencies on behalf 
of Tiede and Carroll. The money was paid 
before the end of the year: 


The Commissioner disallowed the com- 
pany’s effort to claim the deficiency pay- 
ments as a deduction for business expenses 
under section 162 of the Internal Revenue 
Code. The Commissioner also included the 
payments in the gross incomes of Tiede 
and Carroll. The Commissioner’s deter- 
minations were challenged in the tax court, 
but the tax court found in favor of the 
Commissioner, holding that the payments 
of the deficiencies were constructive divi- 
dends to Tiede and Carroll and nonde- 
ductible by the corporation. This appeal 
followed. ‘ 


IML 


The appellants contend that the payment 
of deficiencies was deductible by the 
corporation. They reason that the deficien- 
cies were a consequence of the corporation’s 
effort to improve its cash flow through the 
use of a distribution and loan scheme. Thus, 
they argue that payments of any resulting 
tax liability flowing from this ‘transaction 
are deductible as a business expense. In 
the alternative, the appellants contend that 
the corporation was obligated to pay the 
shareholders’ deficiencies to extinguish a 
potential tort claim because the corpora- 
tion’s misrepresentation of the tax conse- 
quences of the scheme gave rise to the 
subsequent deficiencies. 

Section 162(a) of the Internal Revenue 
Code allows a deduction for “all the ordi- 
nary and necessary expenses paid or in- 


curred during the taxable. year in carrying 


eo ABO 


normally to 
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pense is one that is appropriate and helpful 
to the business.” Palo Alto Town & Country 
Village, Inc. v. C. I. R. [78-1 ustc 9200], 
565 F. 2d 1388, 1390 (9th Cir. 1977) (citing 
C. I. R. v. Heininger [44-1 ustc 1.9109], 320 
U. S. 467, 471 (1943)). The question here 
‘is whether the payment of the shareholder’s 
deficiencies was a “necessary” expenditure. 


The tax court found that the expense 
was not necessary because there was no 
evidence to suggest that the shareholders 
were contemplating a suit against the cor- 
poration. Thus, there was no reason for 
the corporation to consider such an ex- 
penditure necessary. The determination of 
whether an expense is necessary and there- 
fore deductible under section 162(a) is a 
question of fact and subject to the “clearly 
erroneous” standard of review. Lee v. 
C. I. R. [84-1 uste J 9156], 723 F. 2d 1424, 
1426 (9th Cir. 1984) (deductibility of heli- 
copter training lessons by jet pilot). 

Both parties rely heavily on Old Town 
Corporation v. Commissioner [Dec. 25,340], 
37 T. C. 845 (1962). In that case, James 
McGraw of McGraw-Hill publishing fame 
offered employment to Charles Roberts, a 
business consultant, if he agreed to resign 
from his current position and assume a 
position with Old Town. Roberts agreed, 
but after several disputes with the board, 
a resolution was passed, ousting Roberts 
as company president and _ installing 
McGraw as his replacement. Roberts sued, 
making fraud and breach of contract claims 
against McGraw and a wrongful discharge 
claim against the company. In a letter to 
the board, McGraw stated that his deal- 
ings with Roberts were in the company in- 
terest and that he reserved the right to 
seek reimbursement from the company if 
he was found liable to Roberts. After con- 
sulting with its general counsel, the board 
decided that McGraw’s reimbursement 
claim had some merit and entered a settle- 
ment with Roberts for $117,000, extinguish- 
ing Roberts’ claims against both McGraw 
and the company. 

The IRS disallowed the company’s de- 
duction of the settlement costs with respect 
to the claims against McGraw. The tax 
court, however, concluded that the full 
settlement amount was deductible as an 
“ordinary and necessary” business expense. 
In making that determination of necessity, 
the tax court applied a three-part test. 
First, it determined that the company was 
not fully confident that the suit would 
fail. Second, it found that the settlement 
payments were motivated by a desire to 
avoid the potential damages liability which 
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could have resulted if McGraw had as- 
serted a reimbursement action against the 
company. Third, the court found that the 
company’s belief in the possible merit of 
McGraw’s claim was reasonable and there- 
fore justified the company’s decision to 
settle the entire dispute. 37 T. C. at 858-59. 


Unlike the situation in Old Town, the 
appellants here have not produced sufh- 
cient evidence to indicate that payment of 
the shareholders’ deficiencies was'a matter 
of “necessity.” As the tax court found be- 
low, the corporation did not seek legal 
advice regarding the merits of a misrepre- 
sentation suit against it. Moreover, there 
was no evidence that the shareholders were 
even considering such a suit against the 
company. Hence, there is nothing to 
suggest that the corporation reasonably be- 
lieved in the potential merits of a 
misrepresentation claim or indemnified the 
shareholders in an effort to avoid damages lia- 
bility. Although litigation or a threat of 
litigation is not an essential element of 
deductibility in this context, the absence 
of objective indicia of necessity leaves us 
with nothing more than the corporation’s 
subjective belief that the deficiency pay- 
ments served some business purpose or 
provided a corporate benefit. A corpora- 
tion’s subjective assertion of necessity, 
however, cannot foreclose the question 
of business necessity under section 162. Jack’s 
Maintenance Contractors, Inc. v. C. I. R. 
[83-1 ustc 9303], 703 F. 2d 154, 156-57 
(5th Cir. 1983) (payment of sole share- 
holder’s legal fees in criminal tax evasion 
case not necessary despite asserted im- 
portance of shareholder to business opera- 
tions). The appellants offered to the tax 
court nothing more than a_ subjective 
assertion that payment of the deficiencies 
was a corporate “necessity” rather than 
a gratuitous benefit to the shareholders. 
Without objective evidence of necessity, 
the tax court was unpersuaded. We can- 
not say that the tax court’s holding leaves 
us with a “definite and firm conviction that 
a mistake has been committed.” Umited 
States uv. United States Gypsum Co., 333 
U. S. 364, 395 (1948); Burlington Northern 
uv, Weyerhaeuser Co., 719 F. 2d 304, 307 (9th 
Cir. 1983). We conclude that the tax court 
was not clearly erroneous in its determi- 
nation that Inland Asphalt’s payment of its 
shareholders’ deficiencies was not a neces- 
sary business expense. 


Similarly, the corporation’s contention 
that the payments are deductible because 
the loan-back scheme allegedly improved 
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the corporation’s financial position is un- 
persuasive. The corporation’s only share- 
holders agreed to the distribution and 
loan-back arrangement. Assuming the corpo- 
ration’s financial picture was improved by the 
transaction, such improvement occurred 
without the necessity of paying the share- 
holder’s personal tax liabilities. Without 
a misrepresentation claim being filed 
against the corporation, the tax court could 
reasonably assume that the taxpayers did 
not fault the corporation for the tax con- 
sequences of the distribution and loan-back 
arrangement. 


III 


Former shareholder Donald Tiede ar- 
gues that the payment of his deficiencies 
was not a constructive dividend to him 
because payment occurred after he had sold 
his shares in the corporation to a third 
party. 

Tiede sold his shares on June 5, 1975. 
On that same day, he received an indem- 
nity agreement from the corporation to pay 
any deficiencies assessed against him as 
a result of the 1969 sale and loan-back 
transaction. The deficiencies were settled 
in November 1975 and the payments were 
made by the corporation before the close 
of the calendar year. 


Tiede’s argument is unavailing. The pay- 
ment of the deficiencies is similar to the 
payment of a dividend to the shareholder 
of record who has sold his shares between 
the time the dividend was declared and 
the time of actual payment. Generally, 
when a dividend is declared, the share- 
holder of record on the date of declaration 
receives the dividend as part of his gross 
income. Walker v. C. I. R. [76-2 ustc 
1 9759], 544 F. 2d 419, 421 (9th Cir. 1976). 
Here, the shareholder entered an indem- 
nity agreement which obligated the cor- 
poration to pay any deficiencies resulting 
from the 1969 distribution and loan-back 
transaction. This was similar to a dividend 
declaration, entitling the shareholder to 


an economic benefit upon settlement of the 
Although the corporation’ s 


408 the deficiencie 5 


price of the stock. He claims that the 
buyers agreed to indemnify him and that 
this was partial consideration for the stock, 
thereby increasing the amount recognized 
for capital gain treatment. Here, however, 
the payments cannot be considered part 
of the sale price because the payments 
were made by the corporation instead of 
the purchasers of Tiede’s stock. Thus, the 
payments are not part of the sale agree- 


ment. 


The precedents cited by the appellant do 
not support his bid for capital gain treat- 
mént:) dn) Ralph. Kea pBoenClay:, sl Dec. 
38,073(M)], 42 T. C. M. 456 (1981), the 
sellers of stock agreed as part of the sale 
agreement to indemnify the purchasers 
from any pre-sale liabilities of the corpo- 
ration which were not disclosed to the 
purchasers at the time of sale. Such lia- 
bilities were found. The sellers’ effort to 
deduct the payment of the liabilities was 
rejected because the payments were an 
outgrowth of the contract of sale and thus 
merely reduced the gain recognized on the 
sale of the stock. Similarly, in A. Leroy 
Nelson [Dec. 31,133(M)], 30 TCM 1423 
(1971), aff'd, Nelson v. Commissioner [73-1 
ustTc J 9187], 472 F. 2d 1224 (9th Cir. 1973) 
(per curiam), the sole shareholder of a 
finance company sold his shares to another 
finance company and agreed to indemnify 
the buyer against claims arising prior to 
the sale. The tax court ruled that the 
indemnification was part of the purchase 
contract and merely offset the proceeds 
recognized on the sale. 30 TCM at 1425. 
In both of these cases, the indemnity agree- 
ment was made part of the contract for 
the sale of shares. Such is not the case 
here where the corporate indemnity agree- 
ment is unrelated to the sale of shares to 
third party purchasers. 
a ; IV 

The tax court found that the payments 
were not deductible by the corporation. 
Absent any indication that the corporation 
would be put in a position of having to 
compensate the shareholders for possible 
misrepresentations as to the tax conse- 
quences of the distribution and loan-back 
scheme, the payments were found ‘to be un- 


jonas 


a % bined th 


Court Decisions—Cited 85-1 USTC 


87,689 


Knigge v. Com. 


position of his corporate shares, the obli- 
gation to pay attached while he was a 
shareholder, assuring him of an economic 


benefit upon resolution of the underlying 
tax dispute. 


AFFIRMED. 


[7 9294] William G. and Opal F. Knigge, Petitioners v. Commissioner of Internal 
Revenue, Respondent. 


U. S. Court of Appeals, 9th Circuit, Nos. 84-7333 and 29034-81, 4/1/85.—(756 F2d 
1377.) 


[Code Secs. 61 and 6653 and Fed. R. App. P. 38] 

Who is the taxpayer: Anticipatory assignment: Civil penalty: Damages.—A tax- 
payer, who funneled his salary to an organization which then returned 90% of the 
salary to him as a gift, was required to include his wages in gross income. The assign- 
ment was a sham aimed at helping the taxpayer skirt income taxation. A penalty for 
negligence in underreporting income was imposed and he was liable for double costs and 
attorneys’ fees. Back references: | 322.115, 5533.551, and 5880.001. 


William G. Knigge, Woodinville, Wash., pro se. Glenn L. Archer, Jr., Assistant 
Attorney General, Michael Paup, Department of Justice, Washington, D. C. 20530, for 


respondent. 


Before KILKENNY, Fercuson and WiccINS, Circuit Judges. 


PER CurIAM: Willis and Opal Knigge’* 
appeal the Tax Court’s determination of 
federal income tax deficiencies in 1980 and 
the imposition of penalties for negligent or 
intentional disregard of rules and regula- 
tions. We affirm the Tax Court. 


On or before March 22, 1980, the tax- 
payer signed a document entitled “Intrusted 
Personal Services Contract,” pursuant to 
which he assigned his rights to future 
earnings to an entity called Professional 
and Technical Services (“PTS”), in ex- 
change for which he was paid $1.00. There- 
after, he continued working for the same 
employer and receiving his paychecks as 
usual, but endorsed them to PTS. PTS 
then sold the checks to International Dy- 
namics, and International Dynamics for- 
warded the proceeds to IDI Credit Union. 
Each participant then expected (although 
there were no written guarantees) that IDI 
Credit Union would send the participant 
a “gift” equalling 90% of the original pay- 
check. Taxpayer contends this arrangement 
means he had no taxable income in 1980. 
The argument is totally without merit. 


This exact program was found to be 
“merely a sham created to aid individuals 
in the illegal avoidance of tax on personal 
services income.” United States v. Lands- 
berger [82-2 ustc J 9497], 692 F. 2d 501, 503 
(8th Cir. 1982). The Landsberger court clas- 
sified the contract as an anticipatory assign- 
ment of income, which did not deflect the 
individual’s tax liability. Jd. See also Lucas 


1 Opal F. Knigge is a party solely because she 
filed a joint federal income tax return with her 
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v. Earl, [2.0stce [496]; 281 .U. S, 111, 114 
(1930) (contract between husband and wife 
whereby husband assigned half of all future 
income to wife held ineffective to avoid 
taxation on husband’s income); Johnson v. 
United States [83-1 ustc J 9120], 698 F. 2d 
372 (9th Cir. 1982) (assignment of profes- 
sional basketball player’s salary to Pana- 
manian corporation ineffective for income 
tax purposes where corporation had no 
ability to force assignor to play basketball). 


The Johnson court held there are two 
factors that determine whether the arrange- 
ment is valid: (1) assignee controls the 
actions and income of the assignor; and 
(2) assignee’s control must be recognized 
by the entity paying the salary. Id. at 374. 
The taxpayer fails on both factors here; 
therefore, this arrangement is invalid as 
a tax avoidance device. 


The taxpayer has raised numerous addi- 
tional errors in the proceedings below 
(constitutionality of tax system, Tax Court’s 
constitutionality, taxability of Federal Re- 
serve Notes), none of which have merit. 
See U. S. Const. art. I, §8 (gives Congress 
power to “lay and collect taxes”); Redhouse 
v. Commissioner [84-1 ustc J 9311], 728 F. 
2d 1249, 1253 n.2 (9th Cir. 1984) (Tax 
Court is constitutional); United States v. 
Schmitz [76-2 ustc [9699], 542 F. 2d 782, 
785 (9th Cir. 1976), cert. denied, 429 U. S. 
1105 (1977) (Federal Reserve Notes are 
legal tender and are taxable). 


husband, Willis G. Knigge. All references 
herein to ‘‘taxpayer’’ are to Mr. Knigge. 
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Since taxpayer has raised wholly merit- creasingly burdensome on the federal court 
less arguments, we characterize this appeal system.” Edwards v. Commissioner [82-2 
as frivolous. It is within our discretion ustc 9472], 680 F. 2d 1268, 1271 (9th Cir. 
to impose double costs and attorney fees 1982). We therefore impose attorney fees 
for such frivolous appeals. Fed. R. App. in the sum of $1,000 and double costs on 
P. 38. We agree that meritless “tax pro- taxpayer, and affirm the Tax Court. } 
test” appeals have been found to be “in- 


[9295] Charles Leigh and Marie Leigh, Plaintiffs v. United States of America, 
Defendant. i 


U. S. District Court, No. Dist. Ill., East. Div., No. 83 C 1752, 2/28/85. 


[Code Secs. 212 and 263] 


Legal expenses: Stock valuation: Stock purchase and sale: Capital expenditures: 
Acquisition of stock.—Legal expenses incurred by a company in defending a lawsuit 
concerning an installment sale agreement with a second company for 116,000 shares 
of stock in a manufacturing corporation had their origin in the disposition of the 
first company’s stock in the manufacturing corporation, and, therefore, the expenses were 
nondeductible capital expenditures. The intent of the company’s filing suit was irrelevant, 
because where litigation involves the acquisition or disposition of capital assets, the 
“origin of the claim,” rather than the litigants’ “primary purpose” in bringing the claim, 
controls whether expenditures should be capitalized. The shares of stock in the manu- 
facturing company constituted a capital asset. Likewise, the expenses incurred by the 
first company in its counterclaim for the unpaid balance of the sales price under the 
installment sale agreement were also capital expenditures because they also had their 
origin in the disposition of a capital asset. Further, the fact that title to the stock passed 
to the second company before the final installment payment was due did not prohibit 
the capitalization of the first company’s expenses incurred in the counterclaim. Back 
references: {| 2006.344, 2006.345, 2219.3093, and 2219.537. ‘ 


Stanton B. Miller, Joel F. Handler, Diane M. Curtis, Anderson, McDonnell, Miller 
& Tabis, Three First National Plaza S-2660, Chicago, IL, 60602, for plaintiffs. Dan K. 
Webb, United States Attorney, James J. Kubik, Angelyan (E Hall, Department of 
Justice, Washington, D. C. 20530, for defendant. © 


Memorandum Opinion and Order 


Rovner, District Judge: Plaintiffs, Charles 
and Marie Leigh brought this suit against 
defendant, the United States, claiming a 
refund of $3,766 in taxes which the Leighs 
paid after the Commissioner of the Inter- 
nal Revenue Service disallowed a $11,009 
deduction on taxpayers’ federal income tax 
return for 1978. Plaintiffs allege that under 
the circumstances, legal expenses incurred 


in defending a lawsuit concerning a sale. 


of stock were deductible from ordinary 
income under section 212 of the Internal 
Revenue Code of 1954, while defendant 
maintains that they are nondeductible capi- 
va oe under ‘section aoe of the 


the Siaiiie ieee a plaintifs complaint. 
For the reasons set forth below, defend-’ 
ant’s motion is granted. 


Factual Bunkeriietl 


The material facts are undisputed and 
largely stipulated. On April 5, 1977, Plain- 
tiff-taxpayer Charles Leigh (“Leigh”)? and 
Libco Corporation (“Libco”’) entered into 
an installment sale agreement for 116,000 
shares of Leigh’s stock in Reliable Manu- 
facturing Corporation (“Reliable”). The 
agreement provided for a down payment 
on the date of closing, April 12, 1977, the 
balance to be paid in three installments ; 
over the next three years. 5 


_Libco aid the initial Payment on he 
. 1, ha aile eT. apes 


B5, eee 


Pee 
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On November 22, 1977—approximately 
two months before the due date of the 
second installment—Libco filed a lawsuit 
against Leigh, alleging securities acts vio- 
lations, common law fraud, and breach of 
contract. 
Northern District of Illinois, the ‘Libco 
suit”.)° One year later, on November 15, 
1978, Leigh filed a counterclaim for the 
balance of the payments due under the 
sale agreement (the “Agreement”). The 
Libco suit is currently pending in federal 
court. 


On September 22, 1978, Leigh also filed 
a lawsuit in the Northern District of Illi- 
nois (Case No. 78 C 3799), against the 
fiduciaries of the Reliable Corporation Profit 
Sharing Plan, alleging mismanagement of 
the funds held in the profit sharing plan, 
and requesting an accounting of the plan’s 
funds. The suit against the trustees of the 
profit sharing plan is also currently pend- 
ing in federal court. 


Leigh retained a litigation specialist, Ware 
Adams, to handle both of the above- 
described lawsuits. Leigh’s attorneys’ fees dur- 
ing 1978 totalled $11,009. 80-85% ($8,807.20- 
$9,357.65) of this amount is allocable to 
litigation expenses in the profit sharing 
plan suit. 


The Leighs deducted the entire amount 
of $11,009 in attorneys’ fees on their 1978 
joint income tax return. The Internal 
Revenue Service disallowed the claimed 
deduction on the ground that the full 
amount of the attorneys’ fees was not a 
properly deductible item under Section 212 
of the Internal Revenue Code of 1954 
(“Section 212’), which prescribes the al- 
lowable deduction for ordinary and neces- 
sary expenses incurred for the production 
or collection of income. Instead, the In- 
ternal Revenue Service maintained that the 
legal expenses constituted capital expendi- 
tures pursuant to Section 263 of the Inter- 
nal Revenue Code of 1954 (‘Section 263”), 
because they were incurred in the disposi- 
tion of a capital asset (plaintiff’s stock in 
Reliable). 

Plaintiffs paid the additional taxes assessed 
because of the disallowance of the deduc- 


‘(Case No. 77 C 4386 in the: 


tion and filed a claim for refund of the 
taxes. The refund was disallowed and 
plaintiffs then filed this civil tax refund 
action to recover the $3,766 paid by them. 


Since the filing of the instant case, the 
government has conceded the deductibility 
of the attorneys’ fees in the profit sharing 
plan suit. The instant motion for summary 
judgment concerns only the issue of the 
deductibility of the attorneys’ fees incurred 
in defending against the Libco lawsuit. 


Discussion 


Defendant now moves for summary judg- 
ment on the ground that the legal expenses 
incurred by plaintiff in defending against 
the Libco suit had their origin in the dis- 
position of plaintiff’s stock in Reliable. 
Therefore, the litigation expenses are non- 
deductible and must instead be categorized 
as capital expenditures under section 263 
which specifically precludes such a deduction. 


Plaintiff asserts that the government’s 
motion for summary judgment should be 
denied because the record discloses a genuine 
issue of material fact”: the intent of Libco 
in filing the lawsuit against Leigh. Plaintiff 
claims that if Libco sued Leigh to stall or 
defeat Leigh’s collection of the amount 
owed under the agreement, then the entire 
Libco suit is essentially a collections suit. 
If true, plaintiff argues, then the litigation 
expenses are deductible under Section 212 
as expenses incurred in the collection of 
income. Therefore, under plaintiff’s analy- 
sis, summary judgment would be prema- 
ture at best because the facts necessary 
to support the issue of Libco’s intent in 
filing the suit against Leigh will not be 
disclosed until the Libco suit is concluded. 


Section 212 provides for the deduction 
of all ordinary and necessary expenses 
paid or incurred during a taxable year for 
the production or collection of income, and 
for the management, conservation, or main- 
tenance of property held for the production 
of income. The purpose of this section is 
to extend deductions previously allowed 
only in a trade or business context (sec- 
tion 165) to certain nonbusiness situations. 
See Baier v. Commissioner [76-1 ustc { 9344], 


2In order to prevail on a motion for summary 
judgment, a defendant has the burden of es- 
tablishing that there is no genuine issue of 
material fact. Korf v. Ball State University, 
726 F. 2d 1222 (7th Cir. 1984). Any inferences 
to be drawn from the underlying facts must be 


viewed in the light most favorable to the non- 


moving party. Hermes v. Hein, 742 F. 2d 350 
(7th Cir. 1984). The existence of a factual 
dispute, however, only precludes summary 
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judgment if the disputed fact is outcome-deter- 
minative. Big O Tire Dealers, Inc. v. Big O 
Warehouse, 741 F. 2d 160, 163 (7th Cir. 1984). 
“«**4 material issue of fact is one that affects 
the outcome of the litigation and requires a 
trial to resolve the parties’ differing versions 
of the truth’ ’’ Korf, 726 F. 2d at 1226, quoting 
Admiralty Fund v. Hugh Johnson & Co., 67T 
F. 2d 1301, 1306 (9th Cir. 1982). 
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533 F. 2d 117 (3d Cir. 1976). However, wv. Commissioner [70-1 ustc 9348], 397 


the restrictions and qualifications appli- 
cable to the deductibility of trade or busi- 
ness expenses are also applicable to the 
expenses covered by section 212. United 
States v. Gilmore [63-1 ustc [9285], 372 
Ui Sy 39, 45)(1963). 


The most important limitation to deduc- 
tions under section 212 for purposes of the 
instant case is that capital expenditures are 
nondeductible under section 263. Wood- 
ward v. Commissioner [70-1 ustc { 9348], 
397 U. S. 572, 574 (1970); United States v. 
Hilton Hotels {70-1 ustc 9349], 397 U. S. 
580 (1970); Clark Oil and Refining Corp v. 
United States [73-1 ustc J 9214], 473 F. 2d 
429 (7th Cir. 1970). Instead, capital ex- 
penditures are added to the basis of the 
capital asset with respect to which they 
were incurred, and are taken into account 
for tax purposes either through deprecia- 
tion or by reducing the capital gain (or 
increasing the loss) when the asset is sold. 


Woodward, 397 U. S. at 574-75. 


Costs which are incurred in the acquisi- 
tion or disposition of a capital asset are 
to be treated as capital expenditures. Id. 
at 575. An example is the payment of a 
brokerage fee to acquire corporate secu- 
rities. “The law could hardly be otherwise, 
for such ancillary expenses incurred in 
acquiring or disposing of an asset are as 
much part of the cost of that asset as is 
the price paid for it.” Woodward, 397 U.S. 
at 675. 


In determining whether litigation ex- 
penses are incurred in the acquisition or 
disposition of capital assets or merely for 
the production or collection of income, the 
United States Supreme Court has adopted 
the “origin of the claim” test. Woodward 


3In Dower, taxpayer Dower had entered into 
two agreements with certain employees of his 
corporation (the ‘‘Key Men’’) wherein the Key 
Men had the right to purchase Dower’s stock 
upon the occurrence of several events. In 1968, 
after a dispute over the handling of the cor- 
poration, the Key Men sued Dower for specific 
performance of the agreements. 
reached a settlement in which Dower agreed 
to pay the Key Men in return for dismissing 
the uit and their claims under the two agree- 
i then deducted the payments as 


The parties 


-of the litigants but to the origin and character 


U. S. 572 (1970); United States v. Hilton 
Hotels [70-1 ustc 9349], 397 U. S. 580: 
(1970). Under the origin of the claim test, the 
inquiry is whether the litigated claim which 
generated the legal fees had its origin in 
the acquisition or disposition of a capital 
asset. According to the Court, both the 
consequences of the litigation and the tax-° 
payer’s motive or purpose in undertaking 
the litigation are immaterial. 


The Court in Woodward thus explicitly 
rejected the application of a “primary pur- 
pose” test in the area of acquiring a capital 
asset, stating that: “A test based upon the 
taxpayers ‘purposes’ in undertaking or de- 
fending a particular piece of litigation would 
encourage resort to formalisms and arti- 
ficial distinctions.” Woedward, 397 U. S. 
at 577. The Court labeled the highly sub- 
jective primary purpose test as “uncertain” 
and “difficult,” zd., and noted that it “hardly 
[drew] a bright line’ and had produced 
a “melange of decisions” which were ir- 
reconcilable. Id. at 576. 


Libco’s Intent 


Leigh argues that the proper character- 
ization of his litigation expenses requires 
the conclusion of the Libco suit to deter- 
mine whether Libco’s intent in filing suit 
against Leigh was to block Leigh’s collec- 
tion efforts. The Seventh Circuit specifi- 
cally rejected this contention in Dower v. 
United States [82-1 ustc [9111], 668 F. 2d 
264 (7th Cir. 1981). In Dower, the court 
characterized a similar argument as the 
very “primary purpose” test the Supreme 
Court rejected in Woodward. The court 
held that the motive of either litigants is 
no longer considered a material fact.* Lib- 
motive or purpose as whether the Key Men in 
these lawsuits were really seeking money or 
stock and whether Dower thought he was fend- 
ing off a challenge to his management of the 
corporation or defending his title to the stock. 
Id. at 266. The court characterized Dower’s 
argument as the primary purpose test and 
stated that this test had been rejected by both 
the Supreme Court in Woodward and this cir- 
cuit in Anchor Coupling Co., Inc. v. United 


States [70-1 ustc 9431], 427 Fr 2d 429 (7th Cir. 
1970). ‘‘Courts now look not to the motives 


of the claim that was piigeted.e and in the 
t ; : ermine th 
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co’s intent in filing suit against Leigh is 
irrelevant. Where the litigation involves 
the acquisition or disposition of capital as- 
sets, Woodward clearly mandates that the 
origin of the claim, rather than the litigants’ 
primary purpose in bringing the claim, 
_ controls whether the expenditure should be 
capitalized. 


In the instant case, it is uncontroverted 
that the shares of stock in Reliable con- 
stitute a capital asset. Therefore, our in- 
quiry is whether the Libco suit in which 
the expenses were incurred had its origin 
in the disposition of the Reliable stock, or 
in plaintiff’s attempt to collect income owed 
to him. 


The Legal Expenses Incurred in Defending 
Libco’s Suit 


In Wagner v. Commissioner [CCH Dec. 
39,083], 78 T. C. 910 (1972), the tax court 
faced a situation identical to that in the 
instant case. In Wagner, the taxpayer sold 
stock under an installment sales agree- 
ment. Before all of the payments had been 
completed, the buyer sued the seller-tax- 
payer for securities fraud. The seller-tax- 
payer counterclaimed for the remaining 
portion of the purchase price and then 
attempted to deduct his litigation expenses 
incurred in defending the suit under sec- 
tion 212. 


The tax court held that the litigation 
expenses incurred by the taxpayer in de- 
fense of this claim had their origin in the 
taxpayer’s allegedly fraudulent representa- 
tions and concealments when selling the 
stock. Therefore, the legal expenditures 
incurred in defending the lawsuit had their 
origin in the disposition of the stock and 
were nondeductible capital expenditures. 


The Ninth Circuit also has addressed a 
situation similar to the instant case. In 
Locke v. Commissioner [78-1 ustc { 9230], 
568 F, 2d 663 (9th Cir. 1978), Locke incur- 
red legal expenses defending against a 
lawsuit based on securities fraud in connec- 
tion with the purchase of certain stock. 
The court held that the origin of the claim 
was the purchase of stock. Because the 
amended complaint stated “[t]his is an 


capital asset. 


action for damages for fraud in the sale 
of stock by plaintiffs to defendant John 
L. Locke,” the Ninth Circuit found that 
the “heart of the complaint was that Locke 
fraudulently induced Callahan to sell the 
stock to him, that Locke profited thereby, 
and that Callahan was entitled to dam- 
ages.” Id. at 665. Thus, the legal expenses 
incurred in defending the lawsuit were 
nondeductible capital expenditures. 


As in Wagner and Locke, Libco’s allega- 
tions in the Libco suit concern Leigh’s 
conduct during the disposition of the stock. 
That is, the heart of Libco’s claim in 
whether or not Leigh made various untrue 
statements of material facts or failed to 
disclose other material facts during the 
negotiations preceding the stock purchase 
agreement. Libco’s claim clearly originated 
out of the disposition of the sale of a 
Therefore, Leigh’s litigation 
expenses incurred in defending the Libco 
suit are not deductible.* 


Legal Expenses for the Counterclaim 


The expenses incurred by Leigh in coun- 
terclaiming for the unpaid balance of the 
sales price under the Agreement are also 
capital expenditures because these expenses 
had their origin in the disposition of a 
capital asset.® 


First, as the Supreme Court stated in 
United States v. Hilton Hotels [70-1 ustc 
T 9349], 397 U. S. 580 (1970), the “[d]eter- 
mination and payment of a price is no less 
an element of an acquisition by purchase 
than is the passage of title to the property.” 
Id. at 584 (emphasis added). The same is 
no less true for the disposition of property 
since disposition is acquisition from the view- 
point of the other party. In other words, it 
would be fallacious to distinguish as separate 
and independent transactions for tax purposes 
the negotiation of a sale of property and 
the realization of the proceeds of that sale; 
they are both part of a single process. See 
Helgerson v. Umted States [70-1 uste 9445], 
426 F. 2d 1293, 1297 (8th Cir. 1970). There- 
fore, in the case at bar, the payment of 
the unpaid balance is an essential element 
of the disposition of a capital asset. 


4There is no reason why the result should 
be different simply because the Libco suit was 
brought by a purchaser rather than a seller as 
in Locke. The origin of a claim is not deter- 
mined by who brought the suit, but rather by 
the. kind of transaction from which the litiga- 
tion arose. See ages v. Commissioner [CCH 
Dec. 39,083], 78 T. 
the transaction was ne a capital nature; there- 
fore, the expenses incurred in the defense of 
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910, 918-19 (1972). Here, 


the Libco suit by Leigh were capital expendi- 


tures and not deductible. 


5 Plaintiff did not claim ‘that an allocation of 
the legal expenses should be made between 
expenses incurred in defending the suit and 
those incurred in counterclaiming for the un- 
paid balance of the sales price; rather he has 
claimed that the entire amount deductible. For- 
the sake of completeness, however, this Assue 
shall be addressed. 
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Furthermore, the order in which deter- 
mination and payment of price and passage 
of title occur makes no difference in the 
characterization of the expenses incurred 
for tax purposes. Hulton Hotels, 397 U. S. 
at 584. Thus, the fact that title to the 
stock passed to Libco before the final in- 
stallment payment was due does not pro- 
hibit the capitalization of Leigh’s expenses 
incurred in the counterclaim. 


Second, the origin of Leigh’s compulsory 
counterclaim cannot be viewed in isolation, 
but rather must be analyzed in the context 
of all the facts and circumstances. For 
Leigh to prevail on his counterclaim, he 
will not only have to prove that the terms 
of the Agreement are valid, but he also will 
have to rebut Libco’s charges against him. 


The Libco claims and Leigh’s counter- 
claims are thus inextricably intertwined. In 
fact, plaintiff has admitted that 
Libco failed to bring suit, Leigh .. . would 
have had no need (at least with respect 
to the second installment) for a collections 
suit—they could have secured payment by 
drawing on the irrevocable Letter of Credit 
held ‘by Continental [Bank].” Plaintiff’s 
Mem. at 16. The disposition of the stock 
is as much the heart of Leigh’s counter- 
claim as it is the heart of Libco’s suit. Thus 
the expenses of the counterclaim are capital 
expenditures. 

Furthermore, plaintiff has cited only two 
outdated cases that allowed the deduction 
of expenses incurred in the collection of 
payment from the sale of a capital asset: 
Naylor v. Commissioner [53-1 ustc { 9285], 
203 F. 2d 346 (5th Cir. 1953) and Doering 
v. C. I.. R. [Dec. '25,904], 39 T. C. 647 
(1963). In Naylor, the taxpayer granted an 
option to purchase certain stock which was 
a capital asset in his hands. The pur- 
chaser thereafter exercised the option, but 
a dispute arose as to the amount due under 
the sales contract. In resolving the dis- 
pute, the taxpayer incurred certain legal 
expenses which he sought to deduct as 
nonbusiness expenses incurred in the col- 
lection of income. The court found that 
the taxpayer’s attorney was not employed 
until after an enforceable contract of sale 
existed, and held that the legal expenses 
were deductible as expenses incurred for 
the collection of income. 


In Doering | v. Commissioner, the ee 
‘was a _shareholder in a corporation that 
produced motion pictures for distribution, 
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It contracted with another corporation for 
the latter to distribute and exhibit motion 
pictures produced by it. A dispute arose 
between the corporations over the amount 
that the taxpayer’s corporation was to re- 
ceive under the contract. Before the dis- 
pute was settled, the taxpayer’s corporation 
was liquidated and its claim against the 
other corporation, which had no ascertain- 
able value at that time, was distributed to 
the shareholders. The claim was ultimately 
settled, and the taxpayer deducted the 
legal fees incurred for the collection of 
income. Relying heavily on Naylor, the 
tax court sustained the taxpayer, finding 
that since the liquidation was completed 
when the expenses were incurred, they 
were incurred for the collection of income. 
The tax court further stated that whether 
legal expenses are deductible depends on 
the purpose for which they are incurred. 


Plaintiff's reliance on these two cases is 
misplaced. Doering used the primary pur-- 
pose test that was later rejected by the 
United States Supreme Court in the Wood- 
ward and Hilton Hotels cases. Significantly, 
the tax court effectively rejected its earlier: 
holding in Doering in Wagner v. Commtis-. 
sioner [Dec. 39,083], 78 T. C. 910, 920: 
(1982). 

Further, several courts have noted that 
Naylor, in light of the Supreme Court deci- 
sions in Woodward and Hilton Hotels, has 
been “considerably eroded.” Estate of 
Meade v. Commissioner [74-1 ustc J 9237], 
489 F. 2d 161 (5th Cir. 1974); Helgerson v. 
United States [70-1 ustc 9445], 426 F. 2d 
1293 (8th Cir. 1970). The Helgerson court 
declined to observe Naylor. The soundness 
of Naylor was also questioned by the Ninth 
Circuit in Spangler v. Commissioner [63-2 
ustc 9777], 323 F. 2d 913, 920 n.15 (9th 
Cir. 1963), and has been characterized as. 
“questionable” in 5A Mertens, Law of 
Federal Income Taxation section 25A.12: 
n. 40 (rev. ed. 1966). 


The Fifth Circuit has since limited its. 
holding in Naylor to fact situations where 
the disposition of a capital asset has been 
consummated and subsequent controversy, 
concerns no more than enforcement of the. 
terms of the agreement. Estate of Meade, 
489 F. 2d at 168. Even this distinction be- 
tween expenses incident to a disposition. 
of property and those incident to collection 
of the proceeds of that sale is tenuous, 
Helgerson, 426 F. 2d at 1298; Munn v. 


| United States [72-1 ustc 19255], 455 F. 24 
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1028 (Ct. Cl. 1972), and consequently this 
Court declines to observe it here.® 


In any case, Naylor is inapplicable here. 
First, the Libco suit involves more than 
enforcement of the terms of the agree- 
ment; there is also the question of securi- 
ties violations, fraud, and breach of 
contract. Even in Leigh’s counterclaim, 
the primary question is not merely of en- 
forcement but of the validity of the con- 
tract since Leigh must be able to rebut 


Libco’s claims. Second, Naylor did not 
involve a fact situation where the collec- 
tion aspect of the suit was inextricably 
intertwined, and arguably precipitated by, 
claims of securities violations, fraud 
breach of contract. 


Therefore, because there is no genuine 
issue as to any material fact and this Court 
has found that the defendant is entitled to 
judgment as a matter of law, defendant’s 
motion for summary judgment is granted. 


[7 9296] In re American Way Food Service Corp., a Michigan Corporation, Debtor. 
Lloyd H. Kempf, Trustee of American Way Food Service Corp., Plaintiff v. Internal 
Revenue Service of United States, Robert B. Bierman, Lansing City Treasurer, Michigan 
Department of Treasury, and Michigan Employment Security Commission, Defendants. 


U. S. Bankruptcy Court, West. Dist. Mich., Case No. NL 80-02650, 3/12/85. 


[Code Sec. 6321] 


Collection: Lien for taxes: Licenses: Michigan liquor license——A perfected federal 
tax lien attached to a liquor license held by a bankrupt corporation. The Bankruptcy 
Court, in view of the holding of the Court of Appeals for the 6th Circuit in Barr v. U.S. 
(64-2 USTC {9811) and the Michigan Supreme Court in Bundo v. City of Walled 
Lake (397 Mich. 672), determined that a Michigan liquor license constituted property 
and that the bankrupt licensee held a property interest in such license. The court noted 
that despite the continued claim by the Michigan Liquor Control Commission that there 
was no property right in a liquor license, trustees appointed by the court had consistently 
sold these licenses, often for a considerable sum, for the benefit of creditors. Back 
reference: {] 5357.61. 


[Code Sec. 6323] 


Collection: Validity of lien: Security interests: Michigan—The Bankruptcy Court 
ruled that a federal tax lien that attached to a bankrupt corporation’s liquor license 
took priority over any rights of an individual because he failed to perfect his lien. The 
individual sold his tavern business in June of 1977 to a corporation. The sales agreement 
granted a security interest in all the equipment and furniture and contained an agreement 
to reassign the license to the individual in the event of default. Financing statements, 
which did not include the license, were filed with the Secretary of State and the Register 
of Deeds. The court found that the individual failed to perfect his lien as required by 
the Michigan Statutes because the transfer of the business was subject to Emergency 
Rule 23(6), which did not prohibit the taking of a security interest in a liquor license. 
Further, the court found that the individual’s lien was also subordinate to the interest 
of the bankrupt’s estate because he failed to perfect his lien according to the Michigan 
Statutes. Furthermore, penalties and post-petition interest were not allowed on the 
secured claim by the U. S. because the collateral value of the liquor license was less 
than the amount of claim. Back references: { 5362.0199 and 5362.926. 


R. F. Rhead, Glassen, Rhead, McLean & Campbell, 200 North Capitol Bldg., Lansing, 
Mich. 48933-1366, for plaintiff. John A. Smietanka, United States Attorney, Daniel M. 
LaVille, Assistant United States Attorney, Grand Rapids, Mich. 49503, Ronald F. Fischer, 
Department of Justice, Washington, D. C. 20530, for United States. Frank J. Kelley, 


6 The Eighth Circuit came to a similar con- 
clusion in Helgerson v. United States [70-1 ustc 
7 9445], 426 F. 2d 1293 (8th Cir. 1970). In that 
case, taxpayers sold certain stock to be paid 
for in three installments. There was an escrow 
agreement so that title did not pass until the 
purchase price was paid in full and a dispute 
over the escrow agreement arose in the interim. 
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The court in Helgerson held that expenses in- 
curred in the litigation concerning the escrow 
agreement originated in the disposition of the 
stock because the sale of stock was not fully 
consummated—the purchaser had not received 
full ownership of the stock and the seller had 
not received full payment of the purchase price. 
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Attorney General, Richard R. Roescher, Curtis G. Beck, Assistant Attorneys General, for 
Michigan Department of Treasury. Ronald G. Morgan, Morgan & Fuzuk, for Robert 
B. Bierman. Stephen R. Sawyer, City Attorney, Alvan P. Knot, Assistant City Attorney, 


Lansing, Mich., for City of Lansing. 
Opinion, 


Tax Liens—Liquor License— 
Distributions 


Nims, Bankruptcy Judge: Lloyd H. 
Kempf (Trustee), the duly appointed and 
qualified trustee in this case filed his com- 
plaint against the various defendants for 
a determination that they had no rights 
to the Class “C” liquor license of the 
debtor. The license was sold for $22,000.00 
with any rights in the defendants to follow 
the proceeds. Judgment was entered 
against the Michigan Employment Secu- 
rity Commission as it filed no answer and 
indicated by letter that it had no interest 
in the proceedings. A _ settlement was 
reached with the Lansing City Treasure in 
order to obtain its required approval of 
the transfer of the license and its claim has 
been satisfied. 


Defendants United States and Robert 
B. Bierman have filed motions for sum- 
mary judgment. 


As this proceeding involves the deter- 
mination of the validity, extent and priority 
of liens, it is a core proceedings under the 
Model Emergency Rule adopted by the 
U. S. District Court for this District and 
ZETWRSEOUSH57¢ 


I would find that there is no genuine 
issue of any material fact in this adversary 
proceeding and therefore this is an appro- 
priate proceeding for disposition by sum- 
mary judgment. Fed. R. Civ. P. 56, Bankr. 
R 7056. In Re Morweld Steel Products Corp. 
8 Bankr. 946 (Bankr. W. D. Mich. 1981). 

Facts 

Robert B. Bierman (Bierman) sold his 
tavern business to American Way Food 
Service Corporation (American), a Michi- 
gan corporation, June 23, 1977, including 
the Class “C” liquor license. The agree- 
ment for sale granted a security interest 
in all the equipment and furniture and 
contained an agreement to reassign the 
i ent of a default. A Michi- 
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ment. This paragraph included this under- 
lined statement: 


“The license is the property of the State of 
Michigan and cannot be listed 
in the documents.” 


Financing statements were filed with the 
Secretary of State and Register of Deeds, 
in June 1977, but these did not include 
the license. American still owes Bierman 
$9,844.00, which includes interest through 
December 1983. 


Commencing in September 1978 and 
continuing through June 1980, the United 
States (U. S.) filed Notices of Federal 
Tax Liens total $114,850.96. 


American filed a voluntary petition under 
Chapter 11 on August 28, 1980. On April 
2, 1981, order was entered transferring the 
case to a case under Chapter 7. 


It is the claim of the U. S. that the 
license is “property” on which its liens 
attached and since Bierman failed to per- 
fect his security interest in the license, 
its liens take priority over any rights of 
Bierman or Trustee. Bierman claims that 
because the Commission prohibited the 
taking of a security interest in the license, 
he was not required to file a financing 
statement in order to perfect his interest, 
this being the method prescribed by the 
U. C. C. for perfecting a security interest 
in intangibles. It is Bierman’s position that 
his interest in the license was perfected 
prior to the filing of the Notice of Tax 
Liens by virtue of the reassignment agree- 
ment between himself and American and 
that his lien is therefore superior to the 
interest of the U. S. or Trustee. 


Tax Lien 
26 U.S. C. § 6321 provides: 


“Tf any person liable to pay any tax 
neglects or refuses to pay the same after 
demand, the amount (including any in- 
terest, additional amount, additional to 
‘tax, or assessable penalty, together with 
any costs that may accrue in addition 
thereto) shall be a lien in favor of the 
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son of lapse of time. 26 U. S. C. § 6322. 
The lien is not valid as against any holder 
of a security interest or judgment creditor 
until notice has been filed in one office 
within the state as designated by the laws 
of such state in which the property is situ- 
ated. 26 U. S. C. § 6323. There is no claim 
that the U. S. did not perfect its lien. 


However, it is questioned whether a 
Michigan liquor license is “property” or 
“rights to property” under § 6321. The 
general question of what is property under 
§ 6321 or its predecessors has been before 
the courts many times. Glass City Bank 
v. U. S. [45-2 ustc J 9449], 326 U. S. 265 
(1945) held that the U. S. could attach 
a claim for past services as a state court 
receiver even though the claim was not 
in existence when the tax lien arose. The 
‘United States Supreme Court has held 
that § 6321’s predecessor created no prop- 
erty rights “but merely attaches conse- 
quences, federally defined, to rights 
created under State law.” Thus, “State law 
controls in determining the nature of the 
legal interest which the taxpayer had in 
the property.” Agquilino v. U. S. [60-2 ustc 
7 9538], 363 U. S. 509 (1960). See also 
U. S. v. Bank of Celina [83-2 ustc J 9688], 
721 F. 2d 163 (6th Cir. 1983); Cole v. 
Cardoza [71-1 ustc $15,986], 441 F. 2d 
1337 (6th Cir. 1971); U. S. v. Birris 395 
F. 2d 943 (6th Cir. 1968). 


Several courts have considered the 
liquor license in relation to § 6321. Golden 
uv. State [55-2 ustc J 9664], 285 P. 2d 49 
(D. Ct. App. Cal. 1955) held a liquor 
license to be property relying on In re 
Quaker Room 90 F. Supp. 758 (S. D. Cal. 
1950) which held that a California liquor 
license was property under the Bankruptcy 
Act of 1898. The Boss Co. v. Bd. of Com’rs 
of Atlantic City [63-2 ustc J 9671], 40 N. J. 
379, 192 A. 2d 584 (Supr. Ct. N. J. 1963) 
held that once a license is issued, it be- 
comes property for the purposes of § 6321. 
In re Branding Iron, Inc. 7 Bankr. 729 
(Bankr. E. D. Pa. 1980) pointed out that 
several Pennsylvania cases hold that a 
liquor license is property with value. In 
U. S. v. Blackett [55-1 ustc J 9278], 220 F. 
2d 21 (9th Cir, 1955) the court, in re- 
versing a district judge that had held that 
a California liquor license was not prop- 
erty, held that since the license had been 
sold by a judgment creditor, the tax lien 
was against the money, which was 
property. 
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In a comment, “Property Subject To The 
Federal Tax Lien” 77 Harv. L. Rev. 1485 
(1964) the author at p. 1487 notes: 


“State labels should not control where 
the realities—the beneficial incidents of 
ownership—belie them. For example, 
many states proclaim by statute that li- 
quor licenses shall not be deemed prop- 
erty, yet allow the holder to assign his 
licensee for value subject to formal ap- 
proval by the licensing authority and 
compliance by the license with adminis- 
trative regulations. In such cases the 
courts have generally looked behind the 
words of the statute to give the Govern- 
ment a lien on this marketable asset 
which otherwise might slip through its 
hands. If state law were held to control 
the classification as well as the existence 
of interests, the courts would be unable 
either to extend the scope of the lien 
beyond such undesirable state limitations 
or to classify certain state-created inter- 
ests as not property subject to the lien.” 


The author points out in a footnote that 
even though N. J. Rev. Stat. § 33:1-26 
(Supp. 1959) stated that a liquor license 
was not property, Boss Co. v. Board of 
Com’rs, Supra, held that it was property for 
the purposes of § 6321. 


This Court is bound by the decisions of 
the Michigan Supreme Court on matters of 
state law, it being the highest court of this 
state. In Bundo v. City of Walled Lake 395 
Mich. 672, 237 N. W. 2d 465 (1976) one of 
the issues on appeal was “whether an indi- 
vidual seeking a renewal of a class C resort 
liquor license under §17 of the Michigan 
Liquor Control Act has an ‘interest’ in 
‘property’ such that he is entitled to due 
process protection. The Court stated at p. 
704, “We hold that a licensee has a ‘prop- 
erty’ interest in the renewal of his liquor 
license such that before he may be de- 
prived of this interest he must be afforded 
rudimentary due process.” 


In Barr v. U. S. [64-2 ustc f 9811], 337 
F. 2d 693 (6th Cir. 1964) one of the neces- 
sary issues was whether a federal tax lien 
could rest in a Michigan liquor license. 
On this issue, the court stated at p. 696: 

“The Internal Revenue lien on the 
liquor license served on the Michigan 

Liquor Control Commission is an author- 

ized method of levy on a liquor licensee. 

Division of Labor Law Enforcement v. 

United States, 301 F. 2d 82 (C. A. 9, 1962).” 

This court cannot help but observe that 
in spite of the continued claim by the 
Commission that there is no property right 
in a liquor license, trustees appointed by 
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the court have consistently sold these li- 
censes, often for a considerable sum, for the 
benefit of creditors. It is also to be noted 
that in this case, the license was sold for 
$22,000.00, which has been received and is 
being held by Trustee. 


In view of the holding of the Michigan 
Supreme Court, the Court of Appeals for 
our Circuit and the almost unanimous de- 
cisions of other courts, I conclude that the 
United States has a valid lien against the 
liquor license of the debtor. 


Security Interest of Bierman 


As stated in Aquilino v. U. S. [60-2 ustc 
7 9538], 363 U. S. 509 (1960), cited above, 
although state law controls in determining 
the nature of the legal interest which a tax- 
payer had in certain property: 


“Once the tax lien has attached to the 
taxpayer’s state-created interests, we en- 
ter the province of federal law, which 
we have consistently held determines the 
priority of competing liens asserted 
against the taxpayer’s ‘property’ or 
‘rights of property.’ ” 

However, as stated in U. S. v. Security 

Trust & Savings Bank [50-2 ustc f{ 9492], 

340 U.S. 47 (1950): 


“The effect of a lien in relation to a 
provision of federal law for the collection 
of debts owing the United States is al- 
ways a federal question. Hence, although 
a state court’s classification of the lien 
as specific and perfected is entitled to 
weight, it is subject to reexamination by 
this Court.” 
In U. S. v. Scowil [55-1 ustc { 9137], 348 
U. S. 218 (1955) the court held that a tax 
lien took priority over a landlord’s dis- 
tress for rent and a lien of distraint. The 
court stated, “Moreover, the distress lien 
was not perfected in the federal sense at 
the time the government’s liens were filed. 
Such perfection is, of course, a matter of 
federal law.” Again in United States v. 
Bess [58-2 ustc J 9595], 357 U. S. 51 (1958) 
the court, in holding that a tax lien had 
attached to the cash surrender value of the 
deceased taxpayer’s life insurance policy 
even though such property was not sub- 
ieet to (creditor's liens under state law, 
“once it has been | poteriained 


See also U. S. v. The Liverpool & London 
& Globe Insurance Co., Lid. [55-1 ustc 
7 9136], 348 U. S. 215 (1954) and U. S. v. 
Acri [55-1 ustc J 9138], 348 U. S. 211 (1954). 


In U. S. v. Trigg [72-2 ustc § 9642], 465 
F. 2d 1264 (8th Cir. 1972) Cert. den. 409 
U. S. 1078 a bank failed to perfect an 
assignment of a construction contract. In 
holding that the tax lien was superior to 
that of the bank’s lien, the court stated: 


“Under the basic federal priority stan- 
dard, ‘first in time is first in right’, a federal 
tax lien takes priority over a state- 
created lien unless the state lien is spe- 
cific and perfected in the federal sense 
before the federal tax lien arises.” 


The tax liens were perfected when filed 
with the Secretary of State and Register 
of deeds in 1979 and 1980. 


If the lien of Bierman had been per- 
fected in 1977, when created, it would have 
had priority over that of the U. S. In 
Paramount Finance Co. v. U. S. [67-2 ustc 
7 9538], 379 F. 2d 543 (6th Cir. 1967) the 
taxpayer gave a security interest by a se- 
curity agreement to a lender who furnished 
money to buy a tavern. This lien was per- 
fected. Two years later a tax lien was 
filed by the Internal Revenue Service which 
later seized the liquor permit. The court 
held that the tax lien was invalid as to a 
perfected purchase money security interest. 


In Bogus v. American National Bank 401 
F. 2d 458 (10th Cir., 1968), even though the 
Wyoming statute provided that “no license 
shall be transferred or sold * * * nor shall 
it be subject to attachment, garnishment or 
execution,” the court relied on the Wyo- 
ming Uniform Commercial Code which 
allowed for a security interest in intangi- 
bles, and held that a security agreement in 
a liquor license could be granted and, if 
perfected, the secured party’s lien would 
be superior to the interest of a trustee in 
bankruptcy. , 


In a recent decision, In re Ratcliff Enter- 
prises, Inc. Case No. 84-02465-G (Bankr. 
E. D. Mich. Nov. 21, 1984) Judge Graves 
mentions on p. 4 that since 1981, seven 
decisions had been rendered by the United 
States Bankruptcy Courts in the State of 
Michigan on security interests in liquor 
licenses. His decision was the eighth and 
this t e ninth. In re Matto’s Inc. 
Pe roe 
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in the assets including the liquor license. 
As there was no perfection of the security 
interest, Judge Brody held that under Sec- 
tion 9-301 of the Uniform Commercial 
Code the rights of the creditor were sub- 
ordinate to those of the trustee. Judge 
_ Brody’s decision was cited and followed in 

In re Mason 18 Bankr. 817 (Bankr. W. D. 
Tenn. 1982) and In re Gencarelli 14 Bankr. 
751 (Bankr. D. R. I. 1981). 


In In re Rudy Inc. 23 Bankr. 1 (Bankr. 
E. D. Mich. 1981) Judge Walker held that 
although a security interest by a bank in 
the liquor license and liquor inventory was 
perfected, it was not valid as to a state 
tax lien as Rule 19 of the Commission pro- 
vided: 

““(Ca) security agreement between a buyer 

and a seller of a license retail business, or 

between a debtor and a secured party, 


shall not include the license or alcoholic 
liquor.’ ” 


Judge Graves in In re Ratcliff, Supra, took 
a different view and held that Rule 19 was 
contrary to the U. C. C. Art IX and that 
notwithstanding Rule 19, an unperfected 
security interest in a liquor license would 
be subordinate to a perfected security in- 
terest. 


In In re Beefeaters, Inc. 27 Bankr. 848 
(Bankr. W. D. Mich. 1983) Judge Howard 
of this court held that since Rule 19 did 
not allow a security agreement in a liquor 
license, there was no requirement for filing, 
with the Secretary of State’s office, the 
agreement to reconvey the license as con- 
tained in the sales agreement. 


In In Re Bernies, Inc., Adversary Pro- 
ceeding No. 83-0029, Slip op. (Bankr. E. D. 
Mich. April 26, 1983) Judge Bernstein and 
District Judge Newblatt followed In re 
Beefeaters, Inc., Supra. In re Beefeaters, Inc., 
was decided under Rule 19 and would 
therefore not be determinative in this case 
where the creation of the lien took place 
prior to Rule 19’s enactment. 


In the case of In re McCormick 26 Bankr. 
869 (Bankr. E. D. Mich. 1983), the security 
interest was created and perfected before 
the effective date of Rule 19 and was sub- 
ject to Emergency Rule 23(6) which only 
prohibited a security agreement in alcoholic 
liquor. Judge Woods held that a perfected 
security interest in a liquor license was 
therefore valid. 


The XXI Amendment to the Constitu- 
tion of the United States repealed the 
XVIII Amendment and provided in part: 
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_ “Sec. 2. The transportation or importa- 
tion into any State, Territory, or posses- 
sion of the United States for delivery or 
use therein of intoxicating liquors, in 
violation of the laws thereof, is hereby 
prohibited.” 


Ziffrin, Inc. v. Reeves 308 U. S. 132 (1939) 
holds that under the Twenty-first Amend- 
ment a state may adopt measures to reason- 
ably restrict the transportation, sale or 
possession of intoxicating liquors. Art. IV 
§ 39 of the Michigan Constitution of 1963 
provides in part that “the legislature may 
by law establish a liquor control commis- 
sion which, subject to statutory limitations, 
shall exercise complete control of the al- 
coholic beverage traffic within this state, 
including the retail sales thereof.” Mich. 
Comp. Law § 436.7 (Mich. Stat. Ann 18.977 
(Callaghan 1980)) provides in part that: 
“The commission shall adopt rules and reg- 
ulations governing’ the carrying out of this 
act the duties and responsibilities of licensees 
in the proper conduct and management of 
their licensed places.” In Mallchok v. Liquor 
Control Commission 72 Mich. App. 341, 249 
N. W. 2d 415 (1976) the court held that the 
commission failed to comply with the stat- 
utory procedural limitations and had denied 
a license on the basis of an unwritten policy 
rather than a rule or regulation. Under the 
Administrative Procedures Act of 1969 the 
Commission was required to “promulgate, 
process and publish all its rules and regula- 
tions.” As stated in In re McCormick, Supra, 
it was because of Mallchok v. Liquor Control 
Commission, Supra, that the Commission 
adopted the emergency rules. Since in this 
case the transfer occurred in 1977, it was 
subject not to Rule 19 but to Emergency 
Rule 23(6) which, as noted in In re Mc- 
Cormick, Supra, did not prohibit the taking 
of a security interest in a liquor license. As 
Bierman failed to perfect his lien as re- 
quired by Michigan Statutes, his lien is 
subordinate to the tax lien of the U. S. 


The Liquor Licenses as Property 
of the Estate 


Under 11 U. S. C. §541, the filing of a 
petition under Title 11 creates an estate 
comprised of all legal and equitable inter- 
ests of the debtor in property as of the com- 
mencement of the case. Several courts have 
held that a liquor license is an asset of the 
estate. All of the Michigan bankruptcy 
court decisions cited above on the issue of 
perfection of a security interest in a liquor 
license, either held or assumed that a liquor 
license was property of the estate. 
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In re Quaker Room 90 F. Supp. 758 (S. D. 
Cal. 1950) held that a California Liquor 
License was property of the trustee even 
under the Bankruptcy Act of 1898. See also 
In re Aegean Fare, Inc. 35 Bankr. 923 
(Bankr. D. Mass. 1983). 


Therefore, I hold that the liquor license is 
property of the estate and held subject to 
the interest of the United States. For the 
same reasons that the lien of Bierman is 
subordinate to the U. S. it is subordinate to 
the interest of the estate. 


Equity 


The bankruptcy court is a court of equity. 
Where appropriate it will decide issues on 
equitable principles. Here, one must sym- 
pathize with Bierman. He claims that he 
was informed that he was prohibited from 
perfecting his security interest in the liquor 
license and could not even create such an 
interest. But there is a limit to how far a 
court can go in applying equity. In Hedges 
v. Dixon County 150 U. S. 182 (1893) where 
a bond issue exceeded the legal limitation, 
and the bond holders claimed that there 
should be an implied promise to, pay, the 
demurrer of the debtor county was sus- 
tained. The court stated at p. 74: 

“The established rule, although not of 
universal application, is that equity fol- 
lows the law, or as stated in Magniac v. 
Thomson, 15 How. 299, ‘that, whenever 
the rights or the situation of parties are 
clearly defined and established by law, 
equity has no power to change or unsettle 
those rights or that situation, but in all 
such instances the maxim ‘equitas sequitur 
legem’ is strictly applicable.’ ” 

See also City of Litchfield v. Ballow 114 U. S. 
190 (1885). 


The Michigan legislature adopted the 
Uniform Commercial Code with certain 
modifications. Neither the Commission nor 
any of its employees could change the rights 
and duties established by that Code. The 
purpose of Article IX of the U. C. C. was 

to protect certain purchasers, and creditors 
and also trustees appointed under the 
Ba kruptcy Act of 1898 and later the Bank- 
i Ref 1978 to administer 


Distributions 


Distribution will be made in accordance 
with 11 U. S. C. § 724(b). There has been 
raised the question as to penalties and post 
petition interest on the claim of the U. S. 
It would appear that tax claims include pen- 
alties. 11 U. S. C. §507(a). Post petition 
interest is allowed on all tax claims in full. 
11 U.S. C. § 726(a) (5). Would the fact that 
the U. S. has an allowed tax lien change this 
status of post petition interest? The claim 
of the U. S. is a secured claim. 11 U.S. C. 
§ 506(a) ; In re Busman 5 Bankr, 332 (Bankr. 
E. D. N. Y. 1980). 


11 U. S. C. § 506(b) provides: 


“To the extent that an allowed secured 
claim is secured by property the value of 
which, after any recovery under subsec- 
tion (c) of this section, is greater than 
the amount of such claim, there shall be 
allowed to the holder of such claim, in- 
terest on stich claim, and any reasonable 
fees, costs, or charges provided for under 
the agreement under which such claim 
arose.’ 


There are problems with an obvious am- 
biguity under this section, see 3 Collier on 
Bankruptcy 506-36 & 506-37; In re Busman, 
Supra. But, § 506 only allows interest where 
the collateral is of a value greater than the 
amount of the claim. Since in this case the 
secured claim of the I. R. S. amounts to 
$128,711.16 and the liquor license sold for 
$22,000.00 this issue is moot. The same 
would be true as to penalties. 


Order may be entered holding that the 
tax lien of the United States is superior to 
the interest of Bierman and the estate sub- 
ject to the provisions of 11 U. S. C. § 724(b). 


Order 


This adversary proceeding having come 
before the Court on the Motions of the 
United States and Robert B. Bierman for 
Summary Judgment, and the Court having 
considered the arguments of counsel and 
the briefs filed by the parties, and the Court 
having made the Findings of Fact from 
which it reached the conclusions of law, as 
more specifically set forth in an opinion 
dated this date and incorporated as a part 
of this order, now, therefore, 


biti, Motion for Summary Judgment 
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plus any interest received on the said sum 
but after deduction of any expenses in- 
curred by the said trustee in connection 
with the preservation and sale of the license. 


4. That service of a copy of this order, 
together with a copy of the opinion upon 
which it is based, be made by mail upon 
Glassen, Rhead, McLean & Campbell (R. F. 
Rhead, Esq.), attorneys for the plaintiff; 
Hon. John A. Smietanka, United States At- 
torney (Daniel M. LaVille, Esq., Assistant 
United States Attorney), Ronald F. Fischer, 
Esq., Trial Attorney Tax Division, Depart- 


ment of Justice, attorneys for the United 
States; Morgan & Fuzuk, P. C. (Ronald G. 
Morgan, Esq.), attorneys for the defendant, 
Robert B. Bierman; Stephen R. Sawyer, 
Esq., City Attorney for the City of Lan- 
sing (Alvan P. Knot, Esq., Assistant City 
Attorney), attorney for the defendant, City 
of Lansing; and Hon. Frank J. Kelley, At- 
torney General of the State of Michigan 
(Richard R. Roescher, Esq., Curtis Beck, 
Esq., Assistant Attorneys General), at- 
torneys for the defendant, Michigan De- 
partment of Treasury. 


[19297] Benjamin Raphan and Myrna Raphan, Appellees v. The United States, 
Appellant. 


U. S. Court of Appeals, Federal Circuit, Appeal No. 84-783, 4/4/85. Affirming and 
reversing a decision of the Claims Court, 83-2 ustc { 9613. 


Tax terms: Who is the taxpayer: Partnership v. corporate form: Controlled corpora- 
tion: Agent.—The Court of Appeals held that the Claims Court correctly determined that 
a principal-agent relationship existed between a partnership as principal and a corporation. 
as agent. Further, the Claims Court’s finding that the partnership and the corporation. 
were not under common control was upheld. Therefore, the corporation was a true 
agent of the partnership for purposes of taxation. The corporation-agent was controlled 
entirely by one family. The partnership-principal was owned equally by such family 
and another group of individuals, with neither party holding a controlling interest. In 
order to avoid the state’s usury limit, the corporation borrowed construction funds for 
a real estate development project and held nominal title to the property for the benefit 
of the partnership. In exchange for its services, the corporation was to receive $1,000 
payable upon the completion of the construction of the building and the funding of 
the permanent loan. Back references: {| 321.046, 321.05, 324.13, and. 324.75. 


[Code Sec. 752] 


Partnerships: Treatment of certain liabilities: Limited partners: Nonrecourse liabili- 
ties —In reversing the Court of Claims, the Court of Appeals held that individuals acted 
in their capacity as general partners when they guaranteed a construction loan (a non- 
recourse debt) thereby personally securing the partnership debt. The Court of Appeals 
found that there was no conflict between the individual’s roles as partners guaranteeing 
a partnership debt in their capacity as partners and simultaneously, by such guarantee, 
becoming creditors of such partnership. Therefore, because the general partners’ guaran- 
tee of the partnership’s nonrecourse debt made them personally liable, the taxpayer, 
who was a limited partner, was not entitled to a step-up in basis of his partnership 
interests due to such debt. Treas. Reg. § 1.701-1(a) provides that the capacity in which 
a partner acts is to be determined by an examination of the substance of the transaction. 
The Court of Appeals found that the general partners guaranteed the construction loan 
in their capacity as partners so that they could profit from the project through their 
resulting partnership interests. The general partners failed to act at arm’s length in 
guaranteeing the construction loan. They did not charge the partnership for the guarantee 
nor did the partnership agree to pay the general partners interest if they were called 
upon to meet their guarantee. Back references: {| 3985.12 and 3985.17. 


Ralph A. Muoio, Caplin & Drysdale, One Thomas Circle, Washington, D. C. 20005, 
for appellees. Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Ann 
Belanger Durney, Farley P. Katz, Department of Justice, Washington, D. C. 20530, 
for appellant. 


Before FriepMAn, Kasuiwa and Mitirr, Circuit Judges. 
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Kasuiwa, Circuit Judge: Appeal from 
a judgment of the United States Claims 
Court, 3 Cl. Ct. 457 (1984), holding that: 
(1) James Buchanan Corporation (JBC) 
was the agent of Buchanan Apartment As- 
sociates (Associates) and Benjamin and 
Myrna Raphan (Raphan) as partners of 
Associates are entitled to the tax benefit of 
losses for 1970 and 1971, and (2) no gen- 
eral partner of Associates and personal 
liability under a construction loan and there- 
fore each of the partners, including the 
Raphans as limited partners, is entitled to 
include the debt on that loan in the tax 
basis of their partnership interests. We 
affirm in part and reverse in part. 


Background 


The principal events and agreements that 
have led to the present controversy are 
set forth in the trial court’s opinion, 3 Cl. 
Ct. at 459-60. We list here only those 
necessary to an wnderstanding of this 
opinion. 

The Pomponio brothers (Pomponios) 
planned to construct an apartment building 
to be known as the James Buchanan House 
(Buchanan House). The Pomponios trans- 
ferred a 3.5 acre parcel of land to JBC, 
a corporation owned by the Pomponio 
family. The cost of and mortgage on that 
parcel were each $2 million. 


JBC entered a contract with Pomponio- 
owned National Realty & Construction Co., 
Inc. (National Realty) to construct the 
building, and obtained a $9.4 million loan 
commitment for a permanent mortgage 
effective when construction was complete. 


JBC had difficulty obtaining a construc- 
tion loan, and the lenders of the $2 million 
loan were pressing for payment. The Pom- 
ponios sought a loan from the Tenzer 
group, a New York law firm (Tenzers). 
The Tenzers would not make the loan but 
were interested in an equity investment. 
It was agreed that Buchanan House would 
be developed by a basically 50-50 partner- 
ship of the Pomponios and the Tenzers to 
be called Associates. The Tenzers contrib- 
t 2 million and : the Femuneeis| con- 


The Tenzers, which included the Ra- 
phans, were active partners in Associates.’ 
The Pomponios were co-partners in Asso- 
ciates, the sole owners of JBC and the sole 
owners of National Realty. 


Royal National Bank (Royal Bank), the 
lender of the $9.4 million construction loan, 
charged 14 percent interest, which exceeded 
Virginia’s usury limit for noncorporate 
borrowers such as Associates. To avoid 
the usury restriction, JBC was used as 
the borrower, and JBC and Associates exe- 
cuted an agreement in which JBC: “agree[d] 
as an agent to hold nominal title to the 
Property for the benefit of Principal [Asso- 
ciates] for so long as and at such times 
as the Principal shall request and direct 
during the course of the construction of 
the improvements on the Property.” The 
agreement also provided that JBC’s “sole 
function during the existence of this agree- 
ment shall be to hold nominal legal title 
to the Property for the benefit of the 
Principal under and subject to the Prin- 
cipal’s written directions and instructions,” 
and that JBC: 


shall have no discretionary authority to 
exercise any control over the Property or 
to execute any written instruments in any 
way relating to the Property except as 
set forth above, it being expressly under- 
stood that Agent [JBC] has no real inter- 
est in or duties or responsibilities in 
respect to the Property except to perform 
ministerial tasks at the written direction 
and instruction of Principal. Agent shall 
immediately forward to Principal all cor- 
respondence or other written materials 
relating to the Property which Agent re- 
ceives. 
ot kee & 


All sums advanced under the Construc- 
tion Loan, as well as any other funds 
received in connection with the construc-. 
tion of the building on the Property 
shall be delivered to, for the account of, 
or in accordance with the instructions of 
Principal. Agent may under no circum- 
stances retain or possess any advances or 
portion thereof, nor any other funds or 
portion thereof, and will have no obliga- 
tion to pay any expenses in connection 
with its carrying out of its functions and 
duties under this agreement. All expenses 
incurred by or for the account of Agent 
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Finally, it was provided that JBC “shall 
receive from Principal as compensation for 
the services to be rendered by Agent here- 
under the sum of $1 thousand to be paid 
upon the completion of construction of the 
building and the funding of the Permanent 
_ Loan.” A corporate resolution of JBC 
limited its authorized activities to holding 
“bare legal title to the property as agent 
for * * * [Associates]. and to act as agent 
and nominal title holder” for Associates. 


Because the Tenzers perceived substan- 
tial risks, it was agreed that $1,925,000 of 
their $2 million would be converted from 
a contribution to Associates’ capital to a 
loan to JBC. The loan bore 12.47 percent 
interest, was secured by a second mortgage 
on the property, was guaranteed by the 
Pomponios, and could be converted, after 
two years, to an equity interest in Asso- 
ciates. 


On December 16, 1969: (1) the Tenzers 
contributed $75,000 for their limited part- 
nership interests and lent JBC $1,925,000, 
(2) the $2 million total was used to pay 
the existing mortgage on the land, (3) 
Royal Bank agreed to lend JBC up to $9.4 
million as construction financing, (4) the 
Pomponios personally guaranteed the $9.4 
million loan, and (5) JBC deeded the prop- 
erty to the partnership, which took the 
property subject to all liabilities, but as- 
sumed no other liability. 


On January 28 and again on February 15, 
1970, Associates deeded the property to 
JBC, an advance was received from Royal 
Bank, and JBC deeded the property back 
to Associates. Those transfers required pay- 
ment of transfer taxes. To avoid those 
taxes, the parties in late 1970 transferred 
title to JBC as “agent”. 


For convenience, the Tenzers waived 
their right to sign partnership checks dur- 
ing construction. 


In December, 1971, JBC permanently 
transferred the property to Associates. By 
the fall of 1972, Buchanan House was in 
default, and the Pomponios and a Sidney 
Zneimer (an officer of Royal Bank), were 
investigated by a grand jury. In September 
of 1972, the Tenzers persuaded the Pom- 
ponios to terminate their interest in Asso- 
ciates. After additional investments by the 
Tenzers, Associates completed the project. 
It owns and operates Buchanan House. 


The Commissioner of Internal Revenue, 
having determined that losses claimed by 
Associates were those of JBC, disallowed 
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the share of those losses claimed by the 
Raphans. The Raphans paid the resulting 
deficiency and filed claims for refund. 


Claims Court Decision 


The Raphans sued in the Claims Court 
for refund of $2,865.65 paid as income tax, 
interest and penalties, plus accrued interest 
and costs, for taxable years 1970 and 1971. 
The government said JBC did not qualify 
as a true agent under National Carbide Corp. 
v. Commyr [49-1 ustc [9223], 336 U. S. 
422 (1949), and the losses were therefore 
those of JBC, not those of Associates. The 
government further asserted that if the 
losses were attributable to Associates, the Rap- 
hans could not deduct them because they 
had an insufficient basis in their partner- 
ship interests under the Treasury Regu- 
lations in view of the Pomponios’ guarantee 
of the construction loan. 


The Claims Court concluded that JBC 
and Associates were not commonly con- 
trolled, and that the agency agreement 
therefore should be given effect. The 
Claims Court further concluded that be- 
cause the Pomponios did not guarantee the 
loan in their capacity as partners, that 
guarantee did not prohibit the Raphans 
from including the losses in the tax basis 
of their interests. 


Issues 


1. Whether the Claims Court erred in 
determining that JBC was, for tax pur- 
poses, a true agent of Associates. 

2. Whether the Claims Court erred in 
determining that the Pomponios’ guarantee 
did not result in any “personal liability” 
for the loan. 


3. Whether the government based its 
case on evidence obtained in violation of 
Rule 6(e) of the Federal Rules of Criminal 
Procedure. 

Opinion. 
(1) Principal/Agent Relationship 

In reviewing findings of fact, this Court 
is required to apply the clearly erroneous 
rule. Rule 52(a), Federal Rules of Civil 
Procedure. See Vaughn v. United States 
[84-2 ustc J 9706], 740 F. 2d 941, 945 (Fed. 
Cir. 1984); Hetsig v. United States, 719 F. 
2d 1153, 1158 (Fed. Cir. 1983). We do not 
find the Claims Court’s finding of fact that 
JBC and Associates were not under com- 
mon control to have been clearly erroneous. 


Generally, the title holder must bear the 
tax consequences of transactions involving 
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the property. See, e.g., Moline Properties, 
Inc. v. Comm’r [43-1 uste f 9464], 319 U.S. 
436 (1943); Harrison Property Management 
Co. v. United States [73-1 ustc J 9292], 475 
F. 2d 623 (Ct. Cl. 1973), cert. denied, 414 
U. S. 1130 (1974). Nominal title may be 
transferred to an agent, allowing the trans- 
feror to retain equitable ownership and its 
tax consequences. See Carver v. United States 
[69-2 ustc J 9476], 412 F. 2d 233, 239-40 
(Ct. Cl. 1969). However, where the agent 
and principal are affiliated, it becomes 
necessary to determine whether a common 
principal is merely choosing which of two 
controlled entities it will employ to deal 


with the property. See National Carbide, 


336 U. S. at 437. 


The Claims Court noted that common 
control may legally exist in either of two 
ways, the principal can own a controlling 
interest in the agent or the same parties 
may own or control both principal and 
agent, and that where neither form of 
common control is present, the concerns 
expressed in National Carbide are not 
applicable. 


Finding that Associates did not control 
JBC and JBC did not control Associates, 
the Claims Court concluded that the first 
form of control did not exist. Concluding 
that the second form did not exist, the 
‘Claims Court said, “JBC, the agent, was 
‘controlled entirely by the Pomponios; 
Associates, the principal, was owned 
equally by the Pomponios and the Tenzer 
group, with neither party holding a con- 
trolling interest.” 3 Cl. Ct. at 462. 


The government’s assertion that the Pom- 
ponios as general partners totally domi- 
mated Associates, and that the Tenzers 
exercised no meaningful control, finds no 
support in the record. The government 
quotes the Claims Court’s oral statement 
that “there was an intended sharing of 
control”, implying that the Claims Court 
found the parties’ intention to have gone 
unfulfilled. However, the government dis- 
regards the Court’s three sentences im- 
mediately following: 

That looking at the share of control 

one cannot look at bie week and every 


in that light there was a sharing of con- 

trol although at various parts of the 

project one set of partners had more 
active participation in that control than 
the other set of partners. 

As the Claims Court recognized, Na- 
tional Carbide sets forth ‘‘six factors” to be 
considered in determining whether a par- 
ticular agency arrangement should be re- 
spected: 


Whether the corporation [1] operates in 
the name and for the account of the 
principal, [2] binds the principal by its 
action, [3] transmits money received to 
the principal, and [4] whether receipt of 
income is attributable to the services of 
employees of the principal and to assets 
belonging to the principal are some of 
the relevant considerations in determin- 
ing whether a true agency exists. [5] If 
the corporation is a true agent, its rela- 
tions with its principal must not be 
dependent upon the fact that it is owned 
by the principal, if such is the case. 
[6] Its business purpose must be the 
carrying on of the normal duties of an 
agent. [336 U. S. at 437.] 


3 Cl. Ct. at 462. The Claims Court cor- 
rectly reviewed each of those “factors” in 
determining that a principal-agency rela- 
tionship existed between Associates and 
JBC. 
(2) Personal Liability—Section 752 

(a) Introduction. Pursuant to Sec. 701,? 
a partnership does not pay federal income 
tax. The individual partners do. See §§ 702, 
704(a). The partnership loss that a partner 
may deduct is limited to that partner’s 
adjusted basis in his partnership interest, 
determined at the end of the partnership’s 
taxable year. See § 704(d). The basis of a 
partnership interest acquired by contribu- 
tion to a partnership is the value of the 
contributed money or property. See § 722. 


A partner’s basis of his partnership in- 
terest is subject to adjustments. Under 
Sec. 752(a), an increase in a partner’s 
share of partnership liabilities is con- 
sidered a contribution of money. Such a 


contribution results in an increase in the 


partner’s basis of his partnership interest. 
=e files a Sop in the Regulations: 


>», partnership AB borrows 
J See the 
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contributed that amount of money to 
the partnership. 


Treas. Reg. § 1.752-1(a)(1). See generally 
Laney v. Comm’r [82-1 ustc J 9355], 674 F. 
2d 342, 345-46 (5th Cir. 1982). 


_ The Treasury Regulations govern the 
allocation of a partnership’s liabilities. Sec. 
1.752-1(e) provides: 


(e) Partner's share of partnership lia- 
bilities. A partner’s share of partnership 
liabilities shall be determined in accord- 
ance with his ratio for sharing losses 
under the partnership agreement. In the 
case of a limited partnership, a limited 
partner’s share of partnership liabilities 
shall not exceed the difference between 
his actual contribution credited to him 
by the partnership and the total con- 
tribution which he is obligated to make 
under the limited partnership agreement. 
However, where none of the partners 
have any personal liability with respect 
to a partnership liability (as in the case 
of a mortgage on real estate acquired 
by the partnership without the assump- 
tion by the partnership or any of the 
partners of any liability on the mort- 
gage), then all partners including limited 
partners, shall be considered as sharing 
such liability under section 752(c) in the 
same proportion as they share the profits. 
When no partner has any personal lia- 

bility for a partnership debt, therefore, all 
partners, including limited partners, 
“Share” that debt in the proportion they 
share profits, and each partner’s basis re- 
flects his debt share. When, however, a 
partner has “any personal liability” for that 
debt, the general partners share in it. The 
limited partners’ share, if at all, will de- 
pend on the difference between his actual 
contribtuion to the partnership and the 
total contribution that he is “obligated” to 
make under the limited partnership agree- 
ment. 


Personal liability for a debt (“recourse 
indebtedness”) means all the debtor’s 
assets may be reached by creditors if the 
debt is not paid. Personal liability is nor- 
mally contrasted with limited liability 
(“nonrecourse indebtedness”), against 
which a creditor’s remedies are limited to 
particular collateral for the debt. Indeed, 
a partner’s guarantee of a partnerships’ 
“nonrecourse debt” makes him personally 
liable because the partner has exposed his 
assets to pay the debt if the partnership 
defaults, precluding the limited partners 
from sharing in the debt. See MCKEE, 
NELSON & WHITMIRE, FEDERAL 
TAXATION OF PARTNERSHIPS 
AND PARTNERS 78.02[3] (1977); 
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WAITE, PARTNERSHIP TAXATION 
§ 45.04 (3d ed. 1984). 


(b) The Guarantee. The Claims Court 
held that the Pomponios guaranteed the 
construction loan in a nonpartner ca- 
pacity, and assumed that personal liability 
of partners is to be accounted for in al- 
locating basis only if that liability is in- 
curred in their capacity as partners. It 
reasoned that if the general partners, the 
Pomponios, were called on to meet their 
guarantee, they woud become creditors of 
the partnership, and viewed that status as 
distinct from their relationship as partners. 


The view that a partner cannot guar- 
antee partnership debt in his capacity as 
partner because he then becomes a creditor 
is insupportable. A general partner, who 
is liable as such for the recourse debts of 
the partnership, has incurred that liability 
in his capacity as partner. That a general 
partner compelled to pay those debts also 
becomes a creditor does not conflict with 
his continuing liability as general partner. 
See Security-First Natl Bank of Los An- 
geles v. Lutz, 322 F. 2d 348, 350 (9th Cir. 
1963). See also UNIFORM PARTNER- 
SHIP ACT §§18(a)-(c) and 40(b). Ac- 
quisition of creditor status, after meeting 
the guarantee, does not mean that the 
guaranteeing general partner did not make 
the guarantee, and thus incur the liability 
in his capacity as partner. 


The Regulations provide that the capac- 
ity in which a partner acts is to be deter- 
mined, not by a priori reasoning, but by 
examination of “the substance of the trans- 
action.” See Treas. Reg. § 1.707-1(a). Ex- 
amining the substance here establishes that 
the Pomponios did not act at arm’s length 
in guaranteeing the construction loan. They 
did not charge Associates for the guaran- 
tee, as would an unrelated person, nor did 
Associates agree to pay the Pomponios 
interest if they were called upon to meet 
their guarantee. 


The Pomponios acted not as unrelated 
guarantors or creditors might, but in guar- 
anteeing the loan they acted in their capacity 
as partners. Before the Tenzers were in- 
volved, the Pomponios intended to con- 
struct Buchanan House on land held by 
JBC, their own corporation. The Tenzers 
supplied the needed money on condition 
that they would become partners. The 
Pomponios thus guaranteed the construc- 
tion loan so that they could profit from 
the project through their resulting partner- 
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ship interests. As the Claims Court found: 
“The guarantee was a prerequisite to ob- 
taining the loan, which, in turn, was sine 
qua non of the deal between the Tenzer 
group and the Pomponios.” 3 Cl. Ct. at 465. 


The Raphans’ argument that the guaran- 
tee’s sole purpose was to enable JBC’s no- 
profit sale of its property to Associates for 
the $2 million to pay the mortgage is with- 
out merit. Paying off that mortgage was 
an indivisible part of the entire plan under 
which Associates would construct and own 
the Buchanan House. 


That the guarantee was not mentioned in 
the partnership agreement is insignificant. 
A partnership agreement does not cover 
every conceivable act the partners might 
take in the course of their partnership ac- 
tivity. Moreover, the guarantee was known 
to the Tenzers. It is common, because of 
the risk, for lenders to refuse a construc- 
tion loan to a closely held corporation 
without the principals’ personal guarantee. 
See, 2.9, KR. Ke EIPDON. PRACTICAL, 
REAL ESTATE: LEGAL, TAX AND 
BUSINESS STRATEGIES 210 (1979). 
The Tenzers, sophisticated real estate in- 
-vestors, obviously knew of that common 
practice. That Tengran Corp., also a gen- 
eral partner, did not join in the guarantee 
is equally insignificant. As merely a shell 
corporation, Tengran Corp’s guarantee 
would have been worthless. See Roccaforte 
v. Comm’r [CCH Dec. 38,122], 77 T. C. 263, 
269 (1981), rev'd on other grounds, [83-2 
ustc J 9452], 708 F. 2d 986 (5th Cir. 1983). 


The Raphans contend that a guarantee 
can never create personal liability, under 
the Regulations, because it is only a condi- 
tional or secondary liability. The conten- 
tion is directly contrary to this Court’s 
conclusion in Vaughn that the partners’ per- 
sonal guarantees of partnership debt in 
Roccaforte and Ourisman v. Comm’r [CCH 
Dec. 40,958], 82 T. C. 171 (1984), made 


those “partners * * * personally liable on. 


the mortgage notes.” 740 F. 2d at 947 n. 5. 
The Raphans’ contention confuses unre- 
lated concepts. The first concept involves 
personal liability (creditor can reach all 
debtor’s assets) and limited liability (cred- 
itor can each only specific 


second concept involves primary and sec- 
ondary liability, which merely refer to the 
order in which a creditor must pursue his 
remedies. 


Under the guarantee, a creditor could 
reach all the Pomponios’ assets if Associ- 
ates defaulted. The loan was recourse as 
against JBC, and JBC consequently was 
personally liable for that loan. Associates, 
however, took the loan subject to existing 
liabilities, but did not assume those liabili- 
ties. Therefore, the Pomponios personally 
guaranteed a loan that was nonrecourse 
against Associates and thus, became per- 
sonally liable, regardless of whether they 
were also primarily liable.* 

The 


Raphans’ reliance on Brand vw. 


‘Comm’r [CCH Dec. 40,571], 81 T. C. 821 


(1983), is misplaced. Brand involved Sec. 
465 which deals with accounting methods, 
not with the issues presented here. See 
Kalish and Rosen, The Risky Basis for 
Partnership Allocations, 38 Tax Law. 119, 
137-151 (1984). 


The Pomponios, as general partners, were 
personally liable for the construction loan 
when they guaranteed its payment. The 
Raphans, as limited partners, do not share 
in that liability. 


(3) Alleged Rule 6(e) Violation. The 
Claims Court properly denied the Raphans’ 
motion to suppress certain dopumentany, 
evidence. 


Certain government exhibits, business 
documents relating to Buchanan House, 
were obtained from a grand jury empaneled 
in 1972 to investigate the Pomponios’ af- 
fairs. The Raphans say that without these 
exhibits, the government would have no case. 


The Raphans served interrogatories on 
the government requesting that it identify 
or produce every document it possessed 
having any relation to Buchanan House. 


In response, the government acknowledged 


existence of such documents, but moved 
for denial of their discovery, primarily on 
the ground that they had been obtained by 
grand jury subpoena and access to them 
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was limited by Rule 6(e) of the Federal 
Rules of Criminal Procedure.* 


The Raphans opposed the motion, ar- 
guing (1) the documents were not covered 
by Rule 6(e) because they were sought for 
their intrinsic value; not to learn what 

‘transpired before the grand jury; and 
(2) the grand jury had long since been 
terminated. 


The Claims Court having denied the gov- 
ernment’s motion, the government con- 
ducted a fifteen month search, located over 
1,600 documents, and turned them over to 
the Raphans. The government identified 
200 documents as its exhibits and amended 
its pretrial order accordingly. The Ra- 
phans then opposed admission of those 
exhibits because they were obtained in vio- 
lation of Rule 6(e). 


The Raphans are ill-positioned to oppose 
admission of the exhibits: (1) they engi- 
neered the disclosure of which they com- 
plain; (2) they successfully opposed the 
government’s motion on the ground that 
the documents were not subject to Rule 
6(e); (3) they caused the government sub- 
stantial expense in searching for and de- 
livering 1,600 documents to them; and (4) 
they obtained the benefits of that search. 


The Raphans’ reliance on Umited States 


v. Baggot [83-2 ustc J 9438], 103 S.Ct. 3164 
(1983) and United States v. Sells Engineer- 
ing, Inc. [83-2 ustc J 9439], 103 S.Ct. 3133 
(1983), is misplaced, the facts in those cases 
being distinct from those present here. 


Finally, the Raphans improperly seek to 
attack collaterally the 1972 order granting 
the government access to the documents. 
That order was entered in a proceeding to 
which the Raphans were not parties. The 
documents were not the Raphans’, and the 
Raphans were not targets of the grand 
jury. The Raphans thus had no standing 
to challenge the 1972 order directly and 
have no standing to challenge it here. Cf. 
United States v. Payner [80-2 ustc J 9511], 
447 U.S. 727 (1980). 


Conclusion 


Accordingly, we affirm that part of the 
Claims Court’s judgment based on its hold- 
ing that JBC was the agent of Associates 
but reverse that part of the judgment 
holding that no general partner had per- 
sonal liability under the construction loan. 
That reversal requires that the limited 
partners, the Raphans, must be held dis- 
entitled to a step up in basis under Treas. 
Reg. Sec. 1.752(e). 


AFFIRMED-IN-PART, REVERSED-IN- 
PART 


[1.9298] Car-Ron Asphalt Paving Co., Inc., Petitioner-Appellant v. Commissioner 


of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 83-1737, 1/5/85. Affirming Tax Court Dec. 


40,434(M), 46 TCM 1314. 


[Code Sec. 162] 


Business expenses: Kickbacks: Necessary.—In ruling that a subcontractor could not 
deduct legal kickbacks as business expenses because they were not necessary, the Sixth 
Circuit Court of Appeals appears to have retreated from its decision in last year’s Ray- 
mond Bertolini Trucking Co., 84-2 USTC { 9591, decided by a different panel, which 
held that kickbacks paid by another subcontractor working on the same project were de- 
ductible because they were ordinary. Both cases dealt with subcontractors who, in return 
for receiving subcontracts, made payoffs to an official of a company building a shopping 
mall. In the state of Ohio, such kickbacks are legal. The Bertolini panel addressed 
solely the question of whether the kickbacks were ordinary expenses, holding that they 
were because they were currently deductible as opposed to being capital expenditures. 
The panel in the instant suit was concerned solely with whether the payoffs were 
necessary, ruling that they were not because they were neither appropriate nor helpful to 
the subcontractor’s business. By paying the kickbacks, the subcontractor cut into its 
profits. Back reference: {] 1330.564. 


4Pursuant to Rule 6(e), a request for dis- 
closure of grand jury documents must be di- 
rected to the appropriate district court. Here, 
the government’s request had been directed to 
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the United States District Court for the Eastern 
District of Virginia, where the grand jury was 
convened to investigate the Pomponios’ affairs. 
The request was granted on May 5, 1972. 
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Jones, Circuit Judge, dissenting: Judge Jones argued that the payoffs were indeed 
appropriate and helpful, with the subcontractor receiving two contracts worth approxi- 
mately $1,000,000 in exchange for a $92,000 kickback. The majority was chided for 


equating “appropriate and helpful” with 


“essential.” Though not essential to the con- 


tractor’s business, the payoffs certainly helped. 
Michaeal J. Occhionero, 26949 Chagrin Boulevard, Beachwood, Ohio 44122, for peti- 


tioner-appellant. Glenn L. Archer, Jr., 


Assistant Attorney General, Michael J. Paup, 


Jonathan Cohen, Terry L. Fredricks, Department of Jus*ice, Washington, D. C. 20530, 
Joel Gerber, Internal Revenue Service, Washington, D. C. 20224, for respondent-appellee. 


Before Epwarps * and Jones, Circuit Judges; 


Epwarps, Circuit Judge: At iggue in this 
case are deductions from federal corporate 
income tax on the part of Car-Ron Asphalt 
Paving Company in the amount of $87,987 
in 1975 and $4,372 in 1976. These deduc- 
tions were claimed because taxpayer Car-Ron 
had paid these sums as bribes (“kickbacks”) 
to a vice-president of Forest City Enter- 
prises named Nicholas Festa. Forest City 
was the general contractor responsible for 
construction of the Rolling Acres Mall in 
Akron, Ohio and Festa was a vice-president 
in charge of awarding all subcontracts. 
Petitioner succeeded in securing two of the 
subcontracts but in order to keep them, 
he agreed to pay for approximately $75,000 
worth of work done on a residence owned 
by Festa with the payments being made 
directly to the subcontractors who worked 
on the Festa premises. An additional $12,000 
was paid by the petitioner in the installing 
of a driveway at the same residence. Other 
smaller amounts were paid in 1976 in the 
sum of $3,500 and $872, similarly expended 
on construction of the residence. All of 
these items had been deducted from the 
1975 and 1976 tax returns of the petitioner 
as “subcontractors” expenses. 


It is petitioner’s claim that he is entitled, 
contrary to the holding of the Tax Court, 
to these deductions because although these 
were bribes paid to secure the contracts 
referred to, such bribes were not crimes 
under the criminal law of the State of 
Ohio. The government, by brief and oral 
argument, concedes that the payments were 
not illegal under Ohio law. However, these 
transactions” ‘were not devoid of GS uee 
conducts i} ESRD as oe 


F 1984) which reversed the Tax | Court's _deci-_ 


Puitlies, Senior Circuit Judge. 


tax return for 1973 ‘additional taxable 
income in the amount of $26,500 which 
was earned from commissions and kick- 
backs he solicited from contractors of his 
employer.” At the same time and in the 
same action Festa also pleaded guilty to 
having failed to include in his 1975 in- 
come tax return “additional taxable in- 
come in the amount of $326,940.75, which 
was earned from commissions and kick- 
backs he solicited from contractors of his 
employer.” Upon the entry of the guilty 
pleas the Court, at the request of the 
United States Attorney, dismissed similar 
charges against Festa with respect to his 
income tax returns for 1976 and 1977. 


No employee, officer, or other individ- 
ual connected with Forest City Enter- 
prises was aware during 1975 or 1976 
that the petitioner was making payments 
to or for the benefit of Festa. ie 


At the time of the trial, Mr. LaMarca 
the president of petitioner had no direct 
knowledge of the payment of any kick- 
backs in the paving industry in the 
locality of petitioner’s activities other than 
those made by the petitioner to Festa 

_ but he had heard through general gossip 
that such payments were made and he 
had read in a local newspaper that Festa 
had been indicted for failing to pay in- 
come tax on kickbacks paid to him by 
four or five subcontractors at Rolling 
Acres other than the petitioner. 


In his argument, appellant contends that 
we are required to reverse the Commis- 
sioner’s decision in his case because of an 
opinion previously issued by a panel of this 


- court entitled Raymond Bertolim Trucking 


Co. v. Commissioner of Internal Revenue 
[84-2 ustc 7 9591], 736 F. 2d 1120 (6th Cir. 
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were conceded by the Commissioner to. be 
“necessary” business expenses. Thus ful- 
filling one-half of the statutory require- 
ments for business deductions. 26 U. S. C. 
§ 162(a) provides that: “There shall be al- 
lowed as a deduction all the ordinary and 
' necessary expenses paid or incurred during 
the taxable year in carrying on any trade 
or business.’ The court in Bertolini went 
on to hold that the payments in that case 
were “ordinary” as that term is understood 
in the context of the tax laws. Jd. at 1124. 
The concession which the Bertolini panel 
had before them is not made before us in 
our instant case. In short, the Tax Court 
in the appeal before us, has held as a 
matter of fact that the payments made by 
Car-Ron were neither “ordinary” nor “nec- 
essary.” Bertolim controls only the issue 
of whether the payments were “ordinary.” 


The Supreme Court has held that “neces- 
sary,” as used in § 162, imposes “only the 
minimal requirement that the expense be 
‘approprite and helpful’ for the ‘develop- 
ment of the [taxpayer’s] business’.” Com- 
missioner of Internal Revenue v. Tellier [66-1 
ustc § 9319], 383 U. S. 687, 689 (1966) 
(quoting Welch v. Helvering [3 ustc J 1164], 
290 U. S. 111, 113 (1933)). The payment 
of kickbacks by Car-Ron, in return for 
Festa’s acceptance of its construction bid, 
cannot be said to be “appropriate” for its 
business. Neither were the payments “help- 
ful.” They in fact cost the business over 
$90,000, thus reducing the profits from the 
Rolling Acres Mall job. 


The Tax Court in the instant case also 
found, as a matter of fact, that the kick- 
backs were not “necessary.” Its opinion 
noted that Car-Ron, in its 13 years of exist- 
ence, obtained almost “all of its contracts 
without the payment of kickbacks. This 
includes 19 or 20 contracts with Forest 
City Enterprises. This finding is not clearly 
erroneous. See Commissioner of Internal 
Revenue v. Duberstein [60-2 ustc J 9515], 363 
U. S. 278, 291 (1960). 


Where the trial has been by a judge 
without a jury, the judge’s findings must 
stand unless “clearly erroneous.” Fed. 
Rules Civ. Proc., 52(a). “A finding is 
‘clearly erroneous’ when although there 
is evidence to support it, the reviewing 
court on the entire evidence is left with 
the definite and firm conviction that a 
mistake has been committed.” United 
States v. United States Gypsum Co., 333 
U. S. 364, 395. The rule itself applies 
also to factual inferences from undisputed 
basic facts, id., at 394, as will on many 
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occasions be presented in this area. Cf. 

Graver Tank & Mfg. Co. v. Linde Air 

Products Co., 339 U. S. 605, 609-610. And 

Congress has in the most explicit terms 

attached the identical weight to the findings 

of the Tax Court. I. R. C., § 7482(a). 
Id. (Footnote omitted.) 


The conciusion that the payments were 
not “necessary” under §162(a) in no way 
impinges upon, or overrules, the holding of 
this court in Bertolini. Bertolim addressed 
solely the question of “ordinary” and this 
court addresses solely the question of 
“necessary.” 


It appears to be the case that Ohio has 
no statute which squarely prohibits, by 
criminal sanctions, what was done’ here. 
At the very least, however, such payments 
are fraudulent in relation to corporate en- 
tities involved. We do not find either legal 
excuse or virtue in the fact that appellant 
refused to make the payments demanded 
by Festa in cash directly to Festa but did 
make them to the subcontractors who were 
building. Festa’s house. In most states 
(although not in Ohio), such payments 
would make the one paying as well as the 
one receiving such bribes liable for viola- 
tion of state criminal law. Festa has been 
sentenced for receiving these very payments 
and not reporting them as income. 


The United States Courts should never 
construe general language in tax statutes 
in a manner which rewards graft and cor- 
ruption, albeit graft and corruption in private 
business. Such a construction burdens the 
economy unnecessarily and tends to pro- 
mote dishonesty generally and specifically 
in commerce. 


The judgment of the Tax Court is affirmed. 
Dissenting Opinion 

Jones, Circuit Judge, dissenting: With 
due respect for the views of my esteemed 
colleagues, I am compelled to dissent. My 
views are straightforward. The issue in this 
case is whether legal kickback payments by 
Car-Ron Asphalt Paving Company are de- 
ductible under I. R. C. § 262(a) as “ordinary 
and necessary” business expenses. In Ray- 
mond Bertolini Trucking Co. v. Commissioner 
[84-2 ustc 9591], 736 F. 2d 1120 (6th Cir. 
1984), this Court reversed the Tax Court 


- when it applied an erroneous legal standard 


to disallow legal kickback payments. Under 
virtually identical facts, this Court held that 
stich payments were “ordinary” business 
expenses and properly deductible. Jd. at 
1125. The majority acknowledges that 
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Bertolini controls our consideration of 
whether legal kickback payments are de- 
ductible as “ordinary.” It affirms, however, 
as not clearly erroneous, the Tax Court’s 
conclusion that the payments were not 
“necessary” expenses. The Tax Court ar- 
rived at this conclusion by committing the 
reversible legal error of defining “necessary” 
expenses to include only “essential” expenses. 


The proper question is whether Car-Ron’s 
legal kickback payments were “appropriate 
and helpful” for developing its business. 
The Supreme Court has consistently con- 
strued “necessary” as imposing “only the 
minimal requirement that the expense be 
‘appropriate and helpful’ for the ‘develop- 
ment of the [taxpayer’s] business.’” Com- 
missioner v. Tellier [66-1 ustc { 9319], 383 
U. S. 687, 689 (1966) (brackets in original) 
(citing Welch v. Helvering [3 ustc { 1164], 
290 U. S. 111, 113 (1933)); Mason & Dixon 
Lines, Inc. [83-1 ustc J 9385], 708 F. 2d 1043, 
1046 (6th Cir. 1983). Rather than apply 
this minimal standard, the Tax Court 
merely demonstrated that Car-Ron’s legal 
kickback payments were not essential to its 
business. 


Car-Ron received two contracts worth 
approximately $1,000,000 only by paying 
$92,000 in legal kickbacks to Nicholas Festa, 
who controlled the bidding process. Car- 
Ron’s president testified that he believed 
that executing the contracts could lead to 
further business by enhancing the company’s 
reputation. The legal kickback payments were 
both “appropriate and helpful” for the develop- 
ment of Car-Ron as a business. Courts 
should be “slow to override his [the tax- 
payer’s] judgment” of whether expenses are 
“appropriate and helpful.” Welch v. Helver- 
ing [3 ustc J 1164], 290 U. S. 111, 113 (1933). 


The majority purports to apply the “ap- 
propriate and helpful” standard to the facts 
of this case. The majority determines as a 
matter of fact that the legal kickback pay- 
ments were not “helpful” because the pay- 
ments reduced Car-Ron’s profits by $90,000. 


Yet, the Tax Court’s findings of fact reveal 
that Car-Ron would not have received ap- 
proximately $1,000,000 in contracts without 
the legal kickback payments. The majority 
also finds that Car-Ron’s legal kickback 
payments were not “appropriate.” This 
finding, unsupported by either precedent or 
reasoning, disregards the substance of 
I. R. C. § 162(c), which expressly prohibits 
the deduction of illegal kickback payments. 
The majority does not distinguish the kick- 
backs in this case from any other legal 
kickbacks. Although the majority char- 
acterizes its holding as a finding of fact, 
this interpretation of the threshold require- 
ment of “ordinary and necessary,” effec- 
tively renders I. R. C. § 162(c) superfluous. 


Despite the majority’s understandable ex- 
pression of moral indignation, Car-Ron’s 
kickback payments were legal under Ohio 
law. This Court has stated that “Congress 
has written the tax laws so as to allow 
deductions for such costs [legal kickback 
payments] so long as the payments made 
are within the bounds of federal and state 
law.” Bertolim, 736 F. 2d at 1125. The 
majority warns that dishonesty results from 
construing tax statutes to reward graft and . 
corruption. Tax law, however, is morally 
neutral and should not be used as “a sanc- 
tion against wrongdoing.” Tellier, 383 U. S. 
at 691. Further, even if the majority’s con- 
cern were appropriate, deduction of legal 
kickback payments does not encourage dis- 
honesty. Here, as in Bertolini, legitimate 
deductions for legal kickback payments re- 
vealed Festa’s income tax evasion and led 
to his conviction for tax fraud. 


Car-Ron’s legal kickback payments are 
deductible under I. R. C. §162(a) as “‘or- 
dinary and necessary” business expenses. 
Under this Court’s holding in Bertolini, 
these payments were “ordinary.” The Tax 
Court’s findings establish that the payments 
were “necessary” for Car-Ron’s receipt of 
the contracts. For these reasons, I respect- 
fully dissent. 


[19299] Sifco Industries, Inc., Plaintiff-Appellant v. United States of America, 


Defendant-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 84-3419, 4/4/85.—(758 F. 2d 198.) Aff’g 


BG 84-1 ustc J 9402, 586. F. Supp. 1076. 


[Code Sec. 6655] 


‘Civil penalty: Failure ‘to pay corporate estimated tax: Recapture of investment 
credit: Corporate tax.—For corporate estimated tax purposes, the tax attributable to the 
recapture of investment tax, credit padey Code Sec. 47 is a corporate tax within Code 
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Sec. 11 and Code Sec. 6154. Thus, the court rejected the corporation’s contention that it 
fell within the Code Sec. 6652(d)(2) exception permitting a taxpayer to use last year’s 
tax as an estimate for the current tax year and that it had no Code Sec. 11 tax in the 
preceding year. Accordingly, the penalty for failure to pay corporate estimated tax 
‘was properly imposed. Back reference: J 5552.40. 


Patrick W. Winslow, Dennis M. Pilawa, 440 Leader Building, Cleveland, Ohio 44114, 
for plaintiff-appellant: J. William Petro, Assistant United States Attorney, Cleveland, 
‘Ohio 44114, Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, David 
English Carmack; John P. Griffin, Department of Justice, Washington, D. C. 20530, for 


defendant- appellee. 


Before Merritr and Mirzurn, Circuit Judges; Wetcx, Senior Circuit Judge. 


Merritt, Circuit Judge: The parties 
agree that the single corporate tax law 
issue in this $14,438.32 refund suit appeal 
on stipulated facts is the same as the in- 
vestment tax credit “recapture” issue 
presented in A. O. Smith Corp. v. United 
States [82-2 ustc [9649], 691 F. 2d 1220 
(7th Cir. 1982), namely: Did the District 
Court correctly hold that a corporation is 
obligated to pay estimated income taxes 
under the “safe harbor” provision of 26 
U. S. C. §6655(d)(2) (taxpayer may use 
last year’s tax as estimate for current 
year), when its entire tax for the prior 
year was attributable to the recapture 


under 26 U. S. C. §47 of investment tax 
credit, a holding based on the District 
Court’s reasoning that the tax “recaptured 
under section 47 is a corporate tax covered 
under 26 U. S. C. §§11 and 6154, not a 
corporate tax payable independently of 
section 11? On this issue, we are in full 
agreement with the holdings and reasoning 
of Judge Krenzler in his opinion in the 
District Court and Judge Posner in his 
opinion for the Seventh Circuit in A. O. 
Smith Corp., supra. 


Accordingly, the judgment of the Dis- 
trict Court is AFFIRMED. 


[19300] Richard H. Foster and Sara B. Foster, T. Jack Foster, Jr. and Patricia 
Foster, Jack R. Foster and Caroline Foster, and Estate of T. Jack Foster, Deceased, 
Gladys H. Foster, Executrix, and Gladys H. Foster, Petitioners-Appellants v. Commis- 
sioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 83-7745, 4/3/85.—(756 F. 2d 1430.) Affirm- 
ing and vacating Tax Court Dec. 39,817, 80 TC 34. 


[Code Secs. 162, 170, 266, 482 ad 6653] 


Allocation of income: Property acquired in nonrecognition transaction: Interest ex- 
pense: Capitalization of carrying charges: Charitable deduction: Donative intent: Business 
expenses: Personal expenses: Additions to tax: Negligence—The Commissioner did not 
abuse his discretion in reallocating to a general partnership net income derived from the 
sale of lots previously transferred by the partnership to related corporations in nonrecog- 
nition transactions where such transfers were made to avoid taxes. The delivery of notes 
purportedly in exchange for corporate stock as part of a complicated transaction involving 
a series of incorporations, transfers, liquidations and mergers, devised to disguise the terms 
of an agreement involving the payment of a 100% bonus, represented an obligation to pay 
additional interest on the money borrowed by the partnership to purchase a tract of land 
for development. Such notes constituted a negotiated bonus or premium to be paid the 
lender as a prerequisite to obtaining the use of the borrowed money, and thus qualified 
as interest. The partnership was not entitled to capitalize the notes, because, as a cash 
basis taxpayer, it may not capitalize interest that it did not pay. Because the partnership’s 
dominant purpose in conveying two parcels of land to a church as bargain purchases and 
a third parcel to a school district in an outright. transfer was the expectation of direct 
economic benefit (an enhanced value of the partnership’s remaining land and to promote 
sales), the transfers were not deductible as charitable contributions. Further, the cost of 
land donated to the school district and disallowed as a charitable deduction must be 
capitalized over all of the remaining development land and not the local area. The Tax 
Court’s conclusion that a portion of the individual partner-stockholders’ travel and en- 
tertainment expenses was personal and not deductible as business expenses because the 
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individuals failed to carry their burden of proof was not clearly erroneous and was sus- 
tained. The Commissioner’s imposition of an additions to tax negligence penalty for the 
underpayment of tax was improperly imposed where the case was one of first impression 
with no clear authority and the positions taken by the taxpayers were reasonably de- 
batable. Back references: {| 644.2175, 1348.431, 1416.254, 1864.416, 2206.04, 2219.178, 2238.08, 
2377.221, 2993.041, 2993.28, 4717.0673, 5533.506, 5810.04, 5821S.18 and 5823A.15. : 


Valentine Brookes, Brookes & Brookes, 601 California Street, San Francisco, Calif. 
94108, for petitioners- -appellants. IR Pomerance, Department of Justice, Washington, D. C. 


20530, for respondent-appellee. 


Before DuNIway, KENNEDY, and ANDERSON, Circuit Judges. 


ANDERSON, Circuit Judge: In 1955, Jack 
Foster and his three sons formed a part- 
nership, T. Jack Foster and Sons (Partner- 
ship), for the general purpose of dealing in 
property, with Jack as the managing part- 
ner. In 1958, the Partnership began to in- 
vestigate the reclamation potential of 
Brewer’s Island, a 2,600 acre undeveloped 
and partially submerged tract of land lo- 
cated about 12 miles south of San Francisco. 
After commissioning engineering studies, 
the Partnership determined that the tract 
could be transformed into a self-contained 
city (Foster City) of 35,000. 


In December, 1959, the Partnership ac- 
quired an option to purchase the property 
for $12.8 million; in May, 1960, it secured 
enabling legislation from the California 
legislature for a municipal improvement dis- 
trict known as Estero, which was coter- 
minus with Brewer’s Island; and, in August, 
1960, it exercised its option to purchase the 
tract. Thereafter, the Partnership and Es- 
tero began developing the property by 
neighborhood. 


The Commissioner of Internal Revenue 
issued notices of deficiency to the Fosters 
for the years 1963-67 concerning their role 
in the development of Foster City. The 
Fosters appeal the United States Tax Court’s 
affirmance of the Commissioner’s determi- 
nation. We affirm in part and vacate in 
part. 


I. Section 482. The Internal Revenue Code 
of 1954, § 482, 26 U. S. C. §482 (1976), 
authorizes the Commissioner to reallocate 
income or deductions among commonly 
controlled businesses “if he determines that 
such . 


. . allocation is necessary in order — 
to prevent evasion ‘OF taxes or vo Bes to Se 


A. Standard of Review. In § 482 cases, 
this court has held that “[t]he Commis- 
sioner has broad discretion under section 
482, and neither we nor the Tax Court will 
countermand his decision unless the tax- 
payer shows it to be unreasonable, arbitrary 
or capricious.” Erickson v. Commissioner 
[79-2 ustc J 9444], 598 F. 2d 525, 528 (9th 
Cir. 1979). 


The Fosters argue that this standard was 
diluted in Commnussioner v. First Security 
Bank of Utah [72-1 ustc J 9292A], 405 U. S. 
394 (1972), in which the Court concluded 
that “[t]he Commissioner’s exercise of his 
§ 482 authority was therefore unwarranted 
in this case.” 405 U. S. at 407. We do not 
believe the Court, by employing the term 
“unwarranted,” was signaling a change in 
the standard of review. The issue before 
the Court was not the appropriate standard 
of review. Moreover, the Court was affirm- 
ing the determination of the Tenth Circuit, 
which had employed the arbitrary and ca- 
pricious standard in reaching its decision. 
See First Security Bank of Utah, N. A. v. 
Commissioner [71-1 ustc ]9169], 436 F. 2d 
1192, 1198 (10th Cir. 1971). 


B. The “Avoidance” of Taxes. Secnea 482 
refers to the “evasion of taxes,’ whereas the 
Tax Court based its decision on the Fosters’ 
“avoidance of taxes.” We have noted the 
“sometimes elusive” distinction between the 
two terms, Stewart v. Commissioner [83-2 
ustc § 9573], 714 F. 2d 977, 987 (9th Cir. 
1983), and agree with the Tax Court’s find- 
ing that “for purposes of section 482, a 
non-punitive section, the terms are inter- 
changeable.” Foster v. Commissioner [CCH 
Dec. 39,817], 80 T. C. 34, 158 (1983). 


The regulations support the Tax Court’s 
holding. Additionally, this court, in dis- 
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that “Congress enacted the predecessor of 
section 482 to prevent the evasion of taxes 
through such means as ‘shifting of profits, 
the making of fictitious sales and other 
methods frequently adopted for the purpose 

of “milking.’’” Stewart, 714 F. 2d at 987 
(citations omitted). Put another way, the 
taxpayer must establish that he did not 
“cash in” on the gain. Jd. at 989. In a civil 


case, a thorough analysis of the facts in light: 


of the above criteria is more important than 
whether the Tax Court labeled its ultimate 
conclusion tax avoidance or evasion. 


Our conclusion is not altered by Com- 
missioner Vv. First Security Bank of Utah 
[72-1 ustc J 9292A], 405 U. S. 394 (1972), 
in which the Court reiterated the long- 
standing shibboleth that a taxpayer is free 
to arrange his affairs in the manner cal- 
culated to minimize his tax liability. 405 
U. S. at 398 n. 4. In First Security, the Court 
disapproved the Commissioner’s reallocation 
under § 482. First Security, however, did not, 
as in this case, involve a nonrecognition 
transaction. Also, the determinative factor 
in disallowing the reallocation was that it 
would have been illegal for the entity to 
receive the income, id. at 401-402, which is 
not the situation here, 


C. Application of § 482 to the Disposition of 
Property Acquired in a Nonrecogmtion Trans- 
action. The first of the nine neighborhoods 
to be developed was Neighborhood One. 
In October, 1962, before any sales to build- 

ers were consummated, the Partnership 
transferred an undivided one-quarter in- 
terest in 127 acres of Neighborhood One 
to each of four newly formed corporations 
as tenants in common. Each of the four 
corporations, referred to collectively by the 
Tax Court as the Alphabets, was solely 
owned by one of the Fosters. 


In August, 1966, the Partnership trans- 
ferred 311 lots in Neighborhood Four, which 
had been improved to a lesser extent than 
Neighborhood One, to Foster Enterprises, 
a corporation owned by the Fosters in equal 
_ shares. Foster Enterprises, which was in- 
corporated in 1960 to take title to a hotel in 
Hawaii, had accumulated a net operating 
loss of $1.2 million. 


The Neighborhood One transaction was 
an exchange of property for stock under 
§ 351. The Neighborhood Four transaction 
was a contribution to capital under § 1032. 
Under both sections, neither the transferor 
nor the transferee recognize gain or loss on 


the transfer, and the basis of the property 


does not change. The transferee therefore 
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inherits the potential gain or loss inherent in 
the property at the time of its transfer. 


The Tax Court was correct in its deter- 
mination that the Commissioner may em- 
ploy § 482 to reallocate income derived from 
the disposition of property previously ac- 
quired in a mnonrecognition transaction. 
Rooney v. United States [62-2 ustc J 9598], 
305 F. 2d 681, 686 (9th Cir. 1962) (Section 
482 will control when it conflicts with § 351 
as long as the discretion of the Commis- 
sioner in reallocating is not abused.); Treas. 
Reg. §1.482-1(d)(5) (1984); see also 
Stewart v. Commissioner [83-2 ustc J 95731, 
714 F. 2d 977, 989 (9th Cir. 1983). 


D. Section 482 Reallocation. The Tax 
Court, pursuant to § 482, reallocated all the 
income from the sale of the lots in Neigh- 
borhood One and Neighborhood Four from 
the Alphabets and Foster Enterprises to 
the Partnership. The income reallocated 
was divided into two parts, income due to 
appreciation in value before the transfers 
and income due to appreciation after the 
transfers. 


1. Pre-transfer Appreciation. The Tax 
Court reallocated the income attributable to 
appreciation before the transfers on the 
ground that the purpose of the transfers 
was to avoid taxes. It found that A. O. 
Champlin, the Fosters’ long-time tax ad- 
visor, decided it was advantageous from a 
tax standpoint for the Fosters to undertake 
the development of Foster City in a part- 
nership form. Losses incurred during the 
early years could then be used by the 
partners to reduce income on their per- 
sonal tax returns. Later, as the land was 
developed, certain lots were transferred 
from the Partnership to its controlled enti- 
ties in an effort to shift income. As noted 
by the Tax Court, “only highly appreciated 
inventory pregnant with income was con- 
veyed.” Foster, 80 T. C. at 179. Moreover, 
according to the testimony of Champlin, 
the value of money on hand to the Fosters 
far exceeded any interest that might even- 
tually have to be paid on a tax deficiency, 
particularly when the rate of interest charged 
by the Government was less than that 
charged by commercial banks. 


In the case of the Alphabets, which were 
formed within a month of the transfer, the 
Tax Court determined that the object was 
to shift from the Partnership the income 
from the sale of the lots and split it among 
taxpayers subject to a lower rate of tax. 
The Fosters argue that the transfer could 
not have been tax motivated because it 
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would have increased taxes; the income 
reported by the Alphabets was not offset 
by any losses, whereas if the income had 
been reported by the Partnership, it would 
have been offset by the operating losses 
which the Partnership claimed on its re- 
turns. The Tax Court, however, found that 
“the tax savings to an individual realized 
by preserving a partnership loss may very 
well exceed the tax cost to his corporation 
incurred by reporting the income.” Jd., 80 
A ial Gomi oie 


The Fosters contend that although the 
Neighborhood Four transfer may have re- 
sulted in a tax saving, it was made for a 
business purpose. There was evidence that 
Rex Johnson, a senior vice president of 
Republic National Bank who was in charge 
of monitoring the Fosters’ account, insisted 
that the lots be conveyed to Foster Enter- 
prises as a condition to Republic’s renewing 
the Partnership’s loans. The Tax Court 
discounted this as the motivation behind the 
transfer, and we find its reasoning per- 
suasive. 


Foster Enterprises was not indebted to 
Republic. It had borrowed money from 
Likins-Foster Honolulu Corporation and 
Roy Turner Associates, Ltd., a subsidiary 
of Likins-Foster. Both Likins-Foster and 
the Partnership were indebted to Republic. 


According to Johnson, the transfer was 
necessary to improve the liquidity of Foster 
Enterprises and thereby (1) enhance the 
collectibility of the indebtedness of Likins- 
Foster to Republic, (2) improve the bank’s 
security in the Likins-Foster stock, and (3) 
insulate the bank from the fortunes of the 
Foster partnership. The Tax Court, how- 
ever, found that a special audit report 
prepared by the bank stated that the Likins- 
Foster loans were being paid according to 
schedule. Moreover, if Johnson were con- 
cerned about the ability of Likins-Foster 
to repay its loan, it would have made more 
sense to transfer the lots directly to that 
corporation because it was the Likins- 
Foster stock that had been pledged as secu- 
rity. The transfer of the lots obviously 
weakened the Partnership’s ability to repay 
its loan to Republic, noted the Tax Court, 
and certainly exacerbated its cash flow 
problem. 


The sales proceeds were not used by 
Foster Enterprises to liquidate its debts to 
Likins-F oster and Turner’ Associates. 


Rather, they were loaned to the Partner- 
ship to further develop Foster City. Al- 
though Foster Enterprises still had an asset, 
it was now, continued the Tax Court, an 
unsecured receivable from the Partnership. 
Collectibility was therefore dependent upon 
the Partnership’s overall success with the 
Foster City undertaking, precisely the risk 
against which Johnson ostensibly wanted 
to protect. 


The Tax Court found that the purpose 
of the Neighborhood Four transaction was 
to shift to Foster Enterprises the income 
earned from the sale of the lots so that it 
could be absorbed by that corporation’s 
losses. The record contains ample evidence 
to support the Tax Court’s conclusions con- 
cerning both the Neighborhood Four and 
the Neighborhood One transactions.? We 
therefore find that the Commissioner did 
not abuse his discretion in reallocating to 
the Partnership that portion of the sales 
income due to appreciation before the date 
of transfer. See Rooney v. United States [62-2 
ustc § 9598], 305 F. 2d 681, 684-85 (9th 
Cir. 1962). 


2.  Post-transfer Appreciation. Because 
Neighborhoods One and Four were both 
further developed after the transfers, a 
part of the income derived from the sale 
of lots was created after the transfer date. 
The Tax Court concluded that Estero was 
controlled by the Partnership, and was 
used by it as its instrument for the de- 
velopment of Foster City. Thus Estero’s 
efforts were to be viewed as those of the 
Partnership, and the gain was to be at- 
tributed to it. 


Estero, a Municipal Improvement Dis- 
trict, was created in 1960 by a special act 
of the California legislature. It was au- 
thorized to tax and to issue tax-exempt 
bonds to finance its activities in reclaiming 
and improving Brewers Island. It was 
also vested with a broad array of general 
governmental powers. As enumerated by 
the Tax Court: 


It was empowered to reclaim land, make 
provision for street lighting, sewage, 
storm drainage, garbage and water serv- 
ice, and parks and playgrounds. It was 
also empowered to construct small craft 
harbors, provide fire and police protec- 
tion, condemn land, enter into contracts, 
and make and enforce such regulations 
as were necessary and proper to the 
exercise of its enumerated powers. A 


2 The Fosters move to augment the record 
with an additional deposition of A. O. Cham- 
* plin. The deposition is not properly before this 
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court; the ‘motion is therefore denied. Karmun 
Vv. Commissioner [84-2 ustc {| 10 008], 749 F. 2d 
567, 570 (9th Cir. (1984). 
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violation of such regulation constituted 
a misdemeanor. 


Foster, 80 T. C. at 58. 


We agree with the Tax Court that dur- 
ing the years in issue, the Fosters, as the 
principal landowners and developers, con- 
trolled Estero. Indeed, the California Su- 
preme Court has recognized that the 
Estero Act was designed by the California 
legislature to place control of the district 
in the landowner/developer. Cooper  v. 
Leslie Salt Co., 70 Cal. 2d 627, 451 P. 2d 
406, 408-409, 75 Cal. Rptr. 766, cert. denied, 
396 U.S. 821 (1969). The Tax Court 
stated: 


There is no question that Estero added 
value to Brewer’s Island. However, it 
never realized that value because it did 
not own the land or receive the proceeds 
from its sale. All we are deciding here 
is whether the value added by Estero 
is allocable to the Foster partnership 
because of the legislatively conferred 
control that the partnership exercised 
over the district. To answer that ques- 
tion in the affirmative does not require 
that we ignore Estero’s legal identity as 
a public agency. 

Foster, 80 T. C. at 169. Estero was the 
Partnership’s creature, used by it to im- 
prove the land and. thus increase its value. 
That is what it was designed to be and 
do. Because it is a public body, validly 
created, its own income, if any, belongs to 
it, and would not be allocable to some 
other entity. 


Commissioner v. Birch Ranch & Oil Co. 


[51-2 ustc 79506], 192 F. 2d (9th Cir.. 


1951), on which the Partnership relies, 
is quite different from our case. There, 
the taxpayer owned substantially all the 
land in a California reclamation district, 
and, along with certain related parties, sub- 
stantially all of the district’s bonds. In 
order to pay interest on the bonds, the 
district made assessment calls which the 
taxpayer paid and later deducted as taxes. 
The Commissioner denied the deduction on 
the ground that the payor and the payee 
were economically identical. We upheld 
the deduction, stating: 


Since the district met the requirements 
of California law, its status as a district 
entity, not to be confused with the 
owners of the ranch, or the taxpayer- 
corporation, cannot be questioned re- 
gardless of the fact that the district 
served but a single ranch, (plus one 240 
acre parcel). The western states have 
long considered that the reclamation, 
even of a single parcel of land in single 


1985 Standard Federal Tax Reports 
. ry ‘ 


ownership, may justify the exercise of 

sovereign powers. 
192 F. 2d at 928. The case dealt with 
the validity, as a tax deduction by the 
Owner of the property in the district, of 
an assessment levied by the district against 
the landowners and actually paid by the 
owners to the district. Nothing comparable 
is involved in our case. 


The Tax Court stated that its finding that 
the Partnership controlled Estero did not 
conflict with the district’s status as a 
“Suristic entity,’ and therefore, Birch Ranch 
& Oil was inapposite. 80 T. C. at 169. We 
agree. The primary question here is not 
whether Estero is an independent entity. 
The primary question is whether the Com- 
missioner can allocate to the Partnership 
the income arising from value created by 
Estero that would have gone to the Part- 
nership but for the transfers to the Al- 
phabets and Foster Enterprises. The 
Alphabets’ and Foster Enterprises’ func- 
tion was to divert what would normally be 
the income of the Partnership away from 
it and to the Alphabets and Foster Enter- 
prises. If the transfers had not been made, 
the income in question would not have 
been Estero’s; it would have been that of 
the Partnership. The relationship between 
the Partnership and its creatures, the 
Alphabets and Foster Enterprises, was 
precisely the same, whether the appreci- 
ation in value occurred before the trans- 
fers or after them. Under section 482, the 
Commissioner may allocate income earned 
subsequent to the income evading event 
or transfer, The fact that some of it is 
attributable to a time following the trans- 
fers makes no difference. Because Estero 
did not own the land, the gain in value 
would never accrue to Estero, but would 
have accrued to the Partnership, the land- 
owner, but for the transfers. By the trans- 
fers, the Partnership shifted that income 
away from itself and to the Alphabets, 
which had nothing, and to Foster Enter- 
prises, which had large losses from unrelated 
ventures. By that device, the Partnership 
sought to get out from under large tax 
liabilities and yet retain control of Foster 
City. Under § 482, the Commissioner could 
reallocate to the Partnership the income 
that the Partnership had shifted to the 
Alphabets and Foster Enterprises. The 
transfers had no business function; their 
purpose was tax avoidance. The Tax Court 
properly upheld the Commissioner’s real- 
location. © 
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II. The Westway Notes. A. Form Over 
Substance Doctrine. As of August, 1962, the 
Partnership had borrowed $3 million from 
Republic for the development of Foster 
City. As an inducement for the loan, the 
Fosters agreed that, in addition to interest, 
they would pay a bonus equal to the 
amount borrowed. Republic desired that 
the bonus be structured as capital gain 
rather than ordinary income. The advan- 
tage to the Partnership would be a 
stepped-up basis in the land. 


Thus began a complex succession of in- 
corporations, transfers, liquidations, and 
mergers. See Foster, 80 T. C. at 198-200. At 
the core of this arrangement was the con- 
veyance and reconveyance of stock in 
Foster Bayou, a corporation organized by 
the Fosters and capitalized with 200 acres 
of land in Foster City. In August, 1962, 
the Partnership sold its stock in Foster 
Bayou to Westway Investment Co. for 
$5,000 cash and a $100,000 non-interest- 
bearing note. Westway was a subsidiary 
of Howard Corporation, which in turn was 
owned by trustees for the benefit of Re- 
public’s shareholders. In May, 1964, Este- 
roy, a corporation organized by the Fosters 
the previous year and capitalized with 
$10,000, bought the stock from Westway 
for $5,000 cash plus $3.1 million in non- 
interest-bearing notes (Westway Notes). 
Both Foster Bayou and Esteroy were later 
liquidated so that the Partnership eventu- 
ally assumed the notes. 


The Tax Court, relying on the well-es- 
tablished doctrine of form over substance, 
see Stewart, 714 F. 2d at 987-88, found that 
the notes represented an obligation by the 
Partnership to pay interest on the money 
borrowed from Republic, rather than the 
cost of reacquiring the Foster Bayou stock. 
Consequently, the Tax Court disallowed 
the Fosters the $3 million step-up in the 
basis of two of the Foster City neighbor- 
hoods. On review, the Tax Court’s deter- 
mination that the Westway transaction 
was lacking in economic substance will 
not be set aside unless clearly erroneous. 
Thompson v. Commissioner [80-2 ustc 
7 9773], 631 F. 2d 642, 646 (9th Cir. 1980), 
cert. denied, 452 U. S. 961 (1981). 


Contrary to the Fosters’ assertion that 
the notes were indicative of the profit- 
sharing aspect of a partnership, the Tax 
Court cites overwhelming ‘evidence that 
the relationship between the Fosters and 
Republic was always one of debtor-creditor. 
Foster, 80 T. C. at 202-203. Additionally, 
Republic’s right to share in the profits was 
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strictly limited in amount, the bank bore 
no risk of loss except with respect to its 
loan, and it was not entitled to participate 
in the management of the project. 


The Fosters contend that $3.1 million 
($15,500/acre) was a realistic price, not 
because of evidence that that was the value 
of the land, but because of the property’s 
alleged investment potential. Their argu- 
ment that the transaction was made at 
arm’s length, however, is belied by the 
fact that although the Fosters had origi- 
nally paid approximately $4500 per acre 
for the land, Foster Bayou, in selling the 
stock to Westway for $105,000, sold it for 
about $500 per acre. The Tax Court noted 
that Westway was not equipped to de- 
velop the land, nor did it improve the land 
during its ownership. Moreover, the rec- 
ord contained evidence (correspondence 
between Jack Foster and his attorney) that 
that particular parcel was chosen only be- 
cause it could be expediently transferred. 
Id. at 94-95. 


In any event, the result of this com- 
plex series of transactions was that when 
Esteroy purchased the Foster Bayou stock 
from Westway, it recovered the $5,000 in 
cash that it originally paid to purchase the 
stock; its $100,000 non-interest-bearing 
note was effectively canceled by Esteroy’s 
$100,000 non-interest-bearing note, both of 
which were due on the same date; West- 
way’s gain on the transaction was therefore 
$3 million, the amount of the bonus that 
the Fosters had agreed to pay under their 
agreement with Republic. Furthermore, 
the $3 million was structured as capital 
gain (gain derived from the sale of cor- 
porate stock), which was also part of the 
agreement. Finally, that the Partnership 
anticipated the “sale” and “repurchase” of 
the stock by the Fosters for the purpose 
of disguising the agreed upon bonus as 
capital gain was evidenced by correspond- 
ence between Jack Foster and his attorney. 
Foster, T. C. at 94. 


United States v. Mississippi Chemical Cor- 
poration [72-1 ustc [9276], 405 U. S. 298 
(1972), is distinguishable. In that case, 
cooperative associations under the Agri- 
cultural Marketing Act were required to 
purchase stock in a member bank as a 
condition for securing a loan. The Court 
held that the stock was a capital asset hav- 
ing long-term value. Its cost, therefore, 
was not deductible as an interest expense. 
Here, although the Fosters were required 
to pay a sum in addition to the stated in- 
terest rate, they received nothing in return 
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other than the amount borrowed. An addi- 
tional reason noted by the Court in Missis- 
sippt Chemical for disallowing the interest 
deduction was that Congress had intended 
to provide loans to farmers at low interest 
rates; it therefore would have been “odd” 
for Congress to have provided a hidden 
' interest charge in the legislation. 405 U. S. 
at 310. No such considerations of legisla- 
tive intent apply in this case. 


We find that the Westway Notes repre- 
sented “the amount [the debtor] con- 
tracted to pay for the use of borrowed 
money.” Old Colony Railroad Company v. 
Commissioner [3 ustc J 880], 284 U. S. 552, 
560 (1932). Thus, the Commissioner was 
not clearly erroneous in characterizing 
them: as interest. 


B. Capitalization of Interest. The Fosters 
contend that if the Westway Notes repre- 
sent an obligation to pay additional in- 
terest, then under 26 U. S. C. § 266 (1976), 
such interest may be capitalized at the 
election of the Partnership and added to 
the basis of the land. Section 266 provides: 


No deduction shall be allowed for 
amounts paid or accrued for such taxes 
and carrrying charges as, under the 
regulations prescribed by the Secretary, 
are chargeable to capital account with 
respect to property, if the taxpayer 
elects, in accordance with such regula- 
tions, to treat such taxes or charges as 
so chargeable. 

The Tax Court, relying on the language 
of § 266, legislative history, and the regu- 
lations, found that an item not otherwise 
deductible may not be capitalized under 
§ 266. Foster, 80 T. C. 212-213. The Part- 
nership used the cash, rather than the 
accrual, method of accounting. Under the 
cash method, interest may not be deducted 
until it is paid. 26 U. S. C. § 461 (1976); 
Treas. Regs. §§1.461-1(a)(1),  1.446-1 
(c)(1)(@) (1984). 

We agree with the Tax Court’s analysis 
and therefore find that the Partnership 
may not capitalize interest that it did not 
pay. The Fosters do not dispute that the 
Partnership paid no portion of the West- 
way Notes during the years in issue. Thus, 
the option of capitalizing the Westway 
Notes was not available. 


Crane v. Commissioner [47-1 ustc J 9217], 
331 U. S. 1 (1947), does not change this 
result. Under Crane, a taxpayer may in- 
clude the amount of a loan in computing 
the basis in the property against which 
the loan was taken. The loan, however, 
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is a part of the cost of the property, where- 
as interest is the cost of the loan. Con- 
gress has expressly provided for interest in 
the form of a, deduction. | 26,,U..:S..G. 
§ 163(a) (1976). 


C. Charitable Deductions. The Partner- 
ship conveyed three parcels of land in 
Foster City for which it claimed charitable 
deductions: a school site, by gift deed, and 
two church sites for $20,000 per acre. On 
its tax returns, the Partnership valued the 
sites at $40,000 per acre, deducting the 
difference as a charitable contribution. 


A business will not be allowed a charita- 
ble deduction if the dominant motive be- 
hind the transfer was the expectation of 
economic benefit. Allen v. United States 
[76-2 ustc J 9499], 541 F. 2d 786, 788 (9th 
Cir. 1976). Contrary to the Fosters’ asser- 
tion, this standard was employed by the 
Tax Court. Foster, 80 T. C. at 223. The 
Tax Court’s determination that the Fosters 
were not entitled to a charitable deduction 
will not be overturned unless it was clearly 
erroneous. Allen, 541 F. 2d at 788. 


The Tax Court found that, as demon- 
strated by Estero’s prospectus and the 
Partnership’s promotional publications, 
Foster City was designed to be a self- 
sufficient community with provision for all 
services required by the resident popula- 
tion, including schools and churches. The 
Tax Court determined that the transfer of 
the three sites was therefore designed to 
enhance the value of the Partnership’s 
remaining land and to promote its sale. 
See Stubbs v. United States [70-2 ustc 
7 9468], 428 F. 2d 885, 886-87 (9th Cir. 
1970), cert. denied, 400 U. S. 1009 (1971). 
Additionally, concluded the Tax Court, the 
transfer of the school site was made to 
secure the cooperation of the school dis- 
trict and to persuade the district to 
abandon its threat to cancel school bus 
service to Foster City. 


The Fosters object to the Tax Court’s 
attributing the representations in Estero’s 
prospectuses to the Partnership. Given 
our holding that the activities of Estero 
may not be attributed to the Partnership, 
we agree with the Fosters’ contention. The 
Fosters, however, do not challenge the 
Tax Court’s finding that the same 
benefits were touted in the Partnership’s 
publications. Thus, even without attribut- 
ing the Estero prospectuses to the Part- 
nership, the Tax Court’s finding, that there 
was sufficient motivation of economic bene- 
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fit to disallow the deductions, was not 


clearly erroneous. 


The Fosters argue that if the transfers 
are disallowed, the cost of the school site 
should be capitalized as part of the Part- 
nership’s basis in only the residential acre- 
age of the neighborhood the future school 
would serve (Neighborhood One), rather 
than the Commissioner’s capitalization of 
the cost as part of the Partnership’s basis 
in all of its remaining land in Foster City. 
The Fosters state that the only benefit to 
flow from the transfer was the continued 
bus service, which was of benefit only to 
Neighborhood One. We, however, do not 
believe that the Tax Court was clearly 
erroneous in finding that, “[t]he transfer 
was the first step in implementing the 
partnership’s neighborhood school plan. 
Moreover, it gave credibility to its ‘sales 
pitch’ that Foster City was a planned com- 
munity. Both of the factors enhanced the 
value and promoted the sale of land in all 
the neighborhoods and not just in Neigh- 
borhood One.” Foster, 80 T. C. at 226. 


D. Business Deductions, The Tax Court 
affirmed the Commissioner’s determination 
that a portion of the Fosters’ travel and 
entertainment expenses were personal to 
the Fosters and therefore not deductible 
as business expenses. The deficiency notice 
did not itemize the particular deductions 
disallowed, but instead gave the total dis- 
allowance for each taxpayer. We note 
initially that the deficiency notice was not 
defective. Abattt v. Commissioner [81-1 
ustc § 9442], 644 F. 2d 1385, 1389-90 (9th 
Cir. 1981). 


The Commissioner’s deficiency deter- 
mination carries a presumption of correct- 
ness. Rockwell v. Commissioner [75-1 ustc 
{ 9324], 512 F. 2d 882, 885 (9th Cir. 1975), 
cert. denied, 423 U. S. 1015 (1975). The 
Festers’ reliance on Weimerskirch v. Com- 
missioner [79-1 ustc J 9359], 596 F. 2d 358 
(9th Cir. 1979), and United States v. Janis 
[76-2 ustc J 16,229], 428 U. S. 433 (1976), 
is misplaced. In Weimerskirch, this court 
interpreted Janis as indicating “that the 
Commissioner must offer some founda- 

upport for the deficiency « determina- 


Weimerskirch and Janis, however, the Com- 
missioner had determined that the tax- 
payer had unreported income. As a 
rationale for its decision, the Wetmerskirch 
court observed that absent a showing by 
the Commissioner, the taxpayer, in a case 
of unreported income, would have the 
difficult task of proving a negative. Id. 
Such is not the case with a deduction. — 


“The presumption in favor of the Com- 


missioner is a procedural device which 


requires the taxpayer to come forward 
with enough evidence to support a finding 
contrary to the Commissioner’s determina- 
tion.” Rockwell, 512 F. 2d at 885. The 
evidence offered by the Fosters to rebut 
the presumption was testimony that their 
record-keeping system was accurate and 
that the examining revenue. agent so 
scrambled their records that they could 
not be reassembled to prove the legitimacy 
of the claimed deductions. The Fosters do 
not dispute the Commissioner’s assertion 
that they agreed with several of the Com- 
missioner’s adjustments, thus undermining 
their argument that their record-keeping 
system was fail-safe. In any event, we 
agree with the Tax Court that the Fosters’ 
self-certification of their record-keeping 
system is not a substitute for proof of 
their deductions. Deductions are a matter 
of legislative grace with the taxpayer bear- 
ing the burden of their substantiation. Rock- 
well, 512 F. 2d at 886. We cannot say that 
the Tax Court’s decision that the Fosters 
did not carry this burden was clearly 
erroneous. See Zmuda v. Commissioner [84-1 
ustc § 9442], 731 F. 2d 1417, 1421 (9th 
Cir. 1984). 


E. Penalty. The Tax Court affirmed the 
Commissioner’s assessment of a penalty 
against Jack and Gladys Foster for negligent 
or intentional disregard of income tax rules 
and regulations. 26 U. S. C. § 6653(a) 
(1976). We vacate the assessment. This 
is a case of first impression with no clear 
authority to guide the decision makers 
as to the major and complex issues, The 
positions taken by the Fosters were rea- 
sonably debatable. Under all of the circum- 
stances, we do not believe it can be fairly 
said that the Fosters acted negligently - or 
intentionally — in disregard of the law. © vi 
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Refunds: Claim not filed—A taxpayer’s suit to obtain an ordinary loss deduction 
' for a partially worthless business debt was dismissed because he did not raise the issue 
in his refund claim before the IRS prior to initiating the suit. The refund claim addressed 
only the possibility of obtaining a capital loss deduction for a nonbusiness bad debt. 
Oral communications between the taxpayer and IRS agents during administrative pro- 
ceedings and concerning the taxpayer’s new view of the tax matter were not enough 
to qualify as a formal refund claim. A written communication would have been better. 
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Andrew C. Barnard, Miami, Fla., for plaintiffs. David Gustafson, Glenn L. Archer, 
Assistant Attorney General, Department of Justice, Washington, D. C. 20530, for de- 


fendant. - 
Memorandum Order 


Mayer, Judge: Plaintiff Henry J. Pinckes * 
seeks a refund of federal income taxes 
because he lost money when a Swiss bank 
in which he was a depositor went bankrupt. 
This case is before the court on defend- 
ant’s motion to dismiss, or for summary 
judgment. Plaintiff has filed a cross-mo- 
tion for summary judgment. 


Background 


In 1979, plaintiff filed an amended per- 
sonal income tax return for 1976 which 
stated, “Taxpayer suffered a capital loss 
of $75,487 in 1975. . . .” The return gave 
no further information about the loss. Dur- 
ing its administrative investigation of plain- 
tiff's refund claim, the Internal Revenue 
Service (IRS) was informed the loss oc- 
curred because of the failure of the Swiss 
bank in which his money was on deposit. 
In view of plaintiff’s assertion of a capital 
loss, the IRS reviewed the claim under 
section 166(d) of the Internal Revenue 
Code of F954" Ao. 'C.) -.26-.Ui5, iSueaC. 
§ 166(d), which permits a capital. loss 
deduction for nonbusiness bad debts of 
noncorporate taxpayers. To support a de- 
duction under the capital loss provision 
of section 166(d), a nonbusiness debt must 
be wholly worthless. Townshend v. United 
States [67-2 ustc 9724], 384 F. 2d 1008, 
1011 (Ct. Cl. 1967). Therefore, when the 
IRS discovered that plaintiff had recovered 
some of the funds he had deposited in the 
failed bank, his refund was denied. 

Plaintiff responded by filing this suit, 
transferred from district court, saying his 
refund should have been allowed as an 
ordinary loss from a partially worthless 


* Genevieve Pinckes is also a party because 
she filed a joint return with her husband. Only 
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business debt under section 166(a) (2), be- 
cause at the time of the loss he was in 
the business of investing, by which he 
apparently means he was a trader. His 
refund claim did not suggest a business 
debt, however, and an ordinary loss de- 
duction was not consistent with his capital 
loss claim. The IRS, therefore, had not 
reviewed it under section 166(a)(2). Con- 
sequently, defendant contends the court 
has no jurisdiction because plaintiff is assert- 
ing grounds for a refund not previously 
raised administratively. 


Discussion 


As a prerequisite to maintaining a refund 
suit, I. R. C. § 7422(a) provides, 
No suit or proceeding shall be main- 
tained in any court for the recovery of 
any internal revenue tax until a 
claim for refund or credit has been duly 
filed with the Secretary or his delegate, 
according to the provisions of law in 
that regard, and the regulations of the 
Secretary or his delegate established in 
pursuance thereof. 
And Treasury Regulation § 301.6402-2(b) (1) 
under that statute says, “The claim must 
set forth in detail each ground upon which 
a credit or refund is claimed and facts 
sufficient to apprise the Commissioner of 
the exact basis thereof.” This means a 
refund suit may be maintained only upon 
the grounds shown in the refund applica- 
tion. See Burlington Northern, Inc. v. United 
States [82-2 ustc 99466], 684 F. 2d 866 
(Ct. Cl. 1982); Union Pacific Railroad v. 
United States [68-1 ustc J 9173], 389 F. 2d 
437, 442 (Ct. Cl. 1968). As the Court of 
Claims explained, 


her husband’s activities are at issue, so he will 
be referred to as plaintiff. 
q 9301 
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A proper claim for refund must set 
forth in detail each ground upon which 
the refund is claimed and facts sufficient 
to apprise the Commissioner of the exact 
basis thereof. Any ground for refund 
not expressly or impliedly contained in 
the application for refund cannot be 
considered by a court in which a suit 
for refund is subsequently initiated. The 
reason for this is both to prevent sur- 
prise and to give adequate notice to the 
Commissioner of the nature of the claim, 
and its underlying facts, so that a thor- 
ough administrative investigation and 
determination can be made. 


Burlington Northern, Inc., 684 F. 2d at 868 
(citations omitted). This was only recently 
restated by the Court of Appeals. Ottawa 
Silica Co. v. United States [83-1 ustc J 9169], 
699 F. 2d 1124, 1138 (Fed. Cir. 1983). 


Plaintiff's complaint here is his first as- 
sertion that he is entitled to an ordinary 
loss deduction from a partially worthless 
business debt under section 166(a)(2). He 
says, however, that defendant had knowl- 
edge of this basis because “underlying com- 
munications between the Commissioner’s 
representatives . . . sufficiently apprise[d] 
the Commissioner of a change in the tax- 
payer’s position.” Of course, plaintiff is not 
limited to the four corners of his amended 
tax return. Other information communi- 
cated to the IRS can amount to an infor- 
mal refund claim sufficient to support 
litigation under section 7422(a). But these 
communications must be in writing; un- 
documented oral statements are insuffi- 
cient. Furst v. Umted States [82-1 ustc 
7 9333], 678 F. 2d 147, 151-152 (Ct. Cl. 
1982); Disabled American Veterans v. United 
States [81-2 ustc 9443], 650 F. 2d 1178, 
1179-80 (Ct. Cl. 1981). 


Plaintiff has submitted nothing to show 
that during the IRS investigation of his 
claim he asserted the existence of a partially 
worthless business debt. On the contrary, 
the limited correspondence available rein- 
forces defendant’s position. A letter dated 
July 11, 1980, from plaintiff’s representative 
to the IRS district director, the only cor- 
respondence plaintiff cites, contained nothing 


that would put one on notice that he based | 


his refund on a loss from: a business related 
bad debt. ts 
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most as strict as is customarily applied © 
to indictments for crime. The rule of 
strictissumi juris is not applicable to 
claims for refund. All that is required of 
them, as a predicate for suit in this court 
is that they put the Commissioner of 
Internal Revenue on notice of the ground 
of the taxpayer’s claim that his taxes 
were erroneously computed. This does 
not have to be stated with any greater — 
particularity than is necessary to draw 
the Commissioner’s attention to the claim 
he makes in his subsequent suit. 


But there the taxpayer proposed grounds 
for a refund that the IRS had necessarily 
considered during its administrative investi- 
gation of the claim. Our plaintiff’s suit, 
however, raises issues defendant was not 
“obliged to consider.” Id. at 941. In deter- 
mining that plaintiff was not entitled to a 
capital loss deduction under section 166(d), 
the IRS did not have to decide if plaintiff 
might be eligible for a deduction for a bad 
business debt. The bad debt provisions of 
section 166 are separate and distinct. Sec- 
tion 166(d) provides a capital loss deduc- 
tion for a wholly worthless nonbusiness 
debt; section 166(a)(2) provides an ordi- 
nary loss deduction for a partially worth- 
less business debt. Unlike in National Forge, 
the factual inquiry necessary under these 
provisions is not mutually inclusive. Both 
involve bad debts, but otherwise they have 
nothing in common. 


By claiming under section 166(a) (2) here 
for the first time, plaintiff impermissibly 
deprived the IRS of the opportunity to con- 
sider his argument. This would likely have 
required examination of plaintiff’s allega- 
tion that he was in the business of being 
a “trader,” not merely a passive investor; 
whether the Swiss bank deposit was related 
to the alleged business; and the extent to 
which the deposit was partially worthless. 
None of this is relevant under section 
166(d); it is dispositive under section 
166(a) (2). j ; 

Plaintiff need not state his claim “with — 
any greater particularity than is necessary 
to draw the Commissioner’s attention to 
the claim,” National Forge at 941, but the 
IRS has no duty to conceive of every — 


potential ground upon which a refund might — 


be sustained. See Burlington Northern, Inc., 
684 F. 2d at 868. Neither the formal refund 
ntiff’s lett construed as — 
ible, de to put the 
its attention to | 
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Bowles Lunch, Inc. v. United States [40-2 
ustc 9503], 33 F. Supp. 235, 240 (Ct. Cl. 
1940), the taxpayer claimed a “loss on par- 
tial bad debt”, but in court claimed a loss 
on an acquisition of real estate. Despite 
the mischaracterization in the refund appli- 
cation, it prevailed because “defendant was 
fully advised as to the basis of plaintiff’s 
claim.” Likewise, the taxpayer in Barnes v. 
Umited States [74-2 ustc J 9605], 201 Ct. Cl. 
879, 881 (1973), was permitted to pursue 
his case over defendant’s objection that the 
issue to be litigated had not been properly 
raised administratively. The court found 
that the claim documents showed the issue 
was raised “fully and adequately.” Our 
plaintiff, however, did not advise defendant 
or raise the section 166(a)(2) issue at all. 


Similarly, the taxpayers in Edde v. United 
States [78-2 ustc ] 9548], 217 Ct. Cl. 690, 


691 (1978), expressly requested a “business 
bad debt loss” in their refund claim. Al- 
though defendant had analyzed the claim 
only under section 166(a), the court con- 
cluded that “the wording of the claim 
straddled sections 165 and 166 . . .,” id. 
at 692, and the taxpayers could therefore 
found a suit on section 165. Our plaintiff’s 
claim is not susceptible of so broad reading. 
A section 166(a)(2) ordinary loss deduc- 
tion is manifestly inconsistent with a capi- 
tal loss claim. A capital loss does not 
“straddle” sections 166(a)(2) and 166(d). 


Conclusion 


Accordingly, defendant’s motion to dis- 
miss is GRANTED,** and the case will 
be dismissed with costs to defendant. 


It is so ORDERED. 


[1 9302] Glynn Land Company, Plaintiff v. United States of America, Defendant. 
U. S. District Court, So. Dist. Ga., Brunswick Div., Civil Action No. 284-05, 2/12/85. 
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ment.—The taxpayer corporation was entitled to report income from the sale of after- 
growth under a timber-cutting contract as capital gain under Code Sec. 631(b) rather than 
ordinary income. The court rejected the government’s limited definition of ownership and 
found that the taxpayer, title holder of the land, qualified as the owner of the aftergrowth, 
for purposes of Code Sec. 631(b), without having had a right to cut it. Code Sec. 631(b) 
does not require actual owners to have a right to cut timber in order to report gain 
from its sale as capital gain. Actual owners of timber, rather than sublessors or contract- 
holders, need not satisfy the right to cut requirement of Reg. § 1.631-2(e) (2). Back refer- 
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ington, D. C. 20530, for defendant. 
Order — 


Aamo, Chief Judge: Taxpayer Glynn 
Land Company (“Glynn”) seeks a refund 
of taxes allegedly overpaid the United 
States as a result of the mischaracterization 
of certain income to Glynn as ordinary 
income rather than capital gain. The dispute 
requires the Court to construe § 631(b) of 
the Internal Revenue Code, 26 U. S. C. 
§ 631(b) (1982), which provides capital gain 
treatment under certain circumstances for 
profit from the sale of timber. The parties 
have cross-moved for summary judgment. 
Having considered the parties’ briefs and 


**In his complaint, plaintiff alternatively 
challenged the constitutionality of I. R. C. 
§166(d). Defendant’s motion for summary 
judgment fully addressed this issue, but plain- 
tiff elected not to respond. He said, ‘‘Plaintiff 
retracts his constitutional argument at this 
point reserving the right to address that issue 
at trial.’’ In view of the court’s disposition, 
this issue need not be reached. Even if it were_ 
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had the benefit of oral argument on the 
motions, the Court concludes that Glynn 
was entitled to report the disputed income 
as capital gain under § 631(b). Accordingly, 
the Court shall grant plaintiff’s motion. 


Facts 


The facts of this case are not in dispute. 
The Court’s factual summary -is an abbre- 
viation of the Stipulated Statement of Mate- 
rial Facts which the parties submitted on 
November 29, 1984 (cited hereinafter as 
“Stipulation”). On July 13, 1964, a timber- 
cutting contract was closed between land- 
owner Glynn Farms, Inc., and cutter 


otherwise, however, the court would treat it as 
abandoned. A purpose of a motion for sum- 
mary judgment is to avoid the necessity for a 
trial on issues susceptible of disposition as a 
matter of law. Plaintiff suggests no questions 
of fact impeding the resolution of this issue 
on summary judgment, and none are apparent. 
Therefore, his attempted reservation of a right 


to bring it up later is ineffective. _ 
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Brunswick Pulp and Paper Company 
(“Brunswick”). The contract granted 
Brunswick timber-cutting rights on a 23,000- 
acre tract known as “Paulk’s Pasture,” 
located in Glynn County, Georgia. In 1980, 
Glynn Farms transferred the land and the 
contract to its subsidiary, Glynn Land 
Company. Brunswick has assigned undivided 
one-half interests in the contract to Scott 
Timber Company and Mead Timber Com- 


pany, but continues to administer the con- - 


tract for its assignees. 


The contract provided that, from its 


inception until December 31, 1972, Bruns- 


wick would cut and remove all merchant- 
able timber when growing on the land 
which good forest management prescribed. 
This obligation has been satisfied and re- 
ceipts from this cutting are not at issue in 
this case. 


The balance of the contract grants Bruns- 
wick a series of three-year cutting options. 
For the three-year period beginning on 
January 1, 1973, and for each three-year 
period thereafter until December 31, 2042, 
Brunswick has and has had the option to 
contract with Glynn to cut and remove all 
merchantable timber that growing on the 
land which good forest management re- 
quires be cut. Glynn has no right to cut or 
to permit another to cut during any period 
as to which Brunswick has expressly exer- 
cised its option. Further, if Glynn fails to 
notify Brunswick of the exercise date for 
any option period, only Brunswick and not 
Glynn may cut during the unnoticed period. 
However, if, as to any period, Glynn timely 
notifies Brunswick of the option exercise 
date and Brunswick fails to timely exercise 
its option for the noticed period, Glynn may 
itself cut or contract with another to cut 
during that period. 


Under the contract, Glynn agrees to em- 
ploy Brunswick as its forest manager for the 
contract term. As forest manager, Bruns- 
wick’s duties include cutting, replanting and 
recutting the land, ever employing standard 
forest management practices. Brunswick 
pays all costs and expenses of forest man- 
agement, including the cost of seedlings, 

d equipment. As a management fee, 
receives 25% of the agreed price 
er reir Me from ie ee 


period for which Brunswick an le 
exercises its option to cut. 


The timber is paid for, at least in part, out 
of advance payments which Brunswick 
makes to Glynn. Brunswick must advance 
to Glynn $25,000 interest free each quarter- — 
year for the first twenty years of the con- 
tract (1963-1982). The advance payment is 
excused during any quarter when the bal- 
ance of advances exceeds $500,000 and dur- 
ing any three-year period for which Brunswick 
does not exercise its option to cut. Interest 
on the outstanding advances will begin to 
accrue on January 1, 1988. 


Each year that Brunswick cuts, 75% dt 
the agreed price for the timber is applied 
against the balance of advances for that 
year.’ If the advances for a year are less 
than the price of timber cut, Brunswick 
must pay Glynn the difference. 


Glynn retains title to Paulk’s Pasture and 
retains all of the responsibilities of an owner. 
It keeps possession and control of the land 
and has the obligation to police and protect 
it. It bears all risks of damage to the trees 
and is charged with insuring the land against 
calamity. Glynn is liable for all the land’s 
real estate taxes. 


Brunswick exercised its right to cut tim- 
ber for the three-year period beginning 
January 1, 1979. The income involved in 
this suit resulted from payments made by 
Brunswick to Glynn for timber cut during 
the January, 1979, to December, 1981, op- 
tion period. : 


_It was during this option that Brunswick 

began harvesting “aftergrowth’ — cordage 
that was not in existence at the contract’s 
inception in 1964. The volume of mer- 
chantable timber on the land was ap- 
proximately 201,000 cords in 1964; as of 
January 1, 1980, Brunswick had cut and 
paid for 227,000 cords of Glynn’s timber. 
The issue before this Court is whether 
§ 631(b) provides capital gain treatment 
for Glynn’s 1980 receipts irony sale of 
PEO 


The Internal Revenue Service (“IRS”). 
first examined the tax consequences of the 
Glynn-Brunswick contract in an examina- 
tion of Glynn’s 1967-68 taxable years. As 
this Ord will later discuss, to arta for 
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ship interest in the timber. The author 
of a General Counsel Memorandum issued 
within the IRS in June, 1974, concluded 
that Glynn had no “ownership” interest in 
the aftergrowth and, thus, could not report 
gain from its sale under §631(b). Yet, in 
a Technical Advice Memorandum subse- 
quently issued to Glynn, the IRS avoided 
the ownership question and concluded that 
Glynn was ineligible for § 631(b) benefits 
because it had not retained an economic 
interest in the timber. 


Excepting 1980, Glynn consistently has 
reported profits received under the contract 
as capital gain under §631(b). In keeping 
with Glynn’s characterization of receipts, 
Brunswick and its successors have treated 
payments to Glynn as expenditures for the 
acquisition of timber. The IRS has regu- 
larly audited the cutters’ returns, yet never 
indicated to them that their payments 
under the contract might have been re- 
ported incorrectly. 


For tax year 1980, Glynn followed the 
IRS’s directive, filing a return which claimed 
receipts from sale of aftergrowth as ordinary 
income. On March 23, 1982, Glynn filed 
a Form 1120X amended corporate income 
tax return, in which it reported these re- 
ceipts as capital gain. Glynn claimed a 
refund in the amount of $766, resulting 
from its recharacterization of the 1980 in- 
come. The IRS did not act upon Glynn’s 
refund claim within six months, so Glynn 
filed suit pursuant to this Court’s jurisdic- 
tion under 26 U. S. C. § 7422 (1982), 28 
U. S. C. § 1346 (1982). 


Discussion 


A. Statutory Construction, Plaintiff seeks 
to report its gain from sale of aftergrowth 
to Brunswick as capital gain pursuant to 


26 U. S. C. § 631(b). Section 631(b) states: 


(b) Disposal of timber with a retained 
economic interest—In the case of the 
disposal of timber held for more than 1 
year before such disposal, by the owner 
thereof under any form or type of con- 
tract by virtue of which such owner re- 
tains an economic interest in such timber, 
the difference between the amount realized 
from the disposal of such timber and the 
adjusted depletion basis thereof, shall 
be considered as though it were a gain or 
loss, as the case may be, on the sale of 
such timber. In determining the gross 
income, the adjusted gross income, or the 
taxable income of the lessee, the deduc- 


2 As the Government has not denied Glynn 
§ 631 benefits for this reason, the Court con- 
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tions allowable with respect to rents and 
royalties shall be determined without 
regard to the provisions of this subsection. 
The date of disposal of such timber shall 
be deemed to be the date such timber 
is cut, but if payment is made to the 
owner under the contract before such 
timber is cut the owner may elect to treat 
the date of such payment as the date of 
disposal of such timber. For purposes 
of this subsection, the term “owner” 
means any person who owns an interest 
in such timber, including a sublessor and 
a holder of a contract to cut timber. 


§ 631(b) Internal Revenue Code, 26 U.S. C. 
§631(b) (1982). The statute establishes 
essentially three prerequisites for capital 
gain benefits: 


(1) a disposal of timber held for more 
than one year before disposal, 


(2) by an owner of the timber, 


(3) under a contract by virtue of which 
the owner retained an economic interest 
in the timber. 


An owner selling pursuant to a cutting 
contract retains an economic interest in the 
timber where payments to him under the 
contract are dependent on severance of 
timber. See 26 C. F. R. §1.611-1(b)(1) 
(1984). No economic interest is retained 
where the timber owner receives payments 
from; the cutter, analogous to rent, regard- 
less of the amount of timber cut. Dyal 
v. United States [65-1 ustc 9285], 342 F. 
2d 248, 252 (5th Cir. 1965) (buyer was 
required to make nonrefundable annual pay- 
ments regardless of whether it cut timber; 
seller held to have retained no economic 
interest in timber). 


The Government does not contend that 
Glynn’s receipts under the contract were 
independent of Brunswick’s severance of 
timber.” Rather, the Government asserts 
that Glynn failed to qualify as an “owner” 
of the aftergrowth for the purposes of 
§ 631(b). 

The ownership requirement of § 631(b) 
is discussed in 26 C. F. R. § 1.631-2(e) (2), 
which states: 


(e) Other rules for application of section. 


(2) The provisions of section 631(b) 
apply only to an owner of timber. An 
owner of timber means any person who 
Owns an interest in timber, including a 
sublessor and a holder of a contract to 
cut timber. Such owner of timber must 
have a right to cut timber for sale on 


siders the Government as having admitted that 
this requirement is satisfied. 
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his own account or for use in his trade 
or business in order to own an interest 
in timber within the meaning of section 
631(b). 
26 C. F. R. § 1.631-2(e) (1984). The Gov- 
ernment urges that the “right to cut’ re- 
quirement stated in this regulation’s final 
sentence applies to anyone who seeks to 
qualify as an “owner” for purposes of 
§ 631(b), including title holders of timber- 
land such as plaintiff. Because Glynn has never 
had a right to cut the aftergrowth, the Govern- 
ment contends that Glynn is not its owner for 
purposes of §631(b). The taxpayer re- 
sponds that “such owners” as used in the 
“right to cut” sentence refers only to con- 
tract holders and sublessors, the class of 
owners described in the phrase immediately 
preceding the “right to cut” requirement. 
Glynn asserts that, as an actual owner of 
the aftergrowth rather than a mere con- 
tractor, it need not have had a right to cut 
the aftergrowth to be considered its owner 
for purposes of § 631(b). 


The statutory language of § 631(b), which 
refers merely to ‘owners’ plainly favors 
plaintiff’s assertions. The potential for di- 
verse constructions arises from an ambi- 
guity in Reg. § 1.631-2(e)(2). The narrow 


task of this Court is to decide whether 


the “right to cut” requirement of Reg. 
§ 1.631-2(e) (2) applies to all would-be own- 
ers or only to sublessors and contract 
holders. The Court is persuaded by a vari- 
ety of considerations that the ambiguity 
should be resolved in favor of the con- 
struction proposed by the taxpayer, Glynn. 


(1) Legislative History and Statutory Context 


As, the Supreme Court has counseled, in 
construing an unclear statute, it is the 
Court’s duty “to find that interpretation 
which can most fairly be said to be imbed- 
ded in the statute, in the sense of being 
most harmonious with its scheme and with 
the general purposes that Congress mani- 
fested.””, Commissioner v. Engle [84-1 ustc 
7 9134], 104 S. Ct. 597, —, 78 L. Ed. 2d 
420, 429 (1984) (citations omitted). The 
legislative history and statutory context of 
§ 631(b), while not conclusive, support 
plaintiff's construction of the statute. 


aS) Legislative gsi. 


by the IRS to limit the benefits to timber 
owners of capital gain reporting. 


In the 1941 opinion in Estate of M. Stark, 
the Board of Tax Appeals considered the 
tax characterization of receipts from timber 
sold under long-term cutting contracts. 
From 1917-1938, the purchaser in Stark, 
acting pursuant to a contract, had cut the 
seller's timber and made monthly pay- 
ments to the seller for timber cut the pre- 


_ceding month. The IRS denied capital gain 


benefits for the seller’s profit. It took the 
position that, by having committed his 
timber to a long-term cutting contract, the 
owner transformed the timber from prop- 
erty held for investment purposes to prop- 
erty held for sale to customers. The 
Board rejected the Government’s argument 
and held that the taxpayer’s receipts under 
the cutting contract were reportable as 
capital gain. 45 B. T. A. at 88. By refus- 
ing to acquiesce in the Stark decision, the 
IRS indicated its intention to continue tax- 
ing gain received under cutting contracts 
as ordinary income. 


The IRS position on the taxation of cut- 
ting contract receipts apparently caused 
consternation among timber owners. For- 
estry industry representatives complained: 
to a congressional committee in 1943 that 
the IRS’s position unreasonably preferred 
the timber owner who sold his timber 
outright, receiving the entire purchase price 
at once, over the owner who contracted to 
sell his timber over time, receiving pay- 
ment as the timber was cut. See Revenue 
Revision of 1943; Hearings Before the 
House Comm. on Ways and Means, 78th 
Cong., Ist Sess., 734. This discriminatory 
treatment, industry spokespersons asserted, 
dissuaded forest owners from entering into 
long-term cutting contracts, even though 
sale over time was often preferable to out- 
right sale from the stance of forest man- 
agement. Id. : 


As one industry representative's state- 
ment pointed out: 


The outstanding tax problem of the 
operating forest landowner is the tax 
treatment of the gain in value which 
appears when timber is cut. This gain 
is of two distinct kinds. The first and 
_ more important kind is the gain resulting 
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Supplemental Statement of Forest Indus- 
tries Committee on Timber Valuation and 
Taxation, id. at 742. The foresters did not 
suggest that Congress distinguish between 
these two sources of gain in granting capi- 
tal gain benefits. Nor did § 117(k)(2),? the 
. statute which resulted from the 1943 hear- 
ings, indicate that Congress intended to ex- 
clude gain from physical growth from capital 
gain benefits. 


The legislative history of § 117(k)(2) re- 
veals that the statute’s purpose was to give 
the timber industry additional flexibility in 
qualifying timber transactions for capital 
gain treatment. Dyalwood v. United States 
[79-1 ustc J 9172], 588 F. 2d 467, 469 (5th 
Cir. 1979). This purpose is plainly incon- 
sistent with the restrictive construction of 
the statute which the Government now 
suggests. 


Moreover, the Government’s position ig- 
nores common sense assumptions regarding 
Congress’ intenion in passing § 117(k)(2). 
The IRS’s nonacquiescence in Stark put the 
tax treatment of long-term contracts squarely 
before Congress. Presumably Congress 
knew that trees grow, so that the cordage 
of a stand would increase over the course 
of a long-term contract.* Had Congress 
intended that the benefits of § 117(k)(2) not 
extended to gain from sale of after growth 
certain to be produced over the term of a 
long-term contract, it would have devised 
more straight forward language to achieve 
this result. 


(b) Statutory Context 


Section 631(b)’s statutory context further 
indicates that its capital gain benefits should 
be accorded sellers of aftergrowth. The 
Court considers, first, the interplay between 
§ 631(b) and the capital gain provisions at 
§§ 1221 and 1231 of the IRC. These general 
statutes provide capital gain treatment for 
gain from sale under a cutting contract of 
the timber volume that was standing on 
the contract date. See Dyal v. United States, 
supra, at 253. Section 631 is superfluous if 


3 Recodified in 1954 as § 631(b). 

4 Brunswick's records reveal that growth on 
existing stems in Gylnn County averages ap- 
proximately 15% per year, from time the sap- 
ling begins to grow to age 25, standard harvest 
age. Affidavit of Edwin L. Douglass, Jr., Presi- 
dent of Glynn Land and Glynn Farms, at { 27. 

5It is not clear that § 631(b) benefits would 
even be available to a timber owner who sold 
aftergrowth pursuant to a nonexclusive cutting 
contract. See Joe S8. Ray [CCH Dec. 23,762], 
32 T. C. 1244, 1250 (1959), aff'd, [60-2 usrc 


19739] 283 F. 2d 337 (5th Cir. 1960) (‘‘analysis_ 


1985 Standard Federal Tax Reports 


ra 


it provides only what is already available 
under §§ 1221 and 1231. 


The Government insists that § 631(b) 
does not merely provide benefits which are 
coextensive with -§§1221 and 1231. It 
argues, rather, that this is the peculiar re- 
sult in plaintiff’s case because plaintiff has 
failed to qualify as an owner of the after- 
growth. The implication is that § 631(b) 
treatment would be available for receipts 
from aftergrowth if Glynn had retained a 
right to cut the aftergrowth. The Govern- 
ment, however, has not shown that Con- 
gress sought to select such a contract for 
special consideration. It has further failed 
to show that a contract under which the 
seller retains cutting rights as to after- 
growth would ever exist. It seems unlikely 
that a cutter would agree to a contract 
under which he and the seller shared cut- 
ting rights as to aftergrowth, or any other 
portion of the timber. The Court hesitates 
to ascribe to Congress an intent for the 
statute to have its special effect only in 
mythical cases. 


Turning to §631(b)’s more immediate 
setting, § 631(a) provides additional methods 
for an “owner” to dispose of his timber 
and report receipts as capital gain. Like 
§ 631(b), §631(a) considers holders of - 
contract rights to cut as “owners.” Inter- 
estingly, § 631(a)’s accompanying regula- 
tion makes a clear distinction, with regard 
to the “right to cut’? requirement between 
actual owners and holders of contract rights 
to cut. Under §631(a), only contract 
holders, not actual owners, need have had 
a right to cut to be considered owners. See 
26 C. F. R. § 1.631-1(b)(1) (1984); Weyer- 
haeuser Co. v. United States [68-2 ustc 
7 9629], 402 F. 2d 620, 626 (9th Cir. 1968). 
As the Court must read § 631(b) in light 
of its statutory context, the meaning given 

“owner” in § 631(a) becomes a strong can- 
didate for application under § 631(b). Contra 
Schnitzer v. United States [69-1 ustc J 9160], 
69-1 Stand. Fed. Tax Rep. (CCH) { 9160 
(D. Ore. 1968) (stating that Reg. § 1.631-2 
(e)(2) “plainly rejects” the distinction be- 
of the legislative history and the language of 
subsection [117] (k)(1) and (2) indicates that 
Congress intended to limit the benefits of sec- 
tion 117(k)(2) to those transactions where the 
timber owner surrendered to another his cutting 
rights to the timber involved, retaining an 


economic interest usually in the nature of a 
lease or royalty interest’’). Moreover, a non- 


_ exclusive cutting contract might be illusory, 


therefore unenforceable, if it gave a cutter only 
the right to cut whatever timber the owner 
did not cut. 
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tween actual owners and contract holders 
made in Reg. § 1.631-1(b) (1). 


(2) Rules of Construction 


The legislative history and statutory con- 
text of §631(b) indicate that the right-to- 
cut requirement should not apply to actual 
owners. To the extent that doubt remains 
regarding the meaning of “owner” under 
the subsection, the Court is inclined to re- 
solve that doubt in the taxpayer’s favor. 
See Citizens National Bank of Waco v. United 
States [77-1 ustc J 9298], 551 F. 2d 832, 843 
(Ct. Cl. 1977) (stating that a taxing statute 
generally should be construed more strictly 
against the Government); cf. Groves v. 
United States [76-2 ustc J 9509], 533 F. 2d 
1376, 1383 (5th Cir. 1976), cert. demed, 429 
U. S. 1000 (1977) (stating that statutes ex- 
empting income from taxation are con- 
strued strictly against the taxpayer). See 
also Masonite Corporation v. Fly [52-1 ustc 
7 9196], 194 F. 2d 257, 260-61 (5th Cir. 1952) 
(“the literal meaning of the words em- 
ployed in tax statutes is most important, 
and the general rule requiring adherence to 
the letter in construing statutes applies 
with peculiar strictness to tax laws’). 


(3) Case Law and IRS Enforcement 
History 


The Court’s research has revealed only 
one case adopting the Government’s limited 
construction of § 631(b) “ownership.” The 
taxpayer insists that the dearth of author- 
ity shows the novelty of the Government’s 
position; the implication is that in novelty 
lies error.© The Government concedes that 
the economic interest requirement of § 631 (b) 
is generally the stumbling block for timber 
owners seeking § 631(b) benefits for con- 
tract receipts. However, the IRS insists 
that the few courts which have considered 
the issue at bar have found that the right- 
to-cut requirement applies to contract 
holders and actual owners alike. 

To establish the history of its present 
position, the Government refers the Court 
to Helga Carlen [CCH Dec. 19,708], 20 
T. C. 573 (1953), aff'd, [55-1 ustc { 9296] 
220 F. 2d 338 (9th Cir. 1955), and Indian 
Creek Lumber Company v. Commissioner 
[CCH Dec. 38,877(M)], T. C. M. 1982-146, 
43 T. C. M. (CCH) 841 (1982). The tax- 
payers seeking §631(b) benefits in these 
cases were holders of contract rights to 

6 As plaintiff must realize, the IRS is free to 
change its interpretation of a statute, as long 


as its interpretation is consistent with that 
statute. However, the IRS’s previous a 
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cut, rather than actual.owners. Even under 
plaintiff's construction of §631(b), such 
taxpayers would be denied capital gain 
benefits if they had no right to cut the 
timber under contract on their own account. 


Schnitzer v. United States [69-1 vustc 
{7 9160], 69-1 Stand. Fed. Tax Rep. (CCH) 
7 9160 (D. Ore. 1968), appears to be the 
sole case in which a court has squarely held 
that the right-to-cut requirement applies to 
actual owners. Schnitzer involved the tax 
consequences of a “timber production in- 
denture” between Georgia Mills and the 
taxpayer, Schnitzer. Under the indenture, 
the taxpayer acquired title to certain tim- 
ber owned by Georgia Mills for the price 
of $2,000,000. The taxpayer borrowed 
$1,900,000 of the purchase amount from the 
Bank of America. Contemporaneous with 
the sale, the taxpayer granted Georgia 
Mills the right to cut and purchase the tim- 
ber. Payments from Georgia Mills under 
the cutting contract were made not to the 
“owner’ but to the Bank of America in 
payment of the taxpayer’s loan. The in- 
denture provided for its own termination. 
when the taxpayer/Bank of America had’ 
received from sale of timber to Georgia. 
Mills $2,000,000 plus yearly amounts equal. 
to 644% of the unliquidated portion of the. 
principal amount for each year. Upon the 
indenture’s termination, title to any re- 
maining timber would revert to Georgia 
Mills. 


The taxpayer, claiming to own the tim-- 
ber covered by the indenture, reported his. 
gain from its sale as capital gain under- 
§ 631(b). The Government responded that 
the taxpayer was not in fact an owner, but: 
a secured lender, and as such ineligible 
for §631(b) benefits. Alternatively, the: 
Government took its present position; argu- 
ing that the taxpayer was not an owner for- 
§ 631(b) purposes because he at no time: 
had the right to cut the timber. The Ore-- 
gon district court reasoned that § 631(b) 
and Reg. § 1.631-2(e)(2) “plainly” require 
all would-be owners to satisfy the right-to- 
cut requirement prior to reporting timber: 
income as capital gain. As Schnitzer had 
never had the right to cut his timber, he 
was denied the benefit of reporting gain 
from its sale under § 631(b). 

This Court must 
Schnitzer court’s facile 
Reg. § 1.631-2(e)(2) “plainly” 


tions of a statute are indicative of the statute’s. 
proper meaning. State of Washington v. Com- 


disagree with the. 
conclusion that 
requires 


‘missioner eae ustc J ees 692 F. 2d 128, 136 


n. 19 (D. C. Cir. 1982). 
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actual owners to have had a right to cut 
timber before reporting gain from its sale 
as capital gain. This issue was, moreover, 
not before the Schnitzer court because 
Schnitzer was not an actual owner of the 
timber referred to in the timber indenture. 
Although in form a sale, the transaction 
in Schnitzer was in substance a secured 
loan from the taxpayer to Georgia Mills. 
Payments to the taxpayer carried an inter- 
est element; title to the “security’”—the 
standing timber—reverted to Georgia Mills 
upon its repayment of the taxpayer’s pur- 
chase price. The taxpayer held legal title 
to the timber as security for his invest- 
ment, but had no other indicia of owner- 
ship. See Barclay v. United States [64-2 
ustTc { 9547], 333 F. 2d 847, 852-855 (Ct. Cl. 
11964) (denying §117(k)(2) benefits 
where “owner” held bare title to timber). 
Unlike the current plaintiff, the taxpayer in 
Schnitzer was not an actual owner but a 
secured lender. Accordingly, this Court is 
inclined to give little weight to the 
Schnitzer holding on the application of 
§ 631(b) to owners. See Commissioner v. 
Court Holding Co. [45-1 ustc 9215], 324 
U. S. 331, 332, 89 L. Ed. 981, 982 (1945) 
(“[t]ax consequences flow from the sub- 
stance of a transaction, not the form in 
which it is cast”). 


The paucity of authority supporting the 
Government’s position may explain the 
IRS’s hesitant pursuit of the ownership 
issue in this case. An internal General 
Counsel Memorandum regarding the Glynn 
contract followed the Government’s cur- 
rent theory. G. C. M. 35883, June 28, 1974. 
Yet, the Technical Advice Memorandum 
subsequently issued to Glynn ignored the 
Ownership argument and denied benefits 
for other reasons. Tech. Adv. Memo., 
August 23, 1974. 


The IRS further failed to follow through 
on its present theory in calculating the 
cutter’s taxes in this case. Consistent with 
Glynn’s characterization of its income as 
capital gain, Brunswick and its assignees 
have reported their payments to Glynn as 
payments for the acquisition of timber. 
Stipulation at § 18. Under the Govern- 
ment’s current theory, these payments ap- 
parently should have been deducted by the 


cutters as rental expenses to the extent 


that the payments were made for purchase 
of aftergrowth. Although the IRS has 


~ § 1.631-2(e) (2)’s 


regularly audited the cutters’ returns, it 
has never brought this potential error to 
their attention. Stipulation at 718. Per- 
haps the Government has changed its en- 
forcement position with regard to § 631(b). 
While this is its prerogative, so may this 
Court assume that the Government’s pre- 
vious understanding of the statute, rather 
than its current one, is correct. 


The Government asks this Court to de- 
rive from Reg. § 1.631-2(e)(2) a limitation 
on the benefits which § 631(b) affords own- 
ers of timber. Yet, it offers no persuasive 
case authority for its restrictive statutory 
construction. Nor does the legislative his- 
tory contain any indication that Congress 
intended to create a more demanding 
standard for determining ownership under 
§ 631(b) than under § 631(a). To the con- 
trary, the legislative history of § 631(b) 
bespeaks Congress’ desire to provide 
timber owners with flexibility in qualifying 
timber transactions for capital gain treat- 
ment. The Court would ill-serve this goal 
if it limited the statute’s benefits in a 
fashion not clearly prescribed by the lan- 
guage of the statute or of its regulations. 
Accordingly, the Court rejects the Govern- 
mfent’s argument and holds that actual 
owners of timber need not satisfy Reg. 
right-to-cut requirement 
to report gain from the sale of their timber 
as capital gain under § 631(b). 


B. Application to the Case at Bar. The 
Court has concluded that Glynn may 
qualify under § 631(b) as an owner of the 
aftergrowth on its land without having 
had a right to cut it. The Court must now 
consider whether Glynn in fact owned the 
aftergrowth.’ 


Generally speaking, state law is deter- 
minative of property rights, while the 
manner and extent to which the rights are 
taxed is controlled by federal law. Murray 
uv. United States, 687 F. 2d 386, 392 n. 3 
(Ct. Cl. 1982). Pursuant to this principal, 
courts have relied on the law of the state 
in which timber is located in determining 
whether a taxpayer “owns” the timber for 
ANY purposes. See Barclay, supra, 333 ~ 

F. 2d at 853; Jantzer v. United States [60-2 
ustc J 9802], 284 F. 2d 348, 355 se Gir 
1960). 

Glynn held the title to the land ee 
by the cutting contract both before and 
after the cutting contract closed. It retains 


™This discussion is included for the sake of 
logical completeness. The Government has 
limited its argument to the scope of the right- 
to-cut requirement and does not dispute that 
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the right to possess and control the land 
throughout the contract term, subject to 
Brunswick’s cutting rights. Under Georgia 
law, the owner of land also owns all things 
permanently attached to it, including stand- 
ing timber. See O. C. G. A. § 44-1-2 (1982). 
Thus, as_Glynn continues to own the land, 
it continues to own the timber growing 
upon it. 


Glynn did not relinquish its legal or 
beneficial ownership of the timber on its 
land by granting Brunswick an option to 
purchase it. See Mattor v. West, 194 Ga. 
310, 315, 21 S. E. 2d 428 (1942) (an option 
to purchase land does not, before accept- 
ance, vest in the option holder any interest 
in the land itself). To the contrary, Glynn 
retains the responsibilities and risks which 
flow from timber ownership for the con- 
tract period. It remains responsible for tax 
assessments against the land. It bears the 
risk of damage to the timber and is 
charged with protecting the land against 
trespassers. Glynn has seen to the land’s 
productivity by hiring Brunswick as forest 
manager. In that the price which Glynn 


receives is renegotiated every option 
period, Glynn bears the risk of market 
failure. 


Glynn’s rights and responsibilities under 
the Glynn-Brunswick contract are plainly 
inconsistent with any inference that owner- 
ship of standing aftergrowth rests with 
Brunswick. The contract rather provides 
that Glynn “owns” the timber—original 
growth and aftergrowth—until it is cut and 
paid for by Brunswick. As an owner of 
the aftergrowth, Glynn is entitled to report 
gain from its sale under I. R. C. § 631(b). 


Conclusion 


The Court adopts plaintiff’s construction 
of §631(b) and finds that plaintiff, as an 
owner of the aftergrowth, may claim the 
benefits of § 631(b) for its gain from the 
aftergrowth’s sale to Brunswick, The Court 
thus GRANTS plaintiff's motion for 
summary judgment against the Govern- 
ment in the amount of $766, the amount 
which plaintiff overpaid in taxes. The 
Clerk of Court is directed to enter judg- 
ment consistent with this Order. 


[7.9303] Shirley A. Lojeski v. Richard Boandl, Revenue Agent; Larry Rosenblum, 
Group Manager; Theodore J. Machowski, Reviewer; Wayne Beyer, Chief, Examination 
Branch Three; Carl Weiss, Chief, Quality Review Staff; Robert Hilgen, Chief, Examina- 
tion Division; George Jessup, Revenue Officer; Raymond J. Pfeiffer, Group Manager; 
Jennings L. West, Chief Collection Division; Thomas A. Wise, Chief, Criminal Investiga- 
tion Division; James T. Rideoutte, District Director; Internal Revenue Service, Philadel- 


phia District. 


U.S. District Court, East. Dist. Pa. C. A. No. 84-3591, 1/23/85. 


[Code Sec. 5.6331 and 7426] 

Civil suits: Nontaxpayers: Property owner: Damages.—IRS agents who seized bank 
accounts and placed a lien on the plaintiff’s farm because they were concerned that she 
might have placed money belonging to a friend (who was under examination for tax 
deficiencies) into her personal bank accounts were held to have violated the plaintiff’s 
constitutional rights. The seizure of the plaintiff’s bank accounts and the lien placed 
against her farm were unreasonable, were in violation of her rights under the Fourth 
Amendment, were made without due process of law and were in violation of the Fifth 
Amendment to the Constitution. The IRS agents did not satisfy their burden of proving 
the affirmative defense of “good faith” immunity. They failed to show that they had a rea- 
sonable ground for belief and a good faith belief that their actions were in accordance with 
the law and IRS regulations. The agents had acted on their own without approval from 
their superiors and, prior to the seizure of the plaintiff’s property, no notice was given to 
her of the proposed action. The court found that it was reasonable to award the plain- 

tiff $250 for each day that she was deprived of her property, for a total of $67, 000. The 


court declined to award punitive damages, however. Back references: § 5369.175, 5369.19, 


— 5369.74 and 5784K. 20. 
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Memorandum Opinion and Order 


WEINER, District Judge: Plaintiff brought 
this action against agents of the Internal 
Revenue Service in their individual capacity 
for alleged violations of the rights afforded 
her under the United States Constitution. 

' By agreement of the parties, all of the de- 
fendants except Richard Boandl, Larry 
Rosenblum, George Jessup, Raymond J. 
Pfeiffer and James T. Rideoutte were dis- 
missed out of the case. The case was tried 
to the court sitting without a jury. 


The witnesses called by the plaintiff were 
Richard Boandl, Larry <A. Rosenblum, 
Harry Joseph Schmidt, Thomas L. Tread- 
way, Thomas Wise, John Peraccio, George 
Jessup, Shirley Ann Lojeski, Paul Sweter- 
litsch, Reed Denby, and Jennings L. West. 
_The government called Ray Pfeiffer as its 
witness. 


The facts of the case may be summarized 
as follows: 


Plaintiff and a Thomas Treadway are 
companions and very best friends. Since 
1980, Mr. Treadway has lived with the 
plaintiff on her farm in Pipersville, Penn- 
sylvania. In December 1979, Agent Boandl 
was assigned to examine the 1977 tax re- 
‘turn of Mr. Treadway. He subsequently 
examined the 1978, 1979 and 1980 tax re- 
turns of Mr. Treadway. In February 1982, 
Agent Boandl came to a final assessment 
against Mr. Treadway of approximately 
$247,000.00. Mr. Treadway did not agree 
to the assessment against him. Agent 
Boand! discussed the matter with his man- 
ager Agent Rosenblum, and they decided 
on a jeopardy assessment against Mr. 
Treadway because they were concerned 
that Mr, Treadway was selling his proper- 
ties, and that the plaintiff was putting the 
funds from the sales into her personal 
bank accounts. Agents Boandl and Rosen- 
blum recommended to their supervisors that 
the assessment be approved without in- 
forming the supervisors that they intended 
to take collection action against the 
plaintiff. 


Agent Boandl testified that he never 
checked the grantor index nor the mortgage 
books in Doylestown, nor did he know 
what funds Treadway received from the 
sale of his two properties in March and 
June 1982. He also testified that he knew 
that Mr. Treadway had borrowed between 
$150,000.00 and $180,000.00 from El Paso, 
Inc. 


On or about August 3, 1982, Agent Jessup 
filed a nominee lien against the plaintiff in 
_ 1985 Standard Federal Tax Reports © 
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the amount of approximately $247,000.00, and 
he seized plaintiff's bank accounts. Agent 
Jessup testified that he obtained no ap- 
proval from his superior before filing the 
nominee lien. Prior to the seizure of plain- 
tiffs property, no notice was given to her 
of the proposed action. 


On September 23, 1982, an Internal 
Revenue Service appeals officer, John Per- 
caccio, after conducting an administrative 
review, determined that the assessment 
against Mr. Treadway was not reasonable, 
and a letter was sent abating the assess- 
ment (see Plaintiff's Exhibit No. 11). 
Agents Boandl and Jessup attempted, with- 
out success, to have the decision of the 
appeals officer reversed. 


The lien on plaintiff’s farm was not re- 
leased until November 30, 1982, and the 
seized funds not returned until January 
1983. Agent Jessup testified that the delay 
was due to the lateness in his obtaining the 
abatement report, and for the manual cut- 
ting of checks for plaintiff. He excused it 
by stating “She got interest back on the 
moneys we had taken.” 


The plaintiff testified that she was a 
horse breeder and owned the farm in 
Pipersville which was attached by Jessup. 
After the lien was filed by Jessup, the 
plaintiff was threatened with foreclosure by 
banks which held mortgages on her farm. 
She couldn’t run her horse business, had 
to borrow money to eat and pay the mort- 
gages. She stated that she was humiliated, 
degraded, withdrawn and did not leave the 
farm because she was afraid that Jessup 
would come back and take something. She 
also testified that she lost two prospective 
purchasers of her farm because of the lien. 


To prevail in this action the burden is 
on the plaintiff to prove by a preponderance 
of the evidence that the Internal Revenue 
personnel, defendants in this action, vio- 
lated plaintiff's constitutional rights. The 
court must determine whether the individual 
defendants had a reasonable ground for be- 
lief and a good faith belief that their actions 


_were fully in accordance with the law and 


regulations. Butz v. Economou, 438 U. S. 478 
(1978). “Qualified or ‘good faith’ immunity 
is an affirmative defense that must be 
pleaded by a defendant official.” Harlow v. 
Fitzgerald, 457 U. S. 800, 815 (1982), citing 
Gomez v. Toledo, 446 U. S. 635 (1980). The 
“sood faith’ immunity is defeated if the 
official knew or reasonably should have 
known that his action would violate the plain- 
tiffs constitutional rights, or “if he took 
the action with the malicious intention to 
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cause a deprivation of constitutional rights 
or other injury.” Harlow at 815, citing Wood 
v. Strickland, 420 U. S. 308, 322 (1975). 
Government officials performing discretion- 
ary functions are generally shielded from 
civil damages liability when their conduct 
does not violate clearly established statu- 
tory or constitutional rights of which a 
reasonable person would have known. 
Harlow at 818. Federal courts have the power 
to award damages for violatiaon of consti- 
tutionally protected interests. Bivens v. Six 
Unknown Fed. Narcotics Agents, 403 U. S. 
388, 399 (1971). 


We find that the plaintiff has sustained 
her burden of proving that her constitu- 
tional rights were violated by defendants 
Boandl and Jessup. The seizure of plain- 
tiffs bank accounts, and the lien placed 
against her real property were unreason- 
able and in violation of her rights under 
the Fourth Amendment. The seizure of 
plaintiff's bank accounts and lien placed 
against her real property were made with- 
out due process of law and in violation of 
the Fifth Amendment. 


We must now determine whether the 
defendants Boandl and Jessup satisfied 
their burden of proving the affirmative de- 
fense of “good faith” immunity. We find 
that they have failed to satisfy their burden. 
Their testimony failed to show that they 
had a reasonable ground for belief and a 
good faith belief that their actions were 
fully in accordance with the law and regu- 
lations. Internal Revenue Service regula- 
tions provide that extreme caution must be 
taken before filing a nominee lien. Neither 
Boandl nor Jessup used any caution. They 
acted on their own without obtaining ap- 
proval from superiors. Their actions and 
tactics were certainly not in keeping with 
the rules and regulations of the Internal 
Revenue Service. Jessup repeatedly testi- 
fied that he didn’t need authority from any 
superior to do what he did, and that he 
alone could make the determination. We 
find, therefore, that the plaintiff is entitled 
to an award of actual or compensatory 
damages. 


We must now consider the elements of 
damages claimed by the plaintiff. She testi- 
fied that the placing of the lien on her 
real property prevented her from selling 
the property, with resultant damage to her. 
We do not agree with that contention. The 
worst that would have happened if she 
sold the property would have been that 
title company would have withheld from 
the proceeds due her, the amount of the 
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lien. The purchaser could have obtained 
clear title. Thus, we refuse that element 
of damage. 


However, based on the uncontradicted 
testimony by the plaintiff, we find that the 
plaintiff's constitutional rights were vio- 
lated by the defendants Boandl and Jessup, 
and that plaintiff was injured as follows: 


1. She lost two insurance policies, a 
health and life policy, because she did 
not have the funds to pay the premium. 


2. She was threatened with foreclosure 
of her real estate because she didn’t have 
the funds to make her mortgage payment. 


3. She couldn’t run her horse business 
because of the lack of funds to buy feed 
and other items. 


4. She was sued by one supplier be- 
cause she did not have the funds} to pay 
her bill. 


5. She had to borrow money for food 
and to pay her mortgage. 


6. She was humiliated, degraded and 
withdrawn. 


7. She didn’t leave the farm because 
she was ashamed to meet people, and for 
fear that Jessup would come back to the 
farm and remove her personal property. 


The matter of resolving the amount of a 
damage award is always a troublesome 
problem since there is no precise formula 
for calculating damages. We must arrive 
at a figure which is based upon considera- 
tions of equity, reason and pragmatism. 
Mack v. Johnson, 430 F. Supp. 1139, 1151 
(E. D. Pa. 1977), aff'd 582 F. 2d 1275 (3d 
Cir. 1978). 


Some courts have awarded prisoners the 
sum of $25.00 per day for each day of 
wrongful segregated confinement. Id.; United 
States ex rel Neal v. Wolfe, 346 F. Supp. 
569 (E. D. Pa. 1972); Sostre v. Rockefeller, 
312 F. Supp. 863 (S. D. N. Y. 1970), rev'd 
in part, sub nom., 442 F. 2d 178 (2d Cir. 
1971), cert. denied, 404 U. S. 1049 (1972). 
In those cases the plaintiffs were already 
incarcerated, but were awarded damages 
for wrongful segregated confinement. 


In the case sub judice, the plaintiff, prior 
to the levy, had free access to her bank 
accounts, and freedom to do what she 
wished with her real property. She had 
freedom of movement. The levy against 
her real proeprty lasted approximately 118 


_ days (from August 3, 1982 until November 


30, 1982), and the money in her bank 
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accounts was unavailable to her for ap- 
proximately 150 days (from August 3, 1982 
until the beginning of January 1983). Thus 
the plaintiff was deprived of her funds 
and/or her property for a total of 268 
days. During that time she suffered from 
_humiliation and degradation. Since the 
courts have approved a finding of $25.00 
per day for an already incarcerated person 
whose constitutional rights are violated, 
we find that the sum of $250.00 per day is 
a reasonable per diem amount for a person 
of the plaintiff's standing in life at the 
time of the violation of her rights by 
defendants Boandi and Jessup. 


We, therefore, award the plaintiff the sum 
of $67,000.00 (268 days at $250.00 per day) 
as compensatory damages for the injuries 
which she suffered because of the conduct 


Punitive damages are awarded to punish 
the defendant for his outrageous conduct, 
and to deter him and others like him from 
similar future conduct. Jd. at 54. “The 
focus is on the character of the tortfeasor’s 
conduct—whether it is of the sort that 
calls for deterrence and punishment over 
and above that provided by compensatory 
awards.” Jd. We do not find that the 
defendants’ conduct here is of such char- 
acter, and we therefore deny an award of 
punitive damages. 


Order 


The court finds in favor of the plaintiff 
against defendants Richard Boandl and 
George Jessup in the amount of $67,000.00. 


Judgment is entered in favor of the plain- 
tiff against deferrdants Richard Boandl and 


of defendants Boandl and Jessup. 


The plaintiff, has requested that she be 
awarded punitive damages as well as com- 
pensatory damages. Punitive damages “are 
never awarded as of right, no matter how 
egregious the defendant’s conduct.” Smith 
v. Wade, 461 U. S. 30, 52 (1983). On the 
other hand, once liability is found, a com- 
_pensatory damage award is required to 
compensate the plaintiff for her loss. Jd. 


George Jessup in the amount of $67,000.00. 


The court finds in favor of defendants 
Larry Rosenblum, Raymond J. Pfeiffer, 
and James T. Rideoutte against the plaintiff. 


Judgment is entered in favor of defend- 
ants Larry Rosenblum, Raymond J. Pfeiffer, 
and James T. Rideoutte against the plaintiff. 


IT IS SO ORDERED. 


[7 9304] W. J. Asmussen and Alice Asmussen, plaintiffs v. United States of America, 
defendant. 


U. S. District Court, Dist. S. D., Cent. Div., Civil No. 82-3015, 11/2/84.—(603 F. Supp. 
60.) 
[Code Secs. 77 and 1221] 


Commodity Credit Corporation: Loans as income: Election: Capital gains and losses: 
Commodity futures transactions.—Gain recognized by grain farmers on the sale in 1976 
of rye produced on their central South Dakota grain farm, which was pledged to the 
Commodity Credit Corporation (CCC) in 1972 as security for a loan and then redeemed 
in 1973, was a long-term capital gain. The grain farmers characterized the redemption as 
a repurchase of the crops from the CCC! consistent with Code Sec. 77(a). Thus, it was 
clear from the statute that the grain farmers could choose to treat the initial pledge of 
crops to the CCC as a sale for tax purposes. Furthermore, the court’s rationale in the 
Thompson v. Commissioner of Internal Revenue decision to the effect that the “re- 
purchase” analogy interfered with the free ride to market policy behind the CCC program 
was inapposite. Moreover, to hold that the grain farmers repurchased) the rye in no way 
contravened the annual accounting concept of income tax law. The grain farmers paid 
ordinary income tax on the loan proceeds pursuant toi a Code Sec. 77 election in the year 
of receipt, but they redeemed in a subsequent year. When they finally sold the rye in 1976, 
they paid taxes on the gains made from that sale. Although redemption by itself did not 
entitle the grain farmers to capital gains treatment, it did afford them the opportunity to 
take an investment position in a commodity they produced on their own farm. The court 
believed that, on the basis of all relevant facts, the grain farmers demonstrated a good 
faith intention to treat the rye as an investment rather than property held primarily for sale 
in the ordinary course of their business. Back references: {[ 895.08, 895.10, and 4717.108. 


Joe H. Neumayr, 105 N. Exene, Box P, Gettysburg, S. D. 57442, David L. Knudson, 
Davenport, Evans Hurwitz & Smith, 513 South Main Avenue, Sioux Falls, S. D. 57102, for 
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plaintiffs. 


Philip N. Hogen, United States Attorney, Sioux Falls, S. Di 57102, Larry 


Meuwissen, Department of Justice, Washington, D. C. 20530, for defendant. 


Porter, District Judge: 


Gentlemen: 


Memorandum Opinion 


W. J. and Alice Asmussen, plaintiff tax- 
payers, seek to recover $43,368.65 plus in- 
terest paid as federal income tax for calendar 
year 1976. The central issue in this action 
is whether a gain recognized by the tax- 
payers on the-sale of rye in 1976 is long- 
term capital gain or ordinary income. The 
tye was originally produced by taxpayers 
on their South Dakota grain farm, then 
pledged to the Commodity Credit Corpo- 
ration (CCC) as security for a loan, and 
later redeemed. Although. Section 1221 of 
the IRC would generally preclude capital 
gains treatment of a gain made by a farmer 
on the sale of his crops, the taxpayers’ 
participation in the CCC program combined 
with facts indicating an investment intent 
with regard to the redeemed rye leads this 
court to conclude that the gain was a long- 
term capital gain. Accordingly, defendant 
is ordered to fully refund to plaintiffs the 
disputed taxes, with interest. 


Facts 


The facts of this case have been stipu- 
lated by the parties. Plaintiffs, cash basis 
taxpayers, are grain farmers in central 
South Dakota. They raise a number of 
crops: primarily wheat, but also in certain 
years; rye, flax and oats. In 1972, plaintiffs 
pledged 96,635 bushels of rye from their 
1971 rye crop with the CCC as security for 
a parity price support loan. The loan rate 
per bushel for the pledged rye was 83 
cents. Pursuant to Section 77* of the IRC, 
plaintiffs elected to treat the loan proceeds, 
which amounted to $80,198.63, as ordinary 


income on their 1972 joint income tax 


return. 


While the rye was pledged as security for 
the CCC loan, it was stored in twenty- 
three separate storage bins identifiable from 


126 U.S. C. § 77 provides: 
- (a) Election to include loans in income. 
Amounts received as loans from the Commodity 
Credit Corporation Pheu: oa the election of the 


plaintiffs’ other existing inventory of ap- 
proximately 110,000 bushels of rye never 
pledged to the CCC. In 1973, CCC re- 
quired that the price support loans be 
either redeemed or forfeited. The per 
bushel redemption rate for the rye at that 
time, including interest, was 86.3 cents. At 
the same time, the price per bushel at a 
local grain elevator was 88 cents. After re- 
demption, the redeemed rye remained in 
the same twenty-three storage bins until it 
was sold in a single transaction in 1976,’ 
The rye sold for over $2 a bushel and 
plaintiffs recognized a gain of $135,554.54 
which they reported as a long-term capital 
gain on their joint return for 1976. For 
this gain, plaintiffs reported a deduction of 
$67,777.27 pursuant to Section 1202 of the 
TRIG 


Following an audit of plaintiffs’ 1976 re- 
turn, in a letter dated January 2, 1980, the 
IRS notified piaintiffs that it did not con- 
sider the redeemed rye to be a capital asset, ~ 
and therefore disallowed their long-term 
capital gain deduction. This resulted in a 
deficiency of $43,368.63. In response to the 
IRS audit, plaintiffs filed a protest letter 
on January 29, 1980 objecting to the dis- 
allowance of their long-term capital gain 
deduction. Plaintiffs paid the assessed de- 
ficiency on July 9, 1980 under protest. On 
September 22, 1980, the deficiency was 
assessed, and on October 2, 1980, plaintiffs 
paid accrued interest on the deficiency in 
the amount of $9,895.48 under protest. On 
November 1:70, 1980, plaintiffs filed a claim 
for refund of the taxes and interest paid 
under protest. It is this claim for refund 
that is presently before this court. 


Decision 


Essentially, this is a case in which a 
farmer seeks capital gain treatment on the 
sale of a crop raised on his farm. Section 


with the approval of the Secretary a change to 
a different method is authorized. , 

2 For purposes of this case, the parties stipu- 
lated that the redeemed rye sold in a single 
transaction in 1976. Actually, of the 96,635 


bushels of rye pledged and redeemed, 76,635 
bushels 1 
held 
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1221 of the IRC would appear to run con- 
trary to such a proposition. It excludes 
from the definition of capital asset 


(1) stock in trade of the taxpayer or 
other property of a kind which would 
properly be included in the inventory 
of the taxpayer if on hand at the close 
of the taxable year, or property held by 
the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade 
or business. 
Thus, it is fundamental that a farmer would 
receive ordinary income when he sells his 
crop even if he stored it for a period before 
selling it in order to speculate on the market 
price. Further, a farmer would presumably 
receive ordinary income if he first pledged 
the crop to the CCC, later redeemed, and 
then sold the crop. The taxpayers contend, 
however, that their participation in the 
CCC program, coupled with facts clearly 
showing an investment intent, qualifies the 
rye in this case as a capital asset entitling 
them to the deduction. 


ihe 


Because the rye was raised on the plain- 
tiffs’ farm, without the CCC redemption, 
there could be no capital gains treatment. 
The rye would be properly held by the 
plaintiffs “primarily for sale to customers 
in the ordinary course of [their] trade or 
business”, and plaintiffs would not be en- 
titled to a refund despite the presence of 
other facts indicative of investment intent. 
Moreover, for plaintiffs to prevail, the re- 
demption must be viewed as a “repurchase” 
of the rye following “sale’ to the CCC 
rather than a loan transaction as the Gov- 
ernment now seeks to characterize it. The 
proper characterization of the CCC pro- 
gram, then, is a threshold issue in this case. 


Plaintiffs’ characterization of the redemp- 
tion as a repurchase of the crops from the 
CCC is consistent with Section 77(a) of the 
IRC. This section provides that “[a]mounts 
received as loans from the Commodity Credit 
Corporation shall, at the election of the tax- 
payer, be considered as income and shall be 
included in gross income for the taxable 
year in which received.”* Thus, it is at 
least clear from the statute itself that a tax- 
payer can choose to treat the initial pledge 


3 There is no dispute in this case that the tax- 
payers properly elected to report such trans- 
actions under Section 77 or that they had pre- 
viously reported amounts received from the CCC 
in return for crop pledges under this section. 

4This argument was accepted by the Tax 
Court which flatly stated, ‘‘[w]here the receipt 
of a Commodity Credit Corporation loan is 
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of crops to the CCC as a sale for tax pur- 


poses. See United States v. Isaak [68-2 ustc 


7 9598], 400 F. 2d 869 (9th Cir. 1968). Ac- 


'-cording to plaintiffs, it follows that where 


there is a sale, a subsequent redemption 
should be treated as a repurchase. The 
parties cite, and the court’s research reveals, 
only two published opinions relevant to this 
issue. 


In Thompson v. Commissioner of Internal 
Revenue [63-2 ustc [9676], 322 F. 2d 122 
(5th Cir. 1963), the Fifth Circuit was con- 
fronted with the issue of whether a farmer 
who had made a binding Section 77 election 
had to include in his taxable income a CCC 
price support loan made for wheat which 
was pledged and redeemed in the same tax 
year. Ironically, the Government’s position 
in the Thompson case was the same as the 
taxpayers’ in this case. The Thompson court 
summarized that position as follows: 


Applying literally the “as if’ aspect of 
§77 the loan in 1958 was a vicarious: 
“sale.” When the loan was redeemed 
there was another “as if” transaction with 
the tables now reversed—the farmer now 
being the buyer, the CCC the seller. 


Id. at 130. The Government contended that 
the taxable event was the loan regardless 
of what took place thereafter, including 
complete or partial redemption of the 
pledged crop within the tax year.* In reject- 
ing the Government’s argument, the Thompson 
court focused first on the general purpose 
of the CCC program. The court stated that 
the program’s paramount aim was “to en- 
able the farmer to obtain as a minimum, 
and in cash, the support price for his crop 
while giving him a free ride of the market 
for possible market advances until expira- 
tion of the redemption period.” Jd. at 129. 
The court then examined the legislative his- 
tory underlying Section 77. The legislative 
history revealed that until Section 77, a cash 
basis farmer could only have income when 
the pledged crop was sold.” Depending on 
the maturity dates of the loans, this pro- 
duced a bunching of income in a single 
year. It also meant the farmer could lose 
the deduction for costs incurred in the year 
of harvest for production of the pledged 
commodity. Congress cured these problems 


considered as a sale of wheat, certainly a pay- 
ment in redemption of the wheat should be con- 
sidered as a repurchase of that wheat.’ Fritz 
Thompson [CCH Dec. 25,471], 38 T. C. 153, 168 
(1962). ? 

5 Hither conventionally, or sold to the CCC at 
the time it exercised its option to require the 


farmer to redeem or forfeit the pledged crop. 


q{ 9304 


87,734 


U.S. Tax Cases 


Asmussenv. U.S. 


by enacting Section 77. In sum, Section 77 
was designed to remedy the problems as- 
sociated with loan and redemption or sale 
occurring in overlapping tax years. It was 
not enacted, according to the Thompson 
court, to have any application to a crop 
pledged and redeemed within a single tax 
year. The Government’s argument, con- 
tinued the court, was hostile to the “free 
ride to market’’ concept of the CCC in that 
it would mean “Congress has unwittingly 
withdrawn from that farmer the right to 
ride the market to the year’s end.” Jd. at 
130. In other words, the CCC’s purpose of 
providing the CCC program farmer with 
a choice—forfeit the pledged crops if the 
market price goes down or remains stable, 
redeem if the market price goes up—is ren- 
dered meaningless by adverse tax con- 
sequences. 


A second problem with the Government’s 
argument perceived by the Thompson court 
was that it did not adhere to the annual 
accounting concept of income tax law. The 
farmer taxpayer pledged wheat to the CCC 
in July, 1958. In December, 1958 he redeemed 
the wheat. The redeemed wheat was sold 
in January, 1959 and reported as income for 
that year. The Thompson court decided that 
as between 1958 and 1959, the preferable 
year to report the income was 1959, the 
year in which the income was realized and 
the taxpayer had the wherewithal to pay. 


The IRS never acquiesced in the Thompson 
decision, and made the same argument five 
years later when the Ninth Circuit decided 
United States v. Isaak [68-2 ustc J 9598], 400 
F. 2d 869 (9th Cir. 1968). Confronted with 
essentially the same facts and issue disposed 
of in Thompson, the Isaak court adopted the 
repurchase approach. In deciding the case, 
the court found helpful Section 1016(a) (8) 
of the IRC relating to change of basis for 
property pledged to the CCC “to the extent 
of any deficiency on such loan with respect 
to which the taxpayer has been relieved 
from liability.” The court stated that Sec- 
tion 1016(a) (8) extended Section 77’s sale 


analogy “to redemption which is treated a. 


repurchase with the redeemed crop taking 
as its basis the amount of loan received.” 
(Eniphasis. pele Id. at 2g 


quently, Thompson's rationale for rejecting 
the repurchase-redemption analogy is in- 
applicable to the facts of this case. Thompson 
and Jsaak are cases in which a farmer who 
had previously made the Section 77 election 
to treat a CCC loan as income in the year 
the loan was received sought to avoid inclu- 
sion of a loan as income on the ground that 
the pledged crop had been redeemed within 
the tax year. Stated differently, the taxpay- 


ers were urging that the redemption can- 


celed the need for reporting the loan proceeds 
as income in the year of the loan’s receipt. 
In this case, there is no controversy as to 
whether the loan should have been included 
in the taxable year of its receipt. The parties 
have stipulated that plaintiffs reported their 
CCC loan proceeds on their 1972 income 
tax return as ordinary income, and that 
plaintiffs did not redeem the rye until the 
next tax year. Thus, the Thompson court’s 
rationale to the effect that the “repurchase” 
analogy interferes with the free ride to 
market policy behind the CCC program is 
inapposite. Second, to hold that plaintiffs 
in this case effectively repurchased the rye 
in no way contravenes the annual account- 
ing concept of income tax law. The plain- 
tiffs paid ordinary income tax on the loan 
proceeds pursuant to Section 77 election in 
the year of receipt. They did not redeem 
that year. They redeemed in a subsequent 
tax year, and in 1976, when they finally sold 
the rye, they paid taxes on the gains made 
from in that sale. This court reads Thomp- 
son and Isaak as directly conflicting, but it 
does not read Thompson as conflicting with 
the decision in this case. Thompson seems to 
reject the redemption-repurchase analogy 
in the particular case of a loan made and 
redeemed in the same year. 


Under this analysis, Isaak would, of 
course, not be direct precedent for holding 
that the rye in this case was “repurchased” 
either. Like Thompson, it dealt with a loan 


and redemption occurring within the same | 


tax year. This court is, however, persuaded 
by the consistency offered by the Jsaak 
redemption-repurchase analysis. As the 
Isaak court noted, Section 1016(a) provid- 
ing for an adjustment to basis for redemp- 
tions would seem to imply extending the 
sale nbs to the redemption. See Isaak, 


Court Decisions—Cited 85-1 USTC 


87,735 


Asmussenv. U.S. 


to the CCC necessitates their becoming 
capital assets. That issue is not before the 
court. The issue here is whether, under all 
the circumstances objectively indicative of 
taxpayers’ intent, taxpayers had a subjective 
intent to treat the rye as an investment. 

' This court believes that they did have such 
intent. 


II, 


A commodity producer, including a 
farmer, is not automatically barred from 
holding as a capital asset a commodity he 
produced. Case law is replete with instances 
where a court permitted producers to take an 
investment position in the commodity which 
they produced or dealers in a commodity in 
which they dealt. See, e.g., United States 
‘uv. Bondurant [57-1 ustc J 9689], 245 F. 2d 
265 (6th Cir. 1957) (cotton shipper in 
cotton) ; Hufford v. United States [65-2 ustc 
19765], 254 F. Supp. 272 (E. D. Wash. 
1965) (barley jobber in barley seed); 
Stefka v. United States [58-2 ustc J 9775], 
JA aehievl an 2d) 5538.0 (Weal) rolex. 958) 
{cotton farmers in cotton). The determina- 
tion of whether property is held or sold in 
the ordinary course of a trade or business 
is a question of fact. Investors Diversified 
Services v. Commissioner of Internal Revenue 
[64-1 ustc $9119], 325 F. 2d 341, 354 (8th 
Cir. 1963). 


One fact considered an earmark of a 
‘capital asset in cases stich as this one is 
“whether the taxpayer sufficiently segregated 
tthe investment property from the taxpayer’s 
‘ordinary course of trade or business prop- 
erty. See e.g., United States v. Bondurant, 
supra, 245 F. 2d at 268; Carl Marks & Co. v. 
Commissioner of Internal Revenue [CCH Dec. 
17,071], 12 T. C. 1196, 1202 (1949). In this 
case, following redemption the rye was 
stored in twenty-three storage bins readily 
identifiable from plaintiffs’ other bins of 
rye. The parties have stipulated that the 
rye remained in those same twenty-three 
bins until it was sold in a single transaction 
in July, 1976. 

Added to this objective indicator of the 
taxpayers’ intent, this court views as im- 
portant the fact that when plaintiffs re- 
deemed, the difference between the re- 
demption price for the rye and the market 
price was slight. It has been stipulated 
that the redemption rate for rye, including 
interest, was 86.3 cents per bushel. At the 
time of redemption, the market price was 
only 88 cents per bushel. This difference 
is even slighter when the costs of hauling 
the rye to the marketplace are considered. 
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Thus, it seems reasonable that taxpayers, 
who had never before redeemed a pledged 
crop, did not seek an immediate economic 
advantage by redeeming in this case. More- 
over, there is no evidence suggesting that 
the taxpayers needed the grain for some 
other reason such as feed for livestock. In- 
deed, this seems rather implausible in light 
of the stipulated fact that plaintiffs had 
110,000 bushels of rye never pledged to the 
CCC on hand when they redeemed.. 


Apparently, it was the taxpayers’ personal 
opinion that rye was a “tag-along” to wheat 
in regard to price. At the time the tax- 
payers redeemed, wheat prices had begun 
to go up, and taxpayers believed rye prices 
would follow. Statements by one of the 
taxpayers or an agent of theirs to the 
effect that taxpayers intended to hold the 
rye for an indefinite period based on a 
belief that the market price would go up 
would ordinarily be afforded little evi- 
dentiary weight. Such statements, made 
after the IRS has assessed a deficiency, are 
vulnerable because they are self-serving. 
But in this case, these statements are but- 


- tressed by other, more objective evidence. 


Plaintiffs consulted their tax counsellors re- 
garding the tax consequences of redeeming. 
Their attorney received a letter from a local 
IRS office indicating that the IRS would 
not follow the Thompson decision. This 
letter, dated prior to the redemption, is in 
evidence. Plaintiffs’ accountant of thirty 
years, using as a basis for his advice the 
IRS letter and his own knowledge of the 
tax law, informed plaintiffs of the favorable 
capital gains tax treatment they would re- 
ceive on a subsequent sale of the rye. All 
of this renders more believable evidence 
that the taxpayers thought they were ef- 
fectively investing in the redeemed rye. See 
generally Hufford v. United States, supra, 
254 F. Supp. at 273 (purpose for which asset 
was acquired, i.e., for sale or investment, is 
a factor in determining character of assets). 
It also indicates that the taxpayers pro- 
ceeded in good faith. See United States v. 
Bondurant, supra, 245 F. 2d at 268 
(“Whether they are actually capital assets 

. is a question of fact, depending upon 
all the facts in the case, including . . . good 
fasth)e 


Finally, the “isolated nature” of the re- 
demption in this case is an additional fact 
in favor of labeling the rye a capital asset. 
See Hufford v. United States, supra, 254 F. 
Supp. at 275. It is additional proof that the 
rye was not sold or held in the taxpayers’ 
ordinary course of business. 
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Conclusion 


It is the opinion of this court that the 
taxpayers’ redemption of rye in 1973 was 
for tax purposes a “repurchase” of the rye. 
This redemption did not by itself entitle 
taxpayers to capital gains treatment. Rather, 


redemption merely afforded the taxpayers — 


the opportunity to take an investment po- 
sition in a commodity they produced on their 
own farm. Having examined all the relevant 
facts, this court believes the taxpayers 


demonstrated a good faith intention to treat 
the rye as an investment rather than prop- 
erty held primarily for sale in the ordinary 
course of their business. Consequently, they 
were entitled to capital gains treatment on 
the rye in 1976, and are now entitled to the 
claimed refund, with interest. 


The foregoing memorandum Opinion 
represents the findings and conclusions of 
this court. 


[9305] Dennis J. Kaun, Petitioner v. The United States of America,’ Respondent. 
U. S. District Court, East. Dist. Wis., Case No, 84-C-1559, 3/19/85. 

, [Code Sec. 7609] 
Summonses: Third-party recordkeepers: Untimely petition: Motion to quash dis- | 


missed.—A district court was deprived of subject-matter jurisdiction to review challenges 
to IRS summonses issued upon several banking institutions, since the petition to quash 
was not filed within the 20-day statutory period. The court noted that the running of the 
period commenced when notice was mailed by the IRS and not when received by the 
taxpayer. Accordingly, the court granted the government’s motion to dismiss the action. 


Back reference: {] 5930D.85. 


Dennis J. Kaun, 1780 Wedgewood East, Elm Grove, Wisc. pro se. Joseph P. Stadt- 
mueller, United States Attorney, Milwaukee, Wisc. 53202, Mary E. Bielefeld, Depart- 
ment of Justice, Washington, D. C. 20530, for respondent. 


Decision and Order 


Warren, District Judge: This action was 
initiated on December 13, 1984, when the 
pro se petitioner, Dennis J. Kaun, filed a 
petition to quash four Internal Revenue 
Service Summonses served on certain third- 
party recordkeepers pursuant to 26 U. S. C. 
§§ 7601 & 7602. Those summonses required 
the named third-party recordkeepers to ap- 
pear, testify, and produce certain financial 
records before Internal Revenue Service 
Special Agent Dorothy Toman or her 
designee on December 17, 1984, at the In- 
ternal Revenue Service office in Milwaukee, 
Wisconsin, 

Specifically, by its summons served on 
the accounting firm of Conley, McDonald, 
Sprague & Company, the Internal Revenue 
Service sought, among other things, various 
tax returns, financial statements, loan rec- 
ords, and business journals relating to work 
performed for the Dennis J. Kaun Agency, 
Inc., for the period from September 1, 1976, 


1 As the present movant accurately notes, the 
petitioner 


named as respondents in this 


action the Un 


through March 31, 1982. The two sum- 
monses served on the Heritage Bank re- 
quested records relating to the various 
checking, savings, and loan accounts, and 
other financial holdings and transactions of 
the Dennis J. Kaun Agency, Inc. and Den- 
nis J. Kaun and/or Doris E. Kaun for the 
period from December 1, 1980 through 
January 31, 1984. Finally, by its summons 
served on the National Savings and Loan 
Bank, the Internal Revenue Service sought 
production of similar financial records, in- 
cluding information on certificates of de- 
posit, credit cards, treasury bills, and 
securities, pertaining to Dennis J. Kaun 
and/or Doris E. Kaun for the period from 
December 1, 1980 through January 31, 1984. 


Significantly, the Court notes that Inter- 
nal Revenue Service Special Agent Dorothy 
Toman personally served the summonses on 
the three third-party recordkeepers on No- 
vember 19, 1984. Thereafter, on November 
20, 1984, notice of each of four summonses © 


America, the Court hereby adopts the recom- 
mendation of counsel for the Government that — 
the sole respondent and present movant be rec- 

ognized as 
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was sent by certified mail to petitioner 
Dennis J. Kaun, as required by 26 U. S. GC 
§ 7609(a)(1). Notice of the four sum- 
monses was also sent by certified mail to 
Doris E. Kaun on November 20, 1984. See 
Declaration of Dorothy Toman at 2 (Febru- 
ary 15, 1985). 


By his present action, the petitioner 
charges, among other things, that the Gov- 
ernment has “totally failed to allege a 
statutory claim of subject matter jurisdic- 
tion”; that it has not pursued certain “ad- 
ministrative steps” in issuing the subject 
summonses; that its agents are guilty of 
‘Gnstitutional bad faith” by “attempting to 
violate the sanctity of the common right to 
contract existing between Petitioner and 
_ Summonee by destroying the goodwill and 


trust between the contracting parties”; that. 


the Internal Revenue Service, in issuing 
the subject summonses, is “chilling” the 
petitioner’s right to exercise freely his First 
Amendment guarantees; and that the sum- 
monses reflect both an “institutional com- 
mitment to pursue criminal prosecution” and 
the Government’s own “unclean hands” in 
pursuing this matter. Petitioner’s Petition 
to Quash Internal Revenue Summons at 5-10 
(December 13, 1984). Based on these nu- 
merous allegations, the petitioner seeks an 
evidentiary hearing, the costs and fees of 
prosecuting his action, and an order both 
quashing the subject summonses and find- 
ing “institutional bad faith in [their] issu- 
ance.” Petitioner’s Petition to Quash Internal 
Revenue Summons at 11 (December 13, 


1984). 


Presently before the Court in this matter 
is the motion of the respondent, United 
States of America, for an order dismissing 
the petition in its entirety. In support of 
its request, the movant argues, first, that 
the Court lacks subject matter jurisdic- 
tion because the petition was not filed in 
a timely fashion, pursuant to 26 U. S. C. 
§ 7609(b)(2)(A), and, second, that the pe- 
tition fails to notify the Government with 
sufficient precision and clarity of the claims 
against it, as required under Rule 8(a) (2) 
of the Federal Rules of Civil Procedure. 


The time during which the petitioner is 
afforded an opportunity to file an opposing 
brief, as established by Local Rule 6.01, has 
now expired, and no such responsive memo- 
randum has been interposed. Accordingly, 
the Court today resolves the pending mo- 
tion to dismiss based solely on the record 
compiled in this matter to date, the motion 
papers of respondent United States of 
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America, and its own understanding and 
application of the relevant law to the facts 
of this case. 

Section 7609(b)(2)(A) plainly requires 
that a taxpayer objecting to compliance with 
a summons of the Internal Revenue Service 
“begin a proceeding to quash such summons 
not later than the 20th day after such no- 
tice is given in the manner provided in sub- 
section [7609] (a)(2).” In turn, § 7609(a) (2) 
specifies that such notice shall be deemed 
“sufficient” if it is “mailed by certified or 
registered mail to the last known address 
of such person [entitled to notice]” or, 
where a fiduciary relationship is known to 
the Internal Revenue Service, “mailed... 
to the last known address of the fiduciary 
of such person [entitled to: notice], even if 
such person or fiduciary is then deceased, 
under a legal disability, or no longer in 
existence.” 


It is now established beyond dispute that 
the twenty-day period during which a party 
like the present petitioner may initiate a 
proceeding to quash a summons begins to 
run when the notice is mailed, and not 
when the taxpayer receives it. Clark v. 
United States [84-1 ustc 9242], at 83492 
(D. Me. 1984) (dismissing a petition to 
quash filed on the twenty-first day; Bilodeau 
v. United States [84-2 ustc J 9630], 577 F. 
Supp. 234, 235 (D. N. H. 1983) (likewise 
dismissing a petition filed on the twenty- 
first day). 


Indeed, in Riggs v. United States [84-1 
ustc J 9181], 575 F. Supp. 738, 741 (N. D. 
Ill. 1983), the district court, addressing the 
very issue of whether the twenty-day period 
established by 26 U. S. C. § 7609(b) (2) (A) 
begins to run when the notice is mailed or 
when the taxpayer receives it, concluded as 
follows: 


... [I]t is too early in [the life of the 
Tax Equity and Fiscal Responsibility 
Act of 1982] for the matter to have re- 
ceived Court of Appeals scrutiny. But 
the United States cites a number of Dis- 
trict Court decisions that have started 
the time clock running when the notice is 
mailed, and this Court has seen only one 
case applying (and without analysis at 
that) the later date on which the notice 
is received. What controls, of course, is 
that the plain language of the statute 
compels the former result. . . . Were 
actual delivery of the notice required, the 
statutory provisions as to “sufficien[cy]” 
and the “last known address” would be 
both unnecessary and meaningless. 


See also Franklin v. United States [84-2 ustc 
1.9700], 581 F. Supp. 38, 39 (E. D. Mich. 
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1984) (finding untimely a petition to quash 
filed some thirty-four days after notice was 
mailed); Collova v. United States, 84-2 ustc 
7 9569 at 84629 (E. D. Wis. 1984) (dismiss- 
ing a petition to quash filed on the twenty- 
third day). 


Based on this considerable body of au- 
thority, the Court finds that a petition to 
quash the four summonses upon which the 
present action is based could have been 
filed, absent jurisdictional problems, until 
December 10, 1984—precisely twenty days 
from November 20, 1984, when notices of 
the four summonses were mailed to the 
petitioner. However, as noted above, this 
action was initiated on December 13, 1984— 
exactly twenty-three days after the mailing 
of the subject notices. 


Because the Court concludes that the 
petitioner was provided with notice in a 
manner wholly consistent with the relevant 
statutory authority cited above but failed 
to challenge the propriety of the subject 
summonses by a timely petition, the entire 


case must be dismissed for lack of juris- 
diction. See 26 U. S. C. § 7609(h) (1) (limit- 
ing the jurisdiction of the district court to 
proceedings properly brought under 26 
U. S. C. § 7609(b)(2)). While noting its 
inclination to agree with the respondent 
that the present petition is also violative of 
Rule 8(a)(2) of the Federal Rules of Civil © 
Procedure, setting forth the requirement of 
“4 short and plain statement of the claim 


-showing that the pleader is entitled to re- 


lief,’ the Court will dismiss the present 
action solely on the basis of the insur- 
mountable jurisdictional defect discussed 
above. i 


- Conclusion 

For the reasons stated herein, the Court 
hereby GRANTS the motion of respondent 
United States of America pursuant to Rule 
12(b) of the Federal Rules of Civil Pro- 
cedure and 26 U. S. C. § 7609(b) (2) (A), 
and hereby DISMISSES this action in its 
entirety. 


[] 9306] Bae Lary, Jr., and Shacsy S. Lary, Plaintiffs v. United States of heeten 


Defendant. 


U. S. District te No. Dist. Ala., No. Div., Civil Action Ane eee 4/1/85. 


[Code Secs. 162, 165, and 167] 


Deductions; Deductions for losses: Discovery of theft: Depreciation: Medical equip- 
ment: Business deductions: Burden of proof: Accounting and legal fees —A doctor was 
denied a deduction for a theft loss suffered by a limited partnership in which he owned a 
9.5 percent interest because it was clear to the court that the loss occurred in a year other 
than the year in which it was taken. Further, the taxpayer was denied deductions for 
certain legal and accounting fees incurred by the limited partnership as well as for invest- 
ment tax credits and depreciation deductions for certain medical equipment because he 
failed to establish his entitlement to such deductions and credits. Back references: 
{| 1330.019, 1348.4153, 1571.47, and 1715.10. 


[Code Secs. 48 and 162] 


Business deductions: Trade or business expenses: Burden of proof; Commuters: 
Investment tax credit: Definitions, special rules: Automobiles—A doctor was denied a 
deduction for automobile expenses, including depreciation, which were attributable to his 
travel between his home and his office because his trip was in the nature of commuting. 
The court found that the taxpayer’s home office, which was used solely for storage of 
records, bookkeeping, and medical records transcription, was used only for the ministerial 
aspects of his medical practice which did not amount to a separate business. Further, 
because the doctor’s Mercedes was used to commute to work, such automobile was not 

ligi for an ‘investment tax credit,” Back references: is Pe 12, 1348.4153, sh 1354. 1435. 
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John H. Lary, Jr., pro se. Lance J. Wolf, Department of Justice, Washington, D. C. 


20530, for defendant. 


Memorandum 


Lynne, District Judge: This cause, com- 
ing on to be heard at this Court’s regular mo- 
tion docket in Decatur, Alabama, on March 
22, 1985, was submitted upon the motion 
for summary judgment filed by the defend- 
ant. Upon consideration of that motion 
together with the submissions of the parties 
and the record in this case, the Court con- 
cludes that summary judgment is due to be 
granted in favor of the government. 


First, with respect to the claimed deduc- 
tions for automobile expenses, including 
- depreciation, attributable to Dr. Lary’s 
travel between his home and his medical 
office, this Court is of the opinion that 
there exists no genuine issue of material 
fact and that defendant is entitled to judg- 
ment as a matter of law. From the evi- 
dence which has been adduced, it is clear 
that Dr. Lary’s trip from his home to his 
clinical office is a non-deductible personal 
expense in the nature of a commute from 
his residence to his place of business. Cf. 
Commissioner v. Flowers [46-1 ustc J 9127], 
326 U. S. 465 (1946). 


The plaintiffs’ attempt to draw parallels 
between their situation and the case of 
Wisconsin Psychiatric Services v. Commis- 
sioner [CCH Dec. 37,923], 76 T. C. 839 
(1981), is faulty. In Wisconsin Psychiatric 
Services, the taxpayer, a doctor, conducted 
the major portion of his outpatient sessions 
at home. He also used his home for re- 
search and paperwork to his patients who 
were in the hospital. The Court had no 
problem finding that the doctor’s home was 
his “principal office” and the focal point of 
his psychiatric practice. 


Dr. Lary, on the other hand, admits that 
he did not see his patients at home. Rather, 
all but the most ministerial aspects of his 
practice took place at Dr. Lary’s clinical 
office. The bedroom. or study which he 
describes as his “home office” was used 
solely for storage of records, bookkeeping, 
and medical records transcription in con- 
nection with his own medical practice. 
These are integral facets of Dr. Lary’s day- 
to-day medical practice and do not amount 
to a separate business. In no way can 
Lary’s “home office” be characterized as his 
principal office and the focal point of his 
medical practice. 


Plaintiffs apparently misunderstand the 


circumstances in which a taxpayer’s trip 
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from his home to other places of work is 
deductible. The rule, set out clearly in the 
case of Curphey v. Commissioner [CCH Dec. 
36,753], 73 T. C. 766 (1980), is that a tax- 
payer may deduct the transportation ex- 
penses incurred in traveling between his 
home and other business locations when the 
taxpayer's home is his principal place of 
business with respect to those business 
activities. Curphey at 777-78. See also 
Hulme v. United States [65-1 ustc { 9499], 
16 AFTR 2d 5084, 1965-2 ustc par. 9499 
(N. D. Cal. 1965); St. John v. Commissioner 
[CCH Dec. 30,299(M)], T. C. Memo 1970- 
238. Compare 26 U.S. C. § 280A(c) (1) (A). 
Only under those circumstances is the tax- 
payer’s commute viewed as a trip between 
business locations. 


In all of the cases cited by the plaintiffs, 
including Green v. Commissioner [CCH Dec. 
31,640], 59 T. C. 456 (1972), and Wisconsin 
Psychiatric Services v. Commissioner at 848- 
50, the courts have adhered to the rule that 
a taxpayer may deduct travel expenses from 
the taxpayer’s home to his other business 
locations only when the taxpayer’s home 
was his principal place of business for that 
particular business. As noted earlier, Dr. 
Lary maintains an office away from his 
house which is the principal office for his 
medical profession. The work he does at 
home arises out of and is incidental to the 
work he does at his clinic. Thus, the bed- 
room or study which Dr. Lary once used 
to transcribe medical notes and update 
records was at best a secondary office for 
the practice of his profession. Cf. Judisch v. 
United States [85-1 ustc J 9281], — F. 2d 
=n) 14 (No. 83-3238). (lith Cir. March 
20, 1985); Jackson v. Commissioner [CCH 
Dec. 37,875], 76 T. C. 696 (1981); Baie v. 
Commissioner [CCH Dec. 36,907], 74 T. C. 
105 (1980). In these circumstances, Dr. 
Lary is not entitled to deduct the expenses 
of his travel between home and office. See 
Hamblen v. Commissioner [CCH Dec. 
38,731], 78 T. C. 53 (1982). See also Mazotta 
v. Commissioner [CCH Dec. 31,126], 57 T. C. 
427 (1971), affirmed per curiam [72-2 usTc 
79709] 465 F. 2d 1399 (2d Cir. 1972); 
Steinhart v. Commissioner, 335 F. 2d 496 (Sth 
Cir. 1964); Heuer v. Commissioner [CCH 
Dec. 23,696], 32 T. C. 947 (1959), affirmed 
per curiam [61-1 ustc J 9123] 283 F. 2d 865 
(Sth Cir. 1960). 


Clearly, Dr. Lary would have returned 
home at the end of each day even if he had 
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chosen to do his recordkeeping at his clini- 
cal office. It may fairly be said that the 
primary purpose for such trips was to be 
at home (in the popular sense of the term) 
at the end of a day’s work. Cf. Mazotta, 
supra; Green v. Commissioner, supra; Smith 
v. Warren [68-1 ustc J 9187], 388 F. 2d 671 
(9th Cir. 1968). Dr. Lary incurred no addi- 
tional expense in commuting by virtue of the 
fact that he chose to relegate the normal 
recordkeeping aspects of his practice to the 
comfort of his home. Cf. Bloomberg v. Com- 
missioner [CCH Dec. 35,874(M)], {79,050 
P-H Memo T. C.; Cherubini v. Commis- 
sioner [CCH Dec. 35,605(M)], J 78,512 P-H 
Memo T. C. As plaintiffs have essentially 
conceded in their own motion for summary 
judgment which was previously denied, 
there exists no genuine issue of fact as to 
the automobile expense deductions. The 
Court concludes that the defendant is en- 


titled to judgment as a matter of law with 


' regard to these claims. 


Having determined that Dr. Lary’s auto- 
mobile expenses are nondeductible insofar 
as they are attributable to his daily com- 
muting between his home and his clinical 
office, it becomes clear as a matter of law 
that Dr. Lary is not entitled to the 100% 
investment tax credit under 26 U. S. C. 
§§ 38 and 46 for the Mercedes automobile 
which he used to commute. An automobile 
used to commute to work is not eligible for 
an investment tax credit. C. Ray Culver, 
Inc. v. Commissioner [CCH Dec. 40,518(M) ], 
84, 614 P. H. Memo. Accordingly, the de- 
fendant is entitled to judgment as a matter 
of law on this claim as well. 


Turning next to the claimed deductions 
for theft loss suffered by Village Green, 
Ltd., a limited partnership in which Dr. 
Lary owned a 9.5 percent interest, it is 
clear that if such a loss was incurred, it 
was discovered in a year other than 1975 
or 1976. Therefore, the plaintiffs are not 
entitled to a deduction for the claimed loss 
in those years. The Internal Revenue Code 
_ distinguishes between a theft loss and other 


losses taken pursuant to Section 165 of the 


Internal Revenue Code. Under Section 
165(a) of the Internal Revenue Code, 
se here shall be allowed .a as ae deduction any 


Moreover, Treas. Reg. § 1.165-8(a) pro- 
vides: 


(1) Except as otherwise provided in 
paragraphs (b) and (c) of this section, 
any loss arising from theft is allowable 
as a deduction under section 165(a) for 
the taxable year in which the loss is 
sustained. See Section 165(c) (3). 


(2) A loss arising from theft shall be 
treated under section 165(a) as sustained | 
during the taxable year in which the tax- 
payer discovers the loss. See section 
165(e). Thus, a theft loss is not deduct- 
ible under section 165(a) for the taxable 
year in which the theft actually occurs 
unless that is also the year in which the 
taxpayer discovers the: loss. However, 
if in the year of discovery their exists a 
claim for reimbursement with respect to 
which there is a reasonable prospect of 
recovery, see paragraph (d) of § 1.165-1. 
If the plaintiffs sustained a theft loss, 

they are entitled to a deduction in accord- 
ance to the theft loss deduction provisions 
of the Internal Revenue Code and appli- 
cable valid regulations, and not otherwise. 


The plaintiffs now claim that they knew 
of losses in 1975 and 1976, but thought 
those losses were business losses as op- 
posed to theft losses. The plaintiffs assert 
that under Section 165(e) it is the discovery 
of a loss as opposed to the discovery of the 
theft that determines the year in which to 
take the deduction. In a sense, this may be 
true. See Rainbow Inn, Inc. v. C. I. R. 
[70-2 ustc 9671], 433 F. 2d 640 (3rd Cir. 
1970). However, in the circumstances of 
this case, the Court is convinced that no 
reasonable interpretation of Section 165(e) 
would allow plaintiffs to take a theft loss 
deduction in 1975 or 1976. The relevant 
year is not the year in which a business 
“Joss” is incurred or reflected on the books 
of a business, but the year in which a 
“theft loss” is discovered. Clearly, that. 
year was some year other than 1975 or 
1976 insofar as we are concerned here. 


Plaintiffs have also claimed that they are 
entitled to deduct, as business expenses, 
certain legal and accounting fees incurred 
by Village Green, Ltd. However, the plain- 
tiffs’ showing of entitlement to any such 
deductions is woefully inadequate. A tax- 
payer has the specific burden of proving s 
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support of his position. Specifically, in the 
case of disallowed business deductions, the 
taxpayer must come forward with evidence 
establishing that the claimed expenditures 
were in fact incurred and that the require- 
ments of Section 162 of the Internal Reve- 
nue Code of 1954 (26 U. S. C.) were met, 
‘to-wit, that the expenditures were ordinary 
and necessary expenses incurred during the 
taxable year in carrying on a trade or business. 
Accordingly, bald assertions by the taxpayer 
that disputed expenses were incurred for busi- 


ness purposes or that assets sold by him were 


capital assets simply are insufficient to carry 
his burden. See Lunsford v. Commissioner 
[54-1 ustc J 9398], 212 F. 2d 878, 883 (5th 
Cir. 1954); Mears v. Commissioner [CCH 
Dec!'28,050¢M)1;°35 ToC. MCP): para. 
66,173 (1966), aff'd [68-1 usrc { 9103], 
386 F. 2d 450 (5th Cir. 1967); Davis v. Com- 
missioner [82-1 ustc f 9340], 674 F. 2d 553 
(6th Cir. 1982); Moriarity v. Commissioner 
[CCH Dec. 18,973], 18 T. C. 327, 329 (1952), 
aff’d, [53-2 usrc J 9600] 208 F. 2d 43 (D. C. 
Cir. 1953); United States v. Bullock [74-2 
ustc § 16,152], 34 A. F. T. R. 2d 6353 (Del. 
June 12, 1974); Joseph v. Commissioner 
[CCH Dec. 30,481(M)], 39 T. C. M. (P-H) 
para. 70,347 (1970). Where, as in the in- 
stant case, the taxpayer fails to come for- 
ward with, or even show that there exists, 
any substantial evidence tending to estab- 
lish that the Commissioner’s deficiency 
determination is incorrect, summary judg- 
ment is appropriate. In such a situation the 
taxpayer will have failed to establish a 
genuine issue for trial. See United States 
v. Prince [65-2 ustc J 9552], 348 F. 2d 746, 
747-48 (2d Cir. 1965); Robin Construction 


Co. v. United States, 345 F. 2d 610 (3rd Cir. 


1965); Mears v. Commissioner, supra. 


In the instant case, the plaintiffs-have 
failed to come forward either during dis- 
covery or in response to-the motion of the 
United States for summary judgment with 
any substantial evidence that would tend to 
establish that the Commissioner’s deficiency 
determinations were incorrect, and that the 
legal and accounting fees here involved 
were: business expenses rather than capital 
expenditures. During discovery, the tax- 
payer was served with interrogatories 
regarding disallowed deductions. The ques- 
tions were specific with respect to each 
claimed expense and requested that the 
taxpayer identify and describe with speci- 
ficity any document that would support his 
various deductions. He was also asked to 


_ supply the names of any third parties that 


would have knowledge of the expenses. 
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The plaintiffs failed to mention anything 
regarding their entitlement to take, as a 
business expense, attorney and accounting 
fees. Similarly, in their opposition to the 
motion of the United States for summary 
judgment, the plaintiffs have again failed 
to come forward with any evidence that 
would tend to establish that the Commis- 
sioner’s deficiency determination was incorrect. 
Consequently, it has not been demonstrated 
that there exists any genuine issue for trial 
as to this claim, and defendant is therefore 
entitled to judgment as a matter of law. 


In their response to the motion of the 
United States for summary judgment, the 
plaintiffs next assert: that they have pro- 
duced evidence to substantiate their claim 
of entitlement to investment tax credits 
and depreciation deductions for certain 
medical equipment. However, the only 
thing adduced to substantiate this claim is 
Dr. Lary’s handwritten depreciation sched- 
ule purportedly included in their claim for 
refund. This schedule lists the relevant 
equipment, the date of its acquisition, bare 
allegations as to its cost or basis, and the 
sales tax allegedly paid upon purchase of 
the equipment. The schedule contains no 
information as to the condition of the 
equipment or remaining useful life of the 
equipment or the method of depreciation 
used by plaintiffs in making their claim. 

However, even assuming that the plain- 
tiff’s claim for a refund was adequate to 
apprise the commissioner of the facts sup- 
porting plaintiffs’ claim for a refund with 
regard to the medical equipment credits 
and deductions, compare Pohlen v. Commis- 
sioner [48-1 usrc J 9148], 165 F. 2d 258 (Sth 
Cir. 1948); Herrington v. United States [69-2 
ustc 79650], 416 F. 2d 1029 (10th Cir. 
1969); Rev. Rul. 68-617; and 1968-2 Cum. 
Bull. 93, the plaintiffs have utterly failed to 
come forward with any evidence whatso- 
ever to support their claims. The plaintiffs, 
in response to the discovery requests of the 
United States, have not come forward with 
any evidence, documentary or otherwise, 
which would support their bare allegations 
or establish the equipment’s cost, useful 
life, the method of depreciation, etc. 


The plaintiffs must meet two burdens of 
proof with respect to this claim: (1) they 
must prove that the commissioner’s deter- 
mination was wrong; and (2) they must 
prove that the depreciation deductions and 
tax credits they claim are correct and rea- 
sonable. The taxpayer must furnish the 
commissioner full information as to his 
basis in the property; its salvage value; the 


q 9306 


87,742 


U.S. Tax Cases 


Borgesonv. U.S. 


time of its acquisition; the period of its 
useful life; the extent to which it was pre- 
viously depreciated; and the method of 
depreciation utilized. Pohlen v. Commis- 
sioner [48-1 ustc § 9148], 165 F. 2d 258 
(5th Cir. 1948); Campbell v: Commissioner 
[74-2 uste J 9770], 504 F. 2d 1158 (6th Cir. 
1974). Seealso Better Beverages, Inc. v. United 
States [80-2 ustc 7.9516], 619 F. 2d 424, 
427-28 (5th Cir. 1980). Moreover, the tax- 
payer must keep accurate records from 
which such information may be obtained. 
Pohlen, 165 F. 2d at 259. In the face of 
the government’s motion for summary 
judgment, the plaintiffs have failed to come 
forward with any such records or any evi- 
dence from which such information could 
be obtained and substantiated. Therefore, 
this Court has no reasonable alternative 
but to grant the defendant’s motion. Cf. 
Davis v. C. I. R. [82-1 ustc J 9340], 674 F. 
2d 553 (6th Cir. 1982). The plaintiffs have 
not demonstrated that there exists any sub- 
stantial evidence to support these claims 
or to create a genuine issue for trial on this 
point. It may be that such evidence exists, 
but the Larys, appearing pro se in this liti- 
gation, have failed to present it to the Court 
as the defendant’s motion requires them to 
do. Accordingly, the defendant is entitled 
to judgment as a matter of law with re- 
spect to the medical equipment credits and 
deductions. 


Finally, plaintiffs seek a deduction for a 
charitable contribution (pursuant to Section 
170 of the Internal Revenue Code) for the 
fair market value of one unit of blood 
donated to the Red Cross on June 9, 1976. 
Section 170 allows a taxpayer to deduct 


certain charitable contributions of money 
or property made within the taxable year. 
However, no deduction is allowed for a 
contribution of services. Treas. Reg. § 1.170 
A-1(g). Furnishing blood for a transfusion 
or to a blood bank has been deemed analo- 
gous to the rendering of a personal service 
by the donor rather than a contribution of 
property, and the fair market value of blood 
donated by an individual to a charitable 
institution has long been held not to be 
deductible as a charitable contribution. Rev. 
Rul. 162, C-B, 1953-2, p. 127. Plaintiffs have 
cited no precedent to the contrary, and in 
the absence of persuasive contrary author- 
ity, this Court declines to depart from the 
Commissioner’s interpretation and the rule 
thus established. Accordingly, the defend- 
ant is entitled to judgment as a matter of 
law on this claim as well. 


Based on the foregoing discussion, an 
order will be entered granting the defend- 
ant summary judgment and dismissing this 
case in its entirety. 


Summary Judgment 


In accordance with the attached Memo- 
randum, the Court concludes that the de- 
fendant’s motion for summary judgment is 
due to be granted, it appearing to the Court 
that there exists no genuine issue of mate- 
rial fact and that defendant is entitled to 
judgment as a matter of law. 

It is therefore ORDERED, ADJUDGED 
and DECREED by the Court that the de- 
fendant is hereby granted summary judg- 
ment as to all of the plaintiffs’ claims, and 
this action is hereby dismissed with prejudice. 


[1 9307] Dennis D. Borgeson and Bonnie L. Borgeson, Plaintiffs-Appellants v. 
United States of America, Defendant-Appellee. 


U. S. Court of Appeals, 10th Circuit, No. 84- 1938, 1/18/85. pimping District Paths 


decision, 84-2 uste § 9573. 


[Code Secs. 6702 and 7422] 


Refunds: Claim not filed: Civil penalty .—Having failed to first file a refund tan 
with the IRS, the taxpayer was unable to sue in district court. A penalty for filing a 
_ frivolous return was imposed because the taxpayer struck the perjury clause from his 


return. Without a sworn statement of veracity, the return was fee care 


references: 1 5595G. 60 and 5781. 1918. 


qs Borgeson, ‘pro se. 


oe 


“Robert N. Miller, United 
Assistant Wa apa 
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Per CurtAM: This three-judge panel has 
determined unanimously that oral argument 
would not be of material assistance in the 
determination of this appeal. See Fed R. 
App. P. 34(a); 10th Cir. R. 10(e). The 
cause is therefore ordered submitted with- 
-out oral argument. 


This is an appeal from an order of the 
district court granting defendant’s motion 
to dismiss and for summary judgment in 
plaintiffs’ action for refund of taxes brought 
tinder 2orUisS. G.48, 7/422 andsZ8.U. S.C 
§§ 1331, 1340, and 1346(a)(1). 


On April 15, 1983, plaintiffs filed their 
1982 Form 1040 with the Internal Revenue 
Service (IRS) seeking a refund of $421. 
The 1040 contained information sufficient 
to compute plaintiffs’ tax liability and was 
signed by plaintiffs as married, filing jointly. 


_ Prior to filing the 1040, plaintiffs struck 
the following language which appears im- 
mediately before the signature lines: “Under 
penalties of perjury, I declare that I have 
examined this return, including accom- 
panying schedules and statements, and to 
the best of my knowledge and belief, it is 
true, correct, and complete. Declaration 
of preparer (other than taxpayer) is based 
on all information of which preparer has 
any knowledge.” 


After the filing of this return, the IRS 
advised plaintiffs that a return must be 
signed under penalties of perjury in order 
for it to be valid. After two attempts to 
obtain the signed perjury clause, the IRS 
assessed plaintiffs with a $500 penalty 
under 26 U. S. C. § 6702 for the filing of a 
frivolous return. 


Plaintiffs alleged that the perjury clause 
was struck because it is offensive to their 
religious beliefs and contrary to their rights 
under the First, Fifth, Ninth, and Tenth 
Amendments. Plaintiffs stated that their 
religious beliefs prohibited them from swear- 
ing oaths and, thus, could not sign the 
perjury clause on the Form 1040. 


The district court correctly determined 
that under 26 U. S. C. § 7422, no action 
for refund may be maintained in any court 
“until a claim for refund or credit has 
been duly filed with the Secretary or his 
delegate, according to the provisions of 
law in that regard, and the regulations of 
the Secretary or his delegate established 
in pursuance thereof.” 


26 U.S. C. § 6065 sets forth the applicable 
law with respect to verifications: “[e]xcept 
as otherwise provided by the Secretary, 
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any return, declaration, statement, or other 
document required to be made under any 
provision of the Internal Revenue laws or 
regulations shall contain or be verified by 
a written declaration that it is made under 
the penalties of perjury.” See 26 C. F. R. 
§ 1.6065-1(a). 


The plain wording of the statute leaves 
little doubt that a perjury clause must 
appear on any “document required to be 
made” by the Code (unless the Secretary 
provides otherwise). 


The crucial inquiry pertinent to the as- 
sessment of the frivolous return penalty 
under 26 U. S. C. §6702 is whether the 
purported return lacks “information on 
which the substantial correctness of the 
self-assessment may be judged.” The ab- 
sence of the verification precludes the IRS 
from judging the “substantial correctness” 
of the return because the required “informa- 
tion” that the return has been verified 
under “penalty of perjury” is absent. There- 
fore, in light of the statute itself and the 
legislative history, the frivolous return 
penalty was properly imposed. Green vw. 
United States [85-1 ustc $9142], 593 F. 
Supp. 1341 (N. D. Ind. 1984); Schneider v. 
United States [84-2 ustrc J 9995], 594 F. 
Supp. 611 (E. D. Mich. 1984). 


With regard to plaintiffs’ First Amend- 
ment free exercise claim, the proper in- 
quiry for review of the district court’s 
grant of summary judgment is whether, 
considering the nature of plaintiffs’ interest 
and the extent of the governmental in- 
trusion, there exists a compelling govern- 
mental interest that would justify requiring 
plaintiffs to sign the perjury clause. See 
Wisconsin v. Yoder, 406 U. S. 205 (1972). 


The requirement of a verification or oath 
appearing on returns and documents filed 
with the IRS has been upheld by the 
Supreme Court on several different occa- 
sions, although not in response to a First 
Amendment challenge. See Zellerbach Paper 
Co. v. Helvering [35-1 ustc J 9003], 293 U. S. 
172 (1934); Lucas v. Pilliod Lumber Co., [2 
uste 7521], 281-U. S. 245. (1930): 


The perjury charge based on a false 
return has been deemed “one of the prin- 
cipal sanctions available to assure that 
honest returns are filed.” See Vaira v. 
Commissioner [Dec. 29,750], 52 T. C. 986, 
1005, aff'd on this issue, rev'd on other 
grounds, [71-1 ustc 9495], 444 F. 2d 770 
(3d Cir. 1971). Certainly, the fact that the 
absence of the clause renders a tax return 


a nullity indicates the compelling nature 
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of the governmental interest at stake. See 
Lucas v. Pilliod Lumber Co. [2 ustc J 521], 
281 U. S. 245 (1930). The strength and 
quality of the governmental interest in the 
instant case is much like the interest of the 
state in requiring that a teacher take an 
oath to support the federal and state con- 
stitutions, which was upheld in the face of 
a religious freedom challenge in Biklen 
v. Board of Education, 333 F. Supp. 902 
(NDE N. WY, 1971) ay, 2400) CLS ob! 
(1972). 

In light of the foregoing discussion, we 
affirm the district court on the basis of the 
compelling governmental interest in re- 
quiring the presence and execution of the 
perjury clause on the income tax return. 


As to plaintiffs’ Fifth Amendment due 
process claim, the district court correctly 
determined it to be without merit under 


settled case law providing that post-enforce- 
ment suits for refund provide adequate due 
process protections. Alexander v. “Americans 
United,’ Inc. [74-1 ustc J 9439], 416 U. S. 
752, 762-63 (1974). Similarly, plaintiffs’ gen- 
eralized Fifth Amendment claim with re- 
spect to self-incrimination is not a valid 
assertion of the privilege which must be 
made with respect to specific items of in- 
formation. United States v. Moore [79-2 


ustc J 9676], 692 F. 2d 95, 97 (10th Cir. 


1979). The district court was equally cor- 
rect in its conclusion that plaintiffs’ Ninth 
Amendment contention that the word “frivo~ 
lous” is unconstitutionally vague is unper- 
suasive. Plaintiffs fail to show the implica- 
tion of any constitutional problems in the 
use of the word “frivolous.” See Arnett v. 
Kennedy, 416 U. S. 134, 159-163 (1974). 


AFFIRMED. The mandate shall issue 
forthwith. 


[7 9308] United States of America, Plaintiff-Appellee v. Donald Thibodeaux, De- 


fendant-Appellant. 


_U. S. Court of Appeals, 7th Circuit, No. 84-1869, 1/16/85. Affirming an unreported 


DC opinion. 


[Code Secs. 7203 and 7205 | 


Crimes: Failure to file returns: False withholding return: Willfulness.—An individ- 
ual’s convictions for willfully and knowingly failing to file income tax returns and will- 
fully supplying false and fraudulent withholding information to his employer were 
sustained. Various objections regarding waiver of the right to counsel, jury instructions 
on the element of willfulness, extrajudicial juror communications, and coercion of jurors 
through supplemental jury instructions were rejected. Back references: Ree a and 


5711A.20. 


Dan K. Webb, United States Attorney, Scott F. Turow, Assistant United eae Attor- 
ney, Chicago, Ill. 60604, for plaintiff-appellee. Donald Thibodeaux, P. O. Box 1000, Duluth, 


Minn. 55814, for defendant-appellant. 


Before Woop, EscHpacH and Flaum, Circuit paght 


Per Curiam: A four-count indictment re- 
turned on December 13, 1983 charged de- 
fendant Donald P. Thibodeaux with three 
counts of willfully and knowingly failing to 
file tax returns in violation of 26 U. S. C. 
§ 7203 and one count of willfully supplying 
false and fraudulent withholding information 
to his employer in violation of 26 U. S. C. 
§ 7205. The evidence at trial showed that 


Thibodeaux earned wages of $26,810 in 
1979, $28,169 in 1980 and ge) 693 in 1981 
f ' 


claimed to be exempt from the withholding 
of taxes from his wages. Thibodeaux’s de- 
fense at trial was that he did not believe 
that wages were income and accordingly, 
was not required to file tax returns or have 
federal taxes withheld from his wages. After 
a two day jury trial, Thibodeaux was found 
guilty on all counts. Thibodeaux appeals. 
We affirm. : 


Thibodeaux initially argues that he was 
denied the right to counsel of his choice 
because the district court refused to -con- 
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before the district court and the district 
court’s February 13, 1984 appointment of a 
federal defender, Luis Galvan, to represent 
Thibodeaux, Thibodeaux asked for and re- 
ceived four continuances for the purpose 
of finding an attorney to represent him. 
_The district court consistently admonished 
Thibodeaux that if he did not retain counsel 
within a reasonable period of time, counsel 
would be appointed to represent him. 
(Transcript of February 2, 1984 at 6; 
Transcript of February 9, 1984 at 3-4). 
When. the district court finally appointed 
Galvan to represent Thibodeaux, it advised 
Thibodeaux that he could continue to seek 
counsel to represent him until the com- 
mencement of trial. (Transcript of Febru- 
ary 13, 1984 at 6.) On March 23, 1984, the 
district court, faced with Thibodeaux’s de- 
sire not to be represented by Galvan and 
his insistence on not appearing pro se, 
modified its February 13 order to make Galvan 
stand-by counsel. When trial commenced on 
April 18, 1984, Thibodeaux was still un- 
represented and proceeded to trial pro se 
with stand-by counsel. 


Thibodeaux may not manipulate his right 
to counsel to undermine the orderly proce- 
dure of the courts or subvert the adminis- 
tration of justice. The right to counsel as 
well as the right to counsel of one’s choice 
may be waived if one able to afford counsel 
does not retain an attorney within a reason- 
able period of time. United States v. Moore, 
706 F. 2d 538 (5th Cir.), cert. denied, — U.S. 
—, 104 S. Ct. 103 (1983); United States v. 
Brown, 591 F. 2d 307 (5th Cir.), cert. denied, 
442 U. S. 913 (1979); United States v. 
Dinitz, 538 F. 2d 1214, 1223 (5th Cir. 1976), 
cert. denied, 429 U. S. 1104 (1977); United 
States v. Vallejo, 496 F. 2d 960, 964 (1st 
Cir.), cert. demed, 419 U. S. 965 (1974); 
United States v. Terry, 449 F. 2d 727 (5th 
Cir. 1971). Thibodeaux was well able to 
afford counsel yet, despite numerous con- 
tinuances, neglected to do so. Under the 


1 Thibodeaux argues that the district court 
committed ‘‘perjury’’ when it signed an order 
appointing Galvan to represent him. The order 
states that the defendant has satisfied the Court 
that he or she is financially unable to employ 
counsel. Thibodeaux points out that he never 
represented to the court that he was financially 
unable to retain counsel. 

This argument is absolutely irrelevant to the 
merits of the case and particularly inappro- 
priate in light of the district court’s effort to 
protect Thibodeaux’s rights during trial. 

2The district court instructed: 

The term ‘willfully’ for purposes of these in- 
structions means voluntarily, deliberately and 
intentionally, as distinguished from acciden- 
tally, inadvertently or negligently. 
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circumstances of this case, we conclude that 
the district court properly treated Thibo- 
deaux’s failure to retain counsel as the 
waiver of the right to counsel of his choice. 


Thibodeaux also raises several related 
and equally unavailing right to counsel ar- 
guments. Thibodeaux argues that the 
district court denied him the right to coun- 
sel by refusing to allow ‘“non-attorney” 
friends to sit with him at defense counsel 
table and assist him in the presentation of 
his defense. There is no constitutional 
tight, however, to representation by non- 
lawyers or laymen. United States v. Taylor 
[78-1 ustc J 9271], 569 F. 2d 448 (7th Cir.), 
cert. denied, 435 U. S. 952 (1978). At any 
rate, the district court allowed Thibodeaux’s 
non-lawyer friends to assist him by passing 
him notes during trial. Thibodeaux argues 
that he was unable to fully present his de- 
fense because the district court failed to 
apprise him of his rights during trial and 
of the motions and objections which he 
should have made. We disagree. The dis- 
trict court appointed stand-by counsel for 
Thibodeaux and our examination of the 
trial record reveals that the district court 
assisted Thibodeaux throughout the case, 
insuring adequate and fair trial.* 


Thibodeaux objects next to the district 
court’s jury instructions on the element of 
willfulness. Even assuming that our con- 
sideration of this issue is not barred by 
Thibodeaux’s failure to object to the in- 
struction, see e.g. United States v. Hyman, 
741 F. 2d 906, 911 (7th Cir. 1984); United 
States v. Kuecker, 740 F. 2d 496, 503 (7th 
Cir. 1984); United States v. Brown, 739 
F. 2d 1136 (7th Cir. 1984), this argument 
is meritless. Thibodeaux objects to the use 
of the word “may” in the instructions, con- 
tending that a good faith misunderstanding 
of the law must necessarily negate the ele- 
ment of willfulness.” See e.g. United States 
v. Pomponio [76-2 ustc 79695], 429 U. S. 
10, 13 (1976); United States v. Moore [80-2 


Willfulness in the context of a failure to file 
a proper income tax return simply means a vol- 
untary intentional violation of a known legal 
obligation to file such a return. 

A good. faith misunderstanding of the law 
based on reasonable grounds may negate will- 
fulness. However, disagreement with the law 
does not constitute good-faith misunderstanding 
of the law because it is the duty of all persons 
to obey the law whether or not they agree 
with it. 

The defendant’s theory of the defense is that 
he did not act willfully because he reasonably 
and in good faith believed that his wages were 
not income for purposes of the Internal Revenue 
Code, and that therefore he was not liable for 
any taxes during the years in question and had 
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USTC. 9627], 627 F. 2d 830, 833 n. 1 (7th 
Cir. 1980). Thibodeaux argues that the 
jury construed “may” to mean “can,” “pos- 
sibly” or “is capable of.” 


In examining the propriety of jury in- 
structions, we view the instructions as a 
whole and “as long as the instructions treat 
the issues fairly and accurately, they will 
not be interfered with on appeal.” United 
States v. Croft, No. 83-3168, slip op. at 29 
(7th Cir. December 4, 1984). Here, the 
unequivocal language of the instructions, 
reproduced in full below, that “if the de- 
fendant acted reasonably and in good faith 
believed that his . . . wages were not in- 
come ... then the defendant did not act 
willfully” clearly resolves any ambiguity 
which might possibly arise from the use 
of the word “may.” We find no error in 
the district court’s jury instructions. 


Thibodeaux argues next that the district 
court committed reversible error in failing 
to interrogate the jurors concerning a 
comment inadvertently made in the presence 
of a juror. During noon recess of the first 
day of trial, Agent Conway, an IRS agent 
who had testified during the government’s 
case-in-chief, was in the elevator with a 
juror. An Assistant United States Attor- 
ney, dressed in street clothes and who had 
been in the audience during Conway’s tes- 
timony, was also present. The Assistant 
Wnited States Attorney asked Conway, 
“Are you having fun up there?” (Trial 
Transcript at 152-155). Conway placed his 
fingers to his lips indicating silence and no 
further conversation ensued. When court 
reconvened, the government brought the 
communication to the judge’s attention and 
suggested that the court inquire whether 
any jurors overheard the remark. After dis- 
cussing the issue with Thibodeaux, the dis- 
trict court declined to interrogate the juror 
because interrogation would simply highlight 
the comment in the juror’s mind. The dis- 
trict court noted that the comment was 
innocuous, ambiguous and made by an in- 
‘dividual who would not be associated with 
the government in the juror’s mind because 
of his casual dress. The district court con- 
cluded that interrogating the juror would 
sas ey, highlight ie comment in his pone 


ee a on 


ge 


1 gue 
detest did not 
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and that the comment was harmless. (Trial 
Transcript 152-155). 


Since Thibodeaux failed to object to the 
district court’s decision not to interrogate 
the juror, we need only consider this issue 
if the district court’s decision not to inter- 
rogate the juror constitutes plain error. 
United States v. Shue, No. 83-2053, slip op. 
at 13-15 (7th Cir. Oct. 12, 1984); United 
States uv. Silverstein, 732 F. 2d 1338, 1349 


(7th Cir. 1984). Thibodeaux cites to United 


States v. Remmer [56-1 ustc $9320], 350 
U. S. 377, 379 (1956) for the proposition 
that extrajudicial juror communications 
are presumptively prejudicial and mandate 
reversal. Remmer involved the attempted 
bribery of a juror. During a recess in trial, 
the FBI interrogated a juror concerning 
the alleged bribery. The juror subsequently 
told another juror that he was under “ter- 
rific pressure.” 350 U. S. at 381. By con- 
trast, in the present case, a juror simply 
overheard an ambiguous and otherwise in- 
nocuous comment. 


A district judge has substantial discre- 
tion in handling extrajudicial juror com- 
munications. United States v. Fusaro, 708 
F, 2d 17 (1st Cir.), cert. denied, 104 S. Ct. 
524 (1983); United States v. Read, 658 F. 2d 
1225 (7th Cir. 1981); United States v. 
Corben, 590 F. 2d 398, 400 (1st Cir. 1979). 
Under the circumstances of this case, the 
district court did not err in declining to 
interrogate the juror. 


Thibodeaux’s final argument is that the 
district court’s supplemental jury instruc- 
tions were erroneous as violative of United 
States v. DiLapi, 651 F. 2d 140 (2d Cir. 
1981) and as coercing a verdict. During 
jury deliberations, the foreperson notified 
the court that the jury had reached a ver- 
dict on Counts One to Three but was dead- 
locked on Count Four. The district court 
assembled the parties and discussed how 
to proceed including the possibility of ‘a 
partial verdict return. The court recessed 
to allow Thibodeaux to consult with stand- 
by counsel but stated, “Let me write them 
[the jurors] in a note and tell them to 
continue their deliberations for the time 
being but I will be calling them out 
shortlyjecu. (Drial Dre at. 320)" Before 


3 Neither the foreperson’s note relat 
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court reconvened, the foreperson notified 
the court that the jury had reached a ver- 
dict on all counts. The jury returned a 
verdict of guilty on all counts. 


Thibodeaux cites to DiLapi for the propo- 
sition that the district court’s supplemental 
‘jury instructions were erroneous. In 
DiLapi, the Second Circuit, citing Fed. R. 
Crim. P. 31(b),* admonished that a jury 
should neither be encouraged or discouraged 
to return partial verdicts, but rather, the 
court should simply explain what the 
jurors’ options are. DiLapt, however, is in- 
applicable to the present case as involving 
multiple defendants and the concomitant 
constraints of Fed. R. Crim. P. 31(b), 
neither of which is even arguably applicable 
to this case. Construing Thibodeaux’s pro 
se briefs liberally, Bates v. Jean, No. 82-3089, 
slipOps ateJe/,.¢/th Cit Octs 12) 1984), 


Thibodeaux is really arguing that the dis- 
trict court’s supplemental instructions co- 
erced a verdict on Count Four in violation 
of United States v. Silvern, 484 F. 2d 879 
(7th Cir. 1973) (en banc) and its progeny. 
The relevant inquiry is whether “the 
court’s communications pressured the jury 
to surrender their honest opinions for the 
mere purpose of returning a_ verdict.” 
United States v. Hamann, 688 F. 2d 507 (7th 
Cir. 1982). We think not. The court’s note 
to the jurors was noncommittal, favoring 
neither prosecution nor defense, nor sug- 
gested that the jurors should surrender 
their opinions to reach a verdict. We find 
no error in the district court’s supplemental 
instruction. 


We Affirm Thibodeaux’s conviction on all 
counts. A true Copy: 


Teste: 


[7.9309] Harry M. Milner and Marilyn J. Milner, Plaintiffs v. Internal Revenue 


Service, Defendant. 


U. S. District Court, No. Dist. Ind., Hammond, Div., Civil No. H84-614, 3/4/85. 


[Code Sec. 6702 and Rule 54(d), Federal Rules of Civil Procedure] 


Penalties, civil: Frivolous returns: Frivolous action filed: Costs and attorney’s fees 
awarded.—The taxpayers were liable for the frivolous return penalty because they filed 
returns containing substantially incorrect self-assessments and advanced frivolous argu- 
ments. The court awarded costs and attorney’s fees to the government under Rule 54(d) 
of the Federal Rules of Civil Procedure, finding that the taxpayer acted in bad faith in 
filing the frivolous action. Back reference: {| 5595G.30. 


Harry M. and Marilyn J. Milner, 905 South Wisconsin, Hobart, Indiana 46342, for 
plaintiffs. United States attorney, 507 State Street, Hammond, Ind. 46320, for de- 


fendants. 


Order 


Moopy, District Judge: This matter is 
before the Court on the defendant’s Motion 
to Dismiss or for Summary Judgment and 
for an Award of Costs and Attorney’s Fees, 
filed January 23, 1985. The plaintiffs’ Re- 
sponse was filed on February 25, 1985. The 
motion is GRANTED. 


FACTS. This case was filed on Septem- 
ber 7, 1984 requesting a refund of $300.00 
paid by plaintiffs as frivolous return penal- 
ties and an additional refund of $15,696.97. 
The specific facts with supporting affidavits 
and documents are accurately contained in 


the defendant’s motion to dismiss, and will 
not be restated in detail by the court. 


Briefly, the plaintiffs contend that 26 
U.S. C. § 6702(a) which allows the govern- 
ment to assess at $500.00 frivolous return 
penalty does not apply to them because “re- 
turns are due only from persons who are 
liable.’ On page 4 of their Response, the 
Milners explain that “[t]he revenue laws 
affect only those who voluntarily choose to 
live under them by their method of earning 
a living.” They paid 15% of each of four 
penalties assessed for four years of frivolous 
returns—amounting to $300.00—and bring 


The record, however, clearly reflects the dis- 
trict court’s decision to send a note to the jury. 
Trial Transcript at 320. There is no indication 
in the record that a note was not sent and, 
accordingly, we assume that the district court 
did in fact send the note at issue to the jury. 

4Fed. R. Crim. P. 31(b) provides: 

Several Defendants. If there are two or more 
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defendants, the jury at any time during its de- 
liberations may return a verdict or verdicts 
with respect to a defendant or defendants as to 
whom it has agreed; if the jury cannot agree 
with respect to all, the defendant or defendants 
as to whom it does not agree may be tried 
again. 
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this suit against the I. R. S. to recover that 
sum and the additional amount of $15,696.97. 
On each of the frivolous returns, the plain- 
tiffs claimed that their wages did not con- 
stitute income, and deducted the amount of 
their wages from their entire income for 
each year. In other words, the Milners are 
an example of the common garden variety 
tax protester frequently seen in this and 
other courts. This court dealt with a similar 
challenge in a similar fashion in Neal v. 
Regan [84-2 uste J 9743], 587 F. Supp. 1558 
(N. D, Ind. 1984). 


Section 6702, Twenty-six U. S. C. § 6702 
was added to the Internal Revenue Code in 
1982, by § 326(a) of the Tax Equity and 
Fiscal Responsibility Act of 1982, Pub. L. 
No. 97-248. The legislative history of the 
provision indicates that it was enacted to 
deal with the “rapid growth in deliberate 
defiance of the tax laws by tax protesters.” 
1982 U. S. Code Cong. & Adm. News 781 at 
1023; S. Rep. No. 494, 97th Cong., 2d Sess. 
at 277. Congress was concerned that such 
protestors were playing the “audit lottery”, 
gambling that “it may take several years of 
administrative and judicial proceedings be- 
fore any penalty is imposed.” 1982 U. S. 
Code Cong. & Adm. News at 1023-1024. 
Congress responsed with 26 U. S. C. § 6702, 
intending to create “an immediately as- 
sessable penalty on the filing of protest re- 
turns [to] help deter the filing of such 
returns, and [to] demonstrate the determi- 
nation of the Congress to maintain the in- 
tegrity of the income tax system.” Jd. at 
1024. The legislative history of the pro- 
vision makes it clear that the penalty was 
not intended for “innocent or inadvertent 
mathematical or clerical errors.” Jd. It is 
equally clear when the penalty is to be 
imposed: 


[T]he penalty . .. is immediately as- 
sessable against any individual who files 
...a Form 1040... which contains al- 
tered or incorrect descriptions of line 
items. ... Such purported “returns” are 
clearly not designed to inform the Secre- 
tary of the filer’s income and are not in 
processible form. The penalty will be 


- immediately assessable against any indi- 


- vidual filing a “return” in which many or 


all of the line items are © not filled i in except 


657, 42 L. Ed. 2d 666; State of Illinois v. 


Id.; S. Rep. No. 494, 97th Cong., 2d Sess. 
at 278. 


The district court’s review of a penalty 
assessment “is merely a determination of 
whether the penalty, ... was properly im- 
posed.” 1982 U. S. Code Cong. & Adm. News 
at 1025. 


The penalty here was properly imposed; 
the plaintiff's claim for a refund of the 


penalty paid and an additional refund is 


meritless. See Lovell v. United States [85-1 
ustc J 9208], No. 84-1547, slip op. at 3 (7th 
Cir. Dec. 18, 1984) (per curiam). The gov- 
ernment has established all of the requisite 
elements for § 6702(a) liability. The returns 
filed by plaintiffs indicate that the self- 
assessments are substantially incorrect. The 
plaintiffs received income in each of the 
years at issue, yet their returns indicate that 
they earned no income. See Davis v. United 
States [84-2 ustc J 9808], 742 F. 2d 171; 
172 (Sth Cir. 1984) (per curiam); Holker v. 
United States [84-2 ustc J 9602], 737 F. 2d 
751, 753 (8th Cir. 1984) (per curiam). And 
there is absolutely no doubt that the legal 
contentions advanced by the plaintiffs are 
frivolous; indeed, plaintiffs’ arguments are 
patently absurd. Lovell, supra, at 4. 


Federal income tax is neither unconstitu- 
tional, Parker v. Commissioner [84-1 ustc 
1 9209], 724 F. 2d 469, 471 (Sth Cir. 1984), 
nor voluntary. Lovell, supra, at 4. In addi- 
tion, contrary to the Milners’ contention, 
there is no right to a jury trial on the issue 
of assessing a penalty under the Internal 
Revenue Code. Lonsdale v. C. I. R. [81-2 
uste § 9772], 661 F. 2d 71 (5th Cir. 1981); 
Olshausen v. C. I. R. [60-1 uste J 9142], 273 
F. 2d 23 (7th Cir., 1960), cert. denied 363 
U. S) 820, 80'S. Ct 1256, 4 Le Ed: 2d 1517; 
Neal v. Regan, 587 F. Supp. at 1562 ae 1D). 
Ind. 1984). 


FEES & COSTS. Rule 54(d) of the Fed. 
eral Rules of Civil Procedure permits this 
court to award costs “to the prevailing 
party’ in an action, Such an award is a 
matter within the trial court’s sound dis- 
cretion. Marcus v. National Life Ins. Co., 
422 F. 2d 626 (7th Cir, 1978); Clark v. Um- 
versal Builders, Inc., 501 F. 2d 324 (7th Cir. 
1974), cert. denied 419 U. S. 1070, 95 S. Ct. 


Sangamo Const. Co., 657 F. 2d 855 (7th 
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See Badillo v. Centeral Steel & Wire Co., 
717 F. 2d 1160, 1165 (7th Cir. 1983). That 
is the case here.t See Komanski v. I. R. S., 
588 F. Supp. 974, 979 (N. D. Ind. 1984). 


Conclusion 


It is therefore ORDERED that the de- 
fendant’s Motion to Dismiss or for Sum- 


of the court is directed to enter judgment 
accordingly. 


It is further ORDERED that the de- 
fendant’s Motion for an Award of Attor- 
ney’s Fees and Costs is GRANTED. The 
government shall file with this court, within 
15 days of the date of this order, a sub- 
mission as to the fees and costs it has in- 


mary Judgment is GRANTED. The clerk curred in defending this suit. 


[19310] Wallace Kraus, Plaintiff v. United States of America, Defendant. 
USS District Court, East. Dist.“NP-Y., @Vic82-0435, 2/5/85. 


[Code Secs. 6501 and 6672] 


Penalties, civil: Failure to collect and pay over tax: Corporate officer or employee: 
Willfulness: Statute of limitations: Bankruptcy and receivership proceedings.—A corporate: 
president was authorized to sign checks on two corporate checking accounts—one for’ 
payroll and one for expenses—and was a responsible person who failed to collect and 
pay over withheld income and social security taxes of corporate employees, and instead,. 
pursuant to instructions from his superiors, continued to sign checks to pay other cred- 
itors, including corporate employees, with full knowledge that the withheld taxes were 
being used for that purpose and that there were no other moneys available for the 
payment of those taxes. The fact that the president could not disburse large sums on 
his signature alone did not mean that he was not a responsible person. He had significant. 
control and could have prevented the dissipation of corporate funds by refusing to sign 
the checks, and any order by a supervisor not to pay the taxes due, even under penalty 
of dismissal, did not make him any less responsible for their payment. In addition, the 
president’s conduct was considered willful because he intentionally failed to pay over the 
taxes due, by preferring other creditors, and the payment of net wages where there were 
no available funds in excess of net wages from which to make withholding was a willful 
failure to collect and pay over. Furthermore, the president did not have a defense to 
willfulness in that he advised the Treasury that his corporation was about to go bankrupt, 
and urged it to file and assert liens against the corporation to protect its interests. 
Here, there was no agreement between the president and the IRS for the IRS to assert 
liens over the corporation, and if necessary, to levy and seize assets, which the IRS 
did not do in any event. Besides, the government was not required to seek first to collect 
from the corporation in Bankruptcy Court before assessing responsible officers. Finally, 
the assessment was timely in that it was imposed within three years after the trustee in 
bankruptcy filed the corrected returns. The purported mailings of returns, without 
evidence of actual deposit in U. S. mails, did not constitute a filing and did not trigger 
the running of the statute of limitations. It was also well settled that delivery of the 
returns to an investigating IRS agent did not constitute such filing as triggers the running 
of the statute of limitations, nor did the preparation and execution of substitute returns 
by the Secretary under Code Sec. 6020(b). Back references: { 5445.087, 5569.013, 5569.014, 
and 5569.074. 


Murray Appleman, 225 Broadway, New York, N. Y. 10007, for plaintiff. Charles 
Fash, Richard Prendergast, Department of Justice, Washington, D. C. 20530, for defendant. 


Amended Decision and Order After Trial U. S. C. 6672. This assessment constituted 


Jorpan, Magistrate: This is an action to 
recover $425.00 paid by the plaintiff on ac- 
count of an assessment of $204,656.77 im- 
posed by the defendant pursuant to 26 


1The Seventh Circuit Court of Appeals re- 
cently held that taxpayers who put forth such 
frivolous arguments in bad faith, were subject 
to sanctions on appeal. See Lovell, supra, at 4; 
Franzow v. Commissioner, 739 F. 2d 265, 269-70 
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a 100% penalty imposed upon the plaintiff 
as an allegedly responsible person by rea- 
son of the failure of Advance Hudson 
Mounting and Finishing Co., Inc., his em- 
(7th Cir. 1984). See also Edgar v. Inland Steel 
Co. [84-2 ustc ] 9819], 744 F. 2d 1276, 1278 (7th 


Cir. 1984); United States v. Ekblad, 732 F. 2d 
562 (7th Cir. 1984). 
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ployer, to pay federal withholding and so- 
cial security taxes for the five consecutive 
quarterly periods commencing January 1, 
1969, and ending March 31, 1970. The 
defendant asserts a counterclaim for the 
balance of the amount assessed. 


Pursuant to stipulation of the parties the 
case was tried before the undersigned mag- 
istrate, sitting without a jury, with any 
appeal from the judgment to be entered 
herein to be taken to the Court of Appeals. 


The facts are not contradicted and are 
found in accordance with the testimony. 
More specifically, the following facts have 
been established by the preponderance of 
the credible evidence. 


Findings of Fact 


1. Jurisdiction of this court is invoked 


under 28 U. S. C. 1346(a) (1). 


2. Plaintiff, Wallace Kraus, was president 
of Advance Hudson Mounting and Finishing 
Co., Inc. (“Advance”) from its inception 
in 1968 until November 1969, when he 
became executive vice-president and re- 
mained in such position until February 1970. 


3. Advance failed to pay to the United 
States Government, income and social se- 
curity taxes withheld from its employees’ 
income and also the employer’s social se- 
curity taxes for the four calendar quarters 
of 1969 and the first quarter of 1970. 


4. During the four quarters of 1969 and 
the first quarter of 1970 when Advance was 
closed down, plaintiff, Wallace Kraus was 
authorized to sign checks on the two cor- 
porate checking accounts—one for payroll 
and one for expenses. 


5. Wallace Kraus was also authorizedt 


to sign Advance’s tax returns during the 
relevant periods. 


6. On October 15, 1979, a delegate of 
the Secretary of the Treasury made assess- 
ments against the plaintiff, pursuant to 
Sections 6671 and 6672 of the Internal 
Revenue Code of 1954 (26 U. S. C.), of a 
one hundred percent penalty for his willful 
failure to collect, oes account for and 


1970, and failed to rectify the delinquency 
at a time when there were funds available 
to pay the United States. . 


8. During the period that Advance failed 
to pay to the United States the withheld 
income and social security taxes of its em- 
ployees, Wallace Kraus, pursuant to in- 
structions from his superiors continued to 
sign checks to pay other creditors, including 
its employees with full knowledge that the 
withheld taxes were being used for that 
purpose and that there were no other 
moneys available for the payment of those 
taxes. 


9. There was no testimony from anyone 
with personal knowledge of the facts, that 
the required tax returns (Form 941) for the 
five relevant quarters were actually mailed 
to the I. R. S. 


10. On or about February 12-15, 1970 
Mr. Kraus handed executed returns for 
each of the five relevant quarters to agents 
of the I. R. S. at his place of business. 
These documents, copies of the original 
returns, were obtained from the firm’s 
accountant, Harold Tepper by the agents 
at Mr. Kraus’ suggestion. Being unsigned 
the agents took them to Mr. Kraus who 
then signed each of them and handed them 
back to the agents. 


11. Similar returns were also prepared 
by the Government on an unspecified date 
using information received from Harold 
Tepper, pursuant to authority contained in 
26 U. S. C. 6020(b). | - 

12. Corrected returns were also filed by 


Advance’s trustee in bankruptcy on Jan- 
uary 5, 197. 


Conclusions of Law 


A. This court has jurisdiction over the 
parties and of the subject matter of this 
proceeding under 28 U. S. C. 1346(a) (1). 


B. Advance was an employer within the 
meaning of 26 U. S. C. 3102(a) and 3402(a) | 
which was required to deduct and withhold 


‘income and social security taxes from: the 


wages paid to its employees. 


C. Wallace Kraus was Sh responsible 
Eva within the meaning of 6671 of the 
nue Sets ois Le who failed 
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D. Wallace Kraus had a fiduciary rela- 
tionship towards the government in that he 
had an obligation to protect the money due 
and owing to the Federal Government. 


E. Wallace Kraus’ failure to collect, 
truthfully account for, and pay over the 
withheld income and: social security taxes 
was willful. 


F. Wallace Kraus’ utilization of the 
withheld income and social security taxes 
for the payment of other creditors was a 
willful attempt to defeat the payment of 
these taxes. 


G. The collection of this assessment is 
not barred by the applicable statute of 
limitations. 


Discussion 


At the outset, under 26 U. S. C. 6672, the 
government must come forward and estab- 
lish the tax liability, that the person assessed 
was under a legal duty to collect, account 
for, and pay over the tax, and that the 
failure to do so was willful. Cella v. United 
States, 80-1 ustc J 9369 (E. D. N. Y. 1980); 
Spivak v. Umited States [66-1 ustc § 9394], 
254 F. Supp.-517 (S. D. N. Y. 1966), aff'd 
[67-1 ustc $9158], 370 F. 2d 612 (2d Cir. 
1967), cert. dented, 387 U. S. 908. The tax- 
payer has the burden of showing that the 
assessment is unreasonable, that he is not a 
person subject to the penalty, or that the 
failure to pay the tax was not willful. 
Horowitz v. Umted States, 339. F. 2d 887. 


Clearly, the failure to pay the taxes was 
willful. Federal taxes deducted from em- 
ployee’s earning constitute a trust fund in 
the hands of the employer for the benefit of 
the United States. 26 U. S. C. 7501. The 
very purpose of Section 6672 is to assure 
payment of withheld taxes by subjecting 
the employer’s responsible officials to civil 
penalties. Slodov v. United States [78-1 
ustc {ff 9447], 436 U. S. 238, 247 (1978). To 
be willful, all that is necessary under Sec- 
tions 6671 and 6672 is that a responsible 
person voluntarily, consciously, and inten- 
tionally fails to collect, account for and pay 
over the taxes due. Further, willfulness is 
shown if a responsible person knows or is 
aware that money owing to the government 
for unpaid withholding taxes is used for 
other purposes. Hornsby v. United States 
[79-1 ustc J 9188], 588 F. 2d 952, 954 (5th 
Cir. 1979). No showing of bad faith or im- 
proper motive is necessary. White v. United 
States [67-1 ustc J 9250], 373 F. 2d 513, 521 
(Ct. Cl. 1967). 
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Mr. Kraus’ conduct must be considered 
willful because he intentionally failed to pay 
over the taxes due, and he preferred other 
creditors, including Advance’s employees, 
over the United States Government. It is 
irrelevant that the available funds were dis- 
bursed in order to keep Advance in business, 
and with the expectation that sufficient 
revenue later would become available to pay 
the United States. Emshwiller v. United 
States, 76-2 ustc J 9802 (Neb. 1976), aff'd in 
part and rev'd wm part, [77-2 ustc J 9744] 565 
F. 2d 1042 (8th Cir. 1977). As noted in 
Sorenson v. Umted States [75-2 ustc J 9694], 
5216 He2d) 325° (Oth ‘Cirs1975): 


The payment of net wages in circum- 
stances where there are no available funds 
in excess of net wages from which to make 
withholding is a willful failure to collect 
and pay over under § 6672. We reach this 
conclusion because under such circumstances 
there exists an intentional act to prefer 
other creditors holding wage claims over 
the United States. Employees to whom 
wages are owed are but a particular type of 
creditor. There is no basis in law for 
preferring the wage obligation to them over 
the withholding obligation to the Govern- 
ment. One who has voluntarily disabled 
himself from meeting this tax obligation by 
using all funds for wages has engaged in a 
willful act. Id. at 328-29. 


Mr. Kraus does not have a defense to 
willfulness in that he advised the Treasury 
that Advance was about to go bankrupt, 
and urged them to file and assert liens 
against Advance to protect its interests. 
Unlike the facts in Tozier v. United States, 
65-2 ustc J 9621 (W. D. Wash. 1965), there 
was no agreement between Mr. Kraus and 
the IRS, that the IRS would assert liens 
over the corporation, and that the IRS, if 
necessary, would levy and seize assets of 
Advance, to be applied to the payment of 
employment taxes. Also, the IRS did not 
actually seize property of Advance and then 
later release the property seized to the 
bankruptcy court as in Joster. It was for 
these reasons that the court in Tozier found 
that the fault for not paying the tax and 
penalty under § 6672 lies with the United 
States Government, not with Mr. Tozier. 
That case is clearly distinguishable from this 
one on its facts. 


The principal remaining question in this 
respect is whether Mr. Kraus was a respon- 
sible person within the meaning of § 6672. 
He claims he had no authority to sign 
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checks for over $150 without the approval 
of Mr. Manning of Capital Holding Com- 
pany, and that therefore he had no authority 
to pay over to the withholding taxes owing 
to the United States. The plaintiff further 
claims that although he was president of 
Advance, this was merely a title and that 
Capital owned Advance and controlled all 
of its finances. Therefore, he claims, he was 
under no duty to satisfy the tax obligations 
of Advance upon which the aforesaid as- 
sessment is based. His final claim is that 
the government should have protected its 
interests in the bankruptcy proceedings, 
and not let the corporate assets be sold at 
auction for a small percentage of their worth. 


The key to liability under § 6672 is con- 
trol of finances, that is, the power to control 
the decision-making process by which the 
corporation allocates funds to other creditors. 
Haffa v. United States [75-1 ustc { 9491], 
516 F. 2d 931, 936 (7th Cir. 1975). A re- 
sponsible person is the one who has the 
final word as to what bills should or should 
not be paid. Final does not mean that the 
person must have exclusive control. Sig- 
nificant control is sufficient. Dudley v. 
United States [70-2 ustc $9520], 428 F. 2d 
1196, 1201 (9th Cir. 1970). Mr. Kraus had 
significant control of what bills should or 
should not be paid. He ran the day-to-day 
operation of the corporation, he signed all 
checks, and he had the right to pay the em- 
ployees and other creditors without the ap- 
proval of Mr. Manning. 


The fact that Mr. Kraus could not dis- 
burse large sums on his signature alone 
does not mean that he is not a responsible 
person. He could have prevented the dissi- 
pation of corporate funds by refusing to 
sign the checks. Bolding v. United States 
[77-2 USTC: 1.973715, 500) Fe 2deoGan etal 
1977). As a co-signer on all checks who 
knowingly diverts trust funds to other 
sources, he is personally liable. Silberberg 


vy. United States [73-1 ustc J 9198], 355 F 


Supp. 1163 (S. D. N. Y. 1973). Mr. Kraus 
can not use the excuse that Mr. Manning 
would not allow him to pay the taxes. The 


fact that a responsible person is ordered 


by a supervisor not to pay the taxes due, 
even under penalty of dismissal, does not 

less responsible for their 
United States [83-2 
9 ade Cir. eis 


7 9300 (W. D. N. Y. 1980) ; Monday v. United 


States [72-2 ustc J 9723], 342 F. Supp. 127% 
(E. D. Wis. 1972), aff'd, [73-2 ustc J 9589] 
478 F. 2d 1404 (7th Cir. 1973), cert. denied, 
414 U. S. 910. 


The plaintiff’s second i is that he 
is not liable for the penalty provided by 26 
U. S. §§ 6671 and 6672 because the statute 
of limitations bars this action. The general 
statute of limitations on assessment and 
collection of taxes is three years. The Gov- 
ernment concedes that the exception to that 
rule which provides that “in case of willful 
attempt in any manner to defeat or evade 
tax imposed by this title, the tax may be 
assessed or a proceeding:in court for the 
collection of such tax may be begun with- 
out assessment, at any time” is inapplicable 
to ithiskcasesyzZor Us. Cersi0501(e)(2) ale 
does not claim that Mr. Kraus willfully 
sought to defeat or evade the tax. It claims 
only that he failed to pay it. Under such 
circumstances the Government has never 
sought to invoke this exception. 


The parties are in dispute as to the pre- 
cise sequence of events, but the findings of 
fact recited above are consistent with the 
stipulated facts and the testimony. In any 
event, the issue does not turn on whose 
contention is correct. 


There was no satisfactory proof of filing 
of the original returns. There was no evi- 
dence of actual deposit in the U. S. mails. 
Testimony of a business practice of regu- 
larly depositing each days mail in a U. S. 
mail box without the testimony of the per- 
son who takes the mail to the mail box is 
not sufficient for this purpose. Gardam v. 
Batterson, 198 N. Y. 175, 178 (1910); Nassau 
Ins. Co. v. Murray, 46 N. Y. S. 2d 828, 414 
N. Y. S. 2d 117 (1978), Nassau Ins. Co. v. 
Federal Ins. Co., S. Ct. Queens Co., N. Y. 
Law Journal, Oct. 2, 1981, pg. 14 col. 4. 
Further, there is no evidence of receipt 
thereof by the IRS as required by § 7502(a). 
The purported mailings of these returns, 
therefore did not constitute a filing and did 
not trigger the running of the statute of 
limitations. 


It is well settled that delivery to an in- 
vestigating IRS agent does not constitute 
such filing as triggers the running: of the 
statute of limitations. Helvering v. nae 
1 TTPO S9 2 2d 865 , 868 
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290 U. S. 691 (1933). This is true even 
though the Commissioner could have ac- 
cepted such a tender as a filing. See U.S. v. 
Dolmage [59-1 ustc 9122], 166 F. Supp. 
202 (D. Md. 1958). 


Similarly, the preparation and execution 
of substitute returns by the Secretary under 
authority of 26 U. S. C. § 6020(b) did not 
cause the statute of limitations to start to 
run. The statute expressly so provides. 26 
U. S. C. 6501(b)(3). Since none of these 
three events constituted a filing sufficient to 
trigger the running of the statute of limi- 
tations, the assessment is concededly timely 
for it was imposed within three years after 


the trustee in bankruptcy filed the corrected 
returns. 
Conclusion 
The Clerk is directed to enter judgment 
in favor of the defendant and against the 


plaintiff in the sum of $204,656.77 plus in- 
terest as follows: 


10/15/79— 1/31/80 @ 6% 

2/ 1/80— 1/31/82 @ 12% 

2/ 1/82—12/31/82 @ 20% 

1/ 1/83— 6/30/83 @ 16% compounded 
daily 

7/ 1/83—date @ 11% compounded 
daily 


plus costs and disbursements. 


[7 9311] Elaine M. Guziak, Plaintiff v. John Guziak, Defendant, Krueger, Thums, 


Tlusty, Hittner & Kennedy, S. C., and River Valley State Bank, Garnishees v. The 
United States of America, Intervenor. Trembath, Hess & Miller, S. C., Plaintiff v. John 
Guziak, Defendant, Krueger, Thums, Tlusty, Hittner & Kennedy, S. C., Garnishee De- 
fendant v. The United States of America, Intervenor v. Elaine M. Guziak, Impleaded 
Defendant. 


U. S. District Court, West. Dist. Wis., 84-C-787-S, 84-C-795-S, 2/19/85. 


[Code Sec. 6323] 


Lien for taxes: Priority: Attorney’s lien: Judgment creditor.—A tax lien on a fund, 
created by a husband in contemplation of the settlement of a divorce dispute and the 
subject of related garnishment actions, had priority over the wife’s subsequent judg- 
ment lien. To the extent that a claim for attorneys’ fees owed to the wife’s attorneys 
was a judgment lien, it did not have priority over the tax lien perfected earlier. Also, the 
fund was not one against which an, attorney’s lien could attach with priority over a federal 
tax lien under Code Sec. 6323(b)(8) because the fund was not produced by the wife’s 
attorneys’ efforts since the case was never settled and the fund never belonged to the 
attorneys’ client. Back references: {| 5362.0191 and 5362.78. 


J. Grassa, 46 Gerald Road, Milton, Mass. 02186, for Elaine M. Guziak, Richard 
Bolte, Bradley, Hoover & Brady, 107 Sixth St., Wausau, Wisc. 54401, for John Guziak, 
George Richards, David Albright, Tinkham, Smith, Bliss, Patterson, 630 Fourth St., 
Wausau, Wisc. 54401, for Krueger firm. Mary Bielefeld, Department of Justice, Wash- 
ington, D. C. 20530, for intervenor. 


Order 


SHABAZ, District Judge: This action is 
before the Court on the petition of the 


happens to be an attorney in Orange 
County, California, also has a bit part in 
this drama, although he is not a party. 


United States for removal from the Cir- 
cuit Court of Marathon County, Wisconsin. 
The United States invoked the provisions 
of 26 U. S. C. § 7424 and 28 U. S. C. § 1444 
for purposes of jurisdiction which the Court 
has previously found to be proper. Presently 
pending are numerous motions for sum- 
mary judgment. The basic question these 
consolidated cases present is the priority 
of claims to a sum of money. The long 
and tortured history of this case is as 
follows: 
Facts 


Elaine and John Guziak (hereinafter 
“Elaine” and “John’) had been husband 
and, wife since 1946. Their son, James, who 


1985 Standard Federal Tax Reports © 


7 


On July 1, 1977, the story begins with 
Elaine’s retention of the law firm of Trem- 
bath, Hess & Miller (“Trembath”) of 
Wausau, Wisconsin, to represent her in a 
divorce action in the Circuit Court of 
Taylor County, Wisconsin. John was living 
in Little Rock, Arkansas by this time. 
Elaine was living in the family homestead 
in Medford, which is in Taylor County. 
The homestead was apparently encumbered 
by a mortgage to the Bank of Medford. 
Elaine was awarded a divorce by judgment 
entered on September 10, 1979. 


The judgment awarded her some prop- 
erty, alimony (actually denominated “main- 
tenance payments” under Wisconsin law) 
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of $1,200.00 per month, and also ordered 
John to pay certain fees in excess of 
$60,000.00, which included Elaine’s attor- 
ney’s fees which at that time amounted to 
$14,746.00.1 The judgment was amended on 
June 8, 1982 on remand after an appeal by 
John which mandated modification of the 
property settlement. The new judgment 
provided for payment of Elaine’s attor- 
ney’s fees of $20,000.00 directly enforce- 
able by the law firm against John, with 
Elaine to be responsible for any balance. 
The alimony award had been affirmed on 
appeal. 


The judgment on remand was also ap- 
pealed and was not finally disposed of 
until February 14, 1984, when the Wiscon- 
sin Supreme Court denied a petition for 
review. 


The Trembath firm continued to repre- 
sent Elaine in the divorce action, at least 
according to its records, through this 
second appeal, by which time its claim for 
attorney’s fees reached $46,792.08. No pay- 
ment has ever been made. The 1982 judg- 
ment awarding $20,000.00 in fees was 
docketed and filed in Marathon County on 
April 19, 1984. 


Meanwhile, the Guziaks, through the in- 
tervention of their son, James, were at- 
tempting to resolve their divorce-related 
financial disputes. The impetus for this 
attempt appears to have been dichotomous. 
On the one hand, Elaine was having finan- 
cial problems. In April 1982 she retained 
the law firm of Krueger, Thums, Tlusty, 
Hittner & Kennedy (“Krueger”), of Scho- 
field, Wisconsin, to represent her with re- 
spect to the Bank of Medford’s foreclosure on 
the homestead. Trembath was having no 
part of this action, as it hadn’t been paid. 
The Krueger firm would soon become a 
major supporting player. 


On the other hand, John, by the fall of 
1983, was very anxious to take part in 


Wisconsin’s Autumn Rite of Passage, also 


known as deer hunting season. But he was 
afraid that Elaine would have him arrested 
for nonsupport if he entered Wisconsin. 


Entering from stage west was son, 
James, who called Bradley Kennedy of the 
Krue er firm in mid- ae es pnt a 


to a letter from Kennedy to John’s Wis- 


consin attorney, Richard Bolte, the settle- 
ment provided for the payment of $50,000.00 
from John to Elaine; alimony of $500.00 
per month commencing November 15, 1983; 
an agreement to indemnify and hold harm- 
less Elaine for state and federal tax liens; 
and an exchange of quit-claim deeds to 


various pieces of property as they had 


been awarded under the divorce decree. 


Then things became very strange. While | 


the details were being worked out, John and : 


Elaine came to an agreement whereby 
John would deposit $30,000.00 with the 
Krueger firm and $20,000.00 with son 
James, and Elaine would, in return, not 
have John arrested during deer hunting 
season. This agreement was actually re- 
duced to writing, and both Elaine and John 
signed’ it. 
cember, the Krueger firm gave $2,000.00 
from the $30,000.00 deposited with it in its 
trust account to Elaine for living expenses, 
after first obtaining John’s consent. 


During the same period, the stipulated 
settlement discussed above was reduced to 
writing, but John decided to back out, ap- 
parently because of reservations concern- 
ing how long he would have to pay the 
$500.00 per month alimony. This occur- 
rence understandably caused the Krueger 


Sometime in November or De- 


firm some concern. Krueger advised Elaine 


that it found itself in the middle of pos- 
sibly conflicting claims, and that she ought 
to get herself another lawyer, which she 


did. James, being blessed with the same | 


kind of vision, filed an interpleader action 
in California concerning the $20,000.00 he 
was holding. 


This brings us to the New Year, 1984. On 
January 19, 1984, Elaine, by her new at- 
torney, filed, of all things, a garnishee 
complaint against John as defendant and 


Krueger and the River Valley State Bank 


of Rothschild, Wisconsin (Krueger’s de- 
pository, presumably) as garnishees. An 


answer from the bank was apparently filed, © 


but is not of record here and we will hear 
no more from it. This action was docketed 


as case number 84-CV-72 in the Circuit Court — 
of Marathon County, Wisconsin. Elaine’s 
complaint was grounded on a June 1981 
Taylor County Circuit Court judgment for 
her in the amount of $27,170.00, the source 
of this number being a ete Krueger, in in 
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answering the complaint, admitted that a 
judgment had been so entered and alleged 
that the $28,000 still in its hands was a 
“sum: [which] was paid into such [trust] 
account by the principal defendant John 
Guziak.” John answered on March 20, 1984, 
having been served in Arkansas on Febru- 
_ ary 16, that Krueger had $28,000.00 plus 
interest “belonging to John Guziak . in 
a trust and fiduciary capacity and ities gare 
nishment is, therefore, ineffective and im- 
proper.” He also alleged that the judgment 
underlying the action was void due to the 
failure of Elaine to establish personal juris- 
diction over him. He also alleged, as an 
affirmative defense, that the funds were 
being held “pursuant to negotiations for a 
stipulated settlement to a marital dispute” 
and that the funds were being held by 
Krueger in a fiduciary capacity “who ac- 
cepted such funds in their capacity as the 
attorney for Elaine Guziak.” Thus, argues 
the answer, Elaine as plaintiff is trying to 
garnishee herself, disregarding, of course, 
the prior allegation that it was John’s 
money. The answer also set up a counter- 
claim and cross-complaint, alleging that 
Elaine and Krueger were conspiring to de- 
prive John of the $28,000.00 with knowledge 
that the judgments were void. (John’s money 
again?) Elaine and Krueger filed general de- 
nials in response to the cross-complaint and 
counterclaim. 


Then, on April 24, 1984, Trembath filed 
a garnishee complaint against John as de- 
fendant and Krueger as garnishee for 
$20,000.00, representing the judgment for 
attorney fees which it had docketed and 
filed on April 19, 1984. This action, also 
filed in the Marathon County Circuit Court, 
was assigned case number 84-SC-1017. 
Krueger answered on May 15, admitting 
that John had paid the sum of $28,000.00 
into Krueger’s trust account, but stating 
that the property was no longer under its 
control as Elaine had filed her action, and 
also because the account “had been at- 
tached by an Internal Revenue Service No- 
tice of Levy served on the Garnishee 
Defendant [Krueger] on May 8, 1984.” This 
is the first hint of how a federal court comes 
to be involved in a divorce dispute and re- 
lated garnishment actions. 


John answered this complaint on May 23, 
1984, generally denying that the money 
was subject to garnishment. On July 5, 
1984, Trembath filed a reply to Krueger’s 
answer, asserting superiority of its claim 
to those of both Elaine and the IRS. On 
June 27, 1984, both garnishment actions 
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were consolidated and assigned to Judge 
Ronald Keberle. 


Things may have proceeded nicely to a 
reasonable and logical conclusion before 
Judge Keberle, who is well known for both 
attributes, but for the entry of a new 
player. On August 21, 1984, the United 
States, by the Tax Division of the Depart- 
ment of Justice, moved to intervene. Its 
complaint in intervention cited several No- 
tices of Tax Lien filed against both Elaine, 
individually, and John and Elaine jointly, 
which had been filed at various times be- 
tween 1980 and 1983 in the counties of 
Taylor and Sawyer in Wisconsin, and Pu- 
laski in Arkansas. The total of the tax 
liens, according to the complaint, was 
$2,067.10 against Elaine, and $151,887.44 
against John and Elaine jointly, both in- 
cluding interest and penalties through July 
31, 1984. The complaint also alleges that a 
Notice of Levy was served on Krueger on 
May 8, 1984. 


The motion to intervene was granted by 
Judge Keberle on September 17, 1984, and 
the matter was proceeding to a trial on the 
briefs when the United States petitioned for 
removal to this Court on October 2, 1984. 
By this time, Judge Keberle had ordered 
that Elaine be impleaded as a defendant in 
84-SC-1017 on September 28, 1984. Also on 
September 28, Trembath filed an amended 
garnishment complaint, alleging the same 
judgment for attorney’s fees against John, 
and also alleging an attorney’s lien for the 
entire amount of its fees against the fund 
by virtue of the judgments obtained for 
Elaine. Also on file are answers to this 
amended complaint. Krueger had, pursuant 
to Judge Keberle’s order, moved for sum- 
mary judgment, seeking to establish itself 
as a mere stakeholder and asking that it be 
dismissed upon payment of the fund to the 
Clerk of Court. 


This Court has previously denied, with 
understandable misgivings, a motion by 
Trembath to remand this matter to the 
Marathon County Circuit Court, based in 
large part on Trembath’s view of the per- 
fidy of the tax collector. These cases have 
been consolidated here as well, this 
Court’s case numbers 84-C-787-S and 
84-C-795-S corresponding to the Marathon 
County Court’s 84-CV-72 and 84-SC-1017, 


respectively. 
Memorandum 


The main issue before the Court on the 
four motions for summary judgment; filed 
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by the United States, the Trembath law 
firm, the Krueger law firm, and John Gu- 
ziak; is the priority to the fund held by the 
Krueger firm between the United States 
and Trembath. John Guziak essentially 
supports the claim of the United States. 


With the exception of the cross-claim 
and counterclaim filed by John Guziak 
against Elaine Guziak and Krueger, it is 
conceded by all parties that the only inter- 
est of the Krueger firm in this case is as 
a mere stakeholder, It is holding a sum 
of money deposited by John which is the 
subject of conflicting claims, none of which 
Krueger has any interest in defending or 
supporting. Accordingly, it is proper to 
dismiss the garnishment claims against 
Krueger pending the payment of the funds 
as directed by the Court. 


The cross-claim/counterclaim filed by 
John Guziak against Krueger and Elaine 
Guziak is grounded on a conspiracy between 
the two to deprive John of the money he 
paid into Krueger’s trust account. Accord- 
ing to the brief filed by John Guziak, the 
theory of this claim is that Krueger received 
the funds as a trustee pending a stipulated 
settlement of the divorce. As will be seen 
below, the Court fully agrees with that 
characterization of the fund. The brief goes 
on, however: 


A responsible trustee follows the terms 
and conditions of his trust, which in this 
case meant that he would distribute those 
funds pursuant to the stipulation if it had 
been worked out and, if not, he would re- 
turn the funds to the party who deposited 
the same with his office. A responsible 
trustee does not have Mrs. Guziak go out 
and hire another attorney to garnishee 
him as her first attorney and ask him to 
breach the terms of the trust under which 
he obtained the funds, especially when 
those funds are not even subject to gar- 
nishment, as is spelled out hereinabove. 
Such an act constitutes collaboration and 
conspiracy and supports the cause of ac- 
tion for the same. 


Brief of John Guziak, October 19, 1984, 
Docket No. 9, 84-C-787-S, page 5-6. 

The Court finds this argument without 
any merit whatsoever. The Reuepes firm 


common sense,* for putting itself in the 


position of receiving the funds in trust from 


John Guziak while its client, Elaine Guziak, 
had unassailable claims for back alimony 
against him. But its actions after receiving 
the funds bespeak of no wrongdoing. 
Krueger paid out $2,000.00 of the funds 
only after receiving the consent of John. 
And, after the conflict of interest in its rep- 
resentation of Elaine and its status as trustee 
over the funds became apparent with the 


failure of the settlement, it advised Elaine 


to obtain other counsel. There is no evi- 


dence that Krueger advised Elaine to file a 
garnishment action, as intimated by the 


brief, but even if Krueger did so, such an 
action allowed for a court to determine the 
right to the funds with notice to John. In 
other words, the conflicting claims of John 
and Elaine were apparent, regardless of the 
other claims which would arise later, and 
Krueger took the only action possible un- 
der the circumstances. If it had given the 
funds to either John or Elaine, the other 
would have had more than a colorable claim 


for violation of a duty. Accordingly, the. 


cross-claim and 
Guziak will be dismissed. 


counterclaim of John 


With respect to the issue of priority, the 
Court recognizes three claimants to the 


fund at issue here: Trembath, the United 
States, and, although she has made no mo- 
tion for summary judgment, Elaine. When 
the United States is asserting a lien for un- 
paid taxes, federal law governs the resolu- 
tion of priorities among competing claims. 
United States v. Pioneer American Insurance 
Co. [63-2 ustc J 9532], 374 U. S. 84 (1963). 
The provisions of the Federal Tax Lien 
Act, 26 U. S. C. §§ 6321-6326, is the source 
for deciding such questions, and generally 
recognizes the notion that “first in time is 
first in right.” Sgro v. United States [79-2 


ustc 99733], 609 F. 2d 1259 (7th Cir. 1979). 


A federal tax lien arises and is enforce- 
able upon assessment of the tax and demand 
for payment, 26 U. S. C. § 6322. This lien 
has priority over all subsequently filed liens 


arising under state law except for certain 


types of liens specified in 26 U. S. C. § 6323. 
Federal tax liens against John and Elaine 
jointly, sufficient when coupled with inter- 


est 2 ane eee to consume the fund here, 
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were assessed, and demand therefore made, 
on November 5, 1979. 


Elaine’s claim appears to be based on an 
August 1981 judgment* in Taylor County 
and is therefore clearly without priority 
over that of the federal government. Even 

if it is a judgment lien specified in § 6323(a), 
it lacks priority over the tax liens aris- 
ing from the 1979 assessment since the 
United States filed notice of these tax liens 
in accordance with § 6323(f) and Wis. Stats. 
§ 779.97(2), in sufficient amount to cover 
this fund in February, 1980, in the counties 
of residence of both John and Elaine.® 


Thus, it is clear that the government’s 
tax lien is effective against any judgment 
lien perfected subsequent to February 1980. 
Assuming that Trembath’s claim is based 
on nothing more than a judgment lien for 
$20,000.00 created by the August 1982 judg- 
ment on remand, its lien is also without 
priority over the federal lien perfected 
earlier. However, Trembath appears to be 
asserting collection of different theories. 
First, it asserts that it has a prior judgment 
lien in the amount of $14,746.00 by virtue 
of the September 1979 judgment. Second, 
more importantly, it asserts that the 
$20,000.00 judgment and the claim for the 
entire $46,792.08 attorney’s fee charged to 
Elaine are attorney liens accorded super- 


priority by 26 U. S. C. § 6323(b) (8). 


With respect to the $14,746.00 claim from 
September 1979, this amount, quite simply, 
was never perfected, at least until it re- 
ceived recognition in the judgment of June 
1982. According to Wisconsin law: 


A judgment is perfected by the taxation 

of costs and the insertion of the amount 

thereof in the judgment. 
Wis. Stats., § 806.06(c). Whatever judg- 
ment Trembath had with respect to the 
$14,746.00 claim for fees, that amount was 
never inserted in a judgment, as far as 
this record discloses, as early as February 
1980, when the federal lien attached and 
established its priority. Therefore, to the 
extent that $14,746.00 can be accorded status 
as a judgment lien, its priority is secondary 
to the federal tax lien established by the 
filing of notices in February 1980.° At any 


rate, the affidavit of Dale Miller, the Trem- 
bath attorney who apparently performed 
the services, discloses a fact which is mani- 
fest from the judgment itself: that the judg- 
ment of September 1979 was in favor of 
Elaine for the attorney’s fees incurred by 
her, not in favor of Trembath enforceable 
in its own name. Trembath did not be- 
come the holder of that kind of judgment 
until July 1982; that is, until after the 
federal tax lien was filed in accordance 
with § 6323(f). 


The attorney lien presents a harder ques- 
tion. Section § 6323(b)(8) states: 


(b) Even though notice of a lien im- 
posed by section 6321 has been filed, such 
lien shall not be valid— 


* * * 


(8) With respect to a judgment or 
other amount in settlement of a claim 
or of a cause of action, as against an 
attorney who, under local law, holds a 
lien upon or a contract enforceable 
against such judgment or amount, to the 
extent of his reasonable compensation 
for obtaining such judgment or procur- 
ing such settlement. . 


This is one of several “superpriorities” 
recognized under federal law. See gener- 
ally, Overman, Federal Tax Liens: A guide 
to the Priority System of Section 6323 of the 
Internal Revenue Code, 16 Boston College 
Industrial & Commercial Law Review 729 
(1975), cited in Sgro, supra, 609 F. 2d at 
1261. According to this commentator, 


Where pursuant to local law an attor- 
ney is afforded a lien against any fund 
his efforts create for his client, or where 
the attorney holds a contract enforce- 
able against such a fund, the attorney is 
accorded superpriority to the extent of 
his reasonable compensation. 


Id. at 756. This lien is known as a super- 
priority because a tax lien is not valid 
against it regardless of the prior filing of 
notices of tax liens. However, the-attorney 
lien must be perfected under state law. 
McKee-Berger Mansueto, Inc. v. Board of 
Education, 691 F. 2d 828, 832 (7th Cir. 
1982). 


The United States has raised significant 
questions which are persuasive of the prop- 


4 This judgment is not of record, but was pre- 
sumably taken after the remand of the 1979 
judgment. 

5 As Elaine is also indebted to the government 
for back taxes, a determination of her rights is 
perhaps unnecessary. However, she is a plaintiff 
in one of these actions and, while disposal of 
the fund against which she claims would result 
in the dismissal of her claim, it is arguable 
that future proceedings may occur where the 
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question of which claims are being satisfied 
from this fund will be important. It is clear 
that this fund has not, nor, after this decision, 
will it satisfy any claims by or against her, 
aside from the $2,000 she actually received. 
6Nor is the lien ‘‘choate’’ under federal law 
as of the September 1979 judgment, because it 
was unspecific as to amount. United States v. 
ae of New Britain [54-1 usrc 9191], 347 


U. S. 81 (1954). 
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osition that an attorney’s lien has never 
been perfected (and several other such 
questions which clearly lack merit). How- 
ever, it is unnecessary to resolve these 
questions because Trembath misapprehends 
the meaning of the statute. 


It is generally understood that the statutes 
according priority over federal tax liens 
are strictly construed against those relying 
on them. Anno: Priority of Federal Tax 
Liens, 2 L. Ed2d 1823, 1841 (1957). In the 
context of § 6323(b)(8), it appears that the 
statute means to provide priority in favor 
of the attorney, vis a vis a federal tax 
lien, against his client’s funds which his 
efforts produced. The record in this case 
discloses that the funds never belonged to 
Elaine, Trembath’s client, since the settle- 
ment was never consummated. Her inter- 
est in this fund was contingent, at least 
until she filed a garnishment complaint, 
and was never perfected. 


Similarly, the attorney’s lien is effective 
“with respect to a judgment or other 
amount in settlement of a claim or cause 
of action.” While this fund was created 
in contemplation of settlement, it never 
became one. It is not enough to say that 
the fund would never have been created 
but for the judgment obtained in Elaine’s 
favor, as Trembath argues, because the 
fund never settled the case. Simply stated, 


this fund is not one against which an 
attorney lien could attach with priority 
over a federal tax lien. 


It appears that the above resolves all 
issues in these cases with the exception of 
the prayer for relief in the complaint in 
intervention to reduce the claims for taxes 
to judgment. This matter will be ad- 
dressed at trial as previously scheduled. 


In accordance with the foregoing, 


Order 


IT IS ORDERED that the garnishment 
complaints of Elaine Guziak, in 84-C-787-S, 
and Trembath, Hess &, Miller, S. C., in 
84-C-795-S, are DISMISSED without prej- 
udice and without costs. 


IT IS FURTHER ORDERED that the 
cross claim and counterclaim of John 
Guziak in 84-C-787-S is DISMISSED with 
prejudice and without costs. 


IT IS FURTHER ORDERED that 
Krueger, Thums, Tlusty, Hittner and Ken- 
nedy, S. C., pay to the United States that 
sum of money deposited with it by John 
Guziak, together with accrued interest 
thereon, within ten days of entry of final 
judgment in this action, which is scheduled 
for trial to the Court on March 6, 1985, 
commencing at 8:30 A. M. 


[1.9312] James J. Randazzo, Appellant v. United States of America, Department 
of the Treasury, Internal Revenue Service, et al. 


U.S. Court of Appeals, 3rd Circuit, No. 84-3176, 12/27/84. 


[Code Secs. 7402, 7429 and 7430] 


Jurisdiction: Appellate courts: Jeopardy assessments: Award of attorneys’ fees.— 
The U. S. Court of Appeals at Philadelphia (CA-3) held that it had no jurisdiction to 
hear an appeal from a district court decision which had denied the taxpayer’s request for 
attorneys’ fees made in conjunction with its judicial review of a termination assessment. 
Since Code Sec. 7430(e) provides that an order regarding attorneys’ fees shall be incor- 
porated as a part of the underlying decision or judgment in the case and is subject to 
appeal in the same manner as the underlying decision, and since Code Sec. 7429(f) 
provides that any determination made by a district court in connection with the making 
of a termination assessment is final and is not reviewable by any other court, the appel- 
late court could not entertain the taxpayer’s appeal. Back references; {| 5770.0524, 
5784T.023 and 5785B.11. ; 

David A. Goodman, 10 Allegheny Center, Pittsburgh, Pa. 15212, for appellant. J. Alan 
Johnson, United States Attorney, Pittsburgh, Pa. 15219, Glenn L. Archer, Jr., Assistant 
Attorney General, Michael L. Paup, Gilbert S. Rothenberg, Laurie A. Snyder, Depart- 
ment of Justice, Washington; D. C. 20530, for U. S. 


_ Before Atptsert, Chief Judge, BECKER, Circuit Judge, and Ae District Judge.* 


* Honorable Herbert J. Stern, of the United 
States District Court for the District of New 
Jersey, sitting by designation. are 
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Opinion of the Court 


Per CurtamM: The controlling question 
for decision is whether we have jurisdiction 
to entertain an appeal from a judgment of 
the district court denying a request for 
attorney’s fees made in conjunction with 

_ judicial review of a termination or jeopardy 
assessment under the Internal Revenue 
Code. We hold that we have no jurisdiction. 


The Allegheny County (Pennsylvania) 
police arrested the taxpayer, James J. Ran- 
dazzo, for the possession and sale of cocaine. 
A search of his house disclosed a safe 
containing over $50,000 in cash. Further 
investigation led to the discovery that Ran- 
dazzo owned a Cadillac, a Corvette, a van, 
a motorcycle, and a boat, all worth in ex- 
cess of $14,000. At the time of his arrest, 
Randazzo, then 23 years of age, was em- 
ployed as a supermarket clerk at $6.00 an 
hour. Based on this information, the Inter- 
nal Revenue Service, pursuant to 26 U. S. C. 
§ 6851, made a termination assessment 
against him and satisfied the assessment by 
levying on approximately $29,000 of the 
cash seized by the police. 


Pursuant to 26 U. S. C. § 7429(a), Ran- 
dazzo sought an administrative review of 
the assessment. After an IRS appeals 
officer upheld the assessment, Randazzo 
successfully appealed to the district court 
for relief. The district court abated the 
assessment and ordered a return of the 
seized money. The district court, however, 
denied Randazzo’s motion for the award of 
attorney’s fees. Randazzo’s appeal followed. 

Title 26 of the Code, § 7430, provides 
that in the case of any civil proceeding 
brought in a court of the United States in 
connection with the refund of any tax “the 
prevailing party may be awarded a judg- 
ment for reasonable litigation costs incurred 
in such proceeding.” Id. § 7430(a). The Code 
states that ‘reasonable litigation costs” in- 
clude, inter alia, “reasonable fees paid or 
incurred for the services of attorneys in 
connection with the civil proceeding.” Id. 
§ 7430(c) (1) (A) (iv). Randazzo complains 
that the district court erred in not making 
an appropriate award. 


Although meeting the merits of the con- 
tention on appeal, as a threshold matter the 
government argues that we have no juris- 
diction to entertain this appeal. The gov- 
ernment explains that § 7429 provides that 
“Tajny determination made by a district 
court [in connection with the making of 
the assessment] under this section shall be 
final and conclusive and shall not be re- 
viewed by any other court.” § 7429(f). 
Randazzo responds that this prohibition 
of an appeal relates only to the determina- 
tion of the assessment and not to attorney’s 
fees. In reply, the government refers to 
§ 7430(e), which provides that “[a]n order 
granting or denying an award for reason- 
able litigation costs under subsection (a), 
in whole or in part, shall be incorporated 
as a part of the decision or judgment in 
the case and shall be subject to appeal in 
the same manner as the decision or judgment.” 


We are of the view that the statutory 
language is clear and unambiguous. Ac- 
cordingly, no appeal may be lodged in this 
court. Even if the specific language admit- 
ted to some ambiguity, however, the legis- 
lative history clearly militates against the 
contention of the appellant. In its explana- 
tion of this legislation the Senate Finance 
Committee, in its Technical Explanation of 
Committee Amendment, reported: 


The committee intends that the order 
granting or denying an award be appeal- 
able in the same manner, and to the same 
extent, as the decision or judgment in 
the case. Therefore, when a taxpayer 
prevails on the merits of the case, but is 
denied an award of litigation costs, the 
order denying such costs is not sepa- 
rately appealable. 


127 Cong. Rec. S. 15595 (daily ed. Dec. 16, 
1981). 


Faced with both the clear language of the 
statute and the intention of Congress, we 
have no difficulty in holding that this court 
lacks jurisdiction to entertain Randazzo’s 
attorney’s fees appeal. 


The appeal will be dismissed for lack of 
jurisdiction. 


[9313] Stephen M. Paulson, Plaintiff-Appellant v. United States of America, 


Defendant-Appellee. 


U. S. Court of Appeals, 2nd Circuit, Docket No. 84- 6226, 1/22/85.—(758 F. 2d 61.) 
[Code Sec. 6702 and App. R. 38] 


Penalties, civil: Frivolous returns: General constitutional objections: Federal Rules 
of Appellate Procedure: Double costs: Frivolous appeal——A federal court of appeals 
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The Columbus Fruit and Vegetable Cooperative Assn., Inc. v. U.S. 


affirmed the assessment of a frivolous return penalty imposed upon an individual who 
filed a return on which he had responded to every item of information called for with an 
asterisk reference to a footnote invoking a series of constitutional amendments. In light 
of the clearly frivolous arguments raised on appeal, double costs and reasonable attorney’s 
fees were awarded the government in the amount of $2,500. Back references: {| 5595G.30 


and 5880.36. 


Stephen M. Paulson, Thompson, Conn., pro se. Alan H. Nevas, United States Attorney, 


New Haven, Conn., Glenn L. Archer, Jr., 


Assistant Attorney General, Michael L. Paup, 


Gary R. Allen, Bruce R. Ellisen, Department of Justice, Washington, D. C. 20530, for 


defendant-appellee. 


Before Timpers, NEWMAN, and KEArsE, Circuit Judges. 


PER CurtIaM: Stephen M. Paulson appeals 
from a judgment of the District Court for 
the District of Connecticut (Jose A. Cab- 
ranes, Judge) dismissing his complaint 
under 26 U. S. C. § 6703 for refund of a 
civil penalty assessed against him by the 
Internal Revenue Service for filing a frivo- 
lous income tax return, id. § 6702(a). The 
return responded to every item of informa- 
tion called for with an asterisk reference to 


a footnote invoking a series of constitutional. 


amendments, 


The appeal is as frivolous as the return 
for which appellant has been properly as- 
sessed a penalty. The Supreme Court has 
ruled that a self-incrimination claim “against 
every question on the tax return” would be 
“virtually frivolous.” Albertson v. Subver- 
sive Activities Control Board, 382 U. S. 70, 


79 (1965). See also United States v. Schiff 
[80-1 ustc 9112], 612 F. 2d 73, 77-78, 83 
(2d Cir. 1979). 


Appellant’s challenges to the validity of 
the statute penalizing the submission of 
frivolous returns are entirely without merit. 


The judgment of the District Court is 
affirmed. Pursuant to Rule 38 of the Federal 
Rules of Appellate Procedure, appellant is 
assessed double costs in this Court plus a 
reasonable attorney’s fee to the appellee in 
the amount of $2,500, to be paid to the 
United States within fourteen days of the 
date of this decision on pain of penalties 
for contempt. See Schiff v. Commissioner of 
Internal Revenue [85-1 ustc J 9108], 751 F. 
2d 116, 117 (2d Cir. 1984) (per curiam). 
The mandate shall issue forthwith. 


[7 9314] The Columbus Fruit and Vegetable Cooperative Association, Incorporated, 


Plaintiff v. The United States, Defendant. 


U. S. Claims Court, No. 599-83T, 3/27/85.—(7 Cls. Ct. 561.) 


[Code Secs. 1381 and 1382] 


Cooperatives: Patronage dividends: Nonexempt organization.—The Claims Court 
has joined the Eighth Circuit Court of Appeals (Conway County Farmers Assn., CA-8, 
78-2 USTC f{ 9840) in rejecting Rev. Rul. 72-602, 1972-2 CB 510, as too restrictive. That 
ruling bars organizations from attaining cooperative status unless they conduct more than 
half of their business with organization members. An association of fruit and vegetable 
growers was recognized as a cooperative, thereby allowing it to take deductions for 
patronage dividends paid to its members, even though only 24% of the association’s total 
sales of produce were of produce the association purchased from its members. Back 
references: {[ 4849BB.50 and 4849H.26. 


Joseph F. Dillon, John S. Riper, Raymond & Dillon, 400 Renaissance Center, Detroit, 
Mich. 48243, for plaintiff. Glenn L. Archer, Jr., Assistant Attorney General, Neil V. 
Birkhoff, Department of Justice, Washington, D. C. 20530, for defendant. 

Opinion 
_NerresHeIM, Judge: This matter is before 


Facts 
Plaintiff, The Columbus Fruit and Vie. 


the court on cross-motions for summary 
judgment. The parties have stipulated to all 
relevant facts. 
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table Cooperative Association, Incorporated 
(“plaintiff”), an Ohio agricultural coopera- 


_ tive, seeks a refund of federal income taxes 
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in the amount of $2,130.567 paid for fiscal 
years ending March 29, 1980, and March 28, 
1981, with interest, costs, and attorneys’ 
fees. Plaintiff claims deductions of $15,408 
under the Internal Revenue Code (“I. R. C.”) 
§ 1382(b)(1), 26 U. S. C. §1382(b)(1) 
_ (1982), for patronage dividends paid to its 
members in those years. I. R. C. § 1382(b) (1) 
allows payments of patronage dividends to 
be deducted from the income of organiza- 
tions “to which this part [Part I, subchapter 
T (8§ 1381-1383) ] applies.”? Section 1381(a) 
provides in pertinent part: “This part shall 
apply to — (1) any organization exempt 
from tax under section 521 (relating to 
exemption of farmers’ cooperatives from 
tax), and (2) any corporation operating on 
a cooperative basis other than an organiza- 
tion — (A) which is exempt from tax under 
this chapter. . . .” The issue is whether 
plaintiff is a “corporation operating on a 
cooperative basis” within the meaning of 
section 1381(a)(2). Plaintiff does not claim 
to be an exempt organization under section 


BAR 


A cooperative is an organization estab- 
lished for the purpose of purchasing and 
marketing the products of its members, 
1. é., shareholders, and/or procuring supplies 
for resale to the members, whose profits are 
distributed to the members (in the form 
of patronage dividends), not on the basis of 
the members’ equity investment in the co- 
operative, but in proportion to their patron- 
age of it, t.e., the amount of business that 
each member transacts with it. In’a work- 
ers’ cooperative, the members jointly manu- 
facture a product and share in the profits 
of the enterprise based on the amount of 
labor they contribute. See generally Farm- 
ers Cooperative Co. v. Birmingham [49-2 
ustc J 9400], 86 F. Supp. 201 (N. D. Iowa 
1949); Puget Sound Plywood, Inc. v. Com- 
missioner [CCH Dec. 27,419], 44 T. C. 305 
(1965). 
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It is undisputed that plaintiff functions as 
a cooperative in dealings with its members. 
Sales of members’ merchandise, however, 
accounted for only about 24 percent of the 
value of plaintiff's total sales for the tax 
years in question. Approximately nine per- 
cent of its sales were of nonmember grow- 
ers’ produce. The balance, so-called “house 
sales,” were resales of produce purchased 
from other wholesalers. For that reason the 
Internal Revenue Service (the “IRS”) dis- 
allowed plaintiff’s claimed deductions for 
patronage dividends, invoking Rev. Rul. 
72-602, 1972-2 C. B. 511, which provides in 
pertinent part that “[i]f . . . a cooperative 
does operate on a for-profit: basis with its 
nonmembers then in order for it to be con- 
sidered a corporation ‘operating on a coop- 
erative basis’ for purposes of section 
1381(a)(2), it must do more than 50 per- 
cent, in value, of its business with members.” 
Plaintiff challenges the validity of Rev. Rul. 
72-602. 

Discussion 


Observing that a long-standing congres- 
sional policy has favored the growth of 
farmers’ cooperatives, see, e. g., Umted States 
v. Rock Royal Cooperative Inc., 307 U. S. 533, 
562-64 (1939); Farmers Cooperative Co., 86 F. 
Supp. at 211, defendant argues that section 
1381(a) is to be construed as intended to 
further that policy. Based on this view of 
the purpose of section 1381(a), defendant 
urges that Rev. Rul. 72-602 is a reasonable 
interpretation of the statutory phrase “op- 
erating on a cooperative basis,” because it 
selects “the point at which an organization 
becomes more profit-oriented than it is co- 
operative,” Def’s Mot. filed Jan. 11, 1985, 
at 27, as the place to draw the line between 
beneficiaries of the policy favoring coopera- 
tives and entrepreneurial entities, which are 
denied special treatment. 


The purpose of section 138l(a) has 
nothing to do with the policy of encourag- 


1In its complaint plaintiff sought a judgment 
in the amount of $3,096. In its motion for 
summary judgment, plaintiff seeks the lesser 
amount of $2,131, which defendant’s figures, not 
rounded off, diminish by $.44. 

228 U. S. C. § 1382(b) provides, in pertinent 
part: 

Patronage dividends and per-wnit retain allo- 
cations.—In determining the taxable income of 
an organization to which this part applies, 
there shall not be taken into account amounts 
paid during the payment period for the taxable 
year — 

(1) as patronage dividends (as defined in 
section 1388(a)) . . . with respect to patronage 
occurring during such taxable year; 

37. R. C..§ 1388(a) defines ‘‘patronage divi- 
dend’’ for purposes of subchapter T, as 
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¥,; 


an amount paid to a patron by an organiza- 
tion to which part I of this subchapter applies 
(1) on the basis of quantity or value of busi- 
ness done with or for such patron, 
* * ve 


(3) which is determined by reference to the 
net earnings of the organization from business — 
done with or for its patrons. 

Such term does not include any amount paid 
to a patron to the extent that (A) such amount 
is out of earnings other than from business 
done with or for patrons, or (B) such amount 
is out of earnings from business done with or 
for other patrons to whom no amounts are paid, 
or to whom smaller amounts are paid, with 
respect to substantially identical transactions. 
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ing cooperatives. See Conway County 
Farmers Assn v. United States [78-2 ustc 
7 9840], 588 F. 2d 592, 596 n. 11 (8th Cir. 
1978) (“Conway”). The allowance of a de- 
duction for patronage dividends. 


has not been placed upon the ground that 
cooperatives are special creatures of 
statute under the tax laws, but is justi- 
fied rather upon the theory that patronage 
dividends are in reality rebates on 
purchases or deferred payments on sales 

. . and thus do not constitute taxable 
income to the cooperative. 


Farmers Cooperative Co., 86 F. Supp. at 
213-14 (citations omitted) (cited in St. 
Lous Bank for Cooperatives v. United States 
[80-2 ustc J 9509], 224 Ct. Cl. 289, 294 n. 3, 
624 F. 2d 1041, 1044 n. 3 (1980)). “ ‘The 
theory is that the cooperative is merely a 
conduit .. .’” or a trustee for the dividends, 
which “‘are at all times the property of 
the member stockholders.’” Puget Sound 
Plywood, Inc., 44 T. C. at 319 (quoting 
Dr. P. Phillips Cooperative v. Commissioner 
[CCH © Dec. 937,850] ,417) Te eEa21002;,41010 
(1951), and Harbor Plywood Corporation v. 
Commissioner [CCH Dec. 17,464], 14 T. C. 
158, 161 (1950), and citing cases). The 
money involved never belongs to the co- 
operative. Conway, 588 F. 2d at 596. 


In Conway the Eighth Circuit held Rev. 
Rul. 72-602 to be an unreasonable inter- 
pretation of section 1381l(a). Defendant 
urges that Conway was wrongly decided, 
arguing that the Eighth Circuit ‘did not 
consider whether Rev. Rul. 72-602 was a 
reasonable interpretation . . . in light of 
the definition of cooperatives and the 
Principles of operating on.a cooperative 
basis enunciated in Puget Sound Plywood, 
supra.” Def’s Mot. at 28. Instead, defendant 
says, the decision in Conway was based on 
the absence in section 1381(a) of a quantita- 
tive requirement such as appears in I. R. C. 
§§ 521 and 6072(d).* 


On the contrary, Conway did discuss the 
reasonableness of Rev. Rul. 72-602 in light 
of the principles of operating a cooperative 
and reached the same conclusion as did 
the court in Puget Sound. There the Tax 
Court addressed itself to a revenue ruling 
to the effect that distributions by a non- 
exempt cooperative to its members were 
not patronage dividends excludable from 
the cooperative’s income. The court found 


_ the ruling “unsupported by citation of any 


statutory provision or judicial authority; 
and ... out of harmony with the basic 
distinguishing principles of cooperative or- 
ganizations generally,” to wit, their charac- 
ter as “conduits” or “trustees.” 44 T. C. at 
322. Rev. Rul. 72-602 is merely an attempt to 
resurrect in altered form the same rule that 
was condemned in Puget Sound. Invoking 
essentially the same theory relied on in 
Puget Sound, that the money involved never 
really belongs to the cooperative, 588 F. 2d 
at 596, the Conway court rejected the Gov- 
ernment’s invitation to consider the policy 
behind the special tax treatment of coopera- 
tives and so to read into section 1381 (a) (2) 
a quantitative requirement similar to that 
in section 521(b)(4). See 588 F. 2d at 596 
ne ih 


It is well settled that although revenue 
rulings may be helpful in interpreting a 
statute, they are not binding on the courts 
and do not have the effect of Treasury 
regulations. E.g., Missouri Pacific Truck 
Lines, Inc. v. United States, 3 Cl. Ct. 14, 
15 n. 2 (1983); McMullen v. United States, 
23 Ch (Cle 376, Soom Te los 62-20 Sic 
79539] 686 F. 2d 915, 920 n. 16 (1982); 
Allstate Insurance Co. v. United States [77-1 
wsre, {| 92431, 209) Ct Ck 1 tt 530 chee cd 
378, 384 (1976). The persuasiveness of an 
administrative interpretation of a statute 
depends on “ ‘the validity of its reasoning’ ” 
and “ ‘the thoroughness evident in its con- 


4Section 521(b), which provides for tax- 
exempt status for cooperatives meeting certain 
criteria, provides in part: 

(4) . . . Exemption shall not be denied any 
such association which markets the products of 
nonmembers in an amount the value of which 
does not exceed the value of the products mar- 
keted for members .. . 

Section 6072(d) allows an extended filing date 
for 

(2) an organization described in _ section 
1381(a)(2) which is under an obligation to pay 
patronage dividends .. . in an amount equal to 
at least 50 percent of its net earnings from 
business done with or for its patrons, or which 
Beka patronage dividends in such an amount 

during the most recent taxable year... . 
Z 5 Defendant inexplicably argues that section 
521(b)(4) imposes a more stringent test than 
Rev. Rul. 72-602, _ claiming that the Hao re- 
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quires only that 50 percent of the cooperative’s 
business be done with patrons (both members 
and nonmembers), whereas section 521 requires 
that 50 percent of the business be done with 
members alone. The court is at a complete 
loss to find where Rev. Rul. 72-602 ‘‘refers’’ to 
‘patronage business’’. Def’s Mot. at 29. 

In any event, defendant’s argument that the 
court in Conway made ‘‘ ‘apples and oranges’ 
comparisons’’ between the test imposed in Rev. 
Rul. 72-602 and those in sections 521 and 6072, 
ignoring ‘‘the purposes of the different quanti- 
tative requirements being compared,’’ Def’s 
Mot. at 35, misses the point of Conway, which 
is that Congress knows how to impose quanti- 
tative requirements when it wishes to do so. 
588 F. 2d at 598. There is no justification for 
reading the statute as though it read ‘‘operat- 
ing primarily on a cooperative peaetnicies at Gee 


erce Clearing I ‘ouse, Inc. 
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sideration.’”” St. Lowis Bank for Coopera- 
tives, 624 F. 2d at 1051 (quoting Skidmore 
v. Swift & Co., 323 U. S. 134, 140 (1944)). 
Because the interpretation defendant puts 
in issue conflicts with the principles of co- 
operative organizations generally; with all 
_ precedents that have come to this court’s 
attention; with sound rules of statutory 
construction, see generally Conway; and 
with the well-settled rule that doubt as to 
taxability should be resolved in the tax- 
payer’s favor, e.g., Western Electric Co. v. 
Umited States [77-2 ustc 16,274], 215 Ct. 
Cl. 100, 124, 564 F. 2d 53, 66 (1977), this 


court rejects it. 


Conclusion 
Based on the foregoing, 


Plaintiff's motion for summary judgment 
is granted, and defendant’s motion for 
summary judgment is denied. 


Judgment shall enter for plaintiff in the 
amount of $2,130.56, together with in- 
terest as provided by law. 

IT IS SO ORDERED. 


Costs to the prevailing party. 28 U. S. C. 
§ 2412(a) (1982); RUSCC 54(d). 


[9315] Christopher Noble, Plaintiff v. Arabian American Oil Co., Inc., Defendant. 
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District Court: Jurisdiction: Motion for summary judgment: Genuine issue of 
material fact—Absent a dispute as to what amounts were paid or deducted and that an 
oil company compensation plan for expatriate employees governs the correct method of 
payment, the court found that there was no genuine issue as to a material fact. Thus, it 
granted an oil company’s motion for summary judgment in an action brought by an em- 
ployee charging that such company improperly deducted certain sums from his compensa- 
tion checks in violation of both his employment contract and federal income tax law. 
The deduction of a hypothetical tax amount under a contractual computational provision 
was merely an accounting device to equalize the positions of expatriate and domestic 
employees and was not a withheld tax under the Internal Revenue Code. Aside from a 
computational error caused by prorating exemptions, the hypothetical tax was computed 


as described in such agreement. Back reference: {[ 5770.105. 
Richard E. Bachman, Hale, Sanderson, Byrnes & Morton, One Center Plaza, Boston, 


Mass. 02108, for plaintiff. John M. Harrington, John D. Donovan, Ropes & Grey, 225 
Franklin St., Boston, Mass. 02110, for defendant. 


Memorandum and Order 


Mazzone, District Judge: This case in- 
volves the interpretation of the defendant 
Arabian American Oil Company’s (ARAMCO) 
compensation plan for expatriate employees. 
The plaintiff, Christopher Noble (Noble), 
was an ARAMCO employee in the King- 
dom of Saudi Arabia in 1981 and 1982. He 
claims that during that time ARAMCO 
improperly deducted certain sums from his 
compensation checks in violation of both 
his employment contract and the United 
States federal income tax laws. For a 
discussion of the procedural and jurisdic- 
tional history of this case, see Noble v. 


6 Defendant makes the additional in terrorem 
arguments that, if the IRS did not draw the 
line somewhere, ‘‘basically enterpreneurial cor- 
porations could use nominal patronage divi- 
dends to bail out a portion of their earnings 
and profits tax free,’’ Def’s Mot. at 22, and that 
a “facts and circumstances’”’ approach to differ- 
entiating cooperatives from corporations would 
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Arabian American Oil Co., Inc., No. 83-1218- 
MA, slip. op. (D. Mass. Dec. 28, 1983). 
Jurisdiction is proper pursuant to 28 U. S. C. 
§ 1331. The case is presently before this 
Court on ARAMCO’s motion for summary 
judgment. 


I. 

The following material facts are not dis- 
puted. Noble was employed by ARAMCO 
in Saudi Arabia in 1981 and 1982 pursuant 
to ARAMCO’s “Compensation Plan for 
Expatriate Employees on the U. S. Dollar 


Payroll’ (the Plan). The Plan is a com- 
plicated accounting mechanism that has 


cause confusion in the courts. Courts have had 
no difficulty in the past detecting ordinary cor- 
porate dividends masquerading in ‘‘cooperative 
camouflage.’’ See Mississippi Valley Portland 
Cement Co. v. United States [69-1 ustc { 9277], 
408 F. 2d 827, 828 (5th Cir.), cert denied, 395 
U. S. 944 (1969) (cited in Conway, 588 F. 2d at 


598, n. 14, in rejecting similar argument). 
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the following purpose: “the Plan aims to 
enable [the employee] to maintain a pattern 
and standard of living reasonably similar to 


that of someone in the United States doing, 


the same job, even though living costs in 
the foreign location . . 
lower.” The Plan does this by taking into 
consideration different housing, tax, and 
commodities costs. After adjusting the 
expatriate’s salary to put him in the same 
position as his counterpart in the United 
States, a specific “expatriate premium” is 
paid in addition to the compensation awarded 
to put the expatriate in the same position 
as his domestic counterpart. The need for 
such a mechanism arises from the obvious 
differences in living expenses and foreign 
taxes encountered by expatriate employees. 


The mechanics of the Plan are described 
in a sixteen page pamphlet (the Pamphlet) 
distributed to expatriate employees. Noble 
admits that the Plan as described in the 
Pamphlet governed his compensation rights 
during 1981-1982. 


The Pamphlet describes the following 
“balance sheet approach.” First, the com- 
pany ascertains the base U. S. salary that 
the employee would earn were he working 
in the United States 


an amount equal to the federal tax that a 
similarly situated domestic employee would 
incur. This deduction is labeled on the em- 
ployee’s pay stub as “hypothetical U. S. 
F, I. T.” This hypothetical tax deduction is 
never turned over to either the Internal Rev- 
enue Service (IRS) or the expatriate em- 
ployee. At the end of the year, however, the 
company pays to the expatriate employee an 
amount equal to the total U. S. income tax 


attracted by both the base salary actually 


paid and the extra “expatriate premium.” 
At the request of the expatriate employee, 


this amount may be remitted directly to the’ 


IRS. In the present case, Noble requested 
that his year end tax payment be sent di- 
rectly to the IRS. 


The Pamphlet describes the manner in 
which the hypothetical tax is calculated as 
follows. First, ARAMCO ascertains the 


1The Pamphlet gives a number of examples 
of the hypothetical tax incurred at different 
base salary levels. The examples in the Pam- 
phlet are somewhat confusing, in that although 
the Plan clearly contemplates calculation of the 
actual tax incurred by given salary levels, the 
examples neglect to take into account the effect 
of the ‘‘zero bracket amount” limitation on 
itemized deductions. Pursuant to 26 U. S. C. 
§ 63(a)(d), a married individual filing a joint 
return is permitted to deduct only those item- 
ized deductions in excess of $3, ile Thus, even 
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. may be higher or: 


instead of abroad.’ 
The company then deducts from this amount: 


marital status and number of exemptions 
available to the employee. Then, it calcu- 
lates the amount of tax the employee would 
have incurred, given the information above, 
the base salary assigned, and an assumption 
that the employee would be entitled to item- 
ized deductions of 20%. 


The hypothetical tax deductions lie at the 
heart of this case. Noble claims that the 
amounts so labeled on his pay stubs from 


- 1981 and 1982 are still owing to him since 


ARAMCO never turned over those amounts 
to him or the IRS. ARAMCO, on the 
other hand, claims that these amounts are 
not owing to Noble or the IRS, on the 
ground that they were never intended to be 
actual income tax withholding amounts, 
but were, rather, merely accounting devices 
to equalize the positions of expatriate and 
domestic employees. There is no dispute 
that Noble’s pay stubs for 1981 and 1982 
accurately set forth the amounts paid to 
Noble. 
ER 


To defeat a motion for summary judg- 
ment under Rule 56(a), the opposing party 
must produce substantial evidence of a 
genuine dispute of a material fact. Hahn v. 
Sargent, 523 F. 2d 461, 464 (1st Cir. 1975), 
cert. denied, 425 U. S. 904 (1976). A mate- 
rial issue is one that affects the outcome of 
the litigation. Jd. A genuine dispute is one that 
arises from evidence sufficient to require 
either a judge or a jury to resolve the 
various versions of the facts at trial. IJd., 
citing First National Bank of Arizona v. 
Cities Service Co., Inc., 391 U.S. 253, 289 
(1968). In deciding a motion for summary 
judgment, the record must be viewed in 
the light most favorable to the non-moving 
party. Poller v. Columbia Broadcasting Sys- 
tem, 368 U. S. 464, 473 (1962). 


Noble claims in this case that there are 
two genuine issues of material fact that 
prevent entry of summary judgment. First, 
he claims that there is a genuine issue as 
to “whether the so-called hypotehtical [sic] 
U. S, Federal income tax is the adjustment 
to compensation as claimed by ARAMCO.” 
The calculations made, he claims, were in- 


though ARAMCO assumes that an individual is 
entitled to itemized deductions of 20%, the in- 
dividual is actually entitled to deduct only 20% — 
of his salary less $3,400. The examples in the 
Pamphlet do not make this clear, and Noble 
obviously did not take this $3,400 difference into 
account during his calculations. Nonetheless, 
in light of the amounts listed as “hypothetical 
U. S. F. I. T.’”’ on Noble’s pay stubs, it is clear 
that ARAMCO took this limitation into con- 
sideration when it paid Noble. 
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correct. Second, he claims there is a genuine 
issue as to whether the hypothetical tax is 
a withheld tax pursuant to the Internal 
Revenue Code. Although somewhat unclear, 
this second claim basically challenges the 
nature and purpose of the hypothetical tax 
deduction. I address these claims in order. 


1. Calculation of the Hypothetical Tax. 
Noble argues that, even if ARAMCO is 
right in theory, the calculation of the hypo- 
thetical tax was incorrect. After reviewing 
the briefs filed by both parties, I am per- 
suaded that Noble has misunderstood the 
mechanics of the hypothetical tax deduc- 
tion. Noble’s calculations are faulty in the 
following ways. First, he fails to take into 
account the zero bracket amount limitation 
on itemized deductions. See n. 1, supra. 
Next, he uses the withholding tax tables, 
instead of the actual year end tax tables. 
The Pamphlet makes clear that the Com- 
pany is to calculate what the actual tax 
liability of a domestic employee would be, 
rather than calculate what amounts would 
have been withheld from his paychecks. 
Finally, Noble both mistranscribes certain 
figures from the pay stubs and fails to take 


into consideration certain minor adjust- 


ments to his hypothetical tax liability, as 
discussed below. 


The correct calculations, applying the 
provisions set out in the Pamphlet, would 
be made as follows. In 1981, Noble’s base 
U. S. salary was $38,970. His assumed 
20% itemized deductions would therefore 
be $7,794, less the $3,400 zero bracket 
amount, or $4,394. His net base income, 
therefore, would be $34,576 (i.e., $38,970 
less $4,394). From this, he would be en- 
titled to deduct $3,000 for his three claimed 
exemptions, yielding a taxable income of 
$31,576. The 1981 tax tables for a married 
individual, filing jointly, indicate that his 
federal tax liability on the amount would 
be $6,735. Adding together the amounts 
labeled as hypothetical tax on Noble’s pay 
stubs, ARAMCO deducted a total of $6,736 
as hypothetical tax that year. ARAMCO 
claims that the $1 difference is the result of 
the rounding that occurs as annual salary 
amounts are converted into monthly amounts 
to determine the tax due. I attach no 


2 Noble’s calculations fail to account for any 
part of the $161.74 adjustment made to his 
August salary that is indicated on his Septem- 
ber pay stub. According to ARAMCO, $129 of 
this amount is attributable to his base salary. 
While it would have been better had ARAMCO 
furnished some explanation of how it allocated 
the amount of this adjustment between base 
salary and other components of Noble’s com- 
pensation package, I do not believe that their 
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significance to this $1 discrepancy, given the 
minimal amount involved and Noble’s fail- 
ure to offer any evidence rebutting the 
claim that this difference was due to ac- 
counting necessities. 


The calculation for 1982 is somewhat more 
complicated because Noble left ARAMCO’s 
employment part way through November 
of that year. His base salary for 1982 was 
$35,159.22 The allowable part of his 20% 
itemized deductions would be $3,361 (i.e. 
$7,031) less $3,400). His net base salary 
would therefore be $31,528. 


ARAMCO claims that his personal ex- 
emptions should be reduced from $3,000 
to $2,750 for the following reason: 


Because Mr. Noble claimed 3 exemptions, 
but worked for only 11 months in 1982, 
this net result is further reduced by 
$2,750 (11/12 times $3,000), representing 
the permissible allowance for such 
exemptions. 
Defendant’s Reply Brief at 7. This is ap- 
parently an internal accounting rule, since 
these is no provision in the tax code or 
the regulations that either requires or per- 
mits the proration of personal exemptions 
based on the number of months worked. 
This ARAMCO accounting rule is not 
mentioned in the Pamphlet. Further, since 
the Pamphlet explicitly states that the 
hypothetical tax is to be based on what 
the employee’s actual tax liability would be, 
and since personal exemptions are not 
prorated under the tax code or regulations, 
I find that Noble is entitled to the full 
yearly personal exemption amounts, If 
ARAMCO plans to adjust the hypothetical 
tax calculation when an individual’s em- 
ployment is terminated, it should either 
indicate this in the Pamphlet or reword 
the description in the Pamphlet so that the 
employee is not left with the belief that 
the hypothetical tax will always be equal 
to the tax that would actually be imposed 
on a similarly situated worker. 


Since Noble-is entitled to personal exemp- 
tions of $3,000 for purposes of calculating 
his 1982 hypothetical tax, his taxable in- 
come would be $28,528 (i. e., $31,528 less 
$3,000). According to the 1982 tax tables 


failure to do so raises a genuine issue of ma- 
terial fact such as to preclude summary judg- 
ment. Noble fails to make any mention of the 
addition of $161.74 to his August salary. In the 
-absence of any reason to disbelieve ARAMCO's 
allocation of the amount, and given the small 

-dollar amount involved, I accept ARAMCO’'s 
explanation that $129 of the $161.74 adjustment 
was attributable to Noble’s base salary. 
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for married individuals filing joint returns, 
the tax liability on this amount would be 
$5,175. The total of the hypothetical tax 
deductions listed on Noble’s 1982 pay stubs 
is $5,248. ARAMCO therefore deducted 
$73 more in hypothetical tax than it should 
have. Noble is entitled to this amount. 


The calculations above demonstrate that 
ARAMCO correctly calculated the hypo- 
thetical tax pursuant to the method de- 
scribed in the Pamphlet, with the exception 
of the $73 excess deduction in 1982, The 
only remaining questions concern the na- 
ture of the hypothetical tax component of 
the Plan itself. 


2. Nature of the Hypothetical Tax. Noble’s 
first argument is that since (1) ARAMCO 
was required to withhold federal taxes from 
his salary, and (2) ARAMCO is presumed 
to obey the law, therefore ARAMCO must 
have actually withheld the amounts labeled 
“hypothetical U. S. F. I. T.’ This argu- 
ment fails because it is clear that ARAMCO 
was not required to withhold taxes from 
Noble’s wages since the wages were sub- 
ject to withholding by the Saudi Arabian 
government at all relevant times. See 26 


U.S. C. § 3401(a) (8) (A) (ii). 


Noble’s next argument is that since the 
pay stubs label the deductions as “hypo- 
thetical U. S. F. I. T.,” those amounts 
must actually be U. S. withholding taxes. 
This argument ignores both the purpose 
and mechanics of the carefully drawn Plan, 
which Noble admits governs his compensa- 
tion package. He claims that the word 
“hypothetical” really means “estimated.” 
Given the care with which the complicated 
accounting system was set up, I find this 
argument unconvincing. 


The obvious flaw in all of Noble’s argu- 
ments is that they ignore the fact that the 
clear purpose of the Plan is to put an ex- 
patriate employee in the same position as 
a domestic employee and then pay an 
expatriate premium on top of the foreign- 
earned salary. Were Noble correct in his 
claims, he would in effect require ARAMCO 
to put him in a much better position than a 
domestic employee and still pay the ex- 
patriate premium. Noble seeks to have 
the company pay to him the amounts labeled 
“hypothetical U.S. F. I. T.’”’ The IRS, how- 
ever, has already received the total tax 
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liability attracted by all of Noble’s com- 
pany earned income. If Noble were to 
receive the additional sums labeled “hypo- 
thetical tax,” he would in effect be receiv- 
ing his U. S. base salary virtually tax-free. 
This conflicts with the clear purpose of 
the Plan, in that it would not equalize the 
positions of domestic and expatriate em- 
ployees. Instead, it would give Noble both his 
deserved expatriate bonus and an additional 
bonus created by virtue of ARAMCO’s 
payment of his U. S. tax on all company 
earned income. 


In summary, although the Plan is mathe- 
matically complicated, it has a clear and 
sensible purpose. Noble has admitted that 
it governed his compensation during 1981- 
1982 and that the Plan is described by the 
Pamphlet. ARAMCO correctly calculated 
the hypothetical tax component of Noble’s 
salary pursuant to the Plan, with the ex- 
ception of a $73 excess deduction in 1982. 
Since the hypothetical tax amounts de- 
ducted were never actually withheld for 
the IRS and were clearly intended to be 
deducted only for purposes of complying 
with the contractually agreed upon Plan, 
I find that Noble is not entitled to those 
amounts. He is, however, entitled to the 
$73 excess deduction taken in 1982. Since 
there is no dispute as to what amounts 
were paid or deducted, and there is no 
dispute that the Pamphlet governs the 
correct method of payment, I find that 
summary judgment is appropriate. 


IIT. 


For the reasons set forth above, the 
defendant’s motion for summary judgment 
is granted. Defendant will, however, pay 
to Noble the amount of $73, which was 
improperly deducted from his 1982 salary. 


SO ORDERED. 


Judgment 

In accordance with the Court’s memo- 
randum and order dated February 12, 1985 
granting the defendant’s motion for sum- 
mary judgment in the above entitled ac- 
tion, it is hereby ORDERED 

Judgment for the defendant. However, 

the defendant will pay to the plaintiff 


the sum of $73.00 which was improperly 
deducted from his 1982 salary. 
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U. S. Court of Appeals, 8th Circuit, No. 84-5074, 4/3/85. Reversing and remanding 
DC-Minn., 84-1 ustc { 9383. 


[Code Secs. 6033 and 7422] 


Exempt organizations: Information returns: Church affiliates: Grounds for refund 
claim.—A tax-exempt, nonprofit social service agency that was affiliated with the 
various synods of the Lutheran Church was exempt from filing informational returns 
under Code Sec. 6033 because it was an integrated auxiliary of a church. In reversing 
the district court, the court of appeals found that the “exclusively religious” requirement 
for the organization’s principal activity contained in Reg. § 1.6033-2(g)(5)(i) was in- 
consistent with the legislative history of Code Sec. 6033; therefore, such Regulation 
could not be relied upon to deny the taxpayer exempt status. Back references: {| 5054.0165 


and 5781.35. 


Arthur Doten, Foegre & Benson, 33 So. Sixth St., Minneapolis, Minn., for appellant. 
Robert Bernstein, Department of Justice, Washington, D. C., for appellee. 


Before Heaney, Ross, and Face, Circuit Judges. 


Ross, Circuit Judge: Lutheran Social 
Service of Minnesota (LSS) filed this action 
to obtain a refund of a $700.00 penalty 
which had been assessed against it by the 
Internal Revenue Service (IRS) for failing 
to file a tax information reporting form 
(Form 990) on time. The appellant claimed 
that it was exempt from filing the form 
under 26 U. S. C. § 6033. The district 
court * rejected LSS’s position and this appeal 
followed. Jurisdiction in this court is based 
on 28 U.S. C. § 1291. 


I. FACTS. The facts in this case are 
essentially undisputed, and are as follows. 
LSS is a tax-exempt, nonprofit social serv- 
ice agency that is affiliated with the various 
synods of the Lutheran Church. The board 
of directors of LSS is elected by the Min- 
nesota representatives of the three major 
national Lutheran bodies: the American 
Lutheran Church, the Lutheran Church in 
America, and the Lutheran Church-Mis- 
souri Synod. It is a separate corporation 
from these bodies. The articles of incorpo- 
ration of LSS provide that the purposes of 
the organization are: 

1. To witness to the Gospel of Jesus 

Christ through ministrations of Christian 

love to those who may be served, in 

conformity with the faith and practice of 
the church bodies to which this corpora- 
tion is responsible. 

2. To develop and maintain a program 

of Christian social welfare, with appro- 

priate facilities, as needs are demon- 
strated and resources permit. 

3. To work in close cooperation with 

other health and welfare programs in 

the community. 


4. To participate in coordinating pro- 
grams which may be sponsored by the 
church or community. 

The services LSS provides include child 
care and adoption services, family and indi- 
vidual counseling services, residential treat- 
ment services for the emotionally disturbed, 
residential treatment services for mentally 
retarded adolescents and mentally retarded 
adults, residential treatment services in- 
volving a community based correctional 
program for young male felons, a nutrition 
program for the aging, a camp for mentally 
and physically impaired individuals, com- 
munity counseling programs, resettlement 
programs, and a chaplaincy program. LSS. 
charges fees for its services according to 
its clients’ ability to pay. Additionally, ap- 
proximately 65 percent of its operating 
budget is derived from federal, state, and 
county funds. 

LSS maintains that the services it provides 
are religious in that they are “religiously 
motivated, a manifestation of religious belief, 
a form of worship, and a means of propaga- 
tion of the Christian faith, according to the 
tenets and practices of [the Lutheran Churches 
by which LSS is owned and controlled]. 
Appellant’s Brief at 18. LSS admits, how- 


ever, that many of its services would be 


secular in nature if performed by secular 
organizations. 

The dispute involved here arose when 
LSS filed a Form 990 (Return of Organ- 
ization Exempt from Income Tax) with 
the IRS on July 24, 1979, for the tax year 
1978. Since the form was due two months 
earlier, the IRS assessed a $700 late filing 


1The Honorable Harry H. MacLaughlin, 
United States District Judge for the District of 
Minnesota. 
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penalty pursuant to 26 U. S. C. § 6652(d). 
After paying the penalty, the plaintiff filed 
a claim for a refund arguing that it was 
exempt from the filing requirement pur- 
suant to 26 U. S. C. § 6033(a)(2)(A) (i): 
The IRS eventually denied the claim giv- 
ing rise to this lawsuit.2 The issue came 
before the district court for resolution on 
cross motions for summary judgment. The 
government’s motion was granted, and the 
refund denied. This appeal followed. For 
the reasons stated herein we reverse. 


II. ISSUE. The issue presented by this 
appeal is whether LSS, a church-affiliated 
tax-exempt organization, is exempt from 
filing annual informational returns pursuant 


to 26 U.S. C. § 6033(a) (2) (A) (i). 


fil. DISCUSSION: A. Introduction. 
The statute which requires tax exempt 
organizations to file informational returns 
provides: 


§ 6033. Returns by exempt organizations 
(a) Organizations required to file— 


(1) In general—Except as provided in 
paragraph (2), every organization exempt 
from taxation under section 501(a) shall 
file an annual return, stating specifically 
the items of gross income, receipts, and 
disbursements, and such other informa- 
tion for the purpose of carrying out the 
internal revenue laws as the Secretary 
may by forms or regulations prescribe 


KOK 


26 U. S.-C. § 6033(a)(1). The statute ex- 
cepts certain types of organizations from 
this filing requirement: 


(2) Exceptions from filing — 


(A) Mandatory exceptions. Paragraph 


(1) shall not apply to— 


(i) churches, their integrated auxiliaries, 
and conventions or associations of churches, 

(ii) any organization (other than a 
‘private foundation, as defined in section 
509(a)) described in subparagraph (C), 
the gross receipts of which in each tax- 
able year are normally not more than 
$5,000, or 

(iii) the exclusively religious activities, 
of any religious order. 


26 U. S. C. §6033(a)(2)(A) (emphasis 
added). Additionally, organizations that 


are not separately incorporated from the 
churches with which they are affiliated are 
exempt under the mandatory exception for 
churches. See Treas. Reg. § 1.6033-2(g) 
(5) (iv), example 6. Cf. St. Martin Evan- 
gelical Lutheran Church v. South Dakota, 451 
U. S. 772, 784 (1981) (church-affiliated 
schools that have no separate legal existence 
from a church are exempt from Federal 
Unemployment Tax Act). 


LSS contends that it is exempt from 
filing the Form 990 informational return 
because it is a “church” or a “convention 
or association of churches” within the 
meaning of section 6033(a)(2)(A)(i). Fur- 
thermore, although LSS concedes that it is 
not an integrated auxiliary of a church 
as the term is defined by the IRS, LSS 
asserts that the Treasury regulation which 
defines integrated auxiliary is invalid be- 
cause it includes an exclusively religious 
purpose requirement not contained in the 
statute. See Treas. Reg. § 1.6033-2(g) (5) (i). 
Although we reject the appellant’s position 
that LSS is a church or a convention or 
association of churches, we agree that the 
exclusively religious purpose requirement 
embodied in Treas. Reg. § 1.6033-2(g) (5) (i) 
is contrary to the legislative history of sec- 
tion 6033. 


B. Church. The appellant contends that. 
it is entitled to an exemption as a church. 
within the meaning of 26 U. S. C. § 6033: 
(a)(2)(A)(i). We do not agree. 


‘Section 6033 does not define the tern 
“church,” and the Treasury regulations to. 
that section make no attempt to clarify the: 
term. See Wheelan, “Church” in the Internal 
Revenue Code: The Definitional Problems, 45. 
Fordham L. Rev. 885, 893 (1977) (herein-= 
after cited as Wheelan). “Church” is, how- 
ever, defined in Treasury Regulation 
§ 1.511-2(a) (3) (ii), a regulation that per- 
tains to organizations exempt from taxes 
on unrelated business income. The regula-. 
tion provides in part: 

(ii) The term “church” includes * * *: 
a religious organization if such * * *: 
organization (a) is an integral part of- 
a church, and (b) is engaged in carrying- 
out the functions of a church, whether- 
as a civil law corporation or otherwise... 


2We note that the parties acknowledged at 
oral argument that this is a test case. It is 
designed to resolve ‘‘the current concern of 
church leaders and federal tax officials * * * 
[regarding] section 6033 of the Code, | 
amended in 1969.’’ Wheelan, “Church” in tee 
Internal Revenue Code: The Definitional Prob- 
lems, 45 Fordham L. Rev. 885, 891 or] (here- 
inafter cited as Wheelan). 


19316 


3 Lutheran Social Service also raises several 
constitutional issues claiming that the Treasury 


regulation enacted pursuant to section 6033 is. 


invalid on first amendment and equal protec- 
tion grounds. Our resolution of the statutory 


issues Dregented obviates the need for us to. 


See Beeson v. “Hudson, 630 F, 2a vag ame eth : 
Cir. 1980). 


© 1A Commerce poner Home Inc... 
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In determining whether a religious * * * 
organization is an integral part of a 
church, consideration will be given to 
the degree to which it is connected with, 
and controlled by, such church. A reli- 
gious * * * organization shall be consid- 
ered to be * * * carrying out the functions 
of a church if its duties include the 
ministration of sacerdotal functions and the 
conduct of religious worship * * * [which 
is to be determined based upon] the 
tenets and practices of a particular reli- 
gious body constituting a church. 


Treas. Reg. § 1.511-2(a)(3)(ii) (emphasis 
added). Additionally, the IRS has devel- 
oped fourteen criteria which it applies to 
individual organizations when determining 
whether the organization is a church: 


(1) a distinct legal existence 


(2) a recognized creed and form of wor- 
ship 

(3) a definite and distinct ecclesiastical 
government 


(4) a formal code of doctrine and disci- 
pline 


(5) a distinct religious history 


(6) a membership not associated with any 
other church or denomination 


(7) an organization of ordained ministers 


(8) ordained ministers selected after com- 
pleting prescribed studies 


(9) a literature of its own 

(10) established places of workship 
(11) regular congregations 

(12) regular religious services 


(13) Sunday schools for religious instruc- 
tion of the young 


(14) schools for the preparation of its 
ministers. 


Speech of Jerome Kurtz, IRS Commis- 
sioner, at PLI Seventh Biennial Conference 
on Tax Planning, Jan. 9, 1978, reprinted in 
Fed. Taxes (P-H) 54,820 (1978). As one 
court has observed with respect to these 
criteria: 


While some of these are relatively 
minor, others, e.g. the existence of an 
established congregation served by an 
organized ministry, the provision of 
regular religious services and religious edu- 
cation for the young, and the dissemina- 
tion of a doctrinal code, are of central 


4The district court substantially relied on 
De La Salle Institute v. United States [61-2 
ustc { 9609], 195 F. Supp. 891 (N. D. Calif. 
1961), wherein the court stated: ‘‘What is a 
‘church’ * * * must be interpreted in the light 
of the common understanding of the word.’’ 
Id. at 903 (emphasis added). The Supreme 
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importance. The means by which an 
avowedly religious purpose is accom- 
plished separates a “church” from other 
forms of religious enterprise. See Chap- 
man v. Commissioner of Internal Revenue, 
supra, 48 T. C. at 367 (Tannenwald, J., 
concurring). At a minimum, a church 
includes a body of believers or communi- 
cants that assembles regularly in order 
to worship. Unless the organization is 
reasonably available to the public in its 
conduct of worship, its educational in- 
struction, and its promulgation of doc- 
ne it cannot fulfill this associational 
role. 


American Guidance Foundation, Inc. v. United 
States [80-1 ustc J 9452], 490 F. Supp. 304, 
306 (D. D. C. 1980) (emphasis added). 


When we view the activities of LSS in 
light of the regulation and criteria set forth 
above, we believe that the district court 
was correct in concluding LSS is not a 
church. LSS’s primary activities consist of 
providing social services to the public at 
large irrespective of their religious beliefs. 
Not only are the services available to per- 
sons of any religious belief, but LSS’s 
counselors are not required to counsel with 
any particular religious orientation. Such 
services are secular in nature when per- 
formed by secular organizations, and can- 
not be transformed into “ministrations of 
sacerdotal functions” merely because they 
are performed by a religiously affiliated so- 
cial service organization like LSS. See 
De La Salle Institute v. United States [61-2 
ustc J 9609], 195 F. Supp. 891, 903 (N. D. 
Calif. 1961). Additionally, as the district 
court found, while LSS does have a chap- 
laincy program whereby it enters into serv- 
ice contracts with hospitals, nursing homes, 
etc., to provide full or part-time chaplains, 
there is no evidence in the record that 
regular worship services are held. 


Our reading of the record indicates that 
LSS is a social service agency, and it can- 
not become a church within the meaning 
of section 6033(a)(2)(A)(i) merely by be- 
ing affiliated with a church.* 


C. Convention or Association of Churches. 
Just as the statute and regulations failed 
to define “church,” they also fail to define 
“convention or association of churches.” See 
Wheelan, supra, at 893. LSS contends that 
a literal dictionary definition should be 


Court has refused to either endorse or reject 
this approach. See St. Martin Evangelical 
Lutheran Church v. South Dakota, 451 U. S. 
772, 784 n. 15 (1981). Likewise, we express no 
opinion as to the validity of the ‘‘common 
understanding’’ approach. 
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applied. Under the appellant’s construction 
of the statute it would clearly be entitled 
to an exemption because LSS represents 
the association of three Lutheran churches. 
To accept appellant’s position would be to 
exalt literalism over the historical usage of 
the phrase by Congress. | 


In the Revenue Act of 1950 Congress 


imposed a tax on unrelated business income 
of all 501(c)(3) organizations except 
churches and conventions or associations of 
churches. See Wheelan, supra, at 902 & 
n.77. The term ‘convention or association 
of churches” was added to the statute at 
the urging of Baptist leaders. Jd. at 925-26 
& n.166. This addition relieved concerns 
that the term “church” included hierarchical 
churches (such as the Catholic Church), 
but not congregational churches in which 
each local congregation is autonomous (such 
as with the Baptist). Jd. at 902-03 & n. 80. 
Therefore, churches and conventions or 
associations of churches were exempted to 
give equal federal tax treatment to both 
hierarchical and congregational churches. Jd. 


Since the legislative history to section 
6033 is silent as to the meaning of “con- 
vention or association of churches,’ and 
Congress was aware of the meaning pre- 
viously attributed to the phrase, we con- 
clude that Congress intended the term to 
be construed in a manner consistent with 
its prior use. Congress uses the term 
“convention or association of churches” 
merely to refer to the organizational struc- 
tures of congregational churches. Accord- 
ingly, and additionally, for the reasons 
stated in part B. of this opinion, LSS does 
not qualify for the “convention or associa- 
tion of churches” exemption contained in 
section 6033. 


D. Integrated Auxiliary. Section 6033 
also provides an exemption to integrated 
auxiliaries of a church.’ The Treasury has 
defined “integrated auxiliary” as follows: 


(5) (i) For purposes of this title, the 
term “integrated auxiliary of a church” 
‘means an organization: 


(a) Which is exempt from taxation as 
an organization described in section 


SoHE) (Si) 


(b) Which is affiliated (within the 
meaning of paragraph (g)(5) (iii) of this 
section) with a church; and 

(c) Whose principal activity is exclu- 
sively religious. 

Treas. Reg. § 1.6033-2(g)(5)(i). The IRS 
concedes that LSS satisfies the first two 
requirements, but it has nonetheless denied 
LSS exempt status because the organiza- 
tion’s principal activity is not “exclusively 
religious.” Treasury Regulation § 1.6033-2(g) 
(5) (ii) defines “exclusively religious’ as 

follows: 


(ii) An organization’s principal activ- 
ity will not be considered to be exclusively 
religious if that activity is educational, 
literary, charitable, or of another nature 
(other than religious) that would serve 
as a basis for exemption under section 
501(c) (3). 

Id. 


LSS does not contend that its activities 
are exclusively religious, rather LSS as- 
serts that the inclusion of an exclusively 
religious test in the definition of “inte- 
grated auxiliary” is invalid because it is 
contrary to the statute and to legislative 
intent. The appellant claims that nothing 
in the legislative history of section 6033 
supports the inclusion of an exclusively re- 
ligious test, and in fact, that the legisla- 
tive history is to the contrary. 


The Senate Finance Committee Report 
that accompanied the Tax Reform: Act of 
1969, did not define the term “integrated 
auxiliary”; it did, however, provide the fol- 
lowing list of examples of organizations 
that were intended to be included in that. 
category: 


Among the auxiliary organizations to 
which this exemption applies are the 
mission societies and the church’s re- 
ligious schools, youth groups, and men’s 
and women’s organizations, and inter- 
church organizations of local units SHEE 
fying as local auxiliaries. 


S. REP. NO. 552, 91st Cong., 1st Sess. 52, 
reprinted in 1969 U. S. CODE CONG. & 
AD. NEWS 2027, 2080 (hereinafter cited 
as S. Rep. No. 552). At the conference on 
the House and Senate versions of the 1969 


- ing denied to congregational churches, in vio- 


lation of the sik amendment. Courts should 
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Tax Reform Act, the Senate’s version of 
section 6033 was adopted. See Wheelan, 
supra, at 915. The Conference Committee 
Report stated: 


The integrated auxiliary organizations to 
which this applies include the church’s 
religious school, youth group, and men’s 
and women’s clubs. 
H. R. REP. NO. 782, 91st Cong., lst Sess. 
286, reprinted in 1969 U. S. CODE CONG. 
& AD. NEWS 2392, 2400 (hereinafter cited 
as H. R. Rep. No. 782). 


LSS argues that the types of organiza- 
tions that are expressly exempted are no 
more “exclusively religious” in their activi- 
ties than it is, and that by providing an 
exemption for such groups, Congress could 
not have intended that an “exclusively reli- 
gious” test be applied to integrated 
auxiliaries. 


In response, the government contends 
that the court must grant deference to 
Treasury regulations that implement the 
congressional mandate in a reasonable man- 
ner, and that the regulation in question 
must be sustained unless unreasonable and 
plainly inconsistent with the statute. See 
Commissioner v. Portland Cement Co. [81-1 
ustc J 9219], 450 U. S. 156, 169 (1981). The 
IRS asserts that the exclusively religious 
test is not plainly inconsistent with the 
statute or legislative history, and therefore 
must be upheld. 


While it is true that Treasury regulations 
are entitled to a great deal of deference, we 
cannot “rubber-stamp” the regulation if it 
will “frustrate the congressional policy 
underlying a statute.” Bureau of Alcohol, 
Tobacco and Firearms v, Federal Labor Rela- 
tions Authority, 104 S. Ct. 439, 444 (1983). 
A Treasury regulation that is inconsistent 
with the statute upon which it is based 
cannot be sustained. See United States v. 
WIutney Land Co. [63-2 ustc J 9794], 324 
F. 2d 33, 38 (8th Cir. 1963); De La Salle, 
supra, 195 F. Supp. at 904-05. In this case, 
both the plain language of section 6033 and 
the legislative history of section 6033 con- 
vince us that the IRS regulation is incon- 
sistent with clear congressional policy. 


Looking first to the language of the stat- 
ute, we bear in mind that “‘[w]here Con- 
gress includes particular language in one 
section of a statute but omits it in another 
section of the same [statute], it is generally 
presumed that Congress acts intentionally 
and purposely in the disparate inclusion or 
exclusion.” Russello v. United States, 104 
S. Ct. 296, 300 (1983) (quoting United States 
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v. Wong Kim Bo, 472 F. 2d 720, 722 (5th 
Cir. 1972)). Here, while Congress specifically 
required that religious orders be “exclusively 
religious” to qualify for section 6033’s man- 
datory exceptions, 26 U. S. C. § 6033(a) (2) 
(A) (iii), it did not mandate the same 
requirement with respect to integrated 
auxiliaries, id. at § 6033(a)(2)(A)(i). This 
omission on the part of Congress can only 
be viewed as an intentional and purposeful 
decision not to limit the group of integrated 
auxiliaries qualifying for the filing exception 
to those that are exclusively religious. 


This conclusion is particularly compelling 
given that Congress’ inclusion of the “exclu- 
sively religious” test with respect to reli- 
gious orders and Congress’ exclusion of this 
test with respect to integrated auxiliaries 
occur within the very same subsection of 
section 6033, rather than in two separate 
and unrelated subsections. Thus, it is clear 
that Congress had this test in mind when 
adopting section 6033, and as such had 
Congress intended the “exclusively reli- 
gious” test to apply to integrated auxili- 
aries, “it presumably would have done so 
expressly as it did” with respect to religious 
orders. See Russello, 104 S. Ct. at. 300. The 
government’s attempt to include an exclu- 
sively religious component in the definition 
of an integrated auxiliary unreasonably re- 
stricts the intended scope of the section’s 
mandatory exceptions, is contrary to Con- 
gress’ clear intent, and thus cannot be 
sustained. 


The district court rejected LSS’s posi- 
tion that the types of organizations ex- 
pressly exempted were no more “exclusively 
religious” than it was, on the basis of a 
subsequent piece of legislative history. The 
district court stated: 


The plaintiff's argument is undercut 
by a subsequent piece of legislative his- 
tory. In the Tax Reform Act of 1976, 
Congress again used the term “integrated 
auxiliary of a church” in a statute dealing 
with lobbying by charities. See 26 U. S. C. 
§ 501(h). The House Ways and Means 
Committee Report on that act, prepared 
after the Treasury Department had pro- 
posed the regulations at issue here, states: 


Because proposed regulations have re- 
cently been published regarding the mean- 
ing of the term “integrated auxiliary” 
and because that term is used in this bill, 
your committee wishes to make it clear 
—in agreement with the conclusions of 
the proposed regulations—that theological 
seminaries, religious youth organizations, 
and men’s fellowship associations which are 
associated with churches would generally 
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constitute integrated auxiliaries. Your com- 
mittee also intends (in agreement with 
the conclusions in the proposed regulation) 
that hospitals, elementary grade schools, 
orphanages, and old-age homes are orgam- 
zations which frequently are established 
without regard to church relationships and 
are to be treated for these purposes the 
same as corresponding secular charitable, 
etc., organizations; that is, such entities 
are not to be regarded as “integrated 
auxtharies.” 

H. R. Rep. No. 1210, 94th Cong., 2d 
Sess. 15-16. (Emphasis added.) Clearly, 
the House Committee would expressly 
exclude social welfare organizations such 
as the plaintiff from the definition of 
‘Sntegrated auxiliary” while expressly in- 
cluding the other types of organizations 
listed. This is precisely the result achieved 
by the regulation challenged in this case. 

Lutheran Social Service v. United States 
[84-1 ustc J 9383], Civ. 4-83-37, slip op. at 
17-18 (D. Minn. April 3, 1984). The court 
recognized that the Conference Committee 
took “no position” on the House Report’s 
language, H. R. Rep. No. 1515, 94th Cong., 
2d Sess. 533, reprinted in 1976 U. S. CODE 
CONG. & AD. NEWS 4118, 4230, and. that 
the Senate Report did not discuss the 
meaning of “integrated auxiliary.’’ On; this 
basis the court concluded that the legisla- 
tive history was inconclusive and _ that, 
therefore Treasury Regulation § 1.6033-2 
(g)(5) was not plainly inconsistent with 
the statute or the legislative history. 

6 This court recently cautioned against ex- 
cessive reliance on subsequent legislative 
history: 

We first generally observe, as the Supreme 
Court has pointed out, that ‘‘the views of a 
subsequent Congress form a hazardous basis 
for inferring the intent of an earlier one.’’ 
Consumer Product Safety Commission v. GTH 
Sylwania, 447 U. S. 102, 117-18 (1980), (quoting 
United States v. Price [60-1 ustc { 9205], 361 
U. S. 304, 313 (1960)). As the Court also stated 
in Consumer Product Safety Commission: 

Petitioners invoke the maxim that states: 
“Subsequent legislation declaring the intent of 
an earlier statute is entitled to great weight in 
statutory construction.’’ * * * With respect to 
subsequent legislation, however, Congress has 
proceeded formally through the legislative 
process. A mere statement in a conference 
report of such legislation as to what the Com- 
mittee believes an earlier statute meant is 
obviously less weighty. 

447 U. S. at 118 n. 13 (citations omitted) (em- 
phasis in original); See also Oscar Mayer & 
Co. v. Evans, 441 U. S. 750, 758 (1979) (whatever 
evidence concerning Congress’ intent in enact- 
ing a certain provision might be provided by a 
committee report written eleven years later was 


plainly “insufficient to overcome clear and con- 


vincing evidence concerning congressional in- 
tent at the time of the enactment). 
Sierra Club v. Clark, No. 84-5042, slip op. at 
15-16 (8th Cir. Feb. 19, 1985). 

TAs Professor. Wheelan stated: 

[T]he * * * regulations require thas an inte 
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The deficiency in the court’s analysis is 
that it relies upon ambiguities in the legis- 
lative history of a subsequent and unrelated 
statute to provide the basis for its con- 
clusion that the legislative history of sec- 
tion 6033 was inconclusive. The district 
court’s reliance on the legislative history of 
a subsequent unrelated Act was misplaced.° 


This reading of section 6033 is supported 
by the section’s legislative history. The 
Senate and Conference Committee Reports 
were virtually identical in their under- 
standing of what types of organizations 
would be exempted as integrated auxiliaries, 
See S. Rep. No. 552; H. R. Rep. No. 782. 
Many of the organizations specifically re-_ 
ferred to such as youth groups and men’s 
and women’s clubs, are no more “exclu- 
sively religious” than LSS. Congress, there- 
fore, could not have intended that an 
exclusively religious test be applied when 
determining whether an organization such 
as LSS is an integrated auxiliary under 
section 6033." When the exclusively re- 
ligious requirement is removed or elimi- 
nated from Treasury Regulation § 1.6033-2 
(g)(5) (ii) it is uncontested by the IRS 
that LSS is an integrated auxiliary as the 
IRS defines the term. 


The plain meaning of the words of the 
statute, combined with the legislative his- 
tory, persuade us to hold that LSS falls 
within the purview of the statute.® LSS 


grated auxiliary’s ‘‘principal activity’’ be ‘‘ex- 
clusively religious’’ in the sense that it is not 
also educational, charitable, or within one of 
the other section 501(c)(3) categories * * *. 
This requirement seems inconsistent with * * * 
[Congress’s] recognition that separately incor- 
porated church youth groups qualify as inte- 
grated auxiliaries. Many such * * * groups 
could * * * qualify, without any church affilia- 
tion, as section 501(c)(3) organizations. More- 
over, once ‘‘exclusively religious’’ is defined as 
‘not also charitable or educational’’ the realm 
of the ‘‘exclusively religious’’ becomes very 
narrow * * *. The churches * * * themselves 
are not “exclusively religious’’ in the sense that 
the * * * regulations require of their ‘‘inte- 
grated auxiliaries.’’ 

Wheelan, supra note 2, at 899. 

8 Our task in determining whether LSS is an 
“integrated auxiliary’’ is a difficult one because 
the term ‘‘has no legal history, [and] no es- 
tablished meaning, in either civil or ecclesiasti- 
cal law.’’ Wheelan, supra note 2, at 915. 
Moreover, Congress made no attempt to define 
the term. As discussed above the legislative 
history establishes that an exclusively religious 
purpose requirement could not have been in- 
tended by Congress; therefore, we do not be- 
lieve that the fact that LSS is a social service 
agency that would not be exempt were it not 
affiliated with the Lutheran faith somehow 


_ militates against it being an integrated aux- 
-iliary. ens pees esee above. that distinction. is 
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is substantially connected with the Lutheran 
faith, and it performs functions of the 
church bodies to which it is related by 
satisfying the tenet of the Lutheran faith 
which requires the stimulation of works of 
mercy through social action ministeries de- 
. veloped to promote human welfare. The 
IRS concedes that LSS is a nonprofit or- 
ganization affiliated with a church in that 
it is “controlled by or associated with a 
church.” See Treas. Reg. § 1.6033-2(g) 
(5) (iii). LSS is separately incorporated 
from a church, see Treas. Reg. § 1.6033-2 
(g)(5) (iv), example 6, accordingly it must 


IV. CONCLUSION. LSS is not a church 
or a convention or association of church 
within the meaning of section 6033. How- 
ever, it is entitled to an exemption under 
that section as an integrated auxiliary of 
a church. The exclusively religious test 
contained in the regulation defining “inte- 
grated auxiliary” is inconsistent with the 
legislative history of section 6033, and as 
such, cannot be relied upon to deny LSS 
exempt status. Accordingly, we reverse 
the judgment of the district court and re- 
mand for further proceedings consistent 
with this opinion. 


derive its exempt status as an integrated 
auxiliary. 


[1.9317] United States of America v. Graham, Robert B. Robert B. Graham Sr., 
Appellant. United States of America v. Greenspun, Milton, Appellant. United States of 
America v. Kirby, William P. William P. Kirby, Appellant. United States of America v. 
Balchaitis, Joseph, Appellant. 


U. S. Court of Appeals, 3rd Circuit, Nos. 83-1797, 83-1932, 83-1933, 83-1934, 83-1798, 
83-1810, 83-1805, 83-1836, 83-1838, 83-1935, 3/20/85.—(758 F2d 879.) Affirming unreported 
District Court decision. 


[Code Secs. 7203, 7205 and 7206] 


Crimes: Failure to file return: Conspiracy: Jury instructions: Fraudulent withhold- 
ing exemption certificate: Conviction: False and fraudulent statements: Aiding or abetting 
false or fraudulent returns.—Although the district court’s supplemental instruction to the 
jury was erroneous because it included language that directed a minority number of 
jurors to reconsider their position in light of the position taken by the majority, the ap- 
pellate court declined to apply the plain error doctrine and reverse the convictions. The 
court further held that no reversible error was committed when the trial court failed to 
specifically address the jury’s concern at having to work during an impending religious 
holiday. The judge’s failure to respond to the jury’s concern was not an affirmative act of 
coercion, therefore, absent evidence that fear of having to work through the start of the 
holiday influenced the verdict, no error was committed. Finally, with regard to the one 
defendant who raised the issue, the court concluded that the evidence presented was 
sufficient to sustain his conviction of conspiracy for aiding and abetting the filing of a false 
tax return. Back references: {| 5709.065, 5709.1187, 5711A.20 and 5714.15. 


Ronald Brent Boutwell, 4990 Paradise Road, Las Vegas, Nev. 89119 for Robert B. 
Graham, Sr., David E. Shapiro, 3100 Lewis Tower Bldg., 15th & Locust Street, Phila., 
Pa. 19102, for Milton Greenspun, Stephen P. Patrizio, Dranoff & Patrizio, 1814 Spruce 
Street, Phila., Pa. 19103, for William P. Kirby. Bonnie B. Leadbetter, 1530 Chestnut St., 
Phila., Pa. 19102, for Joseph Balchaitis. Edward S. G. Dennis, Jr., United States At- 
torney, Walter S. Batty, Jr., Edward F. Borden, Jr., Assistant United States Attorneys, 
Philadelphia, Pa. 19106, for U. S. 


Before GARTH and HiccINBOTHAM, Circuit Judges and McCune,* District Judge. 
Opinion of the Court § 7206(2). William Kirby was convicted of 
Garru, Circuit Judge: Robert B. Graham conspiracy to defraud. Joseph Balchaitis 


was convicted of conspiracy to defraud the 
United States, 18 U. S. C. § 371, and aiding 
the filing of false tax returns. 26 U.S. C. 


was convicted of conspiracy to defraud, 
filing a false W-4 exemption certificate, and 
failure to file income tax returns. Milton 


* Honorable Barron P. McCune, United States 
District Judge for the Western District of Penn- 
sylvania, sitting by designation. 
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Greenspun was convicted of conspiracy to 
defraud the United States. Each appealed. 


All the appellants were involved in a 
group called the Committee for Constitu- 
tional Taxation. This group conducted a 
series of public seminars directed at edu- 
cating citizens about tax protest, the con- 
stitutional aspects of income tax reporting, 
and the methods by which they could avoid 
paying taxes and thwart IRS investiga- 
tions. At these seminars, attendees were 
instructed about how to file “fifth amend- 
ment tax returns” which disclosed little or 
no information about the taxpayer’s income, 
but which contained entries stating “OB- 
JECT—FIFTH AMENDMENT.” They 
were also advised to set up foreign bank ac- 
counts and they were instructed to claim 
loss of memory if called by a grand jury. 


The defendants challenge their convic- 
tions on a great number of grounds, all of 
which we find to be without merit.* Only 
a few of the alleged errors warrant discussion. 
Perhaps the most troubling challenge con- 
cerns a supplemental charge given to the 
jury after it had indicated that it was dead- 
locked. However, finding no reversible 
error preserved for review, we affirm all the 
judgments of conviction. 


Ie 


The defendants’ trial started on Wednes- 
day, August 31, 1983. On Monday, Sep- 
tember 12, while testimony was still being 
heard and two days before deliberations 
began, one juror sent the judge the follow- 
ing note: 


Your Honor, 

I would like to request of the court on 
behalf of the Jewish juror’s [sic] and 
possible others, that we be dismissed on 
Friday at 4:00 P. M. This is the eve of 
Yom Kippur which starts the beginning 
of a 24 hour fast. We must be home to 
prepare and eat dinner before 6:00 P. M. 
in order to begin the holiday tradition of 
synagogue and our fast. 


Thank you very much for your consid- 


eration. 
Susan Ball 
Seat #12. 
Ct. Ex. #3. The district court judge never 
directly responded to the jury with respect 
to this request. No member of the jury 
ever raised the issue again. 


After hearing nine days of testimony, 
the jury retired at 3:44 pm on Wednesday, 


September 14, 1983 to deliberate on the 
thirty-six counts of the indictment. The 
jury was sent home at 5:27 that evening, 
then resumed its deliberations at 9:30 am 
the following morning, Thursday, Septem- 
ber 15. The jury deliberated all day Thurs- 
day and was sent home at 10:05 pm. The 
jury resumed its deliberations at 9:00 am 
on Friday, September 16. The evening of 
Friday, September 16, 1983 was the com- 
mencement of the Jewish High Holy Day 
of Yom Kippur. 


On the morning of Friday, September 16, 
at 11:00 am, the jury sent the following 
note to the district court judge: 


Your Honor, 


After approximately 17 hours of delib- 
eration we have reached a verdict against 
only one of the defendants on two counts. 


After careful and intensive debate, there 
is no doubt in any of our minds that 
we can not reach a unaminous [sic] ver- 
dict on any of the other charges. 


Therefore further deliberations would 


be fruitless. 
David Racher 


Ct. Ex. #8. The judge read this message 
to counsel and indicated that he would 
give the jury a supplemental charge. 


At this point, counsel for Kirby, con- 
cerned that the jury might consider four 
o'clock that afternoon as a deadline for its 
verdict, requested that the jury be informed 
in the court’s supplemental charge that 
they need not reach a verdict by four 
o’clock to be excused for the Jewish holi- 
day. The judge assented to this request, 
stating, “All right I’ll say something to 
that [effect].” However, in instructing the 
jury the judge failed to address the specific 
subject of a four o’clock departure time. 
The judge did tell the jury that “There are 
no time deadlines within which you must 
reach your verdict.” Appendix at 239a: 
Thus, the instruction given to the jury did 
not directly respond to the juror’s request 
which had been made four days earlier; 
but it did unequivocally state that no time 
limitations restricted the jury’s delibera- 
tions. 


The charge did include language which 
was aimed at obtaining a jury verdict by 
breaking the jury’s deadlock: 

If much the greater number of you are 


for a conviction, each descenting [sic] 
juror ought to consider whether a doubt 


1The various grounds upon which the de — 


fendants have challenged their convictions are 
set forth in Appendix A attached to this opinion. 


1.9317 


© 1985, Commerce Clearing House, Inc. 


Court Decisions—Cited 85-1 USTC 


87,775 


U.S. v. Graham 


in his or her mind is a reasonable one, 
since it makes no effective impression 
upon the minds of so many equally hon- 
est, equally conscientious fellow jurors who 
bear the same responsibility, serve under 
the same oath, and have heard the same 
evidence with, we may assume, the same 
attention, and an equal desire to arrive 
at the truth. 


On the other hand, if a majority or 
even a lesser number of you are for ac- 
quittal, other jurors ought to seriously 
ask themselves again, and most thought- 
fully, whether they do not have reason 
to doubt the correctness of a judgement 
which is not incurred [sic] in by so many 
of their fellow jurors, and whether they 
should not distrust the weight and suffi- 
ciency of evidence which fails to convince 
the minds of several of their fellow jurors 
beyond a reasonable doubt. 


Immediately after the supplemental charge 
had been read to the jury and the jury had 
retired, counsel for Kirby again asked that 
the jury be informed that there was no 
four o’clock deadline. The district court 
judge replied, “Well, I don’t know how I 
could make it any clearer.” Appendix at 


240a. 


Counsel for Graham at this stage re- 
quested a further charge with respect to 
first amendment protection for some of 
Graham’s activities. Counsel for Greenspun 
objected to a portion of the supplemental 
charge which discussed the length and ex- 
pense of the trial. At no time before the 
announcement of the verdicts by the jury 
did any defendant object to the portion of 
the charge that directed a minority num- 
ber of the jurors to reconsider their posi- 
tions in light of the positions taken by the 
majority number of the jurors. 


At 3:20 pm that Friday (September 16, 
1983), the jury announced that it had 
reached verdicts on a total of eight of the 
thirty-six counts. The district court judge 
accepted this verdict. No timely request 
to poll the jury was made.” The judge dis- 
missed without prejudice the counts on 
which the jury was unable to reach a ver- 
dict and then discharged the jury. 


II. 


Under Federal Rule of Criminal Proce- 
dure 30, 


No party may assign as error any portion 
of the charge or omission therefrom un- 
less he objects thereto before the jury 
retires to consider its verdict, stating dis- 


tinctly the matter to which he objects 
and the grounds of his objection. 


This Court in a recent in banc opinion re- 
confirmed that it will not consider on ap- 
peal, objections that were not timely raised 
before the trial court. United States v. Gibbs, 
739 F. 2d 838 (3d Cir. 1984) (tn banc), cert. 
demed, 53 U. S. L. W. 3483 (January 7, 
1985). The bar against review of objec- 
tions that have not been timely made is 
especially important where, as here, a timely 
objection would have allowed the trial judge 
to correct his error and obviate the need 
for a new trial. 


In Gibbs, we declined to review a de- 
fendant’s sixth amendment confrontation 
clause claim that was. not timely asserted 
before the district court. In Gibbs, the de- 
fendant challenged the admission of testi- 
mony of an alleged co-conspirator who 
had not been proved to be unavailable. No- 
constitutional objection to this testimony — 
was made until after both parties rested. 
We noted in Gibbs that had the defendant 
made a timely sixth amendment objection, 
the sixth amendment defect could have been 
cured by calling the declarant or by proof 
of the unavailability of the declarant of the 
challenged testimony. 739 F. 2d at 849. 


Similarly, had any defendant here timely 
objected to the charge which required the 
jurors in the minority to reconsider their 
position, the district court judge could have 
given a corrective instruction. Indeed, had 
any defendant called the court’s attention 
to this Court’s opinion in United States v. 
Fioravanti, 412 F. 2d 407 (3d Cir.), cert. denied 
sub nom. Pannacione v. United States, 396 
U. S. 837 (1969), there can be no question 
but that the district court judge would 
have revamped his supplementary charge 
and given the proper Fioravanti instruction. 
Since no such objection was made, how- 
ever, the issue has not been preserved for 
review. 


We recognize that an “Allen” charge 
(see Allen v. United States, 164 U. S. 492 
(1896)), such as the one given in this case, 
has been discredited in this Circuit. Ac- 
cording to United States v. Fioravanti, supra: 


Hereafter, in this circuit, trial judges 
are not to give instructions either in the 
main body of the charge or in the form 
of a supplement that direct a juror to 
distrust his own judgment if he finds a 
large majority of the jurors taking a view 
different from his. Such an instruction 


2 Counsel did request a poll of the jury after 
the verdict was recorded. Such a request is 
untimely. See Fed. R. Crim. P. 31(d). 
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will be deemed error, normally reversible 
error. Conceivably, in very extraordi- 
nary circumstances the error may be 
found so inconsequential as to avoid the 
necessity of reversal on appeal. But 
hereafter this court will not let a verdict 
stand which may have been influenced 
in any way by an Allen Charge. 


412 F. 2d at 420. 


In principle, if not in terms, the charge 
given in this case cannot be distinguished 
from the Allen charge which we have re- 
jected. It thus offends our Fioravanti deci- 
sion and should not have been given. 
However, as we have previously noted, no 
objection was ever made prior to the jury’s 
verdict. 


We recognize that in Government of Virgin 
Islands v. Hernandez, 476 F. 2d 791 (3d Cir. 
1973) an Allen charge was held to be 
“plain error.” In that case, however the 
court did not analyze or discuss the plain 
error standard nor did it find that manifest 
injustice would result without review. See 
Umted States v. Young, — U. S. — 53 
U.S. L. W. 4159 (February 19, 1985). The 
Supreme Court’s latest pronouncement on 
plain error review reaffirms that the deter- 
mination of whether “plain error’ has oc- 
curred and has resulted in a miscarriage 
of justice, is to be made by the reviewing 
court on a case-by-case basis, upon review 
of the entire record. United States v. Young, 
— U.S. —, 53 U. S. L. W. at 4163. Our 
independent review of the entire record 
reveals that no manifest injustice resulted 
from the court’s instruction. See Namet v. 
United States [63-1 ustc J 15,502], 373 U.S. 
179, 190-91 (1962); Trent v. Atlantic City 
Electric Co., 334 F. 2d 847, 859 (3d Cir. 
1964). Thus, review under the plain error 
doctrine is unavailable and no new trial 
will be ordered on this ground. 


IIT 


Nor did reversible error result from the 
judge’s failure to respond to the September 
12, 1983 juror’s request to be excused by 
four o’clock the evening of the Jewish 
holiday of Yom Kippur. We find it sig- 
nificant that at no time after the initial 
request made on the Monday of September 


12, did any juror ever again bring this 
matter to the attention of the district court 
judge. Although the jury had been in- 
structed that it could communicate with 
the court by written message and in fact 
it had done so to inform the court of its 
deadlock, no subsequent message or re- 
quest was ever received by the court from 
the jury. 


It is true that counsel for Kirby re- 
minded the court twice of the jury’s four 
o’clock concern—a concern with which the 
district court judge apparently believed he 
had dealt.? Despite the fact that all defend- 
ants would obviously have been affected 
if the jury’s verdict had been coerced, only 
one of the four defendants relies in his brief 
on the judge’s failure to resolve the four 
o’clock issue, as grounds for a new trial 
independent of the Allen charge.* That re- 
sponse, as contained in Kirby’s brief followed 
a discussion of the Allen-Fioravanti charge 
and the entire argument addressing the 
“four o'clock issue” consists of this para- 
graph: 

Finally, the appellant asserts that the 
jury was not made sufficiently aware 
that they would not be required to meet 
through the evening, thereby interfering 
with the start of the Yom Kippur holi- 
day. It is apparent from the haste in 
which they reached their verdict that 
they believed that a time limitation had 
been placed upon them to conclude de- 
liberation prior to the end of the after- 
noon. Contrary to the request of defense 
counsel, N. T. 13.11-12, the Court de- 
clined to clarify this ambiguity thereby 
leaving misapprehension under which the 
jury operated. 

Thus, even in the defendants’ briefs, the 
argument of jury coercion, to the extent 
that it relied on the district court’s failure 
to respond directly to a request made four 
days earlier by the jury, assumes little 
significance. Nevertheless, because the is- — 
sue has been raised in connection with the 
district court’s supplementary charge, a 
brief examination of the standard relevant 
to jury deliberation is appropriate. 


The four o’clock issue we are discussing 
here is not, as the dissent claims, whether 
Yom Kippur is a holiday of great religious 


3 As recited in an earlier part of this opinion, 
when Kirby’s counsel reminded the court that 
a juror was concerned about the Jewish holiday 
and desired a four o’clock departure on Friday, 
September 16, the Court told the jury ‘‘There 
are no time deadlines within which you must 
reach your verdict.” When asked again by 
Kirby’s counsel to address that subject and to 
inform the jury that there was no four o *clock 
deadline, the court replied, “Well, i don’ it 
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know how I could make it any clearer.’’ 
pendix at 239a-240a. 

* Although each defendant incorporated argu- 
ments made by his co-defendants in briefs filed 
with this court, the only brief specifically to 
rely on the four o’clock issue independently of 
the Allen charge was Kirby’s. Kirby did not 
even list this argument in his statement of 
issues | Presented. 
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significance. It obviously is. The relevant 
standard and issue is whether the trial judge 
abused his discretion by the manner in 
which he responded to a juror’s request 
made some four days earlier. This stand- 
ard and issue are neither addressed, recog- 
nized nor applied in the dissent, which is 
largely devoted to the religious aspects of 
both the Jewish and Christian holy days. 
In our review of the record, the district 
court did not abuse his discretion. 


“The length of time a jury may be kept 
together for the purpose of deliberation is 
a matter within the discretion of the trial 
judge, and his action in requiring further 
deliberation after the jury has reported a 
disagreement. does not, without more, con- 
stitute coercion.” United States v. Grosso 
[66-2 ustc J 15,709], 358 F. 2d 154, 159 (3d 
Cir. 1966), rev’d on other grounds, 390 U. S. 
62 (1968); accord, Government of Virgin 
Islands v. Gereau, 502 F. 2d 914, 935 (3d 
Cir. 1974). Thus, the district court’s ac- 
tions in dealing with counsel’s suggestion 
and in sending the jury back for further 
deliberations in this case do not constitute 
an improper exercise of discretion, nor can 
they be held to constitute coercion. The 
impending holiday of and by itself is an 
insufficient additional factor to render the 
district court’s order for further delibera- 
tions coercive. 


Grosso is instructive on this point. In 
Grosso, one of the jurors became sufficiently 
ill to require the assistance of a physician, 
who diagnosed a nervous disorder. Never- 
theless, the trial judge refused to order 
a mistrial, and deliberations continued as 
soon as the ill juror was well enough. 
Despite a note from the jury that indi- 
cated it was deadlocked, the district court 
judge ordered the jury to continue deliber- 
ations. According to the Grosso court, 
the illness of a juror might be considered 
as an unduly coercive circumstance, but 
only if evidence indicated that the jury’s 
verdict was in fact influenced by that 
circumstance. The Grosso court found no 
such evidence. 


Similarly, here, there is no evidence that 
the jurors were coerced to agree upon a 
verdict by the impending onset of the Yom 
Kippur holiday. Indeed, it is significant 
that of the thirty-six counts’on which the 
jury was deliberating, twenty-eight of the 
counts remained unresolved. 


While some courts have found the length 
of time the jury was made to deliberate, 
to be coercive, see United States v. Chaney, 
1985 Standard Federal Tax Reports | 
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559 F. 2d 1094 (7th Cir. 1977); United 
States v. Flannery, 451. F. 2d 880 (lst Cir. 
1971), these cases have involved affirmative 
coercive conduct of the district court, such 
as reminding the jury that the weekend 
was approaching (Flannery), or creating the 
impression that the jury would be locked 
up all night (Chaney). No such affirmative 
coercive conduct occurred in this case and, 
absent evidence that the jury was influenced 
by a prescribed deadline or the approach- 
ing holiday, the court’s mere failure to 
respond to a juror’s request cannot be 
deemed coercive. 


IV 


In addition to the general claims as- 
serted by all four defendants, Graham 
challenges the sufficiency of the evidence 
to sustain his conviction on Counts 22 and 
23 of the indictment. These counts charged 
Graham with aiding and abetting the filing 
of a false tax return. In our review of the 
sufficiency of the evidence after a jury 
verdict in favor of the government, “[i]t is 
not for us to weigh the evidence or to 
determine the credibility of witnesses. The 
verdict of the jury must be sustained if 
there is substantial evidence, taking the 
view most favorable to the government, to 
support it.” Glasser v. United States, 315 
U. S. 60, 80 (1942). 


Taking the view most favorable to the 
government, we find sufficient evidence to 
support Graham’s conviction for aiding and 
abetting the filing of a false return. To 
establish aiding and abetting the filing of a 
false tax return “there must exist some 
affirmative participation which at least en- 
courages the perpetrator.” United States v. 
Buttorff, 572 F. 2d 619, 623 (8th Cir. 1978) 
(quoting United States v. Thomas, 469 F. 2d 
145, 147 (8th Cir. 1972), cert. denied, 410 
U. S. 957 (1973)). 


David Kosco testified that he gave Gra- 
ham $5,000 to open up a Swiss bank ac- 
count in Kosco’s name through Graham’s 
investment firm. According to Kosco, 
“TA]t the time I was investing the money, 
[Graham] said, you know, being it was @ 
foreign government, and the U. S. had no 
jurisdiction over it, you know, not to pay 
the taxes.” Appendix at 110a. Kosco fur- 
ther testified that he did not report the 
interest earned in this account on his tax 
returns for the years 1978 or 1979. On cross 
examination, Kosco testified that these re- 
turns were prepared by an accountant, and! 
that Kosco did not inform the accountant 
that he had received this interest. 
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Viewing this testimony in the light most 
favorable to the government, there is clearly 
sufficient evidence to allow a rational trier 
of fact to conclude that Graham, by setting 
up the account and telling Kosco not to 
report the interest, engaged in “some affirma- 
tive participation which at least encour- 
age[d] the perpetrator [Kosco].”’ The 
intervention of time from the dealings be- 
tween Kosco and Graham to the actual 
filing of the return does not negate this 
aid; nor does the fact that an accountant, 
not a party to the Swiss bank transaction, 
completed the return.’ 


V 


None of the defendants’ other conten- 
tions (see Appendix A to this opinion) 
merit discussion. Upon review of the rec- 
ord we are satisfied that sufficient evidence 
of conduct not protected by the first amend- 
ment was submitted to the jury to sustain 
the conspiracy convictions. See United 
States v. Buttorff, supra. We are also satis- 
fied that there was sufficient evidence to 
convict the four defendants and that the 
district judge did not err in excluding tape 
recordings of the defendant’s meetings. 
The defendants’ challenges to the constitu- 
tionality and applicability of the income tax 
and to the jurisdiction of the district court 
do not deserve discussion. 


For the foregoing reasons, the judgments 
of the district court will be affirmed. 


Appendix A 


Graham challenges his conviction on the 
grounds (1) that the district court erred 
in denying his motion for acquittal for in- 
sufficiency of evidence to support his con- 
viction under 26 U. S. C. §7602(2), (2) 
that the government failed to present suffi- 
cient evidence to sustain a conspiracy con- 
viction under 18 U. S. C. § 371, (3) that 
the district court erred in its supplemental 
charge to the jury, (4) that the district 
court judge erred in instructing the jury 
that Graham had improperly invoked his 
fifth amendment privilege against self-in- 
crimination on his tax return, (5) that the 
court erred by failing to compel admission 


5Graham also challenges the materiality of 
the omission on Kosco’s return, as the interest 
unreported for both years combined amounted 
to but $250. Graham failed to preserve this issue 
for appeal, as his motion for acquittal relied 
only on the claimed insufficiency of the nexus 
between Graham’s conduct and the false tax 
return. See United States v. Gibbs, 739 F. 2d 
838 (3d Cir.) (issue not preserved unless raised 
at earliest possible time), cert. 
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by the government of the authenticity of a 
certain letter sent by the IRS to Victor G. 
Petersen, and (6) that the district court 
erred in admitting co-conspirators’ out-of- 
court statements prior to prima facie proof 
of the existence of a single theory con- 
spiracy. The jury reached no verdict on 
the count covered by the instruction on 
the privilege against self-incrimination. 


Kirby contends (1) that evidence of con- 
duct unprotected by the first amendment 
presented was insufficient to sustain his 
conviction, (2) that the court erred in re- 
fusing to admit on defendants’ behalf gov- 
ernment tape recordings of the group’s 
meetings, and (3) that the court’s supple- 
mental charge to the jury was error. Kirby 
further adopts all the arguments advanced 
by his co-defendants. 


Balchaitis contends (1) that the govern- 
ment failed to present sufficient evidence 
to sustain the conviction for filing a false 
withholding certificate, (2) that the district 
court erred in refusing to admit on de- 
fendants’ behalf government tape record- 
ings of the group’s meetings, (3) that 
evidence was insufficient to sustain the 
conviction for conspiracy to defraud since 
the activities were protected by the first 
amendment, (4) that the court’s supple- 
mental charge to the jury was error, (5) 
that the district court lacked subject mat- 
ter jurisdiction to hear the case, (6) that 
Balchaitis was denied his right to counsel 
of choice, (7) that Balchaitis was, as a 
matter of law, not required to file a W-4 
form, (8) that Balchaitis was not required 
to file a tax return in 1980, and (9) that the 
government failed to show that Balchaitis 
had acted wilfully. Balchaitis further adopts 
all relevant arguments of his co-defendants. 
As part of the argument in his pro se brief 
that the district court lacked subject matter 
jurisdiction, Balchaitis contends that the 
income tax may not constitutionally be 
applied to wages paid to individuals. 


Greenspun contends (1) that insufficient 
evidence of conduct unprotected by the 
first amendment was presented to sustain 
his conspiracy conviction, (2) that insuff- 
cient evidence of any kind was presented 


U. S. L. W. 3489 (January 7, 1985); United 
States v. Bonacorsa, 529 F. 2d 1218 (2d Cir.), 
cert. denied, 426 U. S. 935 (1976) (objection to 
whole count of indictment doesn’t preserve 
objection to particular specifications). In any 
event, it is established that a misstatement on a 
return is material if, as here, it results in an 
incorrect computation of the tax. United States 
v. Warden, ae iM rai 32 “ Cir’, 1976). ; : 
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to sustain his conspiracy conviction, (3) 
that the district court erred in refusing to 
admit on defendants’ behalf government 
tape recordings of the group’s meetings, 
and (4) that the supplemental charge to 
the jury was error. Greenspun further 
adopts the arguments of his co-defendants. 


Dissenting Opinion 


HiccINgzoTHAM, Jr., Circuit Judge, dissent- 
ing: I dissent from the majority’s conclusion 
that the “court’s mere failure to respond to a 
juror’s request [that the jury be timely ex- 
cused to observe Yom Kippur] cannot be 
deemed coercive.” Typescript Opinion at 14. 
Yom Kippur—the Day of Atonement—is the 
holiest day on the Jewish calendar. It is not a 
day of joyous celebration, but rather a day of 
fasting and prayer. Recognizing that for 
Jews Yom Kippur is at least as sacred as 
Christmas is to Christians, I believe that the 
failure of the trial judge to advise jurors that 
they would be released by 4:00 p.m. on the 
evening that Yom Kippur was to begin, 
when viewed in the context of the jury’s 
deliberations, was so coercive that it denied 
the defendants a fair trial. I would hold 
similarly if, in response to a request to be 
excused for Christmas, a judge failed to 
advise jurors that they would not have to 
deliberate on Christmas day. Yom Kippur 
should receive no less respect in the federal 
courts than does Christmas, and it is in- 
conceivable to me that any judge would 
permit a jury to doubt whether they would 
have to deliberate on Christmas Day. 


In the most unequivocal request possible, 
five days before Yom Kippur, the jury asked 
the trial judge through the message of 
one juror: 


Your Honor, 


I would like to request of the court on 
behalf of the Jewish juror’s [sic] and 
possible others, that we be dismissed on 
Friday at 4:00 ’P.M. This is the eve of 
Yom Kippur which starts the beginning 
of a 24 hour fast. We must be home to 
prepare and eat dinner before 6:00 P. M. 
in order to begin the holiday tradition 
of synagogue and our fast. 

Thank you very much for your con- 
sideration. 


Despite this timely message, the jury 
was never informed that they would be dis- 


missed on Friday at 4:00 p.m. By Friday 
morning at 11:00 a.m. they had been 
deliberating for more than two full days 
and for more than seventeen hours, and 
they sent the following note to the district 
judge: 

Your Honor, 


After approximately 17 hours of de- 
liberation we have reached a _ verdict 
against only one of the defendants on 
two counts. 


After careful and intensive debate, 
there is no doubt in any of our minds 
that we can not reach a unaminous [sic] 
verdict on any of the other charges. 


Therefore further deliberations would 
be fruitless. 


The judge read this message to counsel 
and indicated that he would give the jury 
a supplemental charge. At this point, coun- 
sel for defendant Kirby, concerned that 
the jury might consider four o'clock that 
afternoon as a deadline for its verdict, 
pointedly reminded the judge of the juror’s 
prior note regarding Yom Kippur: 


MR. PATRIZIO: Your honor, I would 
have a request that this jury be told that 
4 o’clock was one of the juror’s request 
to be adjourned by today. They might 
be operating under the assumption that 
they have to make a decision by 4 o’clock 
today, and I would request that they be 
told that that is not a deadline, that 
they'll come back on another day to 
resume their deliberations. 


With his customary sensitivity, the trial 
judge recognized the reasonableness of 
counsel’s request that the jury be in- 
structed that they did not “have to make 
a decision by 4 o’clock today .. . that that 
is not a deadline,” and that they could 
“come back on another day to resume their 
deliberations.” The trial judge promised: 
“All right I’ll say something to that.” 
Instead of advising the jury that they 
could depart on Friday at 4:00 p.m., and 
come back on another day to resume 
deliberations, the trial judge gave a sup- 
plemental instruction which is known 
among trial judges as the “dynamite’”—or 
Allen—charge, United States v. Flannery, 
451 F. 2d 880, 883 (1st ‘Cir. 1971), and 
which is violative of this court’s. express 
admonition in United States v. Fioravanti, 


10On the Day of Atonement the Jew stands 
naked and defenseless before God. All his 
wrongdoings testify against him, and his sole 
recourse is to throw himself, with prayers and 
sincere repentance, on the mercy of God. On 
this day alone Jews kneel and prostrate them- 
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selves in synagogue, and the liturgy recalls the 
atonement ritual in the ancient temple. . . 
Something of the awesome character of this 
day has survived right up to the present. 

N. de Lange, Atlas of the Jewish World 97 
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412 F. 2d 407 (3rd Cir.), cert. denied, 396 
U. S. 837 (1969). 


To compound the matter, when giving 
the forbidden Allen charge* as a supple- 
mental instruction, the trial judge told the 
jury: 

You may conduct your deliberations as 

you choose, but I suggest that you now 

carefully reexamine and reconsider all 
the evidence in the case, bearing upon 
the questions before you. 


You may be as leisurely in your delibera- 
tions as the occasion may require, and you 
may take all the time which you feel is 
necessary. There are no time deadlines 
within which you must reach a verdict. 

You may now retire and continue 
your deliberations in such manner as 
shall be determined by your good and 
consciencious [sic] judgment as reason- 
able men and women. 


(Emphasis added.) 


Unfortunately, after dealing with the 
other aspects of his supplemental charge, 
the trial judge, through inadvertence, did 
not assure the jury that they would be 
dismissed for Yom Kippur. However, the 
fairness of the request was so firmly im- 
planted in his mind that the trial judge 
had thought that he had actually given 
it. The foregoing is the only explanation 
of the colloquy between the trial judge and 
counsel after the supplemental instruction: 

MR. PATRIZIO: Judge, I’m still not 
sure whether or not this jury under- 
stands that they are going to be per- 
mitted to leave at 4 o'clock. I don’t 
think they’ve ever been told that. 

THE COURT: Well, I don’t know 
how I could make it any clearer. 


The court’s supplemental instruction 
that “[t]here are no time deadlines within 
which you must reach a verdict” could 
not be construed as addressing the jury’s 


concern. Surely the jury understood from . 


that remark that there were no time dead- 
lines imposed upon them by the court. In 
that sense, they were aware that they were 
probably free to deliberate until 10:30 
p.m., as they had done the night before, 
and on the following day. Yet for the 
Jewish members of the jury and for those 
jurors who, though they were not Jewish, 


recognized and desired to accommodate | 


the religious practices of others, such an 


instruction failed to address their ex- 


pressed concern. 


While the majority finds it significant 
that after the initial request made on 
Monday, September 12, no subsequent re- 
quest was ever received, I find this unim- 
portant. Once expressed, the district court 
should have addressed the concern. The 
jury could not reasonably infer from the 
lack of the court’s response that the Mon- 
day request would be granted. What I do 
find significant is that the jury returned 
with their verdict at 3:20 p.m., just forty 
minutes before the time the court had been 
advised some jurors would have to leave 
in order to observe Yom Kippur, and that 
the jury was actually discharged at 3:45 p. m. 


This case is without precedent as to its 
factual context, but the teachings of 
several cases are quite relevant. In the 
clearest language possible, the Supreme 
Court has recognized that “the principle 
that jurors may not be coerced into sur- 
rendering views conscientiously held is so 
clear as to require no elaboration.” Jenkins 
v. United States, 380 U. S. 445, 446 (1965). 
And the Court has noted that in determin- 
ing whether there has been coercion of 
the jury, we must look at “all the circum- 
stances.” Id., 380 U. S. at 446. More than 
fifteen years ago in a seminal opinion writ- 
ten by Judge Aldisert, we noted: 


So long as the unanimous verdict is 
required in criminal cases, there will 
always be three possible decisions of the 
jury: (1) not guilty of any charge; (2) 
guilty of one or more counts of the in- 
dictment; and (3) no verdict because of 
a lack of unanimity. The possibility of a 
hung jury is as much a part of our jury 
unanimity schema as are verdicts of 
guilty or not guilty. And although dic- 
tates of sound judicial administration 
tend to encourage the rendition of ver- 
dicts rather than suffer the experience of 
hung juries, nevertheless, it is a cardinal 
principle of the law that a trial judge 
may not coerce a jury to the extent of 
demanding that they return a verdict. 


Fioravanti, 412 F. 2d at 416. 


In United States v. Flannery, 451 F. 2d 
880 (1st Cir. 1971) the First Circuit noted 
that it was reversible error where “the 
court erred in reminding the jury that it 
was Friday afternoon. . . . The implicit 
suggestion, although doubtless unintended, 


2 The issue as to whether there was a ‘‘mani- 
fest injustice’ by the giving of the discredited 
Allen charge is a close one and it may rise to 
plain error. 
{issue in view of the fact that I believe that all 


of the defendants are entitled to a new oie for 
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However, I need not reach that 


the reasons noted. See Government of the 
Virgin Islands v. Hernandez, 476 F. 2d 791 (3d 
Cir. 1973). 

3 For the history of the Allen charge, see 
Allen v. United States, 164 U. S. 492 (1896) and 
United States or Fioravanti, 412 F. 2d at 415-16. 
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was that it was more important to be quick 
than to be thoughtful.” 451 F. 2d at 883. 
In Brasfield v. United States, 272 U. S. 448, 
450 (1926), more than a half century ago, 
Justice Stone noted that the coercive effect 
of a judge’s remarks “will often depend 
upon circumstances which cannot properly 
'be known to the trial judge or to the 
appellate courts and may vary widely in 
different situations. . . .” He warned 
against making remarks where “in general 
[the] tendency is coercive.’ He stressed 
that some inquiries “can rarely be resorted 
to without bringing to bear in some degree, 
serious, although not measurable, an im- 
proper influence upon the jury, from whose 


than that of the evidence and the law as 
expounded in a proper charge, should be 
excluded.” Jd., 272 U.S. at 450. 


In this case, there was injected a situa- 
tion or improper influence which had an 
inherent tendency to be coercive to some 
members of the jury. The failure to advise 
the jury that they would be released from 
jury service in time for Yom Kippur cer- 
tainly tended to be coercive. Jurors should 
not have to consider, in addition to the 
“evidence and the law as expounded in a 
proper charge,’ whether they will have to 
be in court rather than synagogue on their 
holiest day of the year. 


deliberations every consideration other For these reasons, I respectfully dissent. 


[9318] National States Insurance Company, Appellee v. Commissioner of Internal 
Revenue, Appellant. 


U. S. Court of Appeals, 8th Circuit, No. 84-2047, 4/3/85.—(758 F2d 1277.) Affirming 
Tax Court Dec. 40,463,81 TC 325. 


[Code Sec. 801] 


Life insurance companies: Definition: Noncancellable and guaranteed renewable 
accident and health policies: Additional reserves: Preliminary term method.—A decision 
of the Tax Court, which held that the taxpayer qualified as a “life insurance company” 
within the meaning of Code Sec. 801 and therefore qualified for certain favorable tax 
treatment, was affirmed. The taxpayer’s qualification as a life insurance company depended 
on whether its level premium renewable accident and health policies qualified as non- 
cancellable or guaranteed renewable accident and health policies within the meaning of 
Reg. § 1.801-3(d). The taxpayer’s use of the two-year preliminary-term method of valuing 
additional reserves for such policies did not disqualify them as guaranteed renewable life, 
health and accident insurance policies. This method of valuing additional reserves, which 
involved including no amounts in additional reserves for individual policies in force for 
two years or less, was commonly used in the industry, recognized as actuarially sound, 
sanctioned by state regulatory authorities and was used for real business purposes rather 
than for any reason having to do with the avoidance of taxes. Although such method of 
valuing reserves may not have met the government’s strict interpretation of the regula- 
tion for maintaining reserves with respect to such policies, the Senate committee report, 
from which the language for the regulation emanated, referred to industry practice as the 
model for its definition of noncancellable and guaranteed renewable accident and health 
policies. The industry regarded policies that followed the preliminary-term method for 
valuing the additional reserves as being guaranteed renewable life, health and accident 
insurance policies. Since the concept of reserves is meaningful only with respect to a 
group of risks or policies and all of the company’s reserves, including additional reserves, 
were available to meet all claims (including claims arising under policies less than two 
years old), the government’s position was inconsistent with reality. Back references: 
1 4001R.03 and 4001R.36. 


Mark Arnold, Husch, Eppenberger, Donohue, Elson, & Cornfeld, 100 North Broad- 
way, St. Louis, Mo. 63102, for appellee. Richard Farber, Department of Justice, Wash- 
ington, D. C. 20530, for appellant. 


Before Heaney and Arnotp, Circuit Judges, and Hanson*, Senior District Judge. 


Arnoitp, Circuit Judge: The question ing of Section 801 of the Internal Revenue 


presented is whether the taxpayer is a 
“life insurance company” within the mean- 


* The Hon. William C. Hanson, Senior United 
States District Judge for the Southern and 
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Code, 26(a) U. S. C. § 801 (1982), so as 


to qualify for certain favorable tax treat- 


Northern Districts of Iowa, sitting by designa- 


tion. 
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ment. This question depends, in turn, upon 
whether the taxpayer is issuing, in a suffi- 
ciently great proportion, policies that are 
“suaranteed renewable life, health, and acci- 
dent insurance policies” as that term is 
defined in Treas. Reg. § 1.801-3(d), T. D. 
7172, 26 C. F. R. § 1.801-3(d) (1984). Such 
policies (referred to by the parties as 
GRHA policies) are defined by the regula- 
tion to include health and accident con- 
tracts which are not cancellable by the 
company, but under which the company re- 
serves the right to adjust premium rates 
by classes, “and with respect to which a 
reserve in addition to the unearned pre- 
miums ... must be carried to cover” the 
company’s obligation. Jd. There is no dis- 
pute that the health and accident policies 
issued by the taxpayer in this case are in 
fact noncancellable, so as to meet the first 
requirement of the regulation. The issue, 
rather, is whether the taxpayer maintains 
reserves “with respect to” those policies in 
addition to the reserve for unearned pre- 
miums. The Tax Court, with five judges 
dissenting, held in favor of the taxpayer, 
and the Commissioner appeals. 


We affirm. We have little of substance 
to add to the thorough opinion of the Tax 
Court, which adequately answers both the 
Commissioner’s arguments and the argu- 
ments of the dissenting judges on that 
Court. We venture only a few observa- 
tions. 


The government concedes that “[a]ll of 
taxpayer’s individual GRHA policies satisfy 
the industry definition and understanding 
of the guaranteed renewable product type.” 
Brief for Appellant at 1. It points out, 
however, that under the regulation a con- 
tract does not qualify as a GRHA policy 
unless reserves are maintained “with re- 
spect to” it in the manner prescribed by 
the regulation. Here, the taxpayer’s re- 
serves consists of two components: an un- 
earned-premium reserve and an additional 
reserve. The unearned-premium reserve, 
about which there is no dispute, covers 
claims or liabilities that are expected to be 
incurred during the remainder of the cur- 
rent policy year, for which the premium 
has already been paid. This unearned-pre- 
miu Sel agence eit ii Basenee 


 one- yeas preliminary term), is recognized 


period, assuming that the insured chooses 


‘to renew the policy, as he has a right to 


do. This additional reserve is intended to 
cover future benefits that the company will 
have to pay under the policy in excess of 
future premiums it expects to receive. Typi- 
cally, a company’s liabilities will be greater 
in the later years of a policy, because the 
likelihood that an insured will become ill 
or have an accident increases with the 


_ passage of time. 


There are two recognized methods of 
computing this additional reserve. Both are 
concededly actuarially sound. One method 
is called the net-level method, and the 
government agrees that. companies using 
this method do qualify under the regula- 
tion. Under this method, with respect to 
each policy in force, a reserve in addition 
to that for unearned premiums is com- 
puted by calculating the excess of the 
present value of future benefits payable 
over the present value of future net pre- 
miums receivable. By contrast, under the 
preliminary-term method of valuing the 
additional reserve, the method used by tax- 
payer here and challenged by the govern- 
ment, no amounts are included in the 
additional reserves on account of policies that 
have been in force for two years or less. 
Instead, in the case of these policies, addi- 
tional reserves are not computed until after 
the passage of two years, at which point 
they are computed as though the policy 
had just been issued, to a person two 
years older than the age of the insured at 
the actual inception of the policy, and as 
though the net-level method was then be- 
ing used on such hypothetical newly issued 
policy. In this way, the amount of money 
actually accumulated in the additional re- 
serve will be, for any given policy, the 
same under the preliminary-term method 
as it would have been under the net-level 
method, if the policy remains in force for 
the life of the insured. 


The preliminary-term method, which is 
also commonly used by companies issuing 
life insurance policies proper, as opposed 
to health and accident policies (though 
in the case of these companies the more 
common method seems to be to use only a 
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An insurer’s administrative costs in the 
first year or two of a policy are much 
higher than those in later years. Thus, 
all of the income received on any given 
policy may have to be devoted, during these 
early years, to front-end administrative 
costs, also known as “loading expenses.” 


The government’s position comes down 
to this: because no amount of money is 
added to additional reserves on account of 
policies not yet two years old, it cannot 
be said that any additional reserves are 
being maintained “with respect to” those 
policies. Ordinarily we should defer to the 
Commissioner’s reading of his own regu- 
lation, and here we agree that the words 
of the regulation, simply as a matter of 
English grammar, can be made to bear the 
meaning contended for by the government. 
As the Tax Court has pointed out, how- 
ever, the practical, business, and legislative 
reasons for interpreting the regulation dif- 
ferently are compeliing. In the first place, 
the language of the regulation comes from 
a Senate Report accompanying the Revenue 
Act of 1942, S. Rep. No. 1631, 77th Cong., 
2d Sess. 144-45 (1942), and this report 
clearly refers to industry practice as the 
model for its definition of GRHA policies. 
Everyone concedes that the industry re- 
gards policies that follow the preliminary- 
term method as being GRHA policies for 
all practical and business purposes. All of 
the expert witnesses who appeared before 
the Tax Court on this question so testi- 
fied. Secondly, the concept of reserves is 
meaningful only with respect to a group 
of risks or policies. —To speak of a reserve 
in connection with an individual policy is 
economically meaningless, because the very 
idea of a reserve is to estimate the amount 
of money that will be required to cover a 
certain future contingency. This contingency 
is simply the average of a number of risks 
or contingencies spread over large groups 


of people. There is no appreciable chance 
that any given policyholder will in fact 
turn out to get sick, or have accidents, 
the average number of times, so, although 
reserves may be computed in the case of 
each policy, the whole computation has 
meaning only when it occurs many times. 
Therefore, it can properly be said that 
additional reserves do exist “with respect 
to” all policies issued by the company, 
even those within the first two years of 
their existence. All of the company’s re- 
serves, including the additional reserves, 
are available to meet all claims, including 
those claims arising under policies less than 
two years old. 


The government’s position, then, although 
tenable as a matter of language, is hyper- 
technical, even more so than is customary 
in the tax field, and inconsistent with 
reality in this industry. These policies in 
fact are noncancellable, they involve long- 
term risks for which the taxpayer is required 
by law to maintain adequate reserves, in- 
cluding reserves in addition to unearned 
premiums, and the preliminary-term method 
of computation is well recognized in the 
industry and sanctioned by state law. Just 
how tenuous the government’s argument 
is becomes apparent when we consider, on 
reflection, that its position would be satis- 
fied if the taxpayer added one dollar (or 
even one cent) to additional reserves for 
each policy less than two years old, even 
if at the same time it reduced additional 
reserves by an equal amount for each policy 
more than two years old. In this way, addi- 
tional reserves would be literally main- 
tained in the case of each individual policy 
issued by the company, but no more re- 
serves, in real terms, would exist than do 
now. We decline to read the regulation to 
make such a distinction acceptable. 


Affirmed. 


[7 9319] Mutual Aid Association of the Church of the Brethren, Plaintiff-Appellant 
v. United States of America, Defendant-Appellee. 


U. S. Court of Appeals, 10th Circuit, No. 83-2546, 4/11/85.—(759 F2d 792.) 


[Code Sec. 501] 


Exempt organizations: Social welfare: Mutual Aid Association—The Mutual Aid 
Association, which was organized in the nineteenth century by the Church of the 
Brethren to provide church members and their dependents with insurance protection 
against natural disasters and casualties, was not exempt from tax as a social welfare 
organization, under Code Sec. 501(c)(4) and was not entitled to a refund of taxes paid 
for the years in issue. The taxpayer argued that the association was organized to promote 
the religious principle of mutual aid and, therefore, advanced religion, and as a result 
promoted the social welfare. The court held that regardless of whether it accepted the 
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Mutual Aid Association’s premise that the advancement of religion promotes social wel- 
fare, it could not characterize the Mutual Aid Association as an organization dedicated 
exclusively or primarily to the advancement of religion. The presence of a substantial 
non-exempt purpose—providing property insurance for its members on the basis of 
assessed premiums—precluded the Mutual Aid Association’s exempt status as an organi- 
zation for the advancement of religion. Back reference: {[ 3035.115. 


Leonard J. Henzke, Jr., William J. Lehrfeld, 1301 Pennsylvania Ave., N. W., Wash- 
ington, D. C. 20004, Allan A. Hazlett, 1525 S. W. Topeka Ave., Topeka, Kan., for 
plaintiff-appellant. Benjamin Burgess, United States Attorney, Topeka, Kan. 66683, 
Glenn L. Archer, Jr., Assistant Attorney General, Robert A. Bernstein, Michael L. Paup, 
Lisa A. Prager, Department of Justice, Washington, D. C. 20530, for defendant-appellee. 


Before Locan and Sern, Circuit Judges, and Kane, District Judge.* 


Locan, Circuit Judge: The only issue in 
this case that we decide on appeal is 
whether the district court correctly con- 
cluded that the Mutual Aid Association of 
the Church of the Brethren did not qualify 
as a tax-exempt social welfare organization 
pursuant to the Internal Revenue Code of 
1954 (I. R. C.) §501(c)(4).1. The parties 
stipulated the relevant facts. The trial court 
based its decision on cross motions for 
summary judgment by the parties. 


Mutual Aid Association (MAA) is an 
unincorporated association which was or- 
ganized in the nineteenth century by the 
Church of the Brethren. The organization 
provides insurance protection against fire, 
storms, vandalism, and other similar cas- 
ualty losses on churches and buildings 
owned by individuals who pay for such 
coverage. The insurance coverage is avail- 
able only to Church of the Brethren mem- 
bers and their dependents; if a member 
leaves the church the policy is cancelled. 
About 2,500 of the approximately 180,000 
church members have insurance through 
MAA and about 350-400 of the approxi- 
mately 2,800 policies insure church buildings. 


MAA’s income is derived from insurance 
premiums, investment of surplus funds, and 
a nominal lifetime membership fee paid upon 
application for a policy. A member of each 
congregation serves as the agent to accept 
policy applications and church officials 
serve as officers and directors of MAA. 
The pay for serving as an agent is nominal; 
the organization has only five full-time 
employees. Risks above $25,000 are re- 
insured through Mennonite Indemnity, Inc., 
a stock company controlled in part by the 


central agency of the Mennonite Church 
in the United States. Because of its low 
overhead MAA’s insurance rates are gen- 
erally lower than those of other insurers, 
and it does not add a surcharge to its rates 
for institutions and individuals located in 
high-risk areas. MAA has in the past given 
a rebate to its policyholders; it also has 
reduced premiums when it had more than 
an adequate security margin for the reserve 
fund. 


MAA has worked occasionally with a 
disaster aid agency of the church, the 
Brethren Disaster Service, which provides 
money, food, materials, and labor from 
voluntary church contributions to victims 
of natural and other disasters. MAA assists 
Brethren Disaster Service by publishing its 
newsletters, donating some telephone assist- 
ance, permitting use of its offices for meetings 
and workshops, and sometimes contribut- 
ing cash. 


From 1932 to 1958 the Internal Revenue 
Service considered MAA to be exempt 
from taxation as a “[f]armers’ or other 
mutual hail, cyclone, casualty, or fire in- 
surance” association under §103(11) of 
the Revenue Act of 1932. From 1958 until 
1972 MAA was considered tax exempt pur- 
suant to I. R. C. §501(c)(15) as a mutual 
insurance association, “other than life or 
marine,” having a gross income of $75,000 
or less (before 1963) or $150,000 or less 
(after 1972). After 1972, however, MAA’s 
gross income each year exceeded $150,000 
and it paid its taxes in accordance with 
the sections governing mutual insurance 
companies. After paying these taxes, MAA 
filed for and now claims entitlement to a 


* Honorable John L. Kane, Jr., United States 
District Judge for the District of Colorado, 
sitting by designation. 

1 Because we hold that the Mutual Aid Asso- 
ciation does not meet the requirements of 
p APL NGH § 501(c)(4), we do not address the 


government’s argument that § 501(c) (15) is the 


exclusive exemption for mutual insurance com- 


panies. See Conswmer-Farmer Milk Cooperative, 


q 9319 


Inc. v. Commissioner [51-1 ustc { 9113], 186 F. 
2d 68, 72 (2d Cir. 1950) (holding it unnecessary 
to decide whether a cooperative may claim 
exemption only under the specific cooperative 
exemption subsection because the cooperative 
failed to meet requirements of the more general 


‘social welfare exemption it sought), cert. de- 
nied; ‘SAL Ui ‘Ss. 931 psa : 
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refund for the years 1975 through 1980. 
MAA asserts that it is exempt as a social 
welfare organization under I. R. C. § 501 


(c) (4). 


Our analysis must start from the propo- 
_sition that exemptions from income tax 
are a matter of legislative grace. Haswell 
v. United States [74-2 ustc 9591], 500 
F, 2d 1133, 1140 (Ct. Cl. 1974), cert. denied, 
419 U. S. 1107 (1975); Erie Endowment v. 
United States [63-1 ustc f 9373], 316 F. 2d 
151, 153 (3d Cir. 1963). MAA carries on 
an activity that generates income, and hence 
is subject to tax on that income unless it 
satisfies one or more of the exemptions 
permitted in the tax code. HCSC-Laundry 
uv. United States [81-1 ustc J 9202], 450 U. S. 
1, 5 (1981) (per curiam). 


I. “R. C. § 501(c) (4) requires’ that an 
organization be operated exclusively for 
the promotion of social welfare in order to 
qualify for an exemption. It is so operated “if 
it is primarily engaged in promoting in some 
way the common good . . + maireass 
Reg. § 1.501(c) (4)-1(a) (2) (i). MAA’s argu- 
ment under § 501(c) (4) is that it should be 
exempt because it promotes the social wel- 
fare in the sense that it advances the 
religious principles of the Church of the 
Brethren. MAA reasons that it carries out 
‘only the historical and doctrinal practice of 
‘mutual aid and that this practice is funda- 
mental to the concepts of the Brethren 
‘Church. A traditional manifestation of the 
principles of mutual aid is the practice of 
“barn-raising” whereby church members 
join together to replace or repair members’ 
buildings that have been destroyed by frre, 
tornadoes, or other peril. MAA claims that 
the insurance principle is the modern mani- 
festation of the traditional barn-raising type 
of mutual aid. 


2 Treas. Reg. § 1.501(c)(4)-1(a) reads: 

“Civic organizations—(1) In general. A civic 
league or organization may be exempt as an 
organization described in section 501(c)(4) if: 

(i) It is not organized or operated for profit; 
and 

(ii) It is operated exclusively for the promo- 
tion of social welfare. 

(2) Promotion of social welfare—(i) In gen- 
eral. An organization is operated exclusively 
for the promotion of social welfare if it is 
primarily engaged in promoting in some way 
the common good and general welfare of the 
people of the community. An organization em- 
braced within this section is one which is 
operated primarily for the purpose of bringing 
about civic betterments and social improve- 
ments. A ‘social welfare’ organization will 
qualify for exemption as a charitable organiza- 
tion if it falls within the definition of ‘char- 
itable’ set forth in paragraph (d)(2) of 
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MAA’s argument for exempt status rests 
on its contention (1) that MAA exclusively 
or primarily advances religious principles, 
and (2) that advancing religion is a social 
welfare activity entitled to a § 501(c)(4) 
exemption. The second premise of MAA’s 
argument is derived from regulations § 1.501 
(c)(4)-1(a). and = § 1.501 (c) (3)-1(d) (2).? 
MAA reasons that § 501(c)(3) precedents, 
defining charitable organizations, should 
apply to determinations of § 501(c)(4) 
status for organizations promoting social 
welfare. 


There is persuasive appeal in the second 
premise of MAA’s argument. Organiza- 
tions for the advancement of religion un- 
doubtedly can work to better society. See 
Rev. Rul. 71-580, 1971-2 C. B. 235, 236. In 
People’s Educational Camp Society, Inc. v. 
Commissioner [64-1 ustc J 9441], 331 F. 2d 
293, 930 (2d Cir. 1964) (quoting Debs Me- 
morial Radio Fund, Inc. v. Commissioner 
[45-1 ustc J 9258], 148 F. 2d 948, 951 (2d 
Cir. 1945)), cert. denied, 379 U. S. 839 
(1964), the court said: 


“TWe have] characterized the promotion 
of social welfare as involving the serving 
of ‘purposes beneficial to the community 
as a whole,’ or the promotion of the 
‘welfare of mankind’ in the manner gen- 
erally of the charitable, educational and 
religious organizations exempted by like 
provisions of the Code.” 


We need not decide this issue, however, 
because regardless of whether we accept 
MAA’s premise that the advancement of 
religion promotes social welfare, we cannot 
characterize MAA as an organization dedi- 
cated exclusively or primarily to the ad- 
vancement of religion. 


Certainly MAA was formed and pro- 
moted by church members and limits its 
policy sales to church members. But MAA 


§ 1.501(c)(3)-1 and is not an ‘action’ organiza- 
tion as set forth in paragraph (c)(3) of 
§ 1.501(¢) (3)-1.’’ 
Treas. Reg. § 1.501(c)(3)-1(d)(2) provides (em- 
phasis added): 

“Charitable defined. The term ‘charitable’ is 
used in section 501(c)(3) in its generally ac- 
cepted legal sense and is, therefore, not to be 
construed as limited by the separate enumera- 
tion in section 501(c)(3) of other tax-exempt 
purposes which may fall within the broad out- 
lines of ‘charity’ as developed by judicial de- 
cisions. Such term includes: Relief of the poor 
and distressed or of the underprivileged; ad- 
vancement of religion; . and promotion of 
social welfare by organiaztions designed to ac- 
complish any of the above purposes... .”’ 
_§MAA also argues that it is exempt ‘under 
§ 501(c) (4) because it is an integral part of the 
Church of the Brethren. There is no doubt that 
MAA has close ties to the church and its teach- 
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does not give succor to souls; it sells insur- 
ance coverage. It is not supported by volun- 
tary donations in whatever amounts the 
membership wishes to give; it extends benefits 
in return for a premium based generally 
upon the risk assumed. These facts dis- 
tinguish our case from Bethel Conserva- 
tive Mennonite Church v. Commissioner [84-2 
ustc J 9870], 746 F. 2d 388 (7th Cir. 1984). 
In Bethel the Seventh Circuit held that a 
Mennonite church was organized and op- 
erated exclusively for religious purposes 
under § 501(c)(3) notwithstanding the fact 
that the church developed its own medical 
insurance plan for congregation members. 
Id. at 391-92. The medical insurance plan 
in Bethel was funded by “voluntary offer- 
ings made by members, plus interest earned 
on the portion of its funds kept in savings 
accounts.” Bethel Conservative Mennonite 
Church [Dec. 39,887], 80 T. C. 352, 356 
(1983), rev'd, 746 F. 2d at 393. The church 
in Bethel established this voluntary pro- 
gram as a part of its belief that its mem- 
bers must bear one another’s burdens, Bethel 
Conservative Mennomite Church, 746 F. 2d at 
392 (quoting Gal. 6:2). Although MAA 
was formed with the same principles in 
mind, it operates as a mutual insurance 
company, not as a church congregation. It 
engages in underwriting practices consistent 
with those of the industry in general, re- 
quires premium payments, and pays on claims 
when it receives supporting documentation. 


MAA’s administrator, Dale Correll, tes- 
tified that the purpose of taxpayer in pro- 
viding protective fire and extended coverage 
property insurance was to further the Chris- 
tian character of the Church of the Brethren’s 
religious beliefs. This purpose admittedly 
is admirable and both historically and re- 
ligiously based. Nevertheless, MAA _ pri- 
marily provides property insurance, an 
admitted economic activity. MAA treats its 


surplus and profit as would any mutual 


insurance company: “[t]he ultimate con- 
siderations of [MAA] in creating and using 
its surplus and profit are to provide a rea- 
sonable and adequate security margin, and 
to provide better protection and service to 
its members.” R. I, 257 (Suppl. Stipulation 
of Facts). The presence of a substantial 
non-exempt purpose—providing property in- 
surance for its members on the basis of 
assessed premiums—precludes MAA’s exempt 
status as an organization for the advance- 
ment of religion. Fides Publishers Associa- 
tion v. United States [67-1 ustc 9251], 263 
F. Supp. 924, 935 (N. D. Ind. 1967) (§ 501 
(c)(3)). Such a purpose also precludes 
MAA’s exempt status as an organization 
primarily engaged in the promotion of the 
social welfare. See Contracting Plumbers Co- 
operative Restoration Corp. v. United States 
[74-1 ustc J 9140], 488 F. 2d 684, 686 (2d 
Cir. 1973) (§501(c)(4)), cert. denied, 419. 
U. S. 827 (1974). 


AFFIRMED. 


[1.9320] James K. Claiborne and Dixie L. Claiborne, Plaintiffs v. Commissioner of 


Internal Revenue, Defendant. 


U. S. District Court, Dist. of Idaho, Civil No. 83-1341, 11/27/84. 


[Code Sec. 6702] 


Civil penalties: 


Frivolous return: Fifth Amendment objections.——Thke IRS’s motion 


for summary judgment was granted and the imposition of the frivolous return penalty 
was upheld because the taxpayers were unable to show that a specific question on the tax 
return would require them to reveal information that would incriminate them in a crime. 


Back reference: {| 5595G.02. 


James K. Claiborne, 220 Happy Valley Rd., Nampa, Idaho 83651, pro se. 


William R. Van Hole, United States Attorney, Boise, Idaho 83724, F. Michael Kovach, 
Jr., Department of Justice: Washington, D. C. 20530, for defendant. 


Memorandum Decision 


CoLtister, Chief Judge: Before the Court 
is a motion to dismiss or for summary 
judgment filed by the Government. The 
plaintiffs were assessed a $500.00 penalty 
for filing a frivolous income tax return 
under 260 Us, S. ie $6702; Plaintiffs paid 


ings. This relat (on: nship, ‘however, 
exempt MAA from tax liabilit r 
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does ‘not 
because ‘regard- 


fifteen percent of that penalty and then 
filed this suit for a refund. The Govern- 
ment claims that the plaintiffs’ income tax 
return is frivolous as a matter of law, and 
that the plaintiffs’ action should be dismissed. 


_ The Court has examined the tax return 
filed by the plaintiffs and finds that the 


less of MAA’s ties to th ‘church it is a legal 
entity separate 1 ‘distinct from the church. 
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plaintiffs provided almost no information 
on that form from which a tax could be 
computed. To almost every question, the 
plaintiffs answered, “Object self-incrimina- 
tion.” The plaintiffs claim that their fifth 
amendment assertion is not frivolous and is 
proper. It appears clear to the Court that 
‘if, as a matter of law, the plaintiffs do not 
have any right to make a fifth amendment 
objection, that the plaintiffs’ tax return is 
frivolous under 26 U. S. C. § 6702. 


Under the Ninth Circuit law, the plain- 
tiffs must establish the following points to 
make a valid fifth amendment objection: 
(1) that the privilege was asserted at the 
time of filing the return and in response to 
specific questions contained therein; (2) 
that the taxpayer was faced with a real 
and appreciable danger of self-incrimination; 
and (3) that the taxpayers had reasonable 
cause to believe that their honest response 
to the questions would provide a link in 
the chain of evidence needed to prosecute 
them for a crime. See U. S. v. Carlson [80-1 
ustc J 9299], 617 F. 2d 518 (9th Cir. 1980). 


The plaintiffs argue that they will be 
exposed to criminal prosecution in the fol- 
lowing manner: 


Plaintiff, in this case, is a self-employed 
person who works in the building con- 
tracting trade. Being self-employed, 
Plaintiff receives no W-2 forms, there- 
fore his income and sources of income 
are unknown and are not open to public 
knowledge. 


As a building trades contractor, plain- 
tiff works under many different rules and 
regulations and codes that are imposed 
by Federal, State, County and City Gov- 
ernments. Plaintiff is required to obtain 
or possess licenses and permits as are 
required by State, County and City Gov- 


ernments. Plaintiff is also required by 
law to keep records pertaining to em- 
ployees, wages, expenses, and other 
forms of books and record keeping. 
When working on Federally funded jobs, 
a contractor must file and keep specific 
forms and depositions, and meet desig- 
nated wage scales as set by the Davis- 
Bacon Act. This is required by both 
State and Federal Governments. 


See Plaintiffs’ Brief at p. 1. 


The plaintiffs are apparently arguing that 
if they are audited by the IRS, and re- 
quired to show the IRS how they computed 
their net profit on Mr. Claiborne’s con- 
struction jobs, that Mr. Claiborne may have 
to reveal that he did not keep certain re- 
quired records and forms on employee 
wages and other costs and expenses. In 
other words, in an audit, plaintiffs may 
have to reveal incriminating evidence. 
However, the plaintiffs have not shown 
that they are forced to reveal incriminating 
evidence by any specific question on their 
tax return. Such a showing is required 
under U. S. v. Carlson, supra. 


For example, the plaintiffs fear that they 
might have to reveal that Mr. Claiborne 
did not keep proper wage records would 
not explain why the plaintiffs answered 
“Object, self-incrimination” to the question 
on the tax return asking plaintiffs to list 
their dividends received. In fact, none of 
the questions on the tax return requires 
plaintiffs to reveal incriminating informa- 
tion. U. S. v. Carlson, supra, requires the 
plaintiffs to make a showing that a specific 
question on the tax return would require 
the plaintiffs to reveal incriminating infor- 
mation. Because the record is devoid of any 
such showing, the Government is entitled 
to summary judgment. 


[7 9321] Leonard A. Peth, Plaintiff v. Richard Breitzmann; Sam Carr; Larry M. 


Phillips; Kenneth F. Dethloff; Kenneth J. Wielinski; J. Wolf; Donald Linskins; R. 
Bruno; Roy Clark; P. A. McFarland; Corinne L. Hollar; W. M. Sheeley; K. M. Osinga; 
Joe R. Jaquemai; Joseph P. Stadtmueller; Stephen J. Lisscone; Jeffrey D. Snow; Hennes 
Erecting Company, Inc.; Wisconsin Associates; John Hennes Trucking Co.; Bronson 
C. LaFollette; William H. Wilker; Michael Ley; James W. Warner; Clayton J. Rent- 
meester; Arthur E. Foeste; J. R. Wise; D. W. Richardson; Clayton E. Seth; Susan F. 
Hagen; Lyle P. Jensen; Fuel Economy Corporate Officer(s); Roscoe L. Edgar, Jr.; 
United States of America; State of Wisconsin Corporation Counsels and Attorneys; 
Richard Kotecki; and John/Jane Does 1—500, Defendants. 


U. S. District Court, East. Dist. Wis., Civil Action No. 84-C-1326, 3/22/85. 


[Code Secs. 861, 3401, 3403, 6001, 6331, Federal Rule of Civil 
Procedure 11, and U. S. Constitution] 


Tax protestors: Constitutional arguments: Levy and distraint: Suits by United 
States—In dismissing a tax protestor’s twelve amended complaints as frivolous, the 
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court held that: (1) the taxpayer’s wages were includible in income; (2) he was a person 
liable for tax; (3) he was mot deprived of his property by paying taxes; (4) he was an 
employee; and (5) federal reserve notes are legal tender. Further, the taxpayer was not 
exempt from tax pursuant to Code Sec. 861 because he worked in the State of Wisconsin 
(as a boilermaker) for Wisconsin employers. Moreover, the taxpayer lacked legal author- 
ity to attach common law liens to private defendants’ assets merely by filing this action. 
In addition, the taxpayer failed to allege any facts that would form the basis for criminal 
prosecution against certain government employees. Finally, the court found that the tax- 
payer brought this action in bad faith and for the invidious purpose of “getting back” 
at the IRS and the Wisconsin Department of Revenue. Thus, costs and attorney’s fees 
were awarded to private defendants and double costs were awarded to the government. 


Back references: {] 401.048, 402A.035, 402A.055, 402A.105, 5371.225, and 5752.054. 


Leonard Peth, Box 240 E. Marinette, Wis. 54143, for plaintiff. William Morgan, 
Bruce Heckler, Pope, Ballard, Shepard & Fowle, 69 West Washington St., Chicago, IIl. 


60602, for defendants. 
Decision and Order 


REYNOLDS, Chief Judge: This is a pro se 
tax protest action under 42 U. S. C. § 1983. 
Presently before the Court are defendants’ 
motions to dismiss and to quash certain 
“common law liens” filed by plaintiff, and 
plaintiff's “demand judgment by default,” 
“demand entry of summary judgment,” “de- 
mand of of [sic] this Court to stop the 
injury being performed by John/Jane does 
[sic] (1 through 500),” “Motions to Serv- 
ice [sic],” “Request That This Action 
Proceed Under Rules of Criminal Procee- 
dure [sic] Rule (1), Rule (2), Rule (3) 
and Rule (4),” and plaintiff's “Writs of 
Mandamus Authority,” writs of assistance, 
writs of attachment, notices of common law 
liens, “Writs of Quo Warranto,” and “Writ 
of Corpus Delicti and Caveat.” Nowhere 
does plaintiff state a claim for relief. I find 
the action to be frivolous and to have been 
brought in bad faith. Therefore, defend- 
ants’ motions will all be granted, plain- 
tiff's “demands,” motions, and requests will 
all be denied, the action will be dismissed, 
attorneys’ fees will be awarded to the de- 
fendants who have requested them, and the 
government will receive double costs. 


Plaintiff has been prolific in his filing of 
documents with the court. Since this action 
was filed in late October 1984, plaintiff has 
submitted no fewer then twelve amended 
complaints, each complaint adding new de- 
fendants. I have reviewed each complaint 
and the accompanying exhibits, and no- 
where do I find a cognizable claim for re- 
lief under federal law. 


The original complaint identifies plaintiff 
as a “Soverign [sic] Citizen” and a resi- 
dent of the State of Wisconsin. Elsewhere, 
he alleges that he is a boilermaker by trade. 
Although the complaint does not expressly 


identify them, the supporting exhibits dis- | 


close” that defendants Breitzmann, Carr, 
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Phillips, and Dethloff are Internal Revenue 
Service (“I. R. S.”) officers working in the 
I. R. S.’s Milwaukee office; defendants 
Wielinski and Wolf are I. R. S. officers 
working in the I. R. S.’s Minneapolis office; 
defendants Linskins and Bruno are I. R. S. 
officers working in the I. R. S.’s Green Bay, 
Wisconsin, office; and defendants Clark and 
McFarland are I. R. S. officers working at 
the I. R. S.’s Kansas City office. The plain- 
tiff alleges that these defendants (hereafter 
“the I. R. S. defendants”) conspired to de- 
prive him of his property without due 
process of law. Specifically, he alleges that 
the defendants knew, or should have known, 
that he was “at no time required to file or 
pay and [sic] income tax....’ The alleged 
conclusion that he is not required to pay 
income tax is based on the alleged fact that 
he is not “an officer, employee or elected 
official, of the United States, the District 
of Columbia, or any agency of the United 
States or the District of Columbia” within 
the meaning of 26 U. S. C. §6331(a). The 
complaint incorporates by reference a series 
of exhibits, most of which are copies of 
correspondence between plaintiff and the 
defendants, plaintiff's income tax returns for 
various years, I. R. S. Forms W-2 and W-4, 
sundry I, R. S. publications, and legal 
memoranda of plaintiff's authorship. 

The I. R. S. defendants moved to dismiss 
on November 20, 1984. One of the prof- 
fered bases for dismissal is plaintiff's 
failure to allege that he filed a claim for a 
refund with the I. R. S. However, I find 
among the exhibits several letters from the 
defendants informing plaintiff and his 
spouse that their administrative claims for 
refunds had been denied and that they would 
have to file a lawsuit if they wanted to 


' prosecute the matter further. Thus, it ap- 
pears that plaintiff has exhausted the ad- 
‘ministrative claim procedure, even though 
che has not explicitly so alleged. : 


© 1985, Commerce Cleari ng House, Inc. 
" 
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The second proffered basis for dismissal 
is that plaintiff has failed to state a’ claim 
for relief. With this contention, I agree. 
Plaintiff apparently thinks that only federal 
officers and employees are subject to the 
levy and distraint provisions of § 6331. He 
is wrong. See Sims v. United States [59-1 
“ustc { 9338], 359 U. S..108, 112-113 (1959). 


In addition to his misreading of § 6331, 
plaintiff labors under several other misap- 
prehensions that prompted him to file this 
lawsuit. A review of the exhibits appended 
to the original complaint discloses that this 
action arises out of the I. R. S.’s collection 
of income taxes and F. I. C. A. taxes from 
plaintiff through the withholding mecha- 
nism. In the exhibit lettered “C,” plaintiff 
discloses two alternative theories for his 
contention that the withholding mechanism 
is unlawful as applied to him. 


First, he argues that he is not a “person 
liable” to pay taxes under 26 U. S. C. 
§ 6001. The argument is this: the tax im- 
posed by Title 26, according to plaintiff, 
is “not unapportioned direct tax,” because 
any such tax “would be in conflict with 
the apportionment restriction of direct 
taxes contained in [Article I of the Con- 
stitution].”’ Moreover, he finds that there 
are no apportioned taxes imposed by Title 
26. Thus, any tax under Title 26 must 
be an indirect tax, that is, a tax upon some 
right, privilege, or corporate franchise. 
Plaintiff says he is not a privileged person, 
nor has he taken any corporate franchise. 
Therefore, so the argument goes, Title 26 
has no application to him. 


The argument has no merit. See U. S. 
Const. amend. XVI; Brushaber v. Union 
PA CifiGeck. Clonal Leaseea 4)0240ieU. Sap, 
17-19 (1915). 


Second, plaintiff argues that even if he 
is a “person liable” to pay income taxes, 
he has earned no “income.” He raises three 
contentions here. In the first, he states 
that the income taxes are directed to tax- 
able gain. Because he receives a paycheck 
for his labor, and because the paycheck 
is equal to the fair market value of his 
labor, he argues there is no gain. 


No court has ever accepted this argu- 
ment for the purpose of determining tax- 
able income. Indeed, it has always been 
rejected. For once and for all, wages are 
taxable income. Granzow v. Commissioner 
of Internal Revenue [84-2 ustc § 9660], 739 
F, 2d 265, 267 (7th Cir. 1984). 


Plaintiff’s next argument is that he is not 
an “employee” under 26 U. S. C. § 3401 (c) 
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because he is not a federal officer, em- 
ployee, elected official, or corporate officer. 
Plaintiff mistakenly assumes that this defi- 
nition of “employee” excludes all other 
wage earners. 


Finally, plaintiff argues that his wages 
are excluded from withholding under 26 
U.S. C. § 3401(a)(8)(B). This section ex- 
cludes remuneration for services rendered 
to a nonfederal employer by a U. S. citizen 
within a United States possession. The 
argument assumes that Wisconsin is a 
United States possession, Plaintiff is wrong 
again. 


In sum, plaintiff has failed to state a 
claim for relief in the original complaint. 
It will be dismissed with prejudice. 


The remaining twelve complaints can be 
treated summarily. In the first amended 
complaint, plaintiff sues Corinne Hollar, 
who is a deputy clerk of this court. The 
reason Ms. Hollar is being sued is that 
when the original complaint was filed, she 
prepared summonses providing for a sixty- 
day answering period pursuant to Fed. R. 
Civ. P. 12(a). Plaintiff contends that Ms. 
-Hollar’s act was tantamount to conferring 
“Titles of Nobility” on the defendants, and 
that he has the right to an answer in 
twenty days. 


Ms. Hollar properly gave the IJ. R. S. 
defendants sixty days to answer, because 
they are federal officers. No legal violation 
occurred here, and thus plaintiff has failed 
to state a claim. The first amended com- 
plaint will be dismissed with prejudice. 


The defendants named in the second, 
fourth, fifth, sixth, and eighth amended 
complaints are either officers of business 
entities who once employed plaintiff, or 
the business entities proper. These defend- 
ants (hereafter “the private defendants”) 
are all alleged to have conspired with the 
I. R. S. defendants in depriving plaintiff of 
his property. Review of the exhibits ap- 
pended to these complaints discloses that 
plaintiff and his employers have been em- 
broiled in disputes over the propriety of 
the employer’s decision to report plaintiff 
as having earned “wages, tips, [or] other 
compensation” on the I. R. S. Form W-2. 


The Court has reviewed these complaints 
and exhibits, and finds that the only reason 
the private defendants are being sued is 
because they withheld wages from plaintiff 
for taxation purposes. The law requires 
them to do this, and they are not liable 
to plaintiff for the amounts withheld. 26 

U.S. C. § 3403. Plaintiff has wholly failed 
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to state a claim for relief against the pri- 
vate defendants, and therefore the second, 
fourth, fifth, sixth, and eighth amended 
complaints are dismissed with prejudice. 


The third amended complaint was filed 
shortly after the I. R. S. defendants moved 
to dismiss. Their motion was signed by 
Tax Division Attorney Jeffrey Snow and 
Assistant U. S. Attorney Stephen Liccione 
for U. S. Attorney Joseph P. Stadtmueller. 
The third amended complaint adds Messrs. 
Snow, Liccione, and Stadtmueller as de- 
fendants. 


The third amended complaint wholly 
fails to state a claim against these defend- 
ants. Plaintiff raises several ludicrous ques- 
tions in this complaint, such as whether 
these defendants sought leave of court be- 
fore entering therein with their ‘Titles of 
Nobility.” Obviously, the filing of this 
complaint was merely a petty, vindictive 
response to the I. R. S. defendants’ legiti- 
mate effort to defend themselves against 
a frivolous lawsuit. The third amended 
complaint is dismissed with prejudice. 


The seventh and eleventh (numbered 
“25”) amended complaints name as defend- 
ants the Attorney General of Wisconsin, 
the Wisconsin Commissioner of Revenue, 
officers of the Wisconsin Department of 
Revenue, and “corporation counsels and 
Attorneys” (hereafter “the state defend- 
ants”). Neither complaint has been served. 
Rather, plaintiff “demands” that these com- 
plaints be served at the public’s expense 
pursuant to Fed. R. Civ. P. 4(c) (2) (B) (iii). 
Neither complaint will be served, because 
neither complaint states a claim for relief 
under federal law. 


The following arguments raised in the 
seventh amended complaint and the sup- 
porting exhibits are exemplary of the plain- 
tiffs’ claims against the state defendants. 
First, plaintiff argues that Article I, § 10, of 
the U. S. Constitution prevents the states 
from coining money or making anything 
but gold or silver a tender in payment of 
debts, and therefore, the State of Wisconsin 
must accept gold or silver coin, or some 
other form of tender to be determined by a 
court, in payment of state income taxes. 
The short answer to this silly argument is 
that Article I, §10, does not limit Con- 
gress’s power under Article I, § 8, to de- 
clare what shall be legal tender for all 
debts. Congress has declared federal reserve 
notes to be legal tender for all public and 
Private debts, and this declaration is the 
supreme law of the land. © 
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Plaintiff also argues that he does not 
have any “income” under Wis. Stat. 
§ 71.10(2)(d), because ‘natural citizens 
[sic] wages are not taxable, only the IN- 
COME FROM the source” (plaintiff's em- 
phasis). Once again, plaintiff is wrong. 
Compensation for labor or services, how- 
ever the earner might wish to characterize 
it, is income for the purpose of Wisconsin’s 
revenue laws, and §71.10(2)(d) expressly 
so provides. See also Whitman v. Wisconsin 
Department of Taxation, 240 Wis. 564, 4 
N. W. 2d 180: (1942). 


Plaintiff argues further that his remuner- 
ation is exempt from taxation under 26 
U. S. C. §861(a)(3)(C) (ii), and thus ex- 
cludable under 26 U. S. C. §61 and, by 
reference, excludable under Wisconsin law. 
Suffice it to say that if plaintiff wished to 
avail himself of § 861(a)(3)(C)(ii), he 
would have to show that his work was done 
for a foreign office, or an office in a United 
States possession, of a domestic business 
entity. He has not alleged this, and it is 
clear from the record that he performed 
his work in the State of Wisconsin for Wis- 
consin employers. 


The exhibits appended to the seventh 
amended complaint are copies of corres- 
pondence between plaintiff and the state 
defendants. Plaintiff's missives contain 
other legal challenges too frivolous to merit 
mention. This complaint does not state a 
claim for relief and will be dismissed with 
prejudice. 


The same can be said for the eleventh 
amended complaint, in which plaintiff seeks 
an order that the defendants process his 
claims for refunds and give recognition to 
certain “common law liens” he has sub- 
mitted to the court. 


Insofar as plaintiff requests an order de- 
claring the Wisconsin revenue laws uncon- 
stitutional and requiring that Wisconsin 
make restitution of all tax monies collected 
from him, this complaint is barred by the 
Anti-Injunction Act, 28 U. S. C. § 341. 
Moreover, the claims for refunds are predi- 
cated on the same fatuous legal arguments 
that underlie the seventh amended com- 
plaint. They provide no basis for me to 
order the Wisconsin Department of Rev- 
enue to do anything. 


The request that I order the defendants 
to respect these “common law liens” merits 
special attention, because these “liens” are 
the subject of a motion to quash filed by 
several of the private defendants. Plaintiff 
has from time to time submitted to the 

© 1985, Commerce Clearing House, Inc. 
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court documents captioned “Notice of Com- 
mon Law Lien” with reference to defend- 
ants Carr, Dethloff, Wielinski, Wolf; Bruno, 
Clark, McFarland, Jaquemai, Osinga, 
Sheeley, Phillips, Breitzmann, Linskins, 
Hennes Erecting Company, Snow, Liccione, 
_Stadtmueller, and Hollar. These notices 
purport to order the particular defendant 
to hold certain assets as security for the 
plaintiff in this action, and warns the de- 
fendant not to “release” any of the assets 
until the action is concluded. Thus, these 
“notices” represent an attempt by plaintiff 
to encumber the defendants’ property pend- 
ing disposition of this action. 


No liens presently attach to the defend- 
ants’ property by virtue of this action. 
Plaintiff has no legal authority to encumber 
anyone’s assets merely by filing this action. 
Under Wisconsin law, a common law lien 
exists where a person bestows labor upon 
an article or does some act with reference 
to that article, thereby increasing its value. 
Moynihan Associates v. Hanisch, 56 Wis. 2d 
185, 190, 201 N. W. 2d 534, 536 (1972). 
This, of course, has nothing to do with the 
present situation where plaintiff simply 
seeks to freeze the defendants’ bank ac- 
counts. The so-called “Notices of Common 
Law Lien” are worthless scraps of paper 
and have no legal effect. The motion to 
quash them is granted, and the eleventh 
amended complaint is dismissed with prejudice. 


The ninth amended complaint (numbered 
“19”") adds Commissioner of Internal Reve- 
nue Roscoe Egger, Jr. (hereafter “the Com- 
missioner’) as a defendant. The complaint 
identified the Commissioner as the “prime 
conspirator” in this action and incorporates 
by reference the text of a statement on ille- 
gal tax protesters that the Commissioner 
made before a House Subcommittee on June 
10, 1981. I have read this complaint and 
the exhibits, and I find no claim for relief 
against this defendant. This complaint is 
dismissed with prejudice. 


In the tenth amended complaint (num- 
bered “24”), plaintiff sues the United States. 
He alleges that certain officers of the 
United States conspired with and gave aid 
and comfort to persons conspiring to de- 
prive him of his rights. These officers are 
defendants Snow, Liccione, Stadtmueller, 
and Hollar, and also Ms. Carol Shupe, who 
is a deputy clerk of this court; Sofron B. 
Nedilsky, the Clerk of Court; and the 
Honorable Thomas J. Curran, a judge in 
this district. Plaintiff complains -of the 
incident respecting defendant Hollar and 
the sixty-day summons described. earlier, 
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and of a previous tax protest action filed in 
this district, Civil Action No. 83-C-1962, 
which Judge Curran dismissed on April 10, 
1984. Plaintiff also identifies forty-two 
other conspirators, some of whom have 
been named as defendants in the other com- 
plaints. The plaintiff seeks an order that 
all the conspirators be criminally prosecuted. 


Plaintiff has failed to allege any facts 
that would form the basis for a criminal 
prosecution. Indeed, with respect to those 
“conspirators” not previously named as de- 
fendants, with the exception of Mr. Nedil- 
sky, Ms. Shupe, and Judge Curran, it is 
impossible to determine just what the con- 
spirators have done to prompt plaintiff to 
name them in this complaint. This com- 
plaint fails to state a claim for relief and 
will be dismissed with prejudice. 


Finally, in the twelfth amended com- 
plaint (numbered “22”), plaintiff adds one 
Richard Kotecki as a defendant. Mr. 
Kotecki is the Treasurer of the Town of 
Peshtigo, Marinette County, Wisconsin. 
This complaint raises once again the silly 
argument that states are unable to make 
anything but gold or silver coin tender in 
payment of a debt. No claim for relief is 
stated in this complaint and therefore it 
will be dismissed. 


Plaintiff makes a number of “demands,” 
“requests,” “questions to court,’ and mo- 
tions, all of which are denied. 


This, however, does not end the matter. 
A considerable amount of time has been 
spent processing plaintiff’s action, and it 
has been determined to be wholly without 
merit. Indeed, it is frivolous. No reasonable 
person could seriously think that, for ex- 
ample, the revenue laws can be avoided, 
and the government’s tax collection efforts 
can be brought to a standstill, by the con- 
tention that wages are not income. Indeed, 
plaintiff himself must have known this, 
because his contention that wages are not 
income for taxation purposes was explictly 
rejected by Judge Curran in Civil Action 
No. 83-C-1962. 


Moreover, I find that this action was 
brought in bad faith, and for the invidious 
purpose of “getting back” at the I. R. S. 
and the Wisconsin Department of Revenue. 
I base this finding on the entire record, 
and: particularly on the “Notices of Com- 
mon Law Lien,” which were obviously 
submitted to vex, harass, and intimidate 
the defendants; and the fact that plaintiff 


_threatened, then sued, deputy clerk Hollar, 
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thereby disputing the orderly functioning 
of this Court. 


As always, the doors of the court are 
open to persons having colorable claims 
for relief under the Constitution and the 
revenue laws of the United States. Yet the 
First Amendment does not provide a broad 
license to file frivolous and vindictive law- 
suits that harass and intimidate tax collec- 
tion officials and delay tax collection 
efforts. Such lawsuits squander the monies 
of responsible persons who recognize their 
duty to carry a share of the nation’s tax 
burden. See Granzow v. Commissioner of 
Internal Revenue [84-2 ustc { 9660], 739 
F. 2d 265, 269-270 (7th Cir. 1984). The 
Constitution is not a toy, and the judicial 
process is not a game. Because plaintiff 
has acted irresponsibly in prosecuting this 
action, a sanction will be imposed. 


The Court’s authority to impose the 
sanction derives from Fed. R. Civ. P. 11, 
which provides in pertinent part: 


Every pleading, motion, and other 
paper of a party represented by an 
attorney shall be signed by at least one 
attorney of record in his individual name, 
whose address shall be stated. A party 
who is not represented by an attorney 
shall sign his pleading, motion, or other 
paper and state his address .... 

The signature of an attorney or party 
constitutes a certificate by him that he 
has read the pleading, motion, or other 
paper; that to the best of his knowledge, 
information, and belief formed after rea- 
sonable inquiry it is well grounded in 
fact and is warranted by existing law or 
a good faith argument for the exten- 
sion, modification, or reversal of existing 
law, and that it is not interposed for any 
improper purpose, such as to harass or 
to cause unnecessary delay or needless 
increase in the cost of litigation... . 

If a pleading, motion, or other paper 
is signed in violation of this rule, the 
court, upon motion or upon its own ini- 


tiative, shall impose upon the person who 
signed, it, a represented party, or both, 
an appropriate sanction, which may in- 
clude an order to pay to the other party 
or parties the amount of the reasonable 
expenses incurred because of the filing of 
the pleading, motion, or other paper, in- 
cluding a reasonable attorney’s fee. 
Defendants Sheeley, Osinga, and Jaquemai 
have asked for costs and attorneys’ fees in 
their several motions to the court. Procon, 
Incorporated, has also asked for costs and 
attorney’s fees in its motion to dismiss. 
Procon has not been named as a defendant, 
but it has been identified as one of the 
myriad “conspirators” listed in the tenth 
amended complaint, and it has been served. 
It will therefore be treated as a “party” 
under Fed. R. Civ. P. 11. These requests 
for costs and attorneys’ fees will be granted. 
The United States has also requested costs 
in its motion to dismiss, Double costs will 
be awarded to the government. 


Order 


IT IS THEREFORE ORDERED that 
the defendants’ motions to dismiss are 
granted. 


IT, 1S .RURTHER. ORDERED —that 
defendants’ motions to quash the “Notices 
of Common Law Lien” are granted. 


IT IS FURTHER ORDERED that this 
action is dismissed with prejudice. 


IT IS FURTHER ORDERED that the 
United States be awarded twice the amount 
of its costs in defending this action. 


IT IS FURTHER ORDERED that 
within fifteen days of the filing date of this 
order, the defendants W. M. Sheeley, 
K. M. Osinga, Joe R. Jaquemai, and Pro- 
con, Incorporated, shall serve and file affi- 


davits setting forth the attorneys’ fees 
reasonably expended in defending this 
action, 


[7 9322] Brayton Frasier, Plaintiff vy. Richard D. Hegeman, Tuscan Dairy Farms, 
Inc., and all other presently unknown John and Jane Does 1 through 100, Defendants. 


U. S. District Court, No. Dist. N. Y., 84-CV-1247, 3/16/85. 


[28 USC 1346 and Code Sec. 6331] 


Civil | suits: Jurisdiction: District Court: United States as Yetkh dant: Levy and dis- 
traint: Immunity of Commissioner and his officers——Since the statutory requisites for 
commencing a civil action by a taxpayer against the United States government had not 
been satisfied, a district court lacked jurisdiction to review numerous objections made by 
a taxpayer challenging the IRS’s notice of deficiency for failure to file returns and pay tax 
for several tax years as well as challenging the actions of an IRS agent who served notice 
of levy on one of the taxpayer’s debtors i in partial satisfaction of the oe ae taxes. Sy 
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the court dismissed claims made against the IRS agent individually, because no bad faith 
allegations were made concerning the agents’ behavior, and sovereign immunity extends 
to IRS agents while acting in their official capacity. Further, the court noted, the indi- 
vidual’s claim for injunctive relief filed against the agent was treated as if made against 
the government itself, since in obtaining relief against the agent the taxpayer would in ef- 
fect obtain relief against the government. In any event, the court concluded that it 
lacked jurisdiction to review any of the claims concerning the Commissioner’s assessment, 
since there was neither statutory consent waiving sovereign immunity nor payment for 
the full amount of the assessment before the taxpayer challenged its validity in a suit for 
refund. Back references: {| 5369.175, 5369.74 and 5770.084. 


[U. S. Constitution] 


Constitutionality: Discrimination: Claims against system: Tax protests: Constitu- 
tional claims frivclous.—Although a district court concluded that it lacked jurisdiction 
concerning claims challenging the validity of the Commissioner’s assessment, the court did 
assume jurisdiction to briefly address some of the taxpayer’s numerous constitutional 
objections. First, the court held that the taxpayer could not maintain an action under 
42 USC § 1983 for violation of his civil rights, because the defendant failed to show the 
necessary element of state action. The court next dismissed the taxpayer’s claim under 
42 USC § 1985, since the conspiracy allegations were unsubstantiated. Furthermore, the 
court also dismissed the taxpayer’s cause of action under 42 USC § 1994, implementing the 
Thirteenth Amendment, as totally without merit, noting that it does not apply to “dis- 
gruntled taxpayers who feel held in peonage.” Finally, the court dismissed the taxpayer’s 
request for a grand jury investigation of the criminal charges against the defendants 
since no state of federal law authorized the commencement of such investigations by 
Private individuals. Back references: { 401.15 and 402A.035. 


Brayton Frasier, R. D. #1, Fort Plain, N. Y. 13339, pro se. Frederick J. Scullin, Jr., 
United States Attorney, George Yanthis, Assistant United States Attorney, 445 Broad- 
way, Albany, N. Y. 12207, Daniel F. Brown, Department of Justice, Washington, D. C. 
20530, for U. S. William G. Wallace, Buckley, Kremer, O’Reilly, Pieper, Hoban & 
Marsh, 1505 Kellum Place, Mineola, N. Y. 11501, for Tuscan Dairy Farms. 


Plaintiff commenced this action pro se 
alleging numerous violations of his civil 
rights. Named in his complaint are de- 
fendants Tuscan Dairy Farms and an IRS 
officer, Richard Hegeman. Additional un- 
named defendants are “all other presently 
unknown Defendants as John and Jane 
Does 1 through 100.” The action was 


Memorandum—Decision and Order 


Munson, Chief Judge: Mr. Brayton Frasier, 
plaintiff in this action, failed to pay or file his 
federal income taxes for 1977 through 1981. 
The IRS prepared substitutes for returns 
pursuant to I. R. C. § 6020(b) and assessed 
plaintiff's past due taxes in the amount of 


$64,478.37. A notice of levy was served 
upon defendant Tuscan Dairy Farms, Inc. 
for money owed plaintiff for the purchase 
of milk produced on plaintiff's farm. In 
accordance with the notice of levy, de- 
fendant Tuscan Dairy paid to the IRS the 
money owed by Tuscan Dairy to the 
plaintiff. 


11. R. C. § 6020 provides: 

§ 6020. Returns prepared for or executed by 
Secretary 

(a) Preparation of return by Secretary 

If any person shall fail to make a return 
required by this title or by regulations pre- 
scribed thereunder, but shall consent to disclose 
all information necessary for the preparation 
thereof, then, and in that case, the Secretary 
may prepare such return, which, being signed 
by such person, may be received by the Secre- 
tary as the return of such person. 

(b) Execution of return by Secretary 

(1) Authority of Secretary to execute return 
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originally commenced in state court and 
was removed by the defendant Hegeman. 
The two defendants have moved to dismiss 
the complaint pursuant to Rule 12(b), Fed. 
mR: Gaya: 

I 


On December 26, 1983 a delegate of the 
Secretary of the Treasury made an assess- 


If any person fails to make any return (other 
than a declaration of estimated tax required 
under section 6015) required by any internal 
revenue law or regulation made thereunder at 
the time prescribed therefor, or makes, will- 
fully or otherwise, a false or fraudulent return, 
the Secretary shall make such return from his 
own knowledge and from such information as 
he can obtain through testimony or otherwise. 

(2) Status of returns 

Any return so made and subscribed by the 
Secretary shall be prima facie good and suffi- 
cient for all legal purposes. 

26 U. S. C. § 6021(a) (1982). 
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ment against the plaintiff pursuant to I. R. C. 
§ 6201(a) for unpaid individual income taxes, 
penalties, and interest for the years 1977 
through 1981.2 As a revenue officer for the 
Internal Revenue Service, defendant Rich- 
ard Hegeman had the responsibility for 
collecting the delinquent accounts of the 
plaintiff. Pursuant to I. R. C. §6331(d), 
defendant Hegeman sent to plaintiff a final 
notice before seizure [IRS Form Letter 
1058], dated June 13, 1984, demanding pay- 
ment of his then outstanding unpaid tax 
balance of $64,478.37.* Plaintiff did not 
respond to this letter. 


On July 25, 1984 defendant Hegeman 
mailed a notice of levy [IRS Form 668A (C) ] 
to the defendant Tuscan Dairy Farms, Inc. 
Tuscan subsequently sent two checks to- 


27. R. C. § 6020 provides: 

§ 6201. Assessment authority 

(a) Authority of Secretary 

The Secretary is authorized and required to 
make the inquiries, determinations, and assess- 
ments of all taxes (including interest, addi- 
tional amounts, additions to the tax, and 
assessable penalties) imposed by this title, or 
accruing under any former internal revenue 
law, which have not been duly paid by stamp 
at the time and in the manner provided by law. 
Such authority shall extend to and include the 
following: 

(1) Taxes shown on return 

The Secretary shall assess all taxes deter- 
mined by the taxpayer or by the Secretary as 
to which returns or lists are made under this 
title. 
26 U. S. C. § 6201(a) (1982). 

3T. R. C. § 6331 provides: 

§ 6331. Levy and distraint 

(a) Authority of Secretary 

If any person liable to pay any tax neglects 
or refuses to pay the same within 10 days after 
notice and demand, it shall be lawful for the 
Secretary to collect such tax (and such further 
sum as shall be sufficient to cover the expenses 
of the levy) by levy upon all property and 
rights to property (except such property as is 
exempt under section 6334) belonging to such 
person or on which there is a lien provided in 
this chapter for the payment of such tax. Levy 
may be made upon the accrued salary or wages 
of any officer, employee, or elected official, of 
the United States, the District of Columbia, or 
any agency or instrumentality of the United 
States or the District of Columbia, by serving 
a notice of levy on the employer (as defined 
in section 3401(d) of such officer, employee, or 
elected official. If the Secretary makes a finding 
that the collection of such tax is in jeopardy, 
notice and demand for immediate payment of 
such tax may be made by the Secretary and, 
upon failure or refusal to pay such tax, col- 
lection thereof by levy shall be lawful without 
regard to the 10-day period provided in this 
section. 

(b) Seizure and sale of property 

The term ‘‘levy’’ as used in this title includes 


the power of distraint and seizure by any 


means. Except as otherwise provided in sub- 
section (d)(3), a levy shall extend only to 
property possessed and obligations existing at 


the time thereof. In any case in which the — 
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talling $9,978.52 to the IRS, representing 
payments owed to the plaintiff for the pur- 
chase of milk produced on plaintiff’s farm. 
These checks were applied by the IRS to 
the plaintiff’s 1977 and 1978 tax liabilities. 


Plaintiff’s complaint alleges “Conspiracy 
under Color of Law,” “Grand Larceny,” 
and “Violations of Civil Rights.” Plaintiff 
seeks an injunction precluding any further 
efforts on the part of the defendants to 
collect the plaintiff’s tax liabilities, return 
of money seized to date, money damages, 
and a court order directing a grand jury 
investigation of criminal charges against 
defendants. 

II 


Plaintiff alleges various constitutional vi- 
olations against the defendant, IRS officer 


Secretary may levy upon property or rights to 
property, he may seize and sell such property 
or rights to property (whether real or personal, 
tangible or intangible). 

(c) Suecessive seizures 

Whenever any property or right to property 
upon which levy has been made by virtue of 
subsection (a) is not sufficient to satisfy the 
claim of the United States for which levy is 
made, the Secretary may, thereafter, and as 
often as may be necessary, proceed to levy in 
like manner upon any other property liable to 
levy of the person against whom such claim 
exists, until the amount due from him, together 
with all expenses, is fully paid. 

(d) Requirement of notice before levy . 

(1) In general 

Levy may be made under subsection (a) upon 
the salary or wages or other property of any 
person with respect to any unpaid tax only 
after the Secretary has notified such person in 
writing of his intention to make such levy. 

(2) 10-day requirement 

The notice required under paragraph (1) shall 
be— 

(A) given in person. 

(B) left at the dwelling or usual place of 
business of such person, or 

(C) sent by certified or registered mail to 
such person’s last known address, 
no less than 10 days before the day of the levy. 

(3) Jeopardy 

Paragraph (1) shall not apply to a levy if 
the Secretary has made a finding under the last 
sentence of subsection (a) that the collection of 
tax is in jeopardy. 

(e) Continuing levy on salary and wages 

(1) Effect of levy 

The effect of a levy on salary or wages pay- 
able to or received by a taxpayer shall be con- 
tinuous from the date such levy is first made 
until the liability out of which such levy arose 
is satisfied or becomes unenforceable by reason 
of lapse of time. 

(2) Release and notice of release 
_ With respect to a levy described in paragraph 
(1), the Secretary shall promptly release the 
levy when the liability out of which such levy 


arose is satisfied or becomes unenforceable by 


reason of lapse of time, and shall promptly 
notify the person upon whom such levy was 
made that such levy has been released. 

26 U. S. C. § 6331 (1982). 


© 1985, Commerce Clearing House, Inc. 
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Hegeman.* Sovereign immunity extends 
to officers of the U. S. acting within the 
scope of their official functions. Barr v. 
Mateo, 360 U. S. 564 (1958), including em- 
ployees of the IRS. Babylon Milk and Cream 
Co., Inc. v. Rosenbush [64-2 ustc { 9719], 
233 F. Supp. 735 (E. -D. N. Y. 1964), Ber- 
shed v. Wood, 290 F. 2d 714 (9th Cir. 1969). 
Following IRS procedures does not subject 
an IRS agent to liability for constitutional 
violations absent allegations of bad faith 
on the part of the IRS. Foxman v. Rennison 
[79-2 ustc § 9647], 44 A. F. T. R. 2d, 
7 79-5191 (W. D. N. Y. 1979), aff’d, [80-2 
ustc [9512] 625 F. 2d 429 (2d Cir. 1980). 
Since plaintiff alleges no more than that 
the IRS agent Hegeman followed IRS 
statutory procedure, plaintiff’s allegations 
of constitutional violations against defend- 
ant Hegeman must be dismissed. 


Plaintiff seeks an injunction against de- 
fendant Hegeman’s efforts to collect taxes 
from plaintiff, a return of money seized 
by the IRS, and money damages. A law- 
suit against an officer of the United States 
Government will be held to be a suit 
against the United States itself where, by 
obtaining relief against an officer of the 
Government relief in effect would be ob- 
tained against the sovereign itself. Larson 
v. Domestic and Foreign Commerce Corp., 
337 U. S. 682, 688 (1949). Although the 
plaintiff here names the IRS officer indi- 
vidually, plaintiff’s action will be treated as 
one against the sovereign United States. 


The United States is immune from law- 
suits except to the extent that Congress 
has statutorily abrogated this immunity. 
United States v. Testan, 424 U. S. 392, 399 
(1976). A waiver of sovereign immunity 
“cannot be implied but must be unequivo- 
cally expressed.” Jd. (quoting United States 
v. King [69-1 ustc J 9410], 395 U. S. 1, 
4 (1969)). Where there is no statutory 
consent waiving immunity, the court lacks 
jurisdiction to entertain suits against the 
United States. Testan, 424 U. S. at 399 
(quoting United States v. Sherwood, 312 
U. S.. 584, 587-88 (1941)). There is no 
statute granting consent by the United 
States to be sued in an action such as that 
of plaintiff's; Title 28 U. S. C. § 1346(a) (1) 
allows for actions against the United States 
for alleged erroneously or illegally assessed 
taxes. The statute requires that the tax- 
payer pay the full amount of the assess- 
ment before challenging its validity. Flora 


v. Umited States [58-2 ustc J 9606], 357 U. S. 
63 (1958). Plaintiff has not complied with 
this requirement. Therefore, this court 
lacks jurisdiction over plaintiff’s challenge 
to the collection or assessment of his taxes. 


Plaintiff's complaint against defendant 
IRS officer also alleges various state and 
common law violations, including “special 
assumpsit,”’ “trespass on the case,’ and 
several state constitutional and statutory 
provisions. Although a pro se complaint is 
not to be held to stringent standards of 
pleading, Hammes v. Kerner, 404 U. S. 519, 
520-21 (1972), a complaint against a federal 
official, given the possibility of harassment 
and potential for interference with critical 
operations of government, must be held to 
an exacting standard. Harlow v. Fitzgerald, 
457 U. S. 800, 807-08 (1982). Where suits 
against federal officials are concerned, “a 
firm application of the Federal Rules of 
Civil Procedure will insure that federal 
officials are not harassed by frivolous law- 
suits,” Id. at 808 (quoting Butz v. Economou, 


438 U. S. 478, 507-08 (1978)). 


A motion to dismiss for failure to state 
a claim should not be granted “unless it 
appears beyond doubt that the plaintiff can 
prove no set of facts in support of his 
claim which would entitle him to relief.” 
Green v. Maraio, 722 F. 2d 1013, 1015-16 
(2d Cir. 1983) (quoting Conley v. Gibson, 
355 UL S. 41. 45=46"(1957) ); ZA y. Moore: 
Moore's Federal Practice $12.08 at 2271, 
2274 and 2284-85 n. 7 (citing cases) (2d Ed. 
1984).  Plaintiff’s claim premised upon 
“special assumpsit” is stated in vague and 
conclusory terms and fails to contain any 
factual allegations in support thereof; plain- 
tiff does not allege the existence of an 
express contract or other promise made to 
the plaintiff by the federal defendant upon 
which a suit might be premised. Accord- 
ingly, plaintiff’s claim under “special as- 
sumpsit” must be dismissed. 


Plaintiff's claim arising under “trespass 
on the case” is specifically barred by the 
Federal Tort Claims Act, 28 U. S. C. Sec- 
tion 2671 et seq. Title 28 U. S. C. § 2680(c) 
provides that the Act, although generally 
allowing for a tort action against federal 
defendants, does not apply to any claim 
“arising in respect of the assessment or 
collection of any tax.’ Under these cir- 
cumstances plaintiff's claim of “trespass on 
the case” is dismissed. Plaintiff asserts 
claims arising under various unclearly spe- 
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4 Plaintiff alleges violations of his rights pur- 
suant to the first, fourth, fifth, seventh, ninth, 
tenth, thirteenth, and fourteenth amendments. 
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cified provisions; these claims must be dis- 
missed due to plaintiff’s failure to specify 
the relevant provisions.° 


Plaintiff's prayer for relief includes a re- 
quest for an injunction against the further 
collection of his overdue taxes. This type 
of injunction is specifically prohibited by 
the Tax Anti-Injunction Act, I. R. C. 
§ 7421(a) which prohibits suits “for the 
purpose of restraining the assessment or 
collection of any tax.” °® Hassan Kaddah v. 
United States, No. 81-CV-1253, slip op. at 1 
(N. D. N. Y. Nov. 18, 1981). Accordingly, 
this court lacks jurisdiction to entertain 
plaintiff’s request for an injunction. 


Plaintiff also seeks the return of all 
money levied upon by the IRS. A taxpayer 
may maintain an action for a return of 
taxes assessed only after he has paid the 
full amount of the assessment and has filed 
an administrative claim with the IRS. 
I. R. C. § 7422; Flora v. United States [60-1 
ustc § 9347], 362 U. S. 145 (1960); Altman 
v. Connally [72-1 ustc J 9290], 456 F. 2d 1114 
(2d Cir. 1972). Since plaintiff has not com- 
plied with these statutory requirements, 
this court lacks jurisdiction to order the 
return of the monies seized to date. 


III 


Plaintiff asserts a claim for breach of 
contract against Tuscan Dairy Farms, Inc. 
for its compliance with the notice of levy 
issued by the IRS upon accounts receivable 
owed by Tuscan Dairy to plaintiff.. The 
notice of levy was properly authorized un- 
der I. R. C. § 6321, pursuant to which de- 
fendant made payments to the IRS. 


It has been recognized that “the indebt- 
edness of a third party to a taxpayer is 
subject to distraint.” See, e.g., United 
States v. Long Island Drug Co. [41-1 uste 
J 9140],115 F. 2d 983, 985-86 (2d Cir. 1940). 
Any party who surrenders property subject 
to an IRS levy “shall be discharged from 
any obligation or liability to the delinquent 
taxpayer with respect to such property ...” 
I. R. C. § 6332(d). Accordingly, plaintiff 


5 Rule 8(a)(2), Fed. R. Civ. P. requires that 
a pleading contain ‘‘a short and plain statement 
of the claim showing that the pleader is en- 
titled to relief.’’ 

6 An Ser eo on eS I. R. Cc. staat eS Where 


states no claim for relief against Tuscan 
Dairy for breach of contract. 


IV 


Plaintiff claims that the defendants vio- 
lated his civil rights under 42 U. S. C. 1983, 
§ 1985 and § 1994. An essential element of 
a claim under § 1983 is that plaintiff’s rights 
were deprived by defendants acting under 
color of state law. Flagg Bros., Inc. v. 
Brooks, 436 U. S. 149, 155-57 (1978). Here 
the plaintiff has failed to show any state 
action whatsoever; rather the defendants 
acted in conformity with federal law. This 
does not constitute the requisite state action 
to maintain an action under 42 U. S. C. 
§ 1983. See Campbell v. Amax Coal Co. [80-1 
ustc § 9185], 610 F. 2d 701, 702 (10th Cir. 
1979). 


Plaintiff alleges that a conspiracy be- 
tween the defendants violated his civil 
rights under § 1985. This circuit has devel- 
oped stringent pleading requirements for 
allegations of a conspiracy to violate civil 
rights. See 423 South Salina Street, Inc. v. 
City of Syracuse, No. 82-CV-319, slip op. at 
18 (N. D. N. Y. May 6, 1983). Unsubstan- 
tiated allegations of a conspiracy are in- 
sufficient to withstand a motion to dismiss. 
See Contemporary Mission, Inc. v. United 
States Postal Services, 648 F. 2d 97, 107 (2d 
Cir. 1981). In the absence of allegations of 
class based or racial discriminatory animus, 
the complaint fails to state a claim under 
§ 1985. Campbell, 610 F. 2d at 702. Here 
plaintiff has failed to allege any facts in sup- 
port of his conspiracy claims other than the 
defendant’s actions authorized by the Internal 
Revenue Code. Thus, plaintiff’s cause of ac- 
tion under 42 U. S. C. § 1985 must be dis- 
missed. 


Additionally, plaintiff's cause of action 
arising under §1994 must also be dis- 
missed. This statute, promulgated to im- 
plement the thirteenth amendment, does 
not apply to disgruntled taxpayers who 
feel held in peonage. Lonsdale v. Egger, 
525 F. Supp. 610, 612 (N. D. Tex. 1981), 


jurisdiction upon dismissal of all claims against © 
the federal defendant, the apparent lack of any 
legal basis for plaintiff's claims against Tuscan 
Dairy compels this court to discuss these 
claims. Additionally, this course seems prudent 
because of the probability that in a state court 
action for breach of contract against Tuscan 
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appeal dismissed, 673 F. 2d 1325 (5th Cir. 
1982). 
V 


Plaintiff also requests a grand jury inves- 
tigation of the criminal charges against the 
defendants. There is no New York State 
- law nor federal law authorizing a private 
individual to force the commencement of 


Defendant Tuscan also requests the 
awarding of expenses, including attorney’s 
fees. The apparent amount of plaintiff’s 
outstanding tax liability convinces this 
court that this request should be denied. 


For the foregoing reasons plaintiff’s com- 
plaint is hereby dismissed pursuant to Rule 


12(b)(1) and (b)(6), Fed. R. Civ. P. 


a grand jury investigation. Accordingly, 


this claim is dismissed.: It is so Ordered. 


[] 9323] Hartwick College, Aurelia Osborn Fox Memorial ‘Hospital Society and 
Railroad and ‘Local Men’s Christian Association of Oneonta, Plaintiffs v. United States of 
America, Defendant. 


U. S. District Court, No. Dist. of N. Y., 81-CV-281, 2/25/85. 


[Code Sec. 642] 


Estates and trusts: Charitable contributions: Method of calculating deduction: Inter- 
related computations v. straight deduction.—In an action by four charitable organizations 
(the residuary beneficiaries of an estate) to recover an overpayment of income taxes by an 
estate for the 1976 tax year, the court held that the IRS improperly used the “‘interrelated 
computations” method to calculate the charitable contribution deduction allowable to the 
estate for income tax purposes under Code Sec. 642(c) (2). (Under such method the taxes 
are paid out of the residuary estate, and in this case would leave no money for the 
charities.) The estate was entitled to a “straight charitable deduction” for the amount of 
income that would constitute the residuary estate since the court had previously found that 
the income received by the estate was permanently set aside for the charities as residuary 
beneficiaries and held that the estate was entitled to a charitable deduction in the amount 
that the residuary beneficiaries would have received but for the income taxes. In contrast 
to the estate tax provisions of Code Sec. 2055(c), the court found no clear congressional 
intent to reduce the charitable deductions allowed for income tax purposes by the tax 
imposed. Back reference: {[ 3621.015. 


James M. Reilly, Herzog, Nichols, Engstrom & Koplovitz, 99 Pine St., Albany, N. Y. 
12201, for plaintiffs. Frederick J. Scullin, Jr., United States Attorney, Syracuse, N. Y. 
13260, Louis J. Lombardo, Department of Justice, Washington, D. C. 20530, for defendant. 


sions. Briefly, the facts are as follows: 


Memorandum-Decision and Order 
Jessie Smith Dewar died testate on May 28, 


McCurn, District Judge: This is an ac- 
tion by four residuary beneficiaries of the 
Dewar estate to recover an alleged over- 
payment of income taxes by the estate for 
the taxable year ending April 30, 1977. 
Presently before the court is a motion to 
determine the proper method of calculating 
the estate’s charitable deduction for income 
tax purposes under section 642(c)(2) of 
the Internal Revenue Code. For the rea- 
sons set forth below, the court holds that 
‘Snterrelated computations” is not appro- 
priate for calculating the estate’s charitable 
deduction for income tax purposes and the 
estate is entitled to a “straight charitable 
deduction”. 


Background 


The court has considered the merits of 
the present action on two previous occa- 
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1976, leaving an estate of approximately 
$49 million. Her will provides that first, all 
debts, expenses, and taxes be paid from the 
general estate; second, specific bequests be 
made to the named beneficiaries; and last, 
the residuary estate be divided among five 
named charitable organizations. After pay- 
ing approximately $34 million in adminis- 
trative expenses and taxes, no funds were 
left in the residuary estate and a deficit of 
$304,534.19 remained, necessitating an 
abatement of the non-residuary beneficiaries’ 
distributions. 


For the year ending on April 30, 1977, 
the estate reported a taxable income of 
$2,431,065.00 and paid $1,728,879.00 in in- 
come taxes. The estate did not claim a 
charitable deduction on the fiduciary fed- 
eral income tax return because no residuary 
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estate for the charities was left after the 
administrative costs and taxes were paid. 


Plaintiffs in the present action are four 
of the charitable organizations named as 
residuary beneficiaries in the Dewar will. 
On March 5, 1980, they filed an amended 
income tax return for the estate requesting 
a refund. The Internal Revenue Service 
took no action. On March 27, 1981, plain- 
tiffs filed the current action to recover the 
overpayment of the estate’s 1976 income 
taxes. The complaint alleges that all of the 
estate’s earned income qualified for the 
charitable deduction provided by section 
642(c)(2) of the Internal Revenue Code, 26 
U. S. C. §642(c)(2). The deduction, if 
allowed, would leave money in the resid- 
uary estate for the residuary beneficiaries. 


In a ruling from the bench, the court 
granted plaintiffs summary judgment. The 
court held that “(b)y naming the charities 
in the residuary clause, without conditions 
or contingencies, she (the testatrix) ‘per- 
manently set aside’ the amount of income 
that would constitute the residuary estate.” 
The estate was therefore entitled to a 
charitable deduction in the amount that the 
residuary beneficiaries would have received. 
An order was signed on March 15, 1984, 
and further proceedings to determine the 
amount of the income to be refunded were 
scheduled. 


The court subsequently vacated the 
March 15, 1984 order on defendant’s mo- 
tion for reconsideration because the order 
did not accurately reflect the court’s oral 
ruling. In its May 31, 1984 decision, the 
court states, “Thus, the court was of the 
view then (referring to the court’s previous 
oral decision), as it is now, that the amount 
of the estate income which was ‘perma- 
nently set aside’ for charitable purposes 
was not the entire $2.4 million reported as 
‘taxable income’ on the fiduciary return, 
but only the amount that the residuary 
beneficiaries would have received but for 
the income tax.’ The court noted that the 


$304,534.19 deficit, abated from the non- 
residuary beneficiaries’ distributions, “would 
have to be paid, with after-tax dollars, 
from the estate income before the amount 
of income that would have constituted the 


the estate is entitled and the amount of 
refund to which the plaintiffs are entitled”. 


The parties subsequently requested the 
court to hold the appointment of a special 
master in abeyance to afford them an op- 
portunity to reach a mutually agreeable 
calculation on their own. Their effort in 
this regard has resulted in a disagreement 
over whether “interrelated computations” 
or a “straight deduction” method should be 


used to calculate the charitable deduction 


allowable under section 642(c)(2) of the 
Internal Revenue Code, 26 U. S. C. § 642 
(c)(2). Resolution of this issue, now before 
the court, will enable the parties to agree 
on the amount of the refund, if any, to be 
awarded pursuant to the court’s May 31, 
1984 Memorandum-Decision and Order. 


Discussion 


Analogizing to estate taxes, the govern- 
ment contends that “interrelated computa- 
tions” must be used to determine charitable 
deductions for income tax purposes. The 
government argues that for the year in 
question the estate had $2.4 million of tax- 
able income. One million dollars of that 
income was used to pay nondeductible, 
administrative estate expenses and was tax- 
able. As a result, only $1.4 million was left 
for the residuary estate. The estate’s tax 
bracket was 70%. If the estate were al- 
lowed a $1.4 million charitable deduction, it 
would owe $700,000 in taxes (70% of $1 
million net taxable estate). However, the 
government argues that the $700,000 in 
taxes must be paid out of the $1.4 million 
residuary estate, thereby reducing the 
amount of money available to the charities. 
According to the government, the amount 
of the charitable deduction must be reduced 
accordingly. Reducing the charitable de- 
duction would in turn increase the income 
tax owed and further reduce the residuary 
estate and charitable deduction allowed. 
The government contends that to deter- 
mine the correct amount of the estate’s 
charitable deduction, these pyramiding cal- 
culations must continue until the point 
where the charitable deduction actually 
equals the money left to pay the charities. 
The calculations proposed by the govern- 
ment can be made by a complicated alge- 
braic formula, and the process is known as 
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ent case, the estate’s income taxes will be 
more than $1.4 million and no money will 
be left for the charities. Such a result would 
also effectively circumvent the court’s 
previous decisions in this action. 


Although plaintiffs agree that ‘“interre- 
' lated computations” are proper in calculating 
estate taxes under 26 U. S. C. § 2055(c), 
plaintiffs contend that Congress did not 
intend that “interrelated computations” be 
used for calculating income taxes under 
26 U. S. C. §642(c). Plaintiffs rely on 
Edwards v. Slocum [1 ustc { 243], 264 U. S. 
61 (1924). In Edwards the Supreme Court 
was asked to decide whether the govern- 
ment could use an algebraic formula to de- 
termine the amount of the charitable deduction 
which was exempt from estate taxes under 
section 403 of the Revenue Act of 1919. 
Section 403(a)(3) was the predecessor to 
section 2055(c) of the present Code and 
provided: 


That for the purpose of the tax the 
value of the net estate shall be deter- 
mined—(a) In the case of a resident, 
by deducting from the value of the gross 
estate—(3) The amount of all bequests, 
legacies, devises, or gifts, to or for the 
use of the United States, any State, Ter- 
ritory, any political subdivision thereof, 
or the District of Columbia, for exclu- 
sively public purposes, or to or for the 
use of any corporation organized and 
operated exclusively for religious, chari- 
table, scientific, literary, or educational 
purposes, including the encouragement 
of art and the prevention of cruelty to 
children or animals, no part of the net 
earnings of which inures to the benefit 
of any private stockholder or individual 
or to a trustee or trustees exclusively for 
such religious, charitable, scientific, liter- 
ary, or educational purposes. This deduc- 
tion shall be made in case of the estates 
of all decedents who have died since 
Decemberisl) 191722. 


Revenue Act of 1919, ch. 18, § 403(a) (3), 40 
Stat. 1057, 1098 (1919). The Supreme Court 
held that as a matter of statutory con- 
struction in determining the federal estate 
tax, the amount of the tax could not be 
included in the net estate where the residue 
was given to charity. The Supreme Court 
stated: 


The Government offers an algebraic 
formula by which it would solve the 
problems raised by two mutually de- 
pendent indeterminates. It fairly might 
be answered, as said by the Circuit Court 
of Appeals, that “algebraic formulae are 
not lightly to be imputed to legislators” 
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but it appears to us that the structure 
of the statute is sufficient to exclude the 
imputation. As further remarked below, 
the theory departs from the long estab- 
lished practice of the law not to regard 
the incidence of a tax in the levying of 
a tax, and the position of the Govern- 
ment is contrary to the expressed intent of 
the statute to encourage charitable bequests. 


Edwards, 264 U. S. at 63. 


In response to Edwards, Congress added 
the following language to the estate tax 
provision: 

If the tax imposed by Section 301, or 
any estate, succession, legacy, or inheri- 
tance taxes, are, either by the terms of 
the will, by the law of the jurisdiction 
under which the estate is administered, 
or by the law of the jurisdiction imposing 
the particular tax, payable in whole or 
in part out of the bequests, legacies, or 
devises deductible under this paragraph, 
then the amount deductible under this par- 
agraph shall be the amount of such be- 
quests, legacies, or devises reduced by the 
amount of such taxes; (emphasis 


added) 


Revenue Act of 1924, ch. 234, § 303(a) (3), 
(b)(3), 43 Stat. 253, 306, 307 (1924). This 
clause was retroactively repealed by sec- 
tion 323 of the Revenue Act of 1926 but 
restored as section 807 of the Revenue Act 
of 1932. The purpose of the new language 
was to legislatively reverse Edwards. See 
Harrison v. Northern Trust Co. [43-1 usrc 
{ 10,004], 317 U. S. 476, 479-80 (1943); 
H. R. No. 708, 72d Cong., Ist Sess., p. 50. 


The current provision governing charitable 
deductions for estate tax purposes provides: 


DEATH TAXES PAYABLE OUT OF 
BEQUESTS. If the tax imposed by sec- 
tion 2001, or any estate, succession, legacy, 
or inheritance taxes, are, either by the 
terms of the will, by the law of the 
jurisdiction under which the estate is 
administered, or by the law of the juris- 
diction imposing the particular tax, pay- 
able in whole or in part out of the 
bequests, legacies, or devises otherwise 
deductible under this section, then the 
amount deductible under this section shall 
be the amount of such bequests, legacies, 
or devises reduced by the amount of such 
taxes. (emphasis added) 


265UP SEM§ 2055:(c). 


Since the Supreme Court decided Ed- 
wards, Congress has shown its intent to 
have charitable deductions for estate tax 
purposes reduced by the taxes payable out 
of the charitable bequest. As _ plaintiffs 
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emphasize, however, no such language exists 


in section 642(c)(2) which governs chari- 
table deductions for income tax purposes. 
Section 642(c) (2) provides in pertinent part: 


(T)here shall also be allowed as a 
deduction in computing its taxable in- 
come any amount of the gross income, 
without limitation, which pursuant to the 
terms of the governing instrument is, 
during the taxable year, permanently set 
aside for a purpose specified in section 
170(c), or is to be used exclusively for 
religious, charitable, scientific, literary, 
or educational purposes, .. . 


26 U. S. C. § 642(c)(2). The court agrees 
with plaintiffs that after Edwards Congress 
knew it had to clearly state its intent to 
reduce charitable deductions by taxes. The 
fact that Congress knew how to express 
this intent is evidenced by the express 
language Congress added in section 2055(c) 
for estate tax charitable deductions. How- 
ever, Congress has not added any such 
language to section 642(c) governing char- 
itable deductions for income tax purposes 
despite amending this section several times 
since Edwards was decided. 


In Edwards v. Phillips, 373 F. 2d 616, 619 
(10th Cir.), cert. dented, 389 U. S. 834 
(1967) (holding a bequest to foreign school 
district not deductible for estate tax pur- 
poses), the Tenth Circuit rejected a similar 
attempt to compare section 2055 with sec- 
tion 642(c) stating, “The sections are un- 
related and the provisions of one or even 
the policy expressed in one cannot be 
carried over to the other.” The court can 
find no clear intent by Congress to reduce 
the charitable deductions allowed for in- 
come tax purposes by the tax imposed. 
Moreover, Congress’ failure to add such 
language after Edwards v. Slocum and its 
subsequent amendments,of the parallel pro- 
vision for estate taxes strongly indicate 
that Congress does not intend deductions 
under section 642(c) to be reduced by 
taxes. 


The cases which the government cites 
to support its position are distinguishable. 
None of them deals with whether “inter- 


related computations” should be used to 
calculate charitable deductions for income 
: Moreover, ‘they either in- 


not have been “permanently set aside” by 
the will during the period of a will con- 
test. Pursuant to a settlement agreement, 
50%, of the residuary estate went to the 
challengers and only 50% went to charity. 
Therefore, the estate was only allowed to 
deduct 50% of the income as a charitable 
deduction. Similarly, in Estate of Freund 
v. Commissioner of Internal Revenue [62-1 
ustc § 9476], 303 F. 2d 30 (2d Cir. 1962), 


income not actually received by the estate 


was not “paid or permanently set aside” 
for charity. The testator’s share of his 
law partnership’s income was $35,113.25. 
The partnership agreement allowed the 
partners to draw on their accounts, and 
the testator withdrew $23,085.91 against 
his share before he died. The estate only 
received $12,027.34 for charitable purposes, 
and that sum was the allowable deduction. 


The Fifth Circuit has stated: 

Thus, to qualify for the charitable de- 
duction, the amount here in question 
must have been (1) part of the Estate’s 
gross income, and (2) pursuant to the 
terms of the governing instrument (here 
the Will) must have been (3) paid or 
permanently set aside or properly desig- 
nated to be used exclusively for legiti- 
mate charitable purposes. 


Sid W. Richardson Foundation v. United 
States [70-2 ustc 9483], 430 F. 2d 710, - 
712 (5th Cir. 1970), cert. denied, 401 U. S. 
1009 (1971), reh. denied, 403 U. S. 912 
(1971) (estate not allowed to deduct un- 
distributed corporate income). In the cases 
cited by the government, the income in 
question never really vested in the residu- 
ary estate so it was not “permanently set 
aside or properly designated to be used” 
for charitable purposes. In the present 
action, however, this court has already held 
that “the amount of the estate income 
which was ‘permanently set aside’ for 
charitable purposes was ... the amount 
that the residuary beneficiaries would have 
received but for the income tax”. Hartwick 
College v. United States, 588 F. Supp. 926, 
931 (N. D. N. Y. 1984). The money in this 
action has already vested in the residuary 
estate but for the taxes, and it has been 
“permanently set aside” for plaintiffs. 


The public policy behind section 642(c) 
is to encourage private conaHons to chari- 
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organizations like plaintiffs is particularly 
important. “Exemptions of income devoted 
to educational and charitable purposes are 
not to be narrowly construed.” Schoellkopf 
v. United States [41-1 ustc 9219], 36 F. 
Supp. 617, 621 (W. D. N. Y. 1941), aff'd, 
[42-1 ustc J 9192], 124 F. 2d 982 (2d Cir. 
1942). See Helvering v. Bliss [35-1 usrtc 
79001], 293 U. S. 144, 151 (1934); Hight 
wv. Umited States [58-2 ustc 7 11,806], 256 
F. 2d 795, 802 (2d Cir. 1958) (stating with 
reference to estate tax deductions, ‘“Con- 
gress could not have intended to encourage 
bequests for eleemosynary (charitable) 
purposes only to have them defeated by 
narrow construction.”). 


Ms. Dewar’s clear testamentary intent 
was to help support the charitable organi- 
zations in her community and not to sup- 
port the federal government. Out of a 
$49 million estate, government taxes and 
administrative expenses have eaten up $34 
million. if the complicated algebraic for- 
mula that the government advocates is 


used in the present case, no money will 
be left for the residuary beneficiaries. This 
court will not subvert the testatrix’s testa- 


mentary intent and statutory policy to 
benefit charity by implying to section 
642(c) Congressional intent to reduce 


charitable deductions by income taxes with- 
out clear evidence of such intent. No such 
intent has been shown, and, as noted above, 
the language of section 642(c) and the 
statutory history of section 2055(c) show 
the opposite intent. 


Accordingly, the court holds that “inter- 
related computations” should not be used 
to determine income taxes under section 
642(c) and plaintiffs are entitled to a 
“straight charitable deduction” for the 
amount of the residue that they would 
have received but for the income taxes. The 
parties shall determine, in accordance with 
this decision, the proper refund due plain- 
tiffs and submit their determination to the 
court for approval. 


POS SOTO RD ERED: 


[7 9324] David Schon, Peter Schon, and Cadwallader & Johnson, Inc., Plaintiffs- 
Appellants v. United States of America, Defendant-Appellee. 


U. S. Court of Appeals, 7th Circuit, No. 84-1621, 4/10/85.—(759 F2d 614.) 


[Code Secs. 6672 and 7402] 


District court: Jurisdiction; Unpaid withholding taxes.—A district court lacked juris- 
diction to consider a corporation’s suit to compel the IRS to apply the corporation’s tax 
payments to its deficiency for unpaid withholding taxes rather than to its deficiency for 
unpaid employer social security and unemployment taxes. According to the court, 
jurisdiction may be exercised only over refund suits, the instant suit being a disguised 
request for a declaratory judgment, an action the law expressly prohibits. Acknowledging 
its deficiency, the corporation had made its allocation request in order to shield company 
officials from the penalty for unpaid withholding taxes. When the IRS failed to honor 
the corporation’s request, the corporation filed suit to compel the allocation, claiming that 
it was seeking a refund of money wrongly allocated to offset the employer social security 
and unemployment taxes. Back references: {| 5569.0127, 5770.0165 and 5770.0184. 


John Foster Lesch, Lesch & Lesch, 33 N. LaSalle Street, Chicago, Ill. 60602, for plain- 
tiffs-appellants. David E. Carmack, Department of Justice, Washington, D. C. 20530, for 
defendant-appellee. 


Before Woop and Fiaum, Circuit Judges, and Pett, Senior Circuit Judge. 


Woop, Circuit Judge: This appeal con- 
cerns plaintiff-appellant Cadwallader & 
Johnson, Inc.’s claim that the Internal 
Revenue Service misapplied funds paid by 
a co-assignee of the appellant. The district 
court granted summary judgment for the 
United States, and Cadwallader & Johnson, 
Inc. appealed. We hold that the district 
court lacked jurisdiction and should have 
dismissed plaintiff’s action. 
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To aid in understanding the facts of this 
case, we first outline several federal taxes 
applicable to employers. The Internal Rev- 
enue Code requires every employer to with- 
hold income and social security (FICA) 
taxes from the wages of its employees. 
I. R. C. §§ 3102, 3402 (West 1984). The 
employer also must pay the employer’s 
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share of social security, see I. R. C. § 3111 
(West 1984), and a federal unemployment 
tax, see I. R. C. § 3301 (West 1984). An 
important distinction between these taxes 
is that I. R. C. §7501 provides that the 
taxes withheld from employees’ wages are 
held by the employer as “a special fund in 
trust for the United States.” I. R. C. § 7501 
(West 1984). The failure of a corporation 
to pay these “trust fund taxes” subjects 
any officer or employee of the corporation 
who is under a duty to forward the with- 
held tax to the government, see I. R. C. 
§ 6671(b) (West 1984), to a penalty equal 
to the total amount of trust fund tax not 
paid over to the government. I. R. C. 
§ 6672 (West 1984); see also Monday wv. 
United States [70-1 ustc J 9205], 421 F. 2d 
1210, 1213-15 (7th Cir.), cert. denied, 400 
U. S. 821 (1970). The non-trust fund taxes 
do not subject responsible officers or em- 
ployees to this penalty. 


The present case concerns trust and non- 
trust fund taxes owed by Cadwallader & 
Johnson, Inc. for 1980 and 1981. On May 
22, 1981, the company entered into an as- 
signment for the benefit of creditors. On 
June 11, 1982, a co-assignee sent the Inter- 
nal Revenue Service a check for $52,383.00 
but did not indicate to which taxes the 
check applied. The attorney for Cadwalla- 
der & Johnson, Inc., who was not a co- 
assignee, mailed a letter to the Internal 
Revenue Service on June 18, 1982, request- 
ing that the $52,383.00 be applied to the 
employee (trust fund) taxes. The attorney 
also stated that he spoke with an I. R. S. 
agent on the phone that day and gave him 
the same instructions. On June 22 and 24, 
1982, the Internal Revenue Service, alleg- 
edly following Revenue Ruling 79-284, ap- 
plied the funds to various non-trust fund 
taxes due from the company, leaving an 
unpaid trust fund liability. The Internal 
Revenue Service subsequently denied the 
company’s claim that the funds were ap- 
plied to the wrong taxes and assessed plain- 
tiffs David and Peter Schon, as responsible 


corporate officers under sections 6671(b) and 
6672 of the Internal Revenue Code, for the 
unpaid trust fund taxes. 


The Schons filed this action in federal 
district court, asking the court to “direct 
that the funds paid by the Assignee .. . 
be allocated to the trust portion of the 
taxes due as of the date of payment, and 
that the assessments against Peter Schoen 
[sic] * and David Schoen be abated accord- 


‘ingly.’ The Schons later amended their 


complaint to add Cadwallader & Johnson, 
Inc. as a plaintiff. The district court dis- 
missed the Schons as parties because they 
had not paid any portion of the taxes 
assessed against them and requested a re- 
fund as required by I. R. C. § 7422(a) 
(West 1984)? and granted summary judg- 
ment against Cadwallader & Johnson, Inc. 
on the ground that the co-assignee had not 
properly designated that the funds were 
to be applied to the trust fund taxes. Cad- 
wallader & Johnson, Inc. made a motion 
for reconsideration which the district court 
denied, and it is from that order that 
Cadwallader & Johnson, Inc. appeals. 


ahs 


Whether the district court had jurisdic- 
tion over this action is the first and only 
issue we need to discuss.* Cadwallader & 
Johnson, Inc. argues that the district court 
had jurisdiction under 28 U. S. S § 1346. 
(a) (1), which provides that 


The district courts shall have original 
jurisdiction, concurrent with ie United. 
States Claims Court, of: 


(1) Any civil action against the United. 
States for the recovery of any internal- 
revenue tax alleged to have been errone- 
ously or illegally assessed or collected, 
or any penalty claimed to have been 
collected without authority or any sum 
alleged to have been excessive or in any 
manner wrongfully collected under the 
internal-revenue laws. 


The appellant suggests that the Internal 
Revenue Service erroneously applied the 


1The complaint filed in the district court 
spelled the name ‘‘Schoen’’ but the amended 
notice of appeal and all briefs filed in this 
et have spelled the name as ‘‘Schon.”’ 
tion provides _ 
ha 


regard, and the regulations of the Secretary 
or his delegate established in pursuance thereof. 
I. R. C. § 7422(a) (West 1984); see also Boyn- 
ton v. United States [77-2 ustc ff 9703], 566. 
F. 2d 50, 52 (9th Cir. 1977) (responsible person 
assessed tax under I. R. C. § 6672 must pay at 
least the sible, amount of cpanel. assessed). 
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$52,383.00 to non-trust fund taxes and that, 
in essence, the corporation is seeking a 
refund of the money paid on the non-trust 
fund taxes so that it can use the refund to 
pay the trust fund taxes due. The United 
States argues that what Cadwallader & 
. Johnson, Inc. actually seeks is a declara- 
tory judgment that the Internal Revenue 
Service should have applied the money to 
the trust fund taxes rather than the non- 
trust fund taxes. Since 28 U. S. C. § 2201 
precludes a declaratory judgment “with re- 
spect to Federal taxes,’* the government 
argues that plaintiff could not bring this 
action in federal district court. 


We think Congress intended section 1346 
(a)(1) as a means for taxpayers who had 
paid too much to recoup the erroneously 
or illegally assessed or collected amount. 
But this is a narrow waiver of sovereign 
immunity, and accordingly we construe it 
strictly. United States v. Sherwood, 312 U. S. 
584, 586 (1941); Busse v. United States [76-2 
uste 7.9676], 542 F. 2d 421, 425 (7th Cir. 
1976). For example, a taxpayer cannot rely 
on section 1346(a)(1) to bring suit alleging 
that the I. R. S. did not sell his assets so 
as to maximize the sale price and to mini- 
mize his remaining debt for unpaid taxes. 
See Film Truck Service, Inc. v. Nixon [63-1 
WSEGOf 94222165 es Supp sa oe- CE. Ds 
Mich. 1963). Similarly, a taxpayer may not 
rely on section 1346(a)(1) to challenge an 
erroneously or illegally assessed amount 
without first paying the full amount of an 
income tax deficiency. See Flora v. United 
States [58-2 ustc J 9606], 357 U. S. 63, 75-76 
(1958); Boynton v. United States [77-2 ustc 
7 9703], 566 F. 2d 50, 52-54 (9th Cir. 1977) 
(exception to Flora rule for divisible tax 
assessments). 


In the present case, Cadwallader & John- 
son, Inc. does not claim that the $52,383.00 
was erroneously or illegally assessed. In- 
deed, the company admits that it would 
still owe taxes to the federal government 
even if the Internal Revenue Service had 
applied the money to the trust fund taxes. 
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Plaintiff instead argues that United States 
v. Piedmont Mfg. Co. [37-1 ustc J 9220], 
89 F. 2d 296, 299 (4th Cir. 1937) supports 
its position that an erroneous application 
of the $52,383.00 falls within the ‘“errone- 
ously . . . collected” language of section 
1346(a)(1). We think its reliance on Pied- 
mont is misplaced. That case merely held 
that a taxpayer could sue the United States 
for overpayment of taxes even though the 
payment to the Collector of Internal Reve- 
nue consisted of credits from overpayments 
in prior years. 89 F. 2d at 297-99. Nothing 
in that case suggests that a taxpayer need 
not pay more tax than was due before the 
taxpayer can bring an action to recover the 
overpaid amount under 28 U. S. C. § 1346 
(a)(1). We therefore hold that the district 
court did not have jurisdiction under sec- 
tion 1346(a)(1) because Cadwallader & 
Johnson, Inc’s claim was not one “for the 
recovery of any internal-revenue tax alleged 
to have been erroneously or illegally assessed 
or collected.” 28 U. S.C. § 1346(a)(1) 
(emphasis added). 


A functional analysis of appellant’s claim 
further supports our holding that the dis- 
trict court had no jurisdiction. What the 
present case is really about is an attempt 
by David and Peter Schon to reduce their 
personal liability for trust fund taxes by 
having a federal court rule that the Internal 
Revenue Service should have applied the 
$52,383.00 to the trust fund taxes due. Thus 
plaintiffs’ action is really one for a decla- 
ratory judgment, but 28 U. S. C. § 2201 
precludes declaratory judgments with re- 
spect to federal taxes. See Dietrich v. Alex- 
ander [77-2 ustc J 9583], 427 F. Supp. 135, 
137-38 (E. D. Pa. 1977). Since the district 
court lacked jurisdiction to hear a claim 
for declaratory relief, see Blech v. United 
States [79-1 uste J 9388], 595 F. 2d 462, 
467 (9th Cir. 1979), we refuse to allow 
Cadwallader & Johnson, Inc. to create jur- 
isdiction under section 1346(a) (1) by phras- 
ing their request as one for a refund of 
money erroneously applied.’ Section 2201 


4 Section 2201 provides 

In a case of actual controversy within its 
jurisdiction, except with respect to Federal 
taxes other than actions brought under section 
7428 of the Internal Revenue Code of 1954 or a 
proceeding under section 505 or 1146 of title 11, 
any court of the United States, upon the filing 
of an appropriate pleading, may declare the 
rights and other legal relations of any in- 
terested party seeking such declaration, whether 
or not further relief is or could be sought. Any 
such declaration shall have the force and effect 
of a final judgment or decree and shall be re- 
viewable as such. 
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28 U. S. C. § 2201. IRC § 7428 (West 1984) 
does not apply to the present case. 

5In his dissent, Judge Pell concludes that 
crediting the amount paid to the non-trust fund 
taxes is an illegal collection of taxes for pur- 
poses of section 1346(a)(1). We agree with the 
holding of Muntwyler v. United States [83-1 
ustc J 9275], 703 F. 2d 1030 (7th Cir. 1983), the 
case cited by Judge Pell, but we think that 
case is distinguishable because Muntwyler, the 
responsible corporate officer, paid the tax and 
then sued for a refund. 703 F. 2d at 1031-32. 
Similarly, the Schons can raise their claim that 
the $52,383.00 was misapplied by paying part 


q 9324 


87,804 


U.S. Tax Cases 


U. S.v. Thomassen 


precludes declaratory relief and section 
1346(a)(1) is not so broad as to include 
the plaintiff’s claim. 


For the foregoing reasons, the judgment 
of the district court is vacated and the 
case is remanded to the district court with 
instructions to dismiss the lack of jurisdic- 
tion. 

Dissenting Opinion 

Pett, Senior Circuit Judge, dissenting: As 
I understand the position of the corpora- 
tion, it is that there was a proper designa- 
tion that the amount paid by the assignee 
be applied to the trust fund taxes, that the 
IRS by not honoring this designation had, 
in the wording of 28 U. S. C. § 1346(a) (1), 
“Sllegally collected” this amount and there- 
fore the corporation was entitled to a 
refund of the amount paid, even though the 


refund would take the form of a setoff 
of its liability for the trust fund taxes. The 
refusal of the IRS, if there had been a 
timely designation, to credit the amount 
paid appears to me to be a collection of 
taxes and one which was on an illegal 
basis because a timely designation by an 
assignee is a voluntary payment contrary 
to the position taken by the IRS at the 
time the payment was received. Muntwyler 
v. United States [83-1 ustc J 9275], 703 F. 2d 


1030 (7th Cir. 1983). 


While it appears to me therefore that 
there was properly jurisdiction in the dis- 
trict court, I agree with that court’s deci- 
sion that there was no proper designation. 
Accordingly, I respectfully dissent from 
the analysis of the majority but I would 
affirm the judgment of the district court 
on the merits. 


[79325] United States of America, Plaintiff v. William Thomassen, Joan Thomassen, 
Elmer Thomassen, Leo W. Thomassen, O’Neill Production Credit Association, Harold 


S. Fried and Ruth Fried, Defendants. 


U. S. District Court, Dist. Neb., Civil No. 78-0-241, 1/16/85. 


[Code Sec. 7403] 


Liens: Action to enforce lien: Fraudulent conveyance of real property: Nebraska: 
Foreclosure of tax liens: Joint owner.—Under Nebraska law, the conveyance of an 
undivided one-half interest in real property by one joint owner to his son for inadequate 
consideration was made with fraudulent intent to prevent an existing creditor, the United 
States, from obtaining such property for the satisfaction of unpaid taxes. Thus, such 
conveyance was considered void and was set aside. The government’s tax lien was 
superior to any interest of the son in such property but it was subordinate to the unpaid 
mortgage interest of previous owners. Utilizing equitable considerations enumerated by 
the U. S. Supreme Court in L. M. Rodgers, 461 U. S. 677, 83-1 ustc {| 9374, the court 
concluded that no prejudice would result in limiting the government to a sale of only the 
taxpayer’s one-half interest where an innocent co-tenant would suffer some financial 
hardship as well as displacement of his cow-calf operation if the entire property were fore-- 
closed under Code Sec. 7403. Back reference: {[ 5772.37. 


David Moynihan, Daniel Ross, Department of Justice, Washington, DG 20530, for 
plaintiff. Jeanene Moenckmeier, 8326 Lackland Road, St. Louis, Mo. 63114, for Elmer, 
Joan and William Thomassen. James T. Gleason, 3535 Harney Street, Omaha, Neb. 
68131, for Leo Thomassen. Richard J. Spethman, 1110 First National Bank Building, 
Omaha, Neb. 68102, for Harold and Ruth Fried. 


aside an icoed&: fraudulent conveyance of 
real property, and to foreclose federal tax 
liens against such property. Jurisdiction 
of this Court is proper pursuant to 25 
U. S. C. Section 1396 and the above-men- 
tioned provisions. This Memorandum con- 


Memorandum Opinion 


RosInson, Senior Judge: 
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This case was tried to the Court on 
August 2 and 3, 1984. The parties were 
given 45 days at the close of the trial to 
submit post-trial briefs and all briefs have 
been received. Plaintiff United States of 
America (Government) presented the testi- 
mony of defendants William Thomassen, 
Leo Thomassen, and Ruth Fried. Defend- 
ant William Thomassen presented the testi- 
mony of co-defendants Joan Thomassen, 
Elmer Thomassen, and Joseph G. Krane, 
a California public accountant. 


II. Facts 


An understanding of who the parties to 
this action are and their relationship to 
each other is necessary to follow the events 
from which this case evolved. The related 
defendants in this action are William Thom- 
assen, Elmer and Joan Thomassen, and Leo 
and Tommie* Thomassen. Elmer and Joan 
Thomassen are husband and wife, and Wil- 
liam is their son. Elmer and Leo Thom- 
assen are brothers. Harold and Ruth Fried 
(husband and wife) are holders of a valid 
purchase money mortgage on the real 
estate in question and are not related to 
the other defendants. Leo Thomassen and 
O’Neill Production Credit Association 
(O’Neill P. C. A.) are defendants in this 
action due to Leo’s ownership of an undi- 
vided one-half interest in the real estate 
in question and O’Neill P. C. A.’s first 
mortgage on Leo’s interest in the real 
estate. 


On December 7, 1968, Leo Thomassen 
and his late wife, Tommie, and Elmer and 
Joan Thomassen jointly purchased undi- 
vided one-half interests in a parcel of land 
from Harold and Ruth Fried. The undi- 
vided one-half interests that both parties 
received in the real estate, which is the 
subject of this suit, are described as follows: 


An undivided one-half (1%) interest in: 
The Southwest Quarter of the Southwest 
Quarter (SW% SW%) of Section 
Twelve (12), The West Half (W%), and 
the West Half of the Southeast Quarter 
(W% SE%) and the Southeast Quarter 
of the Southeast Quarter (SE% SEY) of 
Section Thirteen (13), and the North Half 
of the Northeast Quarter (N% NEM), 
and the Southeast Quarter of the North- 
east Quarter (SEY% NE), and the 
Northeast Quarter of the Northwest 
Quarter (NEY% NW), and the South- 
east Quarter (SE%) of Section Twenty- 
four (24) and the Northeast Quarter 


(NE%) of Section Twenty-five (25), 
Township Thirty-three (33), Range Four- 
teen (14), and Lots Three (3) and Four 
(4) in Section Nineteen (19), and the 
West Half of the Northwest Quarter 
(WY% of NW%) of Section Thirty (30), 
Township Thirty-three (33), Range Thir- 
teen (13), Holt County, Nebraska. [here- 
inafter the Holt County property]. 


Subsequently, on December 8, 1968, Leo 
and Elmer executed a document entitled 
“AGREEMENT” which provided that if 
one party failed to pay his share of the 
mortgage or one-half of the taxes for two 
years, the other party had the right to 
make those payments and the delinquent/ 
non-paying party would lose all interest in 
the property. Defendants’ Exhibit 104; 
T11:9-20. Whether this document is a 
valid binding agreement between the par- 
ties has not been raised as an issue in this 
case and, therefore, will not be considered 
by the Court. Actions by at least one of 
the parties apparently were based on the 
assumption that the agreement was valid 
and binding, however, the Court does not 
comment on its validity, but merely notes 
its existence for future reference. - 


Harold and Ruth Fried hold a valid 
purchase money mortgage on the Holt 
County property, dated December 7, 1968. 
This mortgage is prior and superior to any 
lien the Government may have on this 
property through William, Elmer, and/or 
Joan Thomassen. (Pretrial Order, Filing 
#85, par. 9). At the request of the Court, 


following the close of the trial, the Frieds’ 


counsel submitted to the Court by letter 
dated August 23, 1984, the balance due on 
the mortgage held by Mr. and Mrs. Fried. 
The Frieds indicated that to the best of 
their knowledge and estimate, the balance 
due on the Holt County property mort- 
gage, as of August 15, 1984, was $79,563.76 
with interest, and $47,900.00 without inter- 
est. All parties agreed to the submission 
of the mortgage balance in this manner. 
T1412——142-15, 


Elmer and Joan Thomassen incurred sub- 
stantial tax liabilities for income taxes due 
during the years 1964 through 1971. On 
June 2, 1975, the United States Tax Court 
found that the total amount of the defi- 
ciencies against Elmer and Joan for the 
years 1964-1971 amounted to $317,087.72, 
not including interest. (Pretrial Order, Fil-_ 
ing No. 85, p. 5). Assessments of income 


1 Tommie Thomassen died after this action 
was commenced, and Leo Thomassen subse- 
quently remarried. A suggestion of death was 
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filed (Filing No. 16) and Leo Thomassen’s 
present wife, Margaret, was made a party to 
this action prior to the start of the trial. 
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tax, penalties, and interest for the years 
1964-1971 were made by a delegate of the 
Secretary of the Treasury and the Internal 
Revenue Service pursuant to the Tax Court’s 
determination against Elmer and Joan 
Thomassen, and notices were timely sent 
to the parties on October 13 and 17, 1975 


The Thomassens failed to satisfy their 
assessed tax liability and approximately two 
years later, on October 18, 1977, notices of 
federal tax liens were filed in the official 
records of Holt County, Nebraska, against 
Elmer and Joan Thomassen in the amount 
of $322,041.35. Plaintiff's Exhibits 4 and 5. 
However, on April 5, 1972, Elmer and Joan 
Thomassen conveyed their interest in the 
Holt County property by warranty deed to 
their own son, William, for the stated 
consideration of “one dollar and love and 
affection.” The Government subsequently 
recorded a notice of federal tax lien in the 
amount of $322,041.35 on the official records 
of Holt County, Nebraska, against William 
Thomassen as agent, manager, and trustee 
of Elmer and Joan Thomassen with respect 
to their right, title, and interest in the 
Holt County property, (the legal descrip- 
tion of which was previously set forth). 
The notices of lien described above were 
filed and indexed in conformity with 26 
U.S. C. Section 6323. 


The Government alleges that the con- 
veyance from Elmer and Joan Thomassen 
of their undivided one-half interest in the 
Holt County property to their son, William 


2 The assessments made against Elmer and 


Thomassen, on April 5, 1972, was fraud- 
ulent, and seeks to set aside that conveyance 
and foreclose the federal tax lien on the 
Holt County property in order to satisfy 
the Tax Court judgment rendered against 
defendants Elmer and Joan Thomassen. 
The defendant William Thomassen argues_ 
that his parents did not intend to defraud 
the United States or any other creditors in 
transferring the Holt County property to 
him. Rather, the defendant asserts that his 
parents were merely giving him a gift, 
which he claims is legal if they were sol- 
vent at the time of the conveyance. (De- 
fendant’s Post-Trial Brief at 7). 


During the years which ‘the Thomassens 
incurred the tax liabilities previously men- 
tioned three patients initiated lawsuits 
against Elmer Thomassen for medical mal- 
practice.’ (Plaintiff's Exhibits 12, 13, 14). 
One of these suits resulted in a $50,000 
verdict against Elmer Thomassen, on 
March 16, 1973. (Plaintiff's Exhibit 8). 
Additionally, on July 9, 1979, the United 
States Court for the Central District of 
California found Elmer and Joan Thomas- 
sen jointly and severally liable to the 
United States for past due taxes, interest, 
and penalties in the amount of $428,197.03, 
plus interest and penalties. (Plaintiff's Ex- 
hibit 16). That court also set aside various | 
conveyances of real property by Elmer and 
Joan to their close relatives. These fraud- 
ulent transactions involved conveyances of 
real property by Elmer and Joan to Rose 


on October 13, 1975, against the taxpayer-de- 


Joan and the corresponding years are as fol- fendants Elmer H. Thomassen and Joan 
lows: Thomassen: 
Assessments of income tax, penalties, and in- 
terest made by the Secretary of the Treasury 
_ Penalty 
Year Income Tax Section 6653(a) Interest 
19643 crete: Dus Bley Sweet: $19,553.39 $ 977.67 $12,478.16 
TOG RAE Se Pi a 29,614.49 1,480.72 17,122.24 
AOC Taso cers aa ens 28,342.24 1,417.11 12,985.60 
LOGE ELSE aes eS 37,089.00 1,854.00 14,767.77 
HOGS $s sarees. JEM ATS 49,484.00 2,474.00 16,734.06 
TOTO crept lias rere s 56,970.00 2,849.49 15,847.41 © 
Assessments of taxes, penalties and interest , 
against Elmer Thomassen, made by the Internal = 
Revenue Service on October 18, 1975: : 
: ve Penalty Penalty § Penalty 
Year Income Tax Sec. 6651(a) Sec. 6653(a) Sec. 6654 Interest 
$12,859.00 — $3,214.75 $642.95 $6,663.17 
siaetutyt Gs Panay 19,841.00 4,960.00 4, 328. 73 


992.05 $634.91 
ants, of taxes, penalties and interest : : : 


Internal see erie EES on 
wy , 
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Horn (Joan’s mother), George Thomassen 
(Elmer’s brother), and William Thomassen. 
Each of the grantees were found to have 
no interest in the properties conveyed to 
them from Elmer and Joan and the Cali- 
fornia court ordered the sale of the property 
involved. The conveyances all took place 
between January 9, 1972 and January, 1973. 
It was during this period, when Elmer and 
Joan conveyed all of their real property lo- 
cated in California to their close relatives, 
that they also transferred the Holt County 
property to their son William. 


The Government asserts that all of the 
conveyances by Elmer and Joan Thomas- 
sen rendered them insolvent and were 
made with the intent to delay, hinder, and 


defraud the United States of America, - 


which was already their creditor. (Plain- 


tiff's Post-Trial Brief at 5-6). 
The issues to be determined are: 


1. Whether the conveyance by Elmer 
and Joan Thomassen of their undivided 
one-half interest in the Holt County prop- 
erty to their son, William Thomassen, was 
fraudulent and therefore void as to the 
United States, and 


2. If the conveyance described above is 
found to be fraudulent, is the Government 
entitled to sell the entire property, includ- 
ing Leo Thomassen’s undivided one-half 
interest, to satisfy its tax lien? 


III. Conclusions of Law. 
A. The Fraudulent Conveyance. 


1. Applicable Law: As a threshold matter, 
it must be determined what law this Court 
must apply in resolving the issue of whether 
the conveyance from Elmer and Joan 
Thomassen to William Thomassen was 
fraudulent. “[U]ntil Congress speaks to 
the contrary, the existence and extent of 
liability [in such cases] should be deter- 
mined by state law.” Commissioner v. Stern, 
357 U. S. 39, 45 (1958) (when a fraudulent 
transfer is alleged, the liability of an inno- 
cent transfere to the Government is deter- 
mined by state law). Consequently, the 
determination of whether the conveyance 
in question was fradulent is governed by 
Nebraska Law. See United States v. Fernon 
[81-1 ustc 9287], 640 F. 2d 609, 611 (Sth 
Cir. 1981). 


2. Requirements for Fradulent Conveyance. 


The statute governing fraudulent convey- 


ances in Nebraska states: 


Every conveyance or Sermon in 
writing or otherwise, of any estate or in- 
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terest in lands, or in goods or things in 
action, or of any rents or profits issuing 
therefrom, and every charge upon lands, 
goods or things in action, or upon the 
rents and profits thereof, made with the 
intent to hinder, delay or defraud cred- 
itors or persons, of their lawful rights, 
damages, forfeitures, debts or demands, 
and every bond or other evidence of debt 
given, suit commenced, or decree or judg- 
ment suffered, with the like intent as 
against the persons so hindered, delayed 
or defrauded, shall be void. 


Neb. Rev. Stat. Section 36-401 (Reissue 
1978) (since repealed and replaced by the 
Uniform Fraudulent Conveyance Act. Neb. 
Rey. Stat. Section 36- 601 et seq. (cum. supp. 
1982). 


To establish a prima facie case for a 
fraudulent conveyance, the party challeng- 
ing the transaction has “the burden of 
showing the conveyance was one between 
close relatives and that the consideration 
appeared to be inadequate.” West Gate Bank 
of Lincoln v. Eberhardt, 202 Neb. 762, 277 
N. W. 2d 104, 106 (1979). After this is 
achieved, “the burden of proof then shift[s] 
to the defendants to establish the good faith 
of the transaction.” Jd., 277 N. W. 2d at 106. 


Defendant William Thomassen asserts in 
his post-trial brief, page 15, that the Gov- 
ernment must prove actual fraud, i.e. that 
the Thomassens knew there was a defic- 
iency, in order to have the conveyance set 
aside under Neb. Rev. Stat. Sections 36-401 
et seq. A reading of Jansen v. Lewis, 52 Neb. 
556, 72 N. W. 861 (1897), cited by the de- 
fendant for this proposition, reveals that 
this is not the correct burden. The distinc- 
tion between Jansen and the case at bar is 
clear. Jansen involved a subsequent creditor 
and the instant case involves an existing 
creditor (the United States). 


“A different standard is applied to 
creditors where debts are in existence at 
the time of conveyance, as opposed to 
subsequent creditors. A creditor whose 
debts did not exist at the date of a vol- 
untary conveyance by the debtor cannot 
attack such conveyance for fraud unless 
he pleads and proves that the same was 
made to defraud subsequent creditors 
whose debts were in contemplation at the 
time.” 

First National Bank of Kearney v. Bunn, 195 
Neb. 829, 241 N. W. 2d 127, 129 (1976). 
See also Big Horn Colleries Co. v. Roland, 
116 Neb. 846, 219 N. W. 233 (1928). 


The United States was clearly an exist- 
ing creditor at the time the transaction in 
question took place. Under 26 U. S. C. Sec- 
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tion 615l(a), taxes become due and owing 
to the United States as of the date pre- 
scribed by law for the filing of the return. 
Section 6161(a) states: 


“ce 


. . when a return of tax is required 
under this title or regulation, the person 
required to make such return shall, with- 
out assessment or notice and demand 
from the secretary, pay such tax to the 
internal revenue officer with whom the 
return is filed, and shall pay such tax 
at the time and place fixed for filing the 
return. . 


A defendant who refuses to sign 1040 and 
W-4 forms is not immune from the duties 
imposed by the tax laws. United States v. 
Drefke [83-1 ustc 7 9354], 707 F. 2d 978 
(8th Cir. 1983). “[B]y the terms of the 
Internal Revenue Code [26 U. S. C. Sec- 
tion 6151 (1954)] income tax liability ma- 
tures on the day the return is required to 
be filed, and the correct amount of tax lia- 
bility becomes due at that time, regardless 
of when the deficiency assessment may be 
made [citations omitted, emphasis in origi- 
nal].” Hartman v. Lauchli [57-1 ustc 
7 9571], 238 F. 2d 881, 887 (8th Cir. 1956) 
(reh’g denied), cert. denied, 353 U. S. 965 
(1957) (holding that the Government’s tax 
claims became liabilities of the debtor in 
bankruptcy and constituted provable debts 
as they matured). See also United States v. 
Plastic Electro-Finishing Corp. [70-1 ustc 
1.9362], °313 SES Suppey-3s0\) 330 8 ma. o4 
(E. D. N. Y. 1970) (unassessed tax obli- 
gation is sufficiently a debt so as to entitle 
the Government to move to set aside a 
fraudulent transfer made by the debtor). 


(a) Conveyance between close relatives: It 
is uncontroverted that Elmer and Joan 
Thomassen, husband and wife, conveyed 
their interest in the Holt County property 
to their son William Thomassen, by war- 
ranty deed dated April 5, 1972. (Filing 
No. 85, Pretrial Order par. 8). This con- 
veyance is clearly between “close rela- 
tives,’ therefore, under West Gate Bank, 
this Court must address the issue of the 
adequacy of consideration. 

(b) Adequacy of Consideration: “Inade- 


yy of consideration is a badge of fraud.” 
| Bank of Omaha | Uv. First ge 
; 203 


fraud and participation in it.) See also 
United States National Bank of Omaha v. 


Rupe, 207 Neb. 131, 296 N. W. 2d 474, 476 


(1980). (conveyance without or for inade- 
quate consideration, made with the intent 
to delay or defraud creditors, is fraudulent.). 


The defendant William Thomassen pur- 
portedly paid “one dollar and love and 
affection” to his parents, Elmer and Joan, 
for the title to the Holt County prop- 
erty. William’s testimony at trial re- 
vealed that he did not remember whether 
he had ever paid his parents the $1.00 
consideration. T49:20-50:1. The record 
shows that William did not know when 
the transfer of property took place, al- 
though he was approximately 18 years old 
at the time, and also that William was un- 
sure when he first saw the warranty deed 
conveying the Holt County property from 
his parents to him. T40:9-41:18. ' 


William admitted making one payment 
on. the land, however, this payment came 
at a time when he was forced to leave 
college in 1976 due to financial difficulties. 
1T41:19-42:10, 48:1-7. His memory of mak- 


‘ing this payment was refreshed by the tes- 


timony of Ruth Fried and conflicted with 
William’s deposition taken in March, 1984, 
wherein he testified that he never made any 
payments on the property. Rental pay- 
ments were being made on the land, of 
which William had knowledge, but he never 
sought to obtain any of these rental pay- 
ments. 142:23-43:5. Furthermore, William 
could not remember the amount of the 
mortgage payment he purportedly made, 
whether he had a bank account, where it 
was located, his balance, or whether or not 
the check bounced. 144:8-45:23. Such a 
payment cannot even arguably be consid- 
ered adequate consideration. 


“Love and affection has been held to be 
inadequate consideration under state fraud- 
ulent conveyance laws.” Walker v. Tread- 
well (In re Treadwell), 699 F. 2d 1050, 1051 
(llth Cir. 1983), citing United States v. 
West, 299 F. Supp. 661, 666 (D. Del. 1969) 
(deed recited consideration of “one dollar 

. . and other valuable and lawful con- 
siderations” and defendants argued “natural 
love and affection” is good consideration, 
but court held it was not fair considera- 
M. artin, 285 Ala. 619, 622, 
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a gift). Finally, where there was no con- 
sideration other than love and affection in 
a transfer between relatives, there is no 
fair consideration. Jahner v. Jacob, 252 
N. W. 2d 1, 6 (N. D. 1977) (under North 
Dakota Fraudulent Conveyance Act). 


The Court therefore finds that the Gov- 
ernment has met its burden of showing 
that the conveyance from Elmer and Joan 
Thomassen to William Thomassen was be- 
tween close relatives and was without ade- 
quate consideration. West Gate Bank, 202 
Neb. 262, 277 N. W. 2d 106, interpreted 
First National Bank of Omaha v. First Cadco 
Corp., 189 Neb. 553, 203 N. W. 2d 770, “to 
hold that inadequacy of consideration sug- 
gests an intent to defraud and shifts the 
burden to the defendants.” Thus, the burden 
shifts to the defendant William Thomassen 
to establish the good faith of this transaction. 


(c) Preswmption of Fraud: “It 
settled law that a deed by a father to his 
son is presumptively fraudulent as to an 
existing creditor, and that in litigation be- 
tween him and the parties to the conveyance 
over its alleged invalidity the burden is on 
them to establish the good faith of the 
transaction by a preponderance of the evi- 
dence.” Lincoln Trust Co. v. Sweeney, 124 
Neb. 686, 248 N. W. 67, 68 (1933) ; Christen- 
sen v. Smith, 123 Neb. 388, 243 N. W. 118 
(1932); see also Farmers State Bank of 
Ewing v. Dierks, 137 Neb. 442, 289 N. W. 
at 864. This presumption is equally ap- 
plicable to a conveyance of real estate 
between close relatives.* 


The presumption that a conveyance of 
real property in Nebraska is fraudulent is 
not evidence. First National Bank in Kearney 
v. Bunn, 195 Neb. 829, 241 N. W. 2d 128. 


“It may take the place of evidence 
unless and until evidence appears to 
overcome or rebut it, and when evidence 
sufficient in quality appears to rebut it 
the presumption disappears and the party 
having the burden of proof on the issue 
must, in civil actions, sustain his position 
by a preponderance of the evidence.” 


Id., 241 N. W. 2d at 128. 


+ See First National Bank in Kearney v. Bunn, 
195 Neb. 829, 241 N. W. 2d 127 (1976); First 
National Bank v. First Cadco Corp., supra, 189 
Neb. 553, 203 N. W. 2d 770; United States Na- 
tional Bank v. Rupe, supra, 207 Neb. 131, 298 
N. W. 2d 474; Creason v. Wells, 158 Neb. 78, 
62 N. W. 2d 327, 329 (1954); 8 A. L. R. 4th 1105, 
1123 (1981). See also Riggs v. Hroch, 133 Neb. 
260, 274 N. W. 598 (1937); Bank of Brule v. 
Harper, 141 Neb. 616, 4 N. W. 2d 609 (1942); 
VanSteenberg v. Nelson, 147 Neb. 88, 22 N. W. 
2d 414 (1946). 
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is well . 


The defendant William Thomassen has 
offered no evidence to rebut this presump- 
tion. Thus, it remains not as evidence, but 
as an additional badge of fraud to be con- 
sidered in determining the validity of this 
conveyance. The intent of the parties to 
the transaction must also be scrutinized in 
light of the fraudulent presumption. 


(d) Intent: “A conveyance is declared 
to be fraudulent when its object or effect 
is to defraud another, or the intent with 
which it is made is to avoid some duty or 
debt due by or incumbent upon the party 
making the transfer.” Farmers State Bank, 
137 Neb. 442, 289 N. W. at 866. A specific 
intent need not be proved, rather “[t]he 
intent may be gathered by the acts of the 
parties, and a conveyance is fraudulent 
when it is shown that it was made for the 
purpose of placing property beyond the 
reach of creditors, or that it would hinder 
or delay them in collecting their just de- 
mands.” Id., 229 N. W. at 966, quoting 
Becker v. Linton, 80 Neb. 665, 666, 112 N. W. 
928, 932 (1908). “Fraudulent intent may 
be established by proof of facts from which 
such inference may be reasonably drawn.” 
Id., 289 N. W. at 866; Riggs v. Hroch, 133 
Neb. 260, 274 N. W. 598, 600 (1937), citing 
Peterson v. Wahlquist, 125 Neb. 247, 249 
N. W. 678 (1933). Additionally, a transfer 
where a grantor reserves himself a benefit to 
the detriment of his creditors may constitute 
evidence of fraud. First National Bank v. 
Furst Cadco Corp., 189 Neb. 553, 203 N. W. 
2d. aa 7/9: 


In the present case, the actions of the 
parties involved lead this Court to the 
conclusion that the conveyance from Elmer 
and Joan to William was undertaken with 
fraudulent intent. 


As pointed out earlier in this Memo- 
randum, the testimony of William was 
fraught with inconsistencies and uncertainties 
concerning the events surrounding the con- 
veyance. T49:16-23. William’s testimony re- 
flects inadequate consideration; his financial 
inability to make any payments on the mort- 
gage (save on the amount of which he 


*““A reasonable basis for such a presumption 
and shifting the burden of going forward with 
the evidence is the recognition by the courts of 
‘the notorious tendency of the spouses [and 
other close relatives] to aid each other before 
they are just to creditors.’ ”’ 

United States v. West, 299 F. Supp. 661, 665 


(D. Del. 1969); citing McLaughlin, Application me 


of the Uniform Fraudulent Conveyance Act, 46 
Harv. L. Rev. 404, 428 (1933). 
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could not remember), and his involvement 
in or receipt of other pieces of property 
from his parents. These other conveyances 
were later declared null and void by the 
United States District Court for the Cen- 
tral District of California. (Plaintiff's Ex- 
hibit 16.) 


William testified that the land was “a gift 


to further [his] education” and give him 
a start in life. T50:18-21. He had no plans 
for the property and hardly, if ever, visited 
or used the land to help improve his finan- 
cial position. Elmer and Joan Thomassen 
also retained some benefits or interest in 
the Holt County property after the pur- 
ported conveyance to William. The testi- 
mony of Ruth Fried indicates that the 
Frieds received payments from Elmer and 
Leo until approximately 1975, at which time 
Elmer stopped making his share of the 
payments. 7T31:1-20. The transfer to Wil- 
liam occurred in April, 1972, however, 
Elmer continued to pay the mortgage pay- 
ments on William’s interest for several 
years after the transfer. T72:4-14. Elmer 
testified that although he expected William 
to work his way through school, he did not 
expect William to make the $2000 mortgage 
payments on the Holt County property all 
the time. 1T93:14-19. 


In determining the validity of an alleg- 
edly fraudulent conveyance, “[t]he ability 
of the grantee to pay the encumbrance is 
also a fact to be considered.” First National 
Bank of Omaha v. First Cadco Corp., at 558, 
203 N. W. 2d 779, Elmer and Joan’s re- 
tention of the enjoyment, possession, and 
control of the Holt County property after 
the purported conveyance, in addition to 
their continued payment of the mortgage in 
William’s behalf, pin yet another badge of 
fraud on this transaction. See United States 
v. Bertie, 529 F. 2d 506, 508 (9th Cir. 1976). 


Elmer Thomassen’s motives for convey- 
ing away his real property also show “fraudu- 
lent intent.’ Elmer testified that during 
1972 and 1973 he conveyed all of his real 
property to close relatives. T96: 16-18. 
Several conveyances were made to William, 
involving property in Riverside County, 
California and Orange, California, all of 
which were subsequently set aside. Several 

ractice lin against El- 


that their motivation behind the conveyance 
to William of the Holt County property 
was to hinder, delay or defraud their exist- 
ing creditors, particularly the United States. 
To the extent the conveyance appears to 
have been motivated by Elmer’s tax liabili- 
ties and pending litigation with the Internal 
Revenue Service, such a transfer indicates 
fraudulent intent. See United States v. Ber- 
tie, 529 F. 2d 508 (pendency of litigation by 
Internal Revenue Service a badge of fraud). 


From the above analysis, this Court finds 
and concludes that the conveyance of Elmer 
and Joan Thomassen’s interest in the Holt 
County property to William Thomassen 
was made with fraudulent intent as to the 
United States. 


(e) Insolvency: The last badge of fraud 
under which this conveyance must be ana- 
lyzed, to determine whether it was fraudu- 
lent and whether the defendant has rebutted 
the fraudulent presumption, is the solvency 
of Elmer and Joan Thomassen. Defendant 
asserts that it was not Elmer and Joan’s 
intent to defraud the United States or 
other creditors when they conveyed the 
Holt County property to William and that 
parents can give a gift to their son if they 
are solvent when the gift is made. (De- 
fendant’s Post Trial Brief, page 7). Addi- 
tionally, defendant argues that the convey- 
ance was not fraudulent because at the time 
of the transfer, Joan and Elmer were 
solvent. (Defendant’s Post-Trial Brief, 
page 9). 

In Lincoln Trust a uv. Sweeney, 124 Neb. 
686, 248 N. W. 67, creditors sought to can- 
cel a deed from parents to their son which 
was executed for the nominal consideration 
of one dollar. Defendants argued, inter alia, 
that the deed was executed, delivered, and 
registered in good faith when the father 
was solvent, and that plaintiff had a lien on 
other land of the grantors, which afforded 
ample security for the payment of the judg- 
ment. Jd. The father owned several tracts 
of farmland, encumbered with mortgages. 
Plaintiff became owner of a note and mort- 
gage via an assignment, after which the 
father defaulted. The father subsequently 
conveyed property to his son and almost 
nine months later, plaintiff recovered a 
judgment against the father. Plaintiff was 
unable to execute on the judgment because 
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the creditor from collecting its debt which 
had been reducéd to judgment. The court 
stated that “[a]s to an existing creditor, 
a conveyance with such an intent is de- 
clared by statute to be void.” IJd., 248 N. W. 
at 68, citing Neb. Rey. Stat. Section 36-401 
(1929).5 The conveyance from the father 
to the son was found to be fraudulent as 
to the existing creditors, and the fact that 
the debtor retained property in his own 
name, sufficient to satisfy the judgment, 
does not defeat the creditor’s action. Jd., at 
248 N. W. at 68. See Shreck v. Hanlon, 66 
Neb. 451, 92 N. W. 625 (1902) (in an action 
to set aside a fraudulent conveyance, it is 
not always a defense that grantor had prop- 
erty remaining after the conveyance was 
made which would satisfy creditors). 


The defendant in his post-trial brief, goes 
through an analysis of Elmer and Joan 
Thomassen’s assets and liabilities in an at- 
tempt to show their solvency on the date 
the Holt County property was conveyed 
to William. The figures and valuations 
proffered by the defendant through the tes- 
timony of Elmer Thomassen and Joseph G. 
Krane (Elmer’s accountant) carry little 
weight or probative value on the issue of 
Elmer and Joan’s solvency. It has been 
noted that “where testimony relied on to 
show good faith of an allegedly fraudulent 
conveyance is given by interested parties, 


[or relatives only], the reasonableness or — 


unreasonableness of their evidence bears 
considerable weight in arriving at a just 
conclusion.” Filley v. Mancuso, 146 Neb. 
493, 20 N. W. 2d 318, 321 (1945); Farmers 
State Bank of Ewing v. Dierks, 137 Neb. 442, 
289 N. W. 860, 865; VanSteenberg v. Nelson, 
147 Neb. 88, 22 N. W. 2d 414, 417 (1946); 
Bank of Brule v. Harper, 141 Neb. 616, 4 
N. W. 2d 609 (1942). 


The testimony of Elmer, Joan, and Wale 


liam must be taken in light of the above 
proposition. Defendant William Thomassen 
attempts to point out that Elmer and Joan 
retained substantial property after the Holt 
County property was conveyed to him on 
April 5, 1972. In support of this argument, 
William presented and relies on the testi- 
mony of an accountant from California, Jo- 
seph G. Krane. Mr. Krane testified at trial 


5 The statute in effect and applied by the 
court in Sweeney (Neb. Rev. Stat. Sec. 36-401 
(1929) [)], is identical to the 1978 version which 
this Court now applies to the case at bar. No 
amendments to the 1929 version were made 
until 1980. 

. § This property cannot be classified as a home- 
stead under Neb. Rev. Stat: Section 40-101 
(Reissue 1978), because ‘‘homestead’’ 
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as to Elmer and Joan Thomassen’s assets 
and liabilities, including the value of prop- 
erty purportedly owned by the Thomassens. 
The figures and information testified to by 
Mr. Krane and submitted by the defendant 
in his brief at pages 11-14 were compiled 
by Mr. Krane approximately 10 days be- 
fore the trial of this action. T138:18-139:17. 
Many of the figures were arrived at with 
Elmer Thomassen’s help or based on his 
word and were not independently verified. 
T117:14-119:21. These figures were sum- 
marized by Mr. Krane and received into 
evidence as defendant’s Exhibit No. 118, 
however, the Court pointed out at trial its 
reluctance to give Mr. Krane’s figures, com- 
piled in Exhibit 118, any probative value. 
T121:19-122:5. Considering the fact that 
the summary was hurriedly prepared for 
trial, its unverified figures, and its obvious 
reliance on information furnished by Elmer 
Thomassen, the figures contained in de- 
fendant’s Exhibit 118 and in defendant’s 
brief at 11-14 carry little, if any, probative 
value. 


Defendant arrived at a figure of $20,512.28 
which purportedly represents the excess of 
assets over liabilities at the time of the con- 
veyance. (Defendant’s Post Trial Brief at 
13). The Court notes that the figures at- 
tempting to show Elmer and Joan Thomas- 
sen’s solvency are incorrect. 


A close analysis of the property included 
by the defendant-in' the asset portion of 
the financial summary reveals that one 
piece of property — described as property 
in Riverside County (29 acres in Elsinore) 
— was not owned by Elmer and Joan at 
the time they conveyed the Holt County 
property to William. (Defendant’s post- 
trial brief at 11; plaintiff's Exhibit 16, at 
2-3).°5 The Riverside County property was 
conveyed by Elmer and Joan to William 
Thomassen on January 15, 1972. T94:3-10; 
plaintiff's Exhibit 16 at 3. This piece of 
property was apparently included as an 
asset of Elmer Thomassen in computing 
his asset and liabilities statement. See De- 
fendant’s Post-Trial Brief, at 11. The Holt 
County property was conveyed to William 
on April 5, 1972, therefore, the inclusion 
of the Riverside County property improp- 
erly inflates Elmer and Joan’s assets. Using 


house and land where the family dwells. Horn 
v. Gates, 155 Neb. 667, 53 N. W. 2d 84, 87 (1952). 
Presently no one is living on the land which 
consists of approximately 1120 acres of which 
138 acres are irrigated and the remainder being 
pasture and timberland. 1T13:23-14:9. There 
are also several unoccupied buildings on the 
property. A, } " j 
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the defendant’s own estimates of the value 
of this property, $29,000 (T129:19-25), and 
deducting that amount from the total assets 
set forth in defendant’s Post-Trial Brief 
at 13, Elmer and Joan Thomassen clearly 
had greater liabilities than assets on the 
date they transferred the Holt County 
property to William. 


The Court concludes that Elmer and 
Joan Thomassen were left with insufficient 
assets to meet their existing and anticipated 
obligations, including but not limited to 
their unpaid federal income tax liabilities, 
as a result of the conveyance in question. 


5. Conclusion: 
that: 


(a) the conveyance of the Holt County 


In sum, the Court finds 


property from Elmer and Joan Thomassen . 


to William Thomassen was made without 
fair or adequate consideration. 


(b) the United States of America was 


an existing creditor of Elmer and Joan 
Thomassen at the time of the conveyance 
in question. 

(c) the conveyance in question was made 
by Elmer and Joan Thomassen with a 
fraudulent intent to hinder, delay, and de- 
fraud the United States. 


(d) Elmer and Joan Thomassen were 
left with insufficient assets to meet their 
existing andi anticipated obligations and 
thus were insolvent at the time of the 
purported conveyance of the Holt County 
property to William or rendered insolvent 
thereby. 


(e) the conveyance of the Holt County 
property to William Thomassen from Elmer 
and Joan Thomassen was fraudulent as to 
the United States. 


(f) Elmer and Joan Thomassen are in- 
debted to the United States in the amount 
of the assessments described in footnote 2 
and in the Pretrial Order, Filing No. 85), 
together with accrued interest and penal- 
ties. The tax lien of the United States 
encumbers their interest in the Holt County 
property, described herein. The tax lien is 


superior to any interest of William Thom- | 


assen in said property. 


real property, described herein as the Holt 
County property, on April 5, 1972, is void 
and therefore set aside. 


B. Foreclosure on the Property. 


The final issue that this Court must 
address is whether the Government is en- 
titled to foreclose on the entire Holt 
County property, including Leo Thomas- 
sen’s undivided one-half interest, or whether 
the Government can only foreclose on the 
one-half interest owned by Elmer and Joan 
Thomassen. 


Leo and the Government rely exclusively 
on United States v. Rodgers, 461 U. S. 677, 
103 S. Ct. 2132 (1983) for support of their 
respective positions and submit that it is 
controlling on this issue. The Court agrees 
that Rodgers controls the outcome of this 
issue, but it is by no means on all fours 
with the case at bar. 


The statute which Rodgers addressed and 
under which this action has proceeded 
states in pertinent part: 


‘“The court shall, after the parties have 
been duly notified of the action, proceed 
to adjudicate all matters involved therein 
and finally determine the merits of all 
claims to and liens upon the property, and, 
in all cases where a claim or interest of 
the United States therein is established, 
may decree a sale of such property, by 
the proper officer of the court, and a 
distribution of the proceeds of such sale 
according to the findings of the court in 
respect to the interests of the parties and 
of the United States.” 


26 U. S. C. A. Section 7403. (West. Supp. 
1967). In Rodgers, the Supreme Court ad- 
dressed the issue of whether Section 7403 
authorizes the judicial sale of a “home in 
which a delinquent taxpayer had an in- 
terest at the time he incurred his indebted- 
ness, but in which the taxpayer's spouse, 
who [did] not owe any of that indebted- 
ness, also [had] a separate ‘homestead’ 
right” under Texas law. Id. at , 103 
S. Ct. 2136. The court held “that the 
statute does grant power to order the sale, 
but that its exercise is limited to some 


degree by equitable discretion.” Jd., 103. 
_ $. Ct. at 2142. 
The court read Section 7403 “to con- 


template, not merely the sale of the de- 
i Jayer’s own interest, me set 
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valuation and distribution.” Id. at —, 103 
S. Ct. 2143. However, the court also con- 
cluded that “Section 7403 does not require 
a district court to authorize a forced sale 
under absolutely all circumstances, and 
that some limited room is left in the 
statute for the exercise of reasoned dis- 
cretion. e1d..at — 103 S.8Cts (2149, 


The presence of some judicial discretion 
is grounded in the fact that a proceeding 
under Section 7403 is an equitable proceed- 
ing and, as such, any exercise of that dis- 
cretion “can take into account both the 
Government’s interest in prompt and cer- 
tain collection of delinquent taxes and the 
possibility that innocent third parties will 
be unduly harmed by that effort.” Jd. at 
—, 103 S. Ct. 2150, 2151. 


In an attempt to emphasize the limited 
nature of the discretion which the district 
courts have, the Court enumerated four 
considerations which it deemed important 
in deciding whether to go ahead with a 
forced sale. Briefly summarized, these con- 
siderations which this Court should con- 
sider are as follows: 


(1) “the extent to which the Govern- 
ment’s financial interests would be prej- 
udiced if it were relegated to a forced 
sale of the partial interest actually liable 
for the delinquent taxes.” Jd. at —, 103 
SuGi, 2boik: 

(2) whether an innocent/non-delinquent 
third-party has a legitimate or legal ex- 
pectation that his separate interest would 
not be subject to a forced sale by the 
delinquent taxpayer or his creditors. Id., 
103'SS Ct Ziol* 

(3) the prejudice to the third-party in 
personal dislocation costs and wunder- 
compensation. Jd:., 103 S. Ct. 2152; 

(4) “the relative character and value of 
the non-liable and liable interests held in 
the property.” Jd., 103 S. Ct. 2152. 


Before analyzing the first consideration, 
several pertinent figures need to be set out. 
The total purchase price for the approxi- 
mately 1120 acres comprising the Holt 
County property was $78,000. This was 
divided between Leo and his wife, and 
Elmer and Joan Thomassen. The down 
payment was $8,000 of which Leo and 
Elmer each paid $4,000. The mortgage bal- 
ance owed to the Frieds, who have first 
priority pursuant to the previously men- 
tioned stipulation, is $47,900, without inter- 
est, as of August 15, 1984. Testimony at 
trial indicated that neighboring land had 
sold for $77 per acre, and defendant Leo 
Thomassen indicated in his brief, p. 7, that 
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the Holt County property is worth between 
$75 and $100 per acre. 


The Court first considers whether the 
Government will be financially prejudiced 
by sale of only Elmer’s one-half interest in 
the property. For purposes of illustration, 
the Court will look at how much the Gov- 
ernment stands to gain if all or half the 
property is sold for the highest and the 
lowest values mentioned. 


SALE OF THE WHOLE PROPERTY 
Assuming sale brings $75 per acre: 


TO nacresss< | 875i ere, aes ea $ 84,000 
Less: 
Fried’s mortgage ......... $47,900 
Leo’s one-half interest (less 
his share of mortgage) 
$42,000 — $23,950........ 18,050 65,950 
$ 18,050 
Assuming sale brings $100 per acre: 
1220 Aeres eX $100' 3 eee $112,000 
Less: 
Fried’s mortgage ........ 47,900 
Leo’s one-half interest (less 
his share of mortgage) 
$56,000 — $23,950 —=.... 32,050 —79,950 
$32,050 


SALE OF ELMER’S ONE-HALF INTEREST 
Assuming sale brings $75 per acre 


soOMacres 41975. . peters: «ae $ 42,000 
Less: 
Fried’s mortgage (for 
amount due on Elmer’s 
Y, interest: $47,900 + 2)........ —23,950 
$ 18,050 
Assuming sale brings $100 per acre 
560 acres! << SIOO) = - (Spy bi ers ana fyune v= $ 56,000 
Less: 
Fried’s mortgage (for 
amount due on Elmer’s 
y, interest: $47,900 + 2)........ —23,950 
$32,050 


From the above analysis, it is apparent 
that a sale of just Elmer’s one-half interest 
would not prejudice the Government’s fi- 
nancial interest. Only the sale price will 
change ithe amount the Government may 
get from a forced sale, and with farm land 
prices being in the depressed state that 
they currently are, the Court will not in- 
dulge in further speculation as to the final 
sale price. A sale of only half of the land 
may not bring as high a price as the Gov- 
ernment would desire, however, it would 
certainly not be “worthless” as the Govern- 
ment contends. Plaintiff’s post-trial brief, 
p. 16. The Court therefore concludes and 
finds that the sale of only Elmer and Joan 
Thomassen’s one-half interest in the Holt 
County property would not prejudice the 
Government’s financial interests. 


The second consideration which the 
Court in Rodgers set forth asks whether 
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Leo had any legal expectation that his 


interest would not be subject to a forced. 


sale under Nebraska law. “It appears to be 
well settled in this state that a judgment 
lien on real estate in the name of the judg- 
ment debtor is a lien only on the actual 
interest of the judgment debtor and is sub- 
ject to all existing equities whether of rec- 


ord or not,” Halstead v. Halstead, 169 Neb. 


325, 99 N. W. 2d 384, 386 (1959). See also 
Action Realty Co., Inc. v. Miller, 191 Neb. 
381, 215 N. W. 2d 629, 639 (1974); Roberts 
v. Robinson, 49 Neb. 717, 68 N. W. 1035, 
1036 (1896). Leo Thomassen may have had 
some expectation, under this principle, that 
his interest would not be subject to a forced 
sale to satisfy liens against his co-tenant. 


Under Neb. Rev. Stat. Section 25-2170, 
et seq. (Reissue 197%), “[a]ll tenants in 


common, joint tenants, or lessees of anyi 


estate in land or interest therein . . . may 
be compelled to make or suffer partition. 

.’ Partition may be compelled by any 
joint owner of real estate or other interests 
therein. Neb. Rev. Stat. Section 25-2170.01. 
There are numerous exemptions from an 
execution or forced sale set out in Neb. 
Rev. Stat. Sections 25-1552 to 25-1563; 
however, these provisions do not protect 
Leo’s interest in the land from forced sale. 


A sale of Elmer’s undivided one-half 
interest would not necessarily require that 
the land be partitioned prior to the sale. 


After the sale of the undivided interest is 


completed, the new owner could force a 
partition of the property if he or she so 
desired. Under such a sale the buyer would 
naturally take the land subject to the exist- 
ing mortgage and the Government would 
receive the proceeds less the mortgage bal- 
ance on the one-half interest. 


The third consideration requires the 
Court to look at the prejudice to Leo in 
personal dislocation costs and undercom- 
pensation. There are approximately 100 
head of cattle (cows) on the land about 50 
of which have calves. T23:5-23. This cow- 
calf operation has been run by Leo since 
1971 or 1972. There is no evidence of what 
it would cost to relocate the cattle, how- 
ever, it is apparent that such a relocation 
would be an ed expense to Leo Thomas- 


Financial compensation would be of little 
help to Leo if the proceeds of a sale of the 
entire property were insufficient to enable 
him to purchase other land to continue his 
cattle operation. While this situation does 
not involve “a roof over one’s head” as 
Rodgers did, this Court cannot be “blind to 
the fact that in practical terms financial 
compensation may not always be a com- 
pletely adequate substitute. . . .” Rodgers, 
103 S. Ct. at 1248. This is particularly true 
where the property, although not used as a 
personal residence, is necessary to the co- 
tenant’s livelihood. This Court therefore 
concludes and finds that there are hard- 
ships present in the instant case which 
would prejudice Leo Thomassen if the en- 
tire tract was sold. 


The final consideration which this Court 
will consider is the relative interests that 
Leo and Elmer hold in the property. Elmer 
stopped making payments on the land 
sometime in 1976, T31:1-17. In 1977 Wil- 
liam Thomassen made one payment to the 
Frieds approximately 5 years after the land 
had been fraudulently conveyed to him. 
During this time Leo kept up his portion 
of the payments. After a period of time 
during which neither Elmer nor William 
made any payments, the Frieds renegotiated 
the mortgage with Leo in 1979 and since 
that ‘time Leo has made both his payments 
and Elmer’s payments. (The payments 
were originally made annually, but are now 
made monthly by Leo). Leo has paid all 
the taxes on the land since it was pur- 
chased, however, the taxes have not been 
paid since 1980. T13:7-19. Leo’s takeover 
of Elmer’s payments and the subsequent 
renegotiation of the mortgage were appar- 
ently carried out pursuant to the Agree- 
ment of December 8, 1969. 


Leo and Elmer Thomassen have had 
little communication with each other since 
their joint purchase of the property. The 
record does not reveal any collusion be- 
tween Elmer and Leo which would indicate 
an intent to prevent a sale of the entire 
property, or an attempt to defraud the 
United States. fe; 

Leo points out in his brief at page 7, that 
he had made two-thirds (%) of the pay- 
Bienes age ABS Bln hag mage): one- e third 
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this does not include the payment of taxes 
which, as mentioned earlier, were made 
entirely by Leo. This disparity in the inter- 
ests held by Elmer (the delinquent tax- 
payer) and Leo (the innocent third-party) 
gives yet another reason why the entire 
property should not be subject to a forced 
sale. The Court therefore concludes and 
finds that Leo Thomassen’s relative inter- 
est in the property, when compared to 
Elmer’s interest, falls within the parameters 
of the fourth consideration set out in Rod- 
gers, and as such, gives the Court additional 
grounds to exercise its limited discretion in 
allowing only Elmer’s interest to be sold. 


Finally, the list of considerations pro- 
vided by Rodgers is by no means “ex- 
haustive.” Jd. at —, 103 S. Ct. 2152. The 
Court notes that the Holt County property 
is not the only piece of property which 
Elmer Thomassen owns. Evidence shows 
that Elmer and Joan Thomassen own five 
parcels of land in California, only one of 
which had been foreclosed upon at the 
close of the trial. The Government indi- 
cated that it was attempting to sell the 
California properties, but that Elmer and 
Joan’s tax liabilities exceed the value of all 
the pieces of property. T147:19-149:6, Ap- 
parently these properties are not held jointly 
with other parties and therefore do not 
suffer from the confusing problems that are 
present with the Holt County property. 
There is no evidence before the Court as 
to the status of the Government’s proceed- 
ings against the California properties, how- 
ever, the fact that there are other avenues 
by which the Government may satisfy its 
tax liens, provides another reason for pro- 
hibiting the Government from forcing a 
sale of the entire Holt County property. 


IV. Conclusion 


The above analysis of the considerations 
set forth in United States v. Rodgers, 103 


S. Ct. 2132, clearly distinguishes this case 
from those situations which Rodgers and 
previous courts have addressed. In the in- 
stant case we have an innocent co-tenant 
who would suffer some financial hardship 
and displacement of his cow-calf operation. 
if the entire property were foreclosed under 
26 U. S. GC. Section 7403. The situation in 
Rodgers dealt with a “homestead right,” 
rather than an actual undivided ownership 
interest in the property, as in the case 
ata 


The equitable considerations which Rodgers 
requires this Court to consider outweigh 
the Government’s need to sell the entire 
Holt County property. No prejudice will 
result in limiting the Government to a 
sale of only Elmer Thomassen’s one-half 
interest. The Court therefore concludes 
and finds that the Government is entitled 
to sell only Elmer Thomassen’s undivided 
one-half interest in the property. 


A separate Order shall be issued con- 
temporaneously with this Memorandum 
Opinion. 


Order 


In accordance with the Court’s Mem- 
orandum Opinion issued this date IT IS 
HEREBY ORDERED THAT; ' 


(1) the conveyance from Elmer and 
Joan Thomassen to William Thomassen 
of an undivided one-half interest, of real 
property, described herein as the Holt 
County property, on April 5, 1972, 18 eon 
and therefore set aside; 


(2) the plaintiff United States of America 
is entitled to sell Elmer and Joan Thomassen’s 
undivided one-half interest in the Holt 
County property; and 


(3) the interests of the lienholders shall 
be satisfied in the order set forth in the 
accompanying Memorandum Opinion. 


[ 9326] Marc W. Graf, Plaintiff v. Frank Slusarski, Internal Revenue Agent; Thomas 
E. Nordyke, Group Manager, Internal Revenue Service; Mark S. Gimpeler, Assistant 
United States Attorney; L. M. Phillips, District Director, Internal Revenue Service; 
Carl L. Klesmith, Appeals Officer, Internal Revenue Service; Joseph T. Lawlor, Associ- 
ate Chief Milwaukee Appeals, Midwest Region, Internal Revenue Service; Ellen T. 
Friberg, Internal Revenue Service Attorney; W. John Howard, Assistant District Coun- 
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Constitutionality: Constitutional provisions: Collection of taxes: Civil suits: Juris- 
diction: District courts: Sufficiency of complaint: Costs and fees: Tax Court: Status: 
Legislative court: Jury trial—A suit brought by the taxpayer against the acting com- 
missioner of the IRS, the IRS’s chief counsel for the Wisconsin district, numerous IRS 
agents, employees and attorneys, the District United States Attorney, several Assistant 
United States Attorneys, several Justice Department trial attorneys, a Tax Court judge 
and one hundred additional unnamed “John Does and Jane Does” was dismissed for 
failure to state a cause of action. The court held that (1) the administrative hearings 
before the IRS and the Tax Court were constitutional and did not deny the taxpayer 
the right to a jury trial or to seek redress before an Article III court; (2) the taxpayer 
had failed to establish grounds for relief under the Civil Rights Act; and (3) the taxpayer 
was not a proper party to institute criminal proceedings against the defendants. The 
court noted that it was convinced that the various defendants had acted appropriately 
and within their authority to enforce the federal tax laws. Further, the court awarded 
costs and attorneys’ fees to the government because the taxpayer’s disreputable tactics 
demonstrated that he had instituted the suit to harass the defendants and impede the 


collection of tax. Back references: {] 401.48, 5801.39, 5801.40, 5770.0194 and 5770.0222. 


Marc W. Graf, 4342 Larsen Rd., Oshkosh, Wis. 54901, plaintiff. Joseph P. Stadt- 
mueller, United States Attorney, Milwaukee, Wis. 53202, Jeffrey D. Snow, Department of 
Justice, Washington, D. C. 20530, for defendants. 


Decision and Order 


Warren, District Judge: On January 18, 
1984, the plaintiff, proceeding pro se, filed 
the original complaint in this action against 
the defendants, several Internal Revenue 
Service employees, a United States Tax 
Court judge, an Assistant United States 
Attorney, and additional unnamed “John 
Does and Jane Does.” The complaint it- 
self is a verbose docttment replete with 
legal conclusions, irrelevant legal refer- 
ences and innumerable misinterpretations 
of statutory provisions. The essence of the 


complaint, which must be gleaned from 
the few factual allegations contained 
therein, is that the plaintiff disputes the 


legality of tax deficiency determinations 
for the tax years 1976, 1977 and 1978. 


On March 16, 1984, the plaintiff filed an 
amendment to the complaint naming as 
additional defendants certain Justice De- 
partment attorneys and another IRS agent. 
Five days later, the plaintiff filed another 
amended complaint naming further defend- 
ants, including a United States Attorney, 
an Assistant United States Attorney, and a 
trial attorney in the Tax Division of the 
Justice Department. The latter-named de- 
fendants were counsel for the prior-named 
ts at the time the last amended 
t was filed. Clearly, the plaintiff 


clude as defendants all | 


the United States and its employees who 
have been sued. 

The defendants have filed a motion to 
dismiss the compaint, both on jurisdictional 
grounds and for failure to state a claim 
upon which relief may be granted. In the 
alternative, defendants ask that summary 
judgment be granted on one or both of 
two grounds: (1) that the defendants are 
protected under the doctrine of sovereign 
immunity, and (2) that the matters in- 
volved in the lawsuit are res judicata. In 
addition, defendants request that they be 
awarded costs and attorneys fees, and have 
also filed a motion for an order prohibiting 
the plaintiff from naming additional de- 
fendants until the motion to dismiss is re- 
solved. The plaintiff has not responded to 
any of these motions. 


Since it is readily apparent to the Court 
that the complaint does not state a claim 
upon which relief may be granted, the 
Court will dismiss this case on that basis. 
While the Court will not address defend- 
ants’ other arguments in favor of dismissal . 
and/or summary judgment, it appears at 
first glance that these grounds are also 
meritorious. 


I. Background 


The facts of this case will be summarized 
briefly. In 1976, the plaintiff was a licensed 
chiropractor who allegedly took a vow of 
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The plaintiff filed income tax forms for 
the tax years 1976 and 1977, but no entries 
were made on the Form 1040 for income, 
deductions, computations or exemptions. 
Instead, plaintiff listed several objections 
on constitutional grounds to the questions 
on the tax forms. 


The IRS notified plaintiff that his in- 
come tax return for 1976 was not accept- 
able and requested plaintiff to appear 
before Revenue Agent Frank Slusarski, 
defendant herein, and to produce desig- 
nated books and records for tax years 1974 
through 1977, On March 1, 1978, plaintiff 
met with Slusarski but neither furnished 
the requested documents nor answered Slu- 
sarski’s questions. Plaintiff was subse- 
quently informed that his 1977 tax return 
was also not acceptable. 


Due to the lack of information supplied 
by the plaintiff, the IRS required to esti- 
mate plaintiff’s income and tax liability for 
the years in question. In order to do so, 
summonses were issued to plaintiff’s bank. 
Plaintiff objected to the summonses, neces- 
sitating summons enforcement proceedings 
in federal court. 


Ultimately, Agent Slusarski compiled es- 
timates of plaintiff’s income for tax years 
1974 through 1978 by using cost of living 
comparative indexes published by the Bureau 
of Labor Statistics. Following a hearing be- 
fore the IRS Office of Regional Director of 
Appeals, it was determined that the plaintiff 
had no income for the tax years 1974 and 1975 
since he was then a student. A Notice of 
Deficiency was sent to plaintiff advising 
him that tax deficiencies had been deter- 
mined for the years 1976 through 1978, 
however, including penalties for unreported 
income. 


On March 9, 1981, plaintiff filed a peti- 
tion to the United States Tax Court con- 
testing the deficiency determinations. Plain- 
tiff alleged in his petition that, among other 
things, the deficiency determinations had 
violated his due process rights and that the 
Tax Court was unconstitutional. On June 
13, 1983, the Tax Court, Judge Perry 

Shields (defendant herein) presiding, en- 
- tered its opinion granting judgment to the 
IRS on all issues but ordering a new com- 
putation of tax liability which took into 
account additional exemptions for plaintiff, 
his wife and their two children. Plaintiff 
filed an appeal but did not submit a review 
bond. Plaintiff subsequently filed the com- 
plaint in this case. 
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II. Causes of Action 


The plaintiff enumerated seven causes of 
action in the complaint, most of which are 
based upon the same sections of the United 
States Code. The first cause of action, 
however, is founded upon Article III of the 
Constitution. Based on the provisions of 
Article III, plaintiff claims that all legal 
proceedings must originate in the United 


States Supreme Court, a contention which 


evidently is meant to attack the validity 
of the Tax~Court and IRS proceedings. 
Plaintiff goes on to challenge the very 
essence of the Tax Court and the IRS 
Office of Regional Director of Appeals 
by claiming that hearings must be held 
before a “Court of Record,” as defined in 
the 1870 Edition of Bouvier’s Law Diction- 
ary. Plaintiff also contends that the Sev- 
enth Amendment guarantees him the right 
to a trial by a jury of twelve persons, a 
right which was denied him in the hear- 
ings before the Tax Court and IRS off- 
cials. 


The remaining five causes of action all 
pertain to alleged violations of the plain- 
tiff's constitutional rights stemming from 
the determination of the deficiencies. 
Plaintiff claims that the defendants vio- 
lated his right to due process under the 
Fifth, Seventh, and Fourteenth Amend- 
ments, that the defendants conspired to 
deprive him of these rights, that the de- 
fendants acted under color of law, and that 
the plaintiff is entitled to relief under 42 
U. S. C. §§ 1983, 1985, and 1986. Plaintiff 
also alleges that defendants acted contrary 
to the provisions of 18 U. S. C. §§ 241 and 
242, and 28 U. S. C. §7214(a), which sec- 
tions pertain to violations of civil rights 
and unlawful acts by revenue agents, re- 
spectively. Finally, plaintiff claims that the 
Court has jurisdiction over all these claims 
by virtue of 28 U. S. C. § 1343. 


III. Motion to Dismiss 


The plaintiff undoubtedly invested con- 
siderable effort in creating the twenty-page 
complaint, as well as the two amended 
complaints which he filed in this action. 
In examining these documents, the Court 
was cognizant of the Supreme Court’s 
mandate that a pro se complaint is to be 
read liberally when challenged on a motion 
to dismiss. Haines v. Kerner, 404 U. S. 519 
(1972). Ever mindful of this caveat, how- 
ever, the Court is nonetheless convinced 
that, based upon the allegations in the com- 
plaint, the “plaintiff can prove no set of 
facts in support of his claim which would 
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entitle him to relief.” Conley v. Gibson, 
355 U. S. 41, 45-46 (1957). 


The plaintiff has attacked the constitu- 
tionality of the administrative hearings be- 
fore the Tax Court and the IRS through 
which he contested the deficiency determina- 
tions. The purpose of the IRS hearings 
was to allow the plaintiff to present evi- 
dence which might be used to correct any 
errors in the deficiency determinations, 
which in fact was done with respect to the 
tax years 1974 and 1975. These hearings 
are not considered court proceedings. If a 
taxpayer wishes to contest the deficiencies 
asserted against him, he may seek judicial 
relief in either the United States District 
Court or the Unted States Tax Court. 
Relief from the former may only be sought 
if the taxpayer first pays the tax liability 
asserted, following which he may sue in 
district court for a refund. Alternatively, 
the taxpayer may file a petition in the Tax 
Court without prior payment of the tax 
liability, which is the course of action the 
plaintiff pursued. In neither event is the 
taxpayer denied the right to seek redress 
before an Article III court, however. See 
Martin v. Commissioner [66-1 ustc J 9315], 
358 F. 2d 63, 64 (7th Cir. 1966). Moreover, 
courts have repeatedly rejected the argu- 


ment that proceedings before the Tax 
Court are unconstitutional. See, e4g., 
Knighten v. Commissioner [83-1  ustc 
7 9383], 705 F. 2d 777 (5th Cir. 1978); 


Martin, 358 F. 2d at 64. Therefore, plaintiff 
does not have a valid claim for relief based 
upion the constitutionality of the adminis- 
trative hearings held before the Tax Court 
or the IRS to determine his tax liability. 


Likewise, plaintiff does not have a claim 
for relief based on 42 U. S. C. § 1983, 1985 
or 1986. Section 1983 allows an injured 
party to seek redress for a deprivation of 


his or her constitutional rights against one | 


who has acted under color of state law. 
All of the defendants in this case are em- 
ployees of the United States Government 
and are being sued for actions undertaken 
in their official capacities. None of them 
were acting under color of state law, and 
the plaintiff is therefore foreclosed from 
beaetig s suit under § 1983. 


o Provides, in relevant 
ike (fapysc’s , 


laws, or for the purpose of preventing 
or hindering the constituted authorities 
of any State or Territory the equal pro- 
tection of the laws; in any case of con- 
spiracy set forth in this section, if one or 
more persons engaged therein do, or 
cause to be done, any act in furtherance 
of the object of such conspiracy, where- 
by another is injured in his person or 
property, or deprived of having and ex- 
ercising any right or privilege of a 
citizen of the United States, the party 
so injured or deprived may have an ac- 
tion for the recovery of damages, occa- 
sioned by such injury or deprivation, 

against any one or more of the con- 
spirators. 


The United States Supreme Court has 
interpreted § 1985(3) to mean that, in order 
to state a claim for relief under this sec- 
tion, one must demonstrate: 

“. . the kind of invidiously discrimina- 

tory motivation stressed by the sponsors 

of the limiting amendment. The 
language requiring intent to deprive of 
equal protection, or equal privileges and 
immunities, means that there must be 
some racial, or perhaps otherwise class- 
based, invidiously discriminatory animus 
behind the conspirators’ action.” Griffin 

.v. Breckinridge, 403 U. S. 88, 102 (1971). 

The plaintiff has neither claimed nor 
alluded to any such “invidiously discrimi- 
natory animus” which served as defend- 
ants’ motivation for the alleged conspiracy. 
From the facts alleged, it is apparent that 
the IRS employees named as defendants 
were merely attempting to ascertain the 
plaintiff's tax liability. Tax laws are en- 
forced against all citizens of the United 
States, and there are no facts alleged which 
indicate that the plaintiff was singled out 
as a member of a class against whom the 
tax laws would be specifically and inequi- 
tably enforced. Thus, the plaintiff has no 
claim for relief under § 1985. 


Section 1986 provides a cause of action 
against anyone who neglects to prevent a 
conspiracy under §1985. The Court has 
already decided that the plaintiff has not 
alleged facts which would entitle him to 
relief under §1985. Since the plaintiff 
cannot prove that a conspiracy existed in 
violation of § 1985, he cannot prove that 
others acted negligently in failing to pre- 
vent such a conspiracy from occurring. 
Nace that c plaintiff has 
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U.S. C. §7214(a). Each of these sections 
provides for a criminal action to be brought 
by the United States. Section 7214(a) 
provides for a fine and/or imprisonment to 
be imposed against any United States 
officer or employee who commits one of 
the enumerated violations in connection 
with the revenue laws of the United States. 
Sections 241 and 242 create criminal penal- 
ties against those who conspire to deprive 
others of their constitutional rights or who, 
acting under color of state law, deprive 
others of their constitutional rights, re- 
spectively. These sections are to be en- 
forced by the United States and do not 
permit private causes of action. Detwiler 
v. United States [76-1 ustc 9140], 406 F. 
Supp. 695, 700 (E. D. Pa. 1975), aff'd, 544 F. 
2d 512 (3d Cir. 1976); United States v. City 
of Philadelphia, 482 F. Supp. 1248, 1260 
(E. D. Pa. 1979), aff'd, 644 F. 2d 187 (3d 
Cir. 1980). 


The plaintiff has not cited any statutory or 
constitutional violation which would en- 
title him to relief under the facts alleged 
in the complaint. Furthermore, the Court 
is firmly convinced that the defendants 
acted appropriately in the course of their 
official capacities in attempting to enforce 
and uphold the tax laws of the United 
States. The income tax laws were created 
by Congress and have been declared con- 
stitutional by the Supreme Court. Brusha- 
ber v. Union Pacific Railroad Co. [1 ustc 
14], 240 U. S. 1 (1916); Stanton v. Baltic 
Mining Co. [1 ustc J 8], 240 U. S. 103 
(1916). In order to effectively enforce 
these laws, the IRS has been invested 
with the power under 26 U. S. C. § 7602 
“Tt]o isue administrative summonses to 
examine any books, papers, records or 
other data that may be relevant to an 
inquiry into compliance with the internal 
revenue laws.” United States v. New York 
Telephone Co. [81-1 ustc J 9306], 644 F. 2d 
953, 955 (2d Cir. 1981). All of the defend- 


ants in this case acted pursuant to their 
lawful authority, and the plaintiff is not 
entitled to relief against them. 


IV. Costs and Attorneys’ Fees 


The plaintiff has pursued a course of 
action throughout the history of this matter 
by which he has attempted to make it as 
difficult as possible for the government to 
collect income taxes which plaintiff was 
legally obligated to pay. In all probability, 
the resources expended by government em- 
ployees in determining and collecting plain- 
tiffs tax deficiencies far exceeded in value 
the amount owed by plaintiff. Having failed 
in his efforts to overturn the deficiency 
determinations, the plaintiff filed in this 
Court an action which has proved to be 
utterly fruitless and frivolous. In so doing, 
he has required the government to incur 
additional costs in defending this action. 
He has also unduly burdened this Court 
by obliging it to expend its time and re- 
resources to resolve plaintiff’s baseless claims. 


While the plaintiff is undeniably entitled 
to utilize the courts in order to present 
his case and obtain relief for unlawful actions 
on behalf of government officials, he has 
filed this action solely for the purpose of 
harassing the defendants in retaliation for 
the lawful performance of their duties. In 
view of the plaintiff’s disreputable tactics, 
the Court will award defendants the costs 
and attorneys’ fees incurred by them in 
defending this case. Defendants are in- 
structed to submit an affidavit of such 
costs and attorneys’ fees for the Court’s 
consideration. 


In conclusion, the Court grants defend- 
ants’ motion to dismiss the complaint, and 
also grants defendants’ motion for costs 
and attorneys’ fees. Defendants’ motion 
for an order prohibiting the plaintiff from 
naming additional defendants is moot and 
therefore denied. 


[7 9327] In Re: Blue Coal Corporation, Debtor; Glen Nan, Inc., Debtor. 
U. S. Bankruptcy Court, Mid. Dist. Pa., Bankruptcy Nos. 76-1311, 78-604, 3/21/85. 
[Code Sec. 461] 


Accrual method of accounting: Contested liabilities: 


Bankruptcy.—The United 


States’ motion for summary judgment to allow the bankruptcy trustee’s application to 
pay administrative taxes and to deny accrued mortgage interest deductions was granted 
because there was no genuine issue as to any material facts. The court found that the 
debtors’ accrued interest deductions for indebtedness owed to the assignee of a real 
estate investment trust were not properly allowable because the underlying basis of 
the indebtedness itself was contested. In agreeing with the IRS, the court held that 
pursuant to Reg. § 1.461-1(a), all events needed to determine the fact and the amount 
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of liability had not occurred for those taxable years. The trustee initially believed de- 
ductions of the accrued mortgage interest were proper because of the supposed validity 
of a mortgage securing indebtedness to an assignee of a trust. However, the trustee 
later believed that it was in the best interest of the estate to pay all the accrued admin-. 
istrative income taxes because recent decisions in the Middle District of Pennsylvania 
lent much support to the IRS’s objection to the deductions. Back reference: {| 2907.20. 


Joseph R. Solfanelli, Gerald J. Butler, Dolphin, Solfanelli & Butler, Mears Building, 
Scranton, Pa., 18503, for McClellan Realty. John Doran, Robert Nowalis, Doran & 
Nowalis, 700 Northeastern Bank Building, 69 Public Square, Wilkes-Barre, Pa., 18701, 
for James Haggerty. D. Alan Harris, Special Deputy Attorney General, 300 North 


State Street, Chicago, IIl., John S. Miles, 


60610, for Commonwealth of Pennsylvania. 


Department of Justice, Washington, D. C. 20044, for U. S. 


Opinion and Order 


Grnsons, Bankruptcy Judge: The United 
States of America moved this court for 
summary judgment pursuant to Bank- 
ruptcy Rule 7056 to allow the trustee’s 
Application to Pay Administrative Taxes 
and to deny an objection filed by McClel- 
lan Realty Corporation (McClellan). For 
the reasons set forth herein, we grant the 
United States’ Motion. 


The facts are as follows. On February 
14, 1984, the trustee filed an Application 
to Authorize Payment of Administrative 
State and Federal Income Taxes due for 
the fiscal period commencing from the 


time of the filing of the Petition initiat- ° 


ing this proceeding in 1976 to and including 
the ending of the debtors’ fiscal period on 
June 30, 1983. On September 17, 1984, the 
trustee filed another application, this time 
requesting authorization to pay administra- 
tive taxes for the fiscal period ending 
June 30, 1984 and for all future periods 
in which the trustee determines income 
taxes are due and owing to the United 
States or the Commonwealth of Pennsyl- 
vania. The trustee filed estimated tax 
returns for the fiscal period June 30, 1984 
and had previously made estimated pay- 
ments to the Federal Government for 
taxes totaling approximately $77,000. De- 
ductions were also claimed by the Trustee 
for accrued interest purportedly due and 
owing to McClellan as assignee of the 
debtors’ alleged indebtedness to Institu- 


tional Investors Trust (IIT). The United | 


States disallowed these deductions because 
the purported interest obligations were ac- 
tually d liabilities and under the 


no tax deduction. was 


Income taxes are also due and owing to 
the Commonwealth of Pennsylvania for the 
same period. 
Discussion 

Pursuant to Rule 56(c) of the Federal 
Rules of Civil Procedure, which is made 
applicable to this proceeding through Bank- 
ruptcy Rule 7056, summary judgment may 
be entered only “if the pleadings, deposi- 
tions, answers to interrogatories, and ad- 
missions on file, together with the affidavits, 
if any, show that there is no genuine issue 
as to any material fact and that the moving 
party is entitled to a judgment as a matter 
of law.” Hollinger v. Wagner Mining Equip- 
ment Co., 667 F. 2d 402, 405 (3rd Cir. 1981); 
Franklin Federal Savings and Loan Associa- 
tion of Wailkes-Barre v. Ripianzi (In re 
Ripianzi), 27 B. R. 15 (M. D. Pa. 1982). 
Additionally, “the moving party has the 
burden of demonstrating the absence of 
any material factual issue genuinely in dis- 
pute.” In re Euro-Swiss Int'l Corp., 11 
BG. Dads. eDaeN. Ye dO83 eadue 
plaintiff must “do more than whet the 
curiosity of the court, he must support 
vague accusations and surmise with con- 
crete particulars.” See In re Euro-Swiss 
Intl Corp., citing Applegate v. Top Asso- — 
ciates, 125 F. 2d 92, 96 (2d Cir. 1970). The 
Third Circuit has made it clear “that courts 
are to resolve any doubts as to the exist- 
ence of genuine issues of fact against mov- 
ing parties.” Hollinger, supra; Ness v. 
Marshall, 660 F. 2d 517, 519 (3rd Cir. 1981). 
In addition, “[i]nferences to be drawn 
from the underlying facts contained in 
evidential _ sources “submitted to the trial 


court must be viewed in the light most 
ifayorable to the party opposing the mo- 
‘ohns 
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a summary judgment in its favor. We 
reach this decision because the United 
States’ Motion for Summary Judgment, 
pre-hearing Memorandum and Memorandum 
of Law in Support of its Motion for Sum- 
mary Judgment convinces us that no gen- 
uine issues exist to be tried. 


The United States supports its Motion for 
Summary Judgment asserting the debtors’ 
accrued interest deductions on indebtedness 
owed to McClellan as an assignee of ITT 
were not properly allowable because the 
underlying basis of the indebtedness itself 
was contested and, therefore, pursuant to 
the applicable IRS Regulations, all events 
needed to determine the fact and the 
amount of liability had not occurred for 
those taxable years (the all events test). 
The trustee of Blue Coal maintains that 
the debtors have consistently contested 
both the mortgage lien and the underlying 
debt allegedly owed to McClellan. In ad- 
dition, the trustee joins in the Govern- 
ment’s argument that since all events have 
not occurred to establish the liability to 
McClellan, the trustee is forced to conclude 
that he cannot sustain an interest expense 
deduction. McClellan responds by assert- 
ing that contesting a mortgage is not the 
same as contesting the underlying obliga- 
tion leading to the mortgage. Therefore, 


since there is no contest as contemplated 


by the IRS Regulation, the deductions 
were properly taken by the debtors. Mc- 
Clellan further argues that if a debtor has 
a valid obligation regardless of whether 
it is secured or not, it can accrue interest 
on that obligation and set forth that in- 
terest obligation as a deduction on its tax 
returns. To support its position, McClellan 
telies primarily on the case of Fahs uv. 
Martin, 224 F. 2d 387 (5th Cir. 1955). The 
Government responds to this contention by 
claiming that even assuming that the trus- 
tee attacked only the validity of the mort- 
gage lien and not the underlying debt the 
effect of that challenge, as a matter of law, 
rendered the debtors’ purported liability 
for interest a contested liability. The United 
States argues that if the mortgage is de- 
clared invalid the underlying debt would 

be rendered unsecured. The United States 
further argues at page 9 of its Memoran- 
dum in Support of Motion for Summary 
Judgment that: 


“At the very least, the prospect of un- 
secured creditors recovering post-petition 
interest on their claims is so uncertain 
that the purported interest obligations of 

the debtor on such claims could not pos- 
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sibly be accrued as current obligations 
under Section 461 of the Internal Reve- 
nue Code. All events which would de- 
termine. the fact and amount of such 
purported liabilities have not occurred.” 


We begin our analysis by noting that 
none of the parties in this proceeding have 
questioned the trustee’s authority to pay 
accrued administrative taxes. Instead, the 
objections are directed toward the trustee’s 
decision to make application to pay ad- 
ministrative taxes even though certain in- 
terest deductions claimed by the trustee 
were disallowed by the Internal Revenue 
Service (IRS). The trustee initially be- 
lieved deductions of accrued mortgage in- 
terest were proper because of the supposed 
validity of a mortgage securing indebted- 
ness to McClellan. However, the trustee 
now believes it is in the best interest of 
the estate to pay all the accrued adminis- 
trative income taxes because recent deci- 
sions in the Middle District of Pennsylvania 
lend much support to the IRS’ objection to 
the deductions. See United States v. Glen- 
eagles Investment Co., Inc., 565 F. Supp. 556 
(M. D. Pa. 1983); Umited States v. Glen- 
eagles Investment Co., Inc., 571 F. Supp. 935 
(M. D. Pa. 1983); and United States v. 
Gleneagles Investment Co., Inc., at 584 F. 
Supp. 671 (M. D. Pa. 1984) [85-1 ustc 
J 9331]. 


We continue our analysis by determining 
whether the trustee in this proceeding did 
indeed challenge the underlying obligation 
rather than merely the mortgage represent- 
ing the underlying obligation. The United 
States asserts that the debtors’ liability to 
McClellan has been disputed at all times 
and is the subject of formal challenge in 
this court. The United States argues that 
the contest of the underlying indebtedness 
renders the interest obligation uncertain 
and thus non-deductible as a matter of 
law. The Government directs our attention 
to the applicable Treasury Regulations 
found in the Internal Revenue Code of 
1954 (IRC) and specifically § 1.461-1(a) (2) 
which provides as follows: “Under an ac- 
crual method of accounting, an expense 
is deductible for the taxable year in which 
all the events have occurred which deter- 
mine the fact of the liability... .”’ IRC 
Regulation § 1.461-1(a)(3) (ii) further pro- 
vides “where an accrual method taxpayer 
disputes his liability to pay a claimed 
amount, any deduction for the liability is 
postponed until settlement of the dispute 
by the parties or its final adjudication. by 
the court.” Regulation § 1.461-2(b)(2) de- 
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fines a contest as one arising “when there 
is a bona fide dispute as to the proper 
evaluation of the law or the facts neces- 
sary to determine the existence or correct- 
ness of the amount of an asserted liability.” 
To support its claim that the underlying 
obligation is indeed disputed the United 
States directs our attention to a Complaint 
to Modify or Declare Mortgages Null and 
Void filed in this court on July 12, 1978. 
We are specifically directed to Paragraph 
8 of the Complaint, which reads that 
“. .. the Plaintiff (Trustee) believes and, 


therefore, avers that no money is due and ~ 


owing by Blue Coal Corporation to McClellan 
Realty Corporation as assignee of Institu- 
tional Investors Trust... .” We find much 
support in the United States’ assertion that 
the complaint is replete with allegations 
which if proved would necessitate a finding 
that the underlying debt was not only 
contested but indeed null and void. The 
underlying debt and the mortgages secur- 
ing that debt have been the subject of much 
litigation between the parties not only in 
this court but in the District Court for the 
Middle District of Pennsylvania. The Middle 
District, in a series of opinions in United 
States v. Gleneagles Investment Company, 
Inc., supra, has made a substantial number 
of findings of fact and conclusions of law 
concerning the fraudulent conveyance of 
the mortgages securing the underlying debt 
in this case. We direct the parties’ atten- 
tion to the United States v. Gleneagles In- 
vestment Company, Inc. [85-1 ustc { 9331], 
584 F. Supp. 671 (M. D. Pa. 1984) (here- 
inafter Gleneagles) in which Judge Muir 
recited the procedural posture of the case 
and commented that the Trustee in the 
Blue Coal and Glen Nan case filed a cross- 
claim in which he sought, inter alia, to set 
aside the IIT mortgages. In addition to 
asking the court to set aside the IIT 
mortgages, the cross-claim does challenge 
the underlying debts, specifically in Para- 
graphs 4 and 5. Paragraphs 4 and 5 read 
as follows: 

“4. In addition to being a fraudulent 
conveyance as set forth above, the No- 
vember 26, 1973 Mortgage of IIT, sub- 
sequently assigned to McClellan Realty, 

ine; “the loa at the piianee of the Trustee 
‘since th 


ace! ian. personal 
ultra vires and 


known the ultra vires and voidable nature 
of the loan.” 


The District Court made direct comment 
on the Trustee’s challenge to the underly- 
ing debts. The Court’s comments can be 
found at page 680 and 681 of United States v. 
Gleneagles, supra. The District Court in a 
review of Pennsylvania law wrote at page 
680; “When there has been a commercially 
unreasonable distribution of collateral, the 
question arises as to the effect of that dis- 
position on the secured party’s right to 
recover the balance of the debt.” The 
United States and the Trustee made two 
claims in this regard: (1) disposition of the 
collateral would give rise to a presumption 
under Pennsylvania law that the value of 
the collateral sold the debt as secured and 
(2) if McClellan Realty produced no evi- 
dence to rebut this presumption the debt 
secured by the IIT mortgages would be 
extinguished. To support this position the 
Trustee and the United States relied on 
Savoy v. Beneficial Consumer Discount Co., 
503 Pa. 74, 468 A. 2d 465 (1983). The Dis- 
trict Court, however, upon reviewing the 
Savoy case and Pennsylvania law found the 
creditor’s reliance on Savoy misplaced. At 
page 681, the Court wrote: “We will, there- 


fore, deny the creditors’ request that this- 


Court conclude that the debt secured by 
the IIT mortgages was extinguished be- 
cause of McClellan Realty’s unreasonable 
foreclosure sales of Raymond Colliery’s 
assets.” The import of the ‘District Court’s 
comments lead to an unquestionable finding 
that not only are the mortgages securing 
the debt contested, but that the underlying 
debt itself is contested by the Trustee. 


In further support of the United States 
and Trustee’s argument, the Commonwealth 
of Pennsylvania directs our attention to the 
Third Party Complaint filed by McClellan 
Realty in 1978 and specifically directs our 
attention to Paragraphs 19 and 20: of the 
complaint which contemplates that the 
underlying debt and not only the mort- 
gages were indeed contested by the Trustee. 
Paragraph 19 of the Third Party Complaint 
reads as follows: 


41956 To ihe extent that the note and 
accompanying mortgages are modified or 
invalidated by the Complaint of the Trustee 
in bankruptcy of Blue Coal Corporation, 
a breach of nty by the alg Party 
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the Third-Party Defendant, Institutional 
Investors Trust, in whatever sum the 
note and accompanying security is declared 
invalid ...” (emphasis added). 
Paragraph 21 of McClellan’s Third-Party 
Complaint reads: 

21. The Third-Party Defendant, In- 
stitutional Investors Trust, through its 
own action in possibly failing to procure 
a fully valid note and accompanying 
mortgage, has been unjustly enriched and 
the original Defendant, McClellan Realty 
Corporation, which, as a good faith pur- 
chaser for value, took the note and ac- 
companying security without knowledge 
that the Third Party Defendant, Institu- 
tional Investors Trust, did not have a 
valid note and fully perfected accom- 
panying mortgage, as the original De- 
fendant believed, and as the Third-Party 
Defendant, Institutional Investors Trust, 
warranted. The original Defendant, 
McClellan Realty Corporation, has, to 
the extent that the note and accompanying 
security are declared invalid, suffered loss 
and damage.” (emphasis added). 

McClellan’s Third-Party Complaint is re- 
plete with allegations concerning both the 
validity of the note and accompanying se- 
curity and a concern that they may be 
declared invalid in the event of the bank- 
ruptcy of the Blue Coal Corporation. In 
fact, McClellan pleads in Paragraph 29 
that “McClellan Realty Corporation, to the 
extent that the note and accompanying 
security given by Blue Coal Corporation 
are declared partially or wholly invalid 
shall have sustained damages and loss pro 
tanto.” McClellan saw a need to assert 
and protect its position in the event that 
the underlying debt was indeed declared 
invalid by pleading defenses to that oc- 
currence in its Third-Party Complaint. 
While we fully appreciate the arguments 
made by McClellan in this case, we simply 
cannot agree with its assertion that there 
has been no contest to the underlying in- 
debtedness claimed by McClellan against 
the debtor. 


Memoranda in support of the Motion for 
Summary Judgment, the original complaint 
to modify or declare mortgages null and 
void filed in this Court in 1978, the findings 


of fact and conclusions of law of Judge 
Muir in Gleneagles, supra, and the allega- 
tions made by .McClellan in its Third- 
Party Complaint all combine to reflect that 
not only the mortgages securing the under- 
lying debt are contested, but that the 
underlying debt itself was a contested 
matter in these proceedings. We, there- 
fore, find that there is a genuine “contest” 
as contemplated by the IRS Regulations 
and that the all events test provided for by 
the Regulations has not been met because 
all the events needed to occur in order to 
determine the fact of liability have not 
arisen. For this reason the objections of 
McClellan are overruled and the Trustee is 
granted the authority prayed for in his ap- 
plication to pay administrative taxes. 


Finally, we must note that both parties 
argued and extensively briefed the issue of 
whether a bankrupt could accrue interest 
deductions on both secured and unsecured 
obligations. Because we have determined 
that there has been a contest regarding the 
purported indebtedness running from Blue 
Coal to McClellan dictating this court to 
overrule McClellan’s objections to the 
Trustee’s Application to Pay the Admin- 
istrative Taxes, we do not need to decide 
the issue of whether the debtor can accrue 
interest deductions on both secured and 
unsecured obligations. 


Order 


AND NOW, at Wilkes-Barre, this 21st 
day of March, 1985, it is hereby 


ORDERED that the Motion for Sum- 
mary Judgment filed by the United States 
of America is hereby granted and McClel- 
lan’s objection to the Trustee’s Application 
to Pay the Administrative Taxes is denied; 
and further 


ORDERED that the Trustee is granted 


authority to make payment of administra- 


tive taxes in the amount due and owing to 
the United States of America and the 
Commonwealth of Pennsylvania; and further 


ORDERED that the clerk of the court 
shall file this document as the judgment of 
the court. 


[f 9328] Ruth Gordon, Plaintiff-Appellee v. United States of eee Defendant- 


Appellant. 


U. S. Court of Appeals, 11th Circuit, No. 84-3094, 4/15/85. Reversing and remanding 


unreported District Court decision. 


[Code Sec. 6013] 


Returns: J oint returns: Joint and several liability: Individual liability on joint iar 
—Except for a small amount which the IRS conceded should be credited to the ex-wife, 
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a federal court of appeals determined that a divorced couple was jointly and severally 
liable for the payment of a deficiency which was discovered upon audit after the divorce. 
The mere fact that the couple was divorced when they filed the return and when the defi- 
ciency determination was assessed did not exempt either from joint and several liability. 
Since the couple was still married at the close of the two taxable years for which they 
filed returns, they were held jointly liable for the resulting deficiency. Back reference: 
{| 5020.658. 


[Code Sec. 6402] 


Refund claims: Limitations: Claim for credit or refund: Estoppel.—In reversing a 

lower court, a federal court of appeals concluded that the IRS had scrupuously followed 
legal requirements when it determined that a deficiency existed on a formerly married 
couple’s joint tax return. The IRS was not estopped by first granting the divorced 
couple’s claim for refund and then upon discovering by audit unstated tax liabilities 
owed by the ex-husband for unpaid employment taxes, from applying the refund to offset 
this liability and finally asserting a deficiency for the remainder. Although the deficiency 
as applied to the wife would not have existed if the IRS had not erroneously permitted 
the refund, the court could find no law or regulation to support the wife’s contention 
that the IRS was required to undo the credit it had granted her former husband before 
asserting the deficiency. The court noted that such a policy of delaying refunds until 
audits were concluded would be economically burdensome and was not required by 
statute. Accordingly, except for a small amount which the IRS conceded should be 
credited to the wife, the divorced couple was jointly and severally liable for the payment 
of the resulting deficiency. Back reference: J 5408.109. 
: Brian C. Ellis, P. O. Box 1438, Tampa, Fla. 33601, for plaintiff-appellee. Glenn L. 
Archer, Jr., Assistant Attorney General, Michael L. Paup, William S. Estabrook, Laurie 
A. Snyder, George T. Rita, Department of Justice, Washington, D. C. 20530, for defend- 
ant-appellant. 


Before GoppoLp, Chief Judge, Hitt, Circuit Judge, and Preck*, Senior Circuit Judge. 


Peck, Senior Circuit Judge: This case 
is a suit by taxpayer Ruth Gordon to 


ing the period covered by the return. See 
26 U. S. C. §§ 6013(a) and 6013(d)(1)(A). 


recover payment of a deficiency, plus inter- 
est and penalties, which arose as a result 
of the Internal Revenue Service partially 
disallowing a refund. This refund had been 
granted on the basis of joint tax returns 
by Gordon and her ex-husband and had 
been credited to a separate tax liability 
which had been incurred by him. The 
United States District Court for the Mid- 
dle District of Florida held that Gordon 
was entitled to recover the deficiency pay- 
ment. The United States appeals, arguing 
that the Internal Revenue Service followed 
correct procedures. We agree, and reverse. 


Facts 


Gordon and her ex-husband, John Elkin- 
ton, filed tardy tax returns for 1972 and 
1973 on March 19, 1975. Gordon and 
Elkinton were married during the 1972 and 
1973 taxable years; they were divorced in 
January 1974. The tax laws allow a couple 
who have subsequently divorced to file a 
joint tax return if they were married dur- 


The tax return showed the couple’s tax 
liability for 1972 to have been $9,267.99, 
and their liability for 1973 to have been 
$1,486.78. The couple had paid $11,264.80 
in taxes for 1972, all the result of with- 


‘holding on Elkinton’s income, and $4,605.08 


in taxes in 1973, of which $4,392.28 was the 
result of withholding on Elkinton’s income 
and $212.70 the result of withholding on 
Gordon’s income. As a result of the excess 
of taxes paid over taxes due, the couple 
claimed a refund of $3,118.30 for 1973, and 
a refund of $1,996.81 for 1972, for a total 
refund of $5,115.11. 


The Internal Revenue Service, as is its 
normal practice, allowed an immediate re- 
fund to the couple, subject to disallowance 
as the result of audit. I.R.S. discovered at 
this point that Elkinton had an outstanding 
tax liability as the result of an unpaid 
penalty assessed against him as a result of 
his failure to follow proper tax procedures 
in a business for which he was an officer.” 
The amount of the penalty, for which 


* Honorable John W. Peck U. S. Circuit 
Judge for the ‘Sixth Circuit, sitting by desig- 
nation. 
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1 The penalty, know as a responsible officer 
penalty, was assessed for Elkinton’s failure, as 
an officer of R. C. M. Enterprises, Inc., to with- 
hold and pay proper taxes for employees of the 
corporation. 
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$8,754.50. I.R.S., instead of issuing a re- 
fund check, applied the full amount of the 
refund to Elkinton’s outstanding liability 
for the penalty. I.R.S. then audited the 
joint returns and found that they under- 
‘stated the amount of tax due on Gordon’s 
and Elkinton’s income for 1972 and 1973 by 
a total figure of $3,527.98. Although the 
amount which had been withheld from tax- 
payers’ income for 1972 and 1973 exceeded 
the amount of taxes which they had owed 
for those years, as determined by the audit, 
it did not exceed taxpayers’ liability by as 
much as the amount of the refund that had 
already been credited to Elkinton’s account. 
The result was that taxpayers’ net tax pay- 
ments had been less than the amount due. 
Since Elkinton and Gordon had filed a joint 
return, 26 U.S.C. § 6013(d)(3) made them 
jointly and severally liable for any taxes 
due on the return. Accordingly, I.R.S. 
filed notices of deficiency against both Gor- 
‘don and her ex-husband, Elkinton. 


Elkinton and Gordon filed separate peti- 
‘tions in the United States Tax Court for a 
-determination of the amount of the defi- 
‘ciency due. Elkinton’s petition was dis- 
missed for failure to prosecute, and the 
Tax Court determined Gordon’s deficiency 
to be $3,527.98.2 Gordon paid the entire 
$3,527.98, plus interest and penalties total- 
ling $1,589.19, for a total of $5,117.17. 
Gordon paid this amount on August 16, 
1979, and after filing timely refund claims 
with I.R.S., filed suit in the United States 
District Court for the Middle District of 
Florida, seeking recovery of the payment. 
She argued that there had been no defi- 
ciency with respect to herself, but only with 
respect to Elkinton, as he had received the 
full benefits of the refund payment which 
had created the deficiency. The defendant, 
the United States, conceded that Gordon 
should receive a refund of $143.44, the 
portion of the refund which represented 
taxes on her income, but otherwise assert- 
ed that I.R.S.’s actions had been correct. 
The district court accepted Gordon’s argu- 
ments, and ordered that she be given a 
refund of the full $5,117.17, plus interest. 
The Government filed a timely appeal to 
this court. 


Discussion 


I. The Propriety of I.R.S.’s Deficiency 
Procedures. The Government asserts that 
_ I.R.S. acted properly in asserting a defi- 


ment does not dispute that the deficiency 
occurred as a result of I.R.S.’s action in 
first crediting Elkinton with a refund and 
then determining that the amount of the 
refund was excessive, it nevertheless argues 
that I.R.S. followed proper statutory proce- 
dures in assessing the deficiency. We agree. 


In allowing a pre-audit refund, subject 
to repayment in the event of a determina- 
tion that the refund was excessive, I.R.S. 
followed proper procedures. 26 C.F.R. 
§ 301.6402-4; Warner v. Commissioner of In- 
ternal Revenue {75-2 ustc { 9848], 526 F. 2d 
1, 2 (9th Cir. 1975). I.R.S. also followed 
correct procedure in applying the refund 
to an existing tax liability. 26 U.S. C. 
§ 6402(a) states, in pertinent part, 


In the case of any overpayment, the Sec- 
retary [of the Treasury] ... may credit 
the amount of such overpayment ... 
against any liability in respect of an 
internal revenue tax on the part of the 
person who made the overpayment and 
shall refund any balance to such person. 


Where spouses claim a refund under a 
joint return, the refund is divided between 
the spouses, with each receiving a percent- 
age of the refund equivalent to his or her 
proportion of the withheld tax payments. 
See, e.g., Rosen v. United States [75-2 ustc 
7 9716], 397 F. Supp. 342 (E. D. Pa. 1975); 
United States v. Mooney [76-1 ustc J 9121], 
A00. ES Supp 198 ICN. oD? Tex.+ 1975): “The 
bulk of the tax withheld on which a refund 
was claimed had been paid to Elkinton; 
LR.S., however, applied the entire amount 
of the refund to reducing Elkinton’s out- 
standing liability. The Government now 
concedes that it was error to apply Gor- 
don’s portion of the repayment, which 
amounted to $143.44, to Elkinton’s liability. 
Under the statute, however, it plainly was 
proper for I.R.S. to credit Elkinton’s por- 
tion of the refund—$4,971.67— to his liability. 


Gordon argues that it is wrong to allow 
I.R.S. to assert a deficiency against tax- 
payer when such a deficiency would not 
have existed if I.R.S. had not erroneously 
allowed a refund. This is precisely the 
argument made by taxpayers in Warner v. 
Commissioner, supra. The Warner court re- 
jected this argument, and so must we. 
As the Warner court observed, “[T]he Com- 
missioner, confronted by millions of re- 
turns and an economy which repeatedly 
must be nourished by quick refunds, must 


TT .—IG—b(aCcWcwre'’' oa 


2? The Government does not plead res judicata 
on the basis of this determination. 
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first pay and then look. This necessity can- 
not serve as the basis of an ‘estoppel.’” 
Warner, supra, at 2. We believe that the 
reasoning of the Warner court was sound. 
A policy which would require the Commis- 
sioner to delay refunds until after audits 
were made would be economically burden- 
some, and is certainly not required by statute. 


It is not disputed that Elkinton’s and 
Gordon’s joint tax returns understated the 
amount of their tax liability for 1972 and 
1973. A deficiency, as defined by 26 U.S.C. 
§ 6211(a), is determined by comparing the 
amount of tax due with the amount of 
taxes paid and the amount of rebates paid 
to taxpayers. As defined by 26 U. S. C. 
§6211(b), the term “rebate” includes re- 
funds made. I. R. S. applied this standard 
in determining that a deficiency existed 
with respect to Elkinton’s and Gordon’s 
joint tax payments for 1972 and 1973. 26 
U. S. C. § 6212(a) authorizes the Secretary 
of the Treasury to send notices of any defi- 
ciencies to taxpayers Z2eGY ZA) aU SK LCs 
§ 6212(b) requires that parties who filed 
a joint return but are no longer living at 
the same address each receive notice of 
such a deficiency. Elkinton and Gordon, 
who are divorced as of the time of the defi- 
ciency determination, each received notice. 


As the foregoing discussion makes clear, 
I. R. S. scrupulously followed each step in 
the statutory mandate in its determination 
that a deficeincy existed with respect to 
Elkinton’s and Gordon’s joint tax return. 
I. R. S. acted equally properly in the steps 
that led to the existence of the deficiency, 
namely, the grant of the refund, its appli- 
cation to Elkinton’s existing tax liability 
(to the extent, at least, that the refund 
represented taxes wtihheld on Elkinton’s 
income), and the subsequent determination 
that additional taxes were due. It follows, 
then, that I. R. S. cannot be faulted for the 
assessment of the deficiency. 


II. Gordon’s Liability for the Deficiency. 
The Internal Revenue Code specifies that 
_ taxpayers who file a joint return are jointly 
and severally liable for tax due on income 
reported by the return. 26 U. S. C. § 6013 
CAS BEM, Se he ee creates cer- 
eueale oe 


respect 


individuals as husband and wife is deter- 
mined for tax purposes, as of the end of 
each taxable year. Elkinton and Gordon 
were still married at the end of 1972 and 
1973, and therefore were entitled to file 
joint returns for these years, 26 U. S. C. 
§ 6013(a). Having filed joint returns, they 
were jointly and severally liable on them, 
by the express terms of 26 U. S. C. 
§ 6013(d) (3). 


Both parties argued extensively on appeal 
as to whether Fine v. Commissioner [Dec. 
35,341], 70 T. C. 684 (1978), a case with 
facts somewhat similar to the present case, 
is sufficiently analogous to dictate a judg- 
ment in favor of the Government, which 
prevailed in Fine. We consider it unneces- 
sary to resolve this debate, for two reasons. 
First, the decision in Fine was made by the 
United States Tax Court, a court which has 
considerable expertise in tax matters, but 
whose decisions are not binding on this 
court. More importantly, the present case 
presents a clearcut case of statutory inter- 
pretation. In the absence of authority bind- 
ing upon this court, it is unnecessary to 
make a detailed analysis of case law to 
determine the plain meaning of the statute. 
The statute, 26 U. S. C. § 6013(d)(3), ex- 
pressly says that parties who file a joint 
tax return are jointly and severally liable 
for payment of taxes thereon. Gordon cites 
no legislative history which would alter the 
obvious conclusion that this language means 
precisely what it says. Nor does she cite 
any case authority which would support a 
different interpretation; her citation of cases 
is limited to cases in which taxpayers have 
advanced arguments similar to hers, and 
lost. She argues that no one of these cases 
mandates a decision in the Government’s 
favor. This may be true, but it does not 
help her position; given that the meaning 
of the statute seems clear in making her 
jointly liable for the deficiency, it is up to 
her to point to the possibility of a different 
interpretation. 


III. Conclusion. In determining that a 
deficiency existed for Elkinton’s and Gor- 
don’s 1972 and 1973 tax liability, and in 
assessing this deficiency against both Elkin- 
ton and Gordon, I. R. S. scrupulously fol- 
lowed legal requirements. I. R. S. also fol- 
lowed legal requirements in its actions with 
the refund and credit which led 


Court Decisions—Cited 85-1 USTC 


87,827 


Komasinskiv. I. R. S. 


liable for the payment of the resulting 
deficiency. No law or regulation required 
I. R. S. to recover the deficiency by un- 
doing the credit it had granted Elkinton. 
The judgment of the district court must 
accordingly be reversed. On remand, the 


district court should direct the Government 
to reimburse to Gordon in the sum of 
$143.44 and interest thereon, if it has not 
already done so. This case is REVERSED 
and REMANDED for further proceedings 


not inconsistent with this opinion. 


[9329] Thomas E. Komasinski, Shelly Weisberg, Donald Lambert, Robert Mertz, 
and First Amendment Foundation, Plaintiffs v. the Internal Revenue Service, et al., 
Defendants. 


U. S. District Court, No. Dist. Ind., Hammond Div., Civil No. H 83-361, 6/6/84. 


[Code Sec. 7402] 


District court: Jurisdiction: Sufficiency of complaint: Costs.—A half-billion dollar 
damages suit brought by a taxpayer, who complained that the IRS’s seizure of his car 
to satisfy a deficiency violated his civil and 1st, 5th, 13th and 14th Amendment rights, 
was dismissed for failure to state a claim. The taxpayer did not explain the premise of 
his suit, by merely presenting a litany of conclusory allegations. Costs and attorney fees 
were awarded to the government because in bringing suit, the taxpayer acted in bad faith, 
attempting to find a forum to raise myriad and rambling political and philosophical be- 


liefs. Back references: {| 5770.0194 and 5770.0222. 


Order 


Moopy, District Judge: This cause is 
before the Court on five Motions to Dis- 
miss filed by defendants in this action.’ 
Because the various motions raise many of 
the same issues, the Court will consider 
them as presenting a single challenge to 
the merits of the claim presented in plain- 
tiffs’ complaint; specifically, the Court will 
determine whether this action should be 
dismissed under Rule 12(b)(6) of the Fed- 
eral Rules of Civil Procedure for failing 
to state a claim upon which relief can be 
granted. 


On June 2, 1983 the plaintiffs filed a 
complaint asserting a cause of action for 
damages tinder -42 U.S. 1G, $1983) (42 
Ui25.G. § 1985(3),.42 U.S. GE. $1986. and 
42 U.S. C. § 1988. Plaintiffs seek an award 
of $300,000,000.00 in compensatory damages 
and an award of $200,000,000.00 in punitive 


1On June 28, 1983 defendant United States 
Steel Corporation filed a motion to dismiss the 
claim against it pursuant to Rule 12(b)(6) of 
the Federal Rules of Civil Procedure. Defend- 
ant Steve Golub filed an identical motion on the 
same day. It was also on June 28, 1983 that 
defendant J. M. Bodfish filed a motion to dis- 
miss the action against him under Rule 12(b) (2) 
of the Federal Rules of Civil Procedure for lack 
of personal jurisdiction. On July 13, 1983 de- 
fendants Robert Orr, Governor of the State of 
Indiana, and the Commander of the Indiana 
State Police filed their motion to dismiss the 
claims against them pursuant to Rule 12(b)(6) 
of the Federal Rules of Civil Procedure. And 
on October 3, 1983 the United States Depart- 
ment of Justice filed a Motion to Dismiss or in 
the Alternative for Summary Judgment; this 
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damages for what they characterize as vio- 
lations of rights secured by the Constitu- 
tion and laws of the United States of 
America. 


The facts involved in this action are 
relatively simple: Plaintiff Komasinski was 
an employee of the United States Steel 
Corporation. Despite having paid his fed- 
eral tax for tax year 1979, Komasinski did 
not file federal tax returns for the tax years 
1980 and 1981. Indeed, on several occasions 
throughout this period Komasinski filed, 
via his employer, W-4 forms claiming ex- 
emption from federal tax withholding. The 
Internal Revenue Service (“IRS”) investi- 
gated Komasinski’s exemption claims and 
rejected them, in July, 1982, the IRS as- 
sessed a $500.00 penalty for making state- 
ments which result in a decrease in the 
amount of taxes withheld when there is no 
reasonable basis for those statements.” 


motion was filed on behalf of the seven ‘‘federal 
defendants’’ in this action. These federal de- 
fendants include the Internal Revenue Service, 
District Director Frank S. Kissel, Revenue 
Agents James A. Crocker, Bernard Van Wormer 
and Lee Fletcher, Secretary of the United 
States Treasury Donald Regan and President of 
the United States Ronald Reagan. (Defendant 
Lee Fletcher is incorrectly identified as Lori 
Flitcher in the complaint.) ; 

2 A tangential claim asserted by the plaintiffs 
is that the July, 1982 penalty assessment was an 
ex post facto law in violation of Article I, Sec- 
tion 9, Clause 3 of the Constitution of the 
United States of America. This is not, in fact, 
correct: 26 U. S. C. § 6682 was amended in 1981 
to raise the civil penalty for providing false in- 
formation concerning withholding allowance; 
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The IRS sent Komasinski notices of the 
assessment and demands for payment thereof 
on July 12, 1982 and again on January 
31, 1983. Komasinski did not respond. The 
account for collection of the assessment 
was assigned by Revenue Officer Van 
Wormer, who determined that Komasin- 
ski owned a 1972 Ford van that was free 
of liens against it. Van Wormer recom- 
mended that the van be seized pursuant 
to 26 U. S. C. § 6331 to satisfy the penalty 
assessment. 


On March 7, 1983 Van Wormer and 
Revenue Officer Lee Fletcher arrived at 
Komasinski’s residence and seized the van 
in question with the assistance of a private 
towing service named as a defendant in 
this action. The officers served Komasin- 
ski with a levy outlining the IRS’s au- 
thority to seize personal property and with 
a notice of seizure that identified the van 
as the particular property being seized. 
The actions of the IRS officers were at all 
times in accordance with established IRS 
procedures for the seizure of personal 
property.* 

Komasinski, who characterizes the offi- 
cers’ actions as committing “the inexcues- 
able [sic] Act of Breaking Gods [sic] Law, 
The Seventh Commandment, Thou Shalt 
Not Steal,” contacted both the state and 
local police forces, requesting that they 
stop the IRS’ removal of the van. Both 
police forces declined to interfere, which 
has resulted in their being named as de- 
fendants in this action. 


This action was brought by Komasinski 
to redress what he characterizes as viola- 
tions ‘of his First Amendment Rights, his 


the amendment raised the penalty from $50.00 
to $500.00. Pub. L. 97-34, Title VII, § 721(a), 
August 13, 1981. The amendment applied ‘‘to 
acts and failure to act after December 31, 1981.’’ 
Pub. L. 97-34, Title VII, § 721(d); 1981 U. S. 
Code Cong. & Adm. News 191. Affidavits sub- 
mitted on behalf of the motion by the federal 
defendants establish that the $500.00 penalty was 
assessed for a W-4 form signed by Komasinski 
and dated January 26, 1982. Though the affi- 
davits indicate that the assessment was 
prompted by the fact that Komasinski had ‘‘a 
history of past W-4 examination activity,’’ it 
was imposed for ‘tacts . . . after December 31, 


is account is drawn from affi- 
with the motion filed by the 
‘a 


Fifth Amendment Rights, his 13th Amend- 
ment Rights, and his 14th Amendment 
Rights.” Komasinski complains that he 
was deprived of these rights and of rights 
“secured to him by the .. . Magna Charta” 
without “Due Process of Law.”* The Court 
finds, however, that the conclusory, rhet- 
orical assertions in the complaint do not 
present a cognizable cause of action, so 
that this action must be disimssed under 
Rule 12(b)(6) for failure to state a claim 
upon which relief can be granted. 


The complaint purports to state an 
action cognizable under 42 U. S. C. § 1983, 
42 U. S. C. § 1985(3), 42 U.S. C. § 1986 and 
42 U. S. C. § 1988. 42 U.S. C. § 1985(c) 
creates a cause of action for victims of a 
conspiratorial denial of civil rights; to 
state a cause of action under 42 U. S. C. 
§ 1985(c), the complaint must allege that 
the acts complained of were the product 
of racial or class-based animus. Dunn v. 
State of Tennessee, 697 F. 2d 121 (6th Cir., 
1982), cert. denied 103 S. Ct. 1778; Creative 
Environments, Inc. v. Estabrook, 680 F. 2nd 
822 (1st Cir., 1982); cert. denied 103 S. Ct. 
345; Rachuy v. Murphy Motor Freight Lines, 
Wits 663 F. 2d 57 (8th Cir., 1981). A com- 
plaint that does not contain such allega- 
tions will be dismissed, either under Rule 
12(b)(6) or Rule 12(b)(3) of the Federal 
Rules of Civil Procedure. Howard v. Lem- 
mons, 547 F. 2d 290 (5th Cir., 1977); Angola 
v. Civiletti, 666 F. 2d 1 (2d Cir., 1981); 
Earnest v. Lowentritt, 690 F. 2d 1198 (5th 
Cir., 1982). Because the complaint herein 
contains no such allegations, the 42 U.S. C. 
§ 1985(3) claim is unsupportable and will 
be dismissed. 


1278. Reliance upon such affidavits is particu- 
larly appropriate when, as is true here, there 
is no particular dispute over the operative facts 
giving rise to the action. 

4The status of the other four plaintiffs is 
more mysterious: Weisberg and Mertz’ presence 
seem to be founded on several vague assertions 
that they had ‘‘personal property’’ in Koma- 
sinski’s van at the time it was seized. There is 
no identification as to what this property was; 
nor is there any indication that Weisberg or 
Kelly either requested the return of their prop- 
erty or pursued their legal remedies for its 
return under 26 U.S. C. § 7426. 

No explanation is offered for the presence of 
Donald Lambert or of the First Amendment 
Foundation as plaintiffs in this action. And it 
is particularly doubtful whether the latter en- 
tity | is'an appropriate party to an action such 
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No claim lies under 42 U. S. C. § 1986 
in the absence of a valid claim under 42 
U.S. C. § 1985. Williams v. St. Joseph Hos- 
pital, 629 F. 2d 448 (7th Cir., 1980); Mall- 
now v. Carlton, 716 F. 2d 627 (9th Cir., 
1983). Therefore, dismissal of the 42 U. S. C. 
§ 1985(3) claim also requires dismissal of 
the 42 U. S. C. § 1986 claim. An award of 
attorneys’ fees under 42 U. S. C. § 1988 is 
dependent upon the successful prosecution 
of an action under 42 U. S. C. § 1983. Moer 
uv. Alameda County, Cal., 411 U. S. 693 
(1973), rehearing denied 412 U. S. 963; 
Collins v. Chandler Unified School Dist., 644 
F. 2d 759 (9th Cir., 1981); Larsen v. Sieloff, 
702 F. 2d 116 (7th Cir., 1983). Therefore, 
whether the complaint can present a claim 
cognizable under 42 U. S. C. § 1988 de- 
pends upon the merits of the claim asserted 
under 42 U. S. C. § 1983. 


42 U. S. C. § 1983 provides a cause of 
action for any person deprived of rights 
secured by the Constitution or laws of the 
United States so long as that deprivation 
took place “under color of any statute, or- 
dinance, regulation, custom, or usage, of 
any State or Territory or the District of 
Columbia.” 42 U. S. C. § 1983 applies only 
to deprivations effected under the authority 
of state law; it does not apply to acts of 
a defendant done under the authority of 
federal law. Gomez v. Toledo, 446 U. S. 635 
(1980); Glaros v. Perse, 628 F. 2d 679 (1st 
Cir., 1980); Hubbert v. U. S. Parole Com- 
mission, 585 F. 2d 857 (7th Cir., 1978); 
City of Milwaukee v. Saxbe, 546 F. 2d 693 
(7th Cir., 1976); Smith v. U. S. Civil Service 
Commission, 520 F. 2d 731 (7th Cir., 1975). 
See Monroe v. Pope, 365 U. S. 167, 172-188 
(1961) (discussion of legislative history of 
42 U. S. C. § 1983 and of purpose of the 
provision). When a complaint fails to al- 
lege a deprivation effected under color of 
state law, it must be dismissed for failure 
to state a claim under 42 U. S. C. § 1983. 
Glaros v. Perse, 628 F. 2d 679 (1st Cir. 1980). 


The present action includes a great num- 
ber of defendants with varying degrees of 
involvement in the conduct forming the 
basis of the complaint; these defendants 
are most easily considered if they are 
grouped according to their involvement. 


5 Apparently, neither Secretary Regan nor 
President Reagan has been served with process 
in this action, a disability they share with de- 
_fendant Kissel. 

6 There is some language in the complaint 
indicating that plaintiffs allege causes of action 
under state law over which they assert that this 
Court has pendant jurisdiction. These actions 
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The first group of defendants consists of 
IRS employees involved in the assessment 
of the penalty against Komasinski and in 
the seizure of the van; the second group of 
defendants consists of employees of United 
States Steel who were involved in the 
processing of Komasinski’s false W-4 claims. 
The third group, of marginal involvement, 
includes the employees of the towing serv- 
ice engaged to seize Komasinski’s van for 
the IRS. The fourth group of defendants 
is comprised of the various police officers 
who refused to intervene in the seizure. 
And the fifth and final group consists of 
two government officials, Secretary of the 
Treasury Regan and President Reagan, 
who were, apparently named as symbolic 
representatives of the IRS and the system 
that sponsors it.° 


It is very clear, indeed, undisputed, that all 
these defendants, whatever their degree of 
involvement in the scenario of which Koma- 
sinski complains, were acting under color 
of federal law. Specifically, all the actions 
decried in the complaint were taken under 
the express authorization of the federal tax 
laws, Title 26 of the United States Code. 


Therefore, all the acts complained of in 
this action were carried. out under color 
of federal law. Because these actions were 
carried out under color of federal law, 42 
U. S. C. § 1983 does not apply. Therefore, 
the complaint fails to state a cause of action 
cognizable under 42 U. S. C. § 1983; for 
that reason, the claim will be dismissed 
under Rule 12(b)(6) of the Federal Rules 
of Civil Procedure. And since no action 
exists under 42 U. S. C. § 1983, there can 
be no action under 42 U. S. C. § 1988; that 
claim will also be dismissed.® 


For all the above reasons, plaintiff's ac- 
tion will be dismissed under Rule 12(b) (6) 
for failure to state a claim upon which 
relief can be granted. See Zernial v. United 
States [83-2 ustc § 9579], 714 F. 2d 431 
(5th Cir., 1983) (affirming sua sponte dis- 
missal of 42 U. S. C. § 1983, suit against 
IRS for withholding of taxes from wages; 
dismissal entered for failure to state a 
claim). 


Only the motion filed by the the federal 
defendants requests an award of costs and 


are not addressed separately for two reasons: 
and 
(2) Even if one assumes their existence as 
viable entities, the dismissal of the federal 
claims deprives the court of any possible pend- 
ant or ancillary jurisdiction in this matter. 


Johnson v. Miller, 680 F. 2d 39, 40-41 (7th Cir., 


1982). Sn 
{ 9329 


87,830 


U.S. Tax Cases 


Komasinskiv. I. R.S. 


attorney fees incurred in defending this 
action. 


Rule 54(d) of the Federal Rules of Civil 
Procedure permits the court to award costs 
“to the prevailing party’ in an action. 
Such an award is a matter within the trial 
court’s sound discretion. Mareus v. National 
Life Ins. Co., 422 F. 2d 626 (7th Cir., 1978) ; 
Clark v. Universal Builders, Inc., 501 F. 2d 
324 (7th Cir., 1974), cert. denied 419 U. S. 
1070; State of Illinols v. Sangamo Const. Co., 
657 F. 2d 855 (7th Cir., 1981). When an 
action has been dismissed for failure to 
state a claim, the defendant is the prevail- 
ing party. 6 J. Moore, W. Taggart & J. 
Wicker, Moore’s Federal Practice { 54.70[4]; 
Wainwright Securities, Inc. v. Wall Street 
Transcript Corp., 80 F. R. D. 103 (S.D.N. Y., 
1978). 


“The American rule concerning attorneys 
fees is that fees generally are not awarded 
absent statutory authorization.’ Benner v. 
Negley, 725 F. 2d 446, 449 (7th Cir., 1984). 
Defendants concede that there is no statute 
_ directing an award of costs and attorneys’ 
fees in this action. But defendants rely 
upon an exception to the so-called Ameri- 
can rule: “The exception relevant to this 
case is that a district court may award fees 
when the losing litigant has ‘acted in bad 
faith, vexatiously, wantonly, or for oppres- 
Sive reasons.’” 725 F. 2d at 449, quoting 
Alyeska Pipeline Service Co. v. Wilderness 
Society, 421 U. S. 240, 258-259 (1975). See 
also F. D. Rich Co. v. Industrial Lumber Co. 
[74-2 ustc J 9747], 417 U. S. 116, 129 (1974) 
and McCandless v. Great Atlantic and Pac. 
Tea Co., Inc., 697 F. 2d 198, 200 (7th Cir., 
1983). When a litigant has acted in bad 
faith, it is within the “inherent authority” 
of the court to award costs and attorneys’ 
fees incurred as a consequence of that bad 
faith. 421 U. S. at 259; 725 F. 2d at 449. 


Such an award is appropriate only if 
“the litigant who filed the claim ... acted 
in subjective bad faith, and ... the claim 
. . . Was unsupported by probable cause.” 
Badillo v. Central Steel & Wire Co., 717 F. 
2d 1160, 1165 (7th Cir., 1983). Bad faith 
has been defined as conduct ““vithout at 
st a colorable basis in. laws 4,725| BF: 2d 
Belt uv. AED. Re- 


basis in the law; the Court finds that there 
is such evidence herein and that an award 
of costs and attorney fees is warranted. 


Such an award is warranted by the glar- 
ing deficiencies apparent on even a casual 
inspection of the complaint;.the complaint 
does not include factual premises for any 
of its conclusory assertions of violations of 
civil rights. Indeed, the facts alleged in 
the complaint do not differ markedly in 
any respect from the facts recounted in the 
affidavits of the IRS officers. From this 
factual isomorphism it is inferentially ob- 
vious that the impetus for the complaint 
was provided by factors other than the 
conduct of the IRS personnel and of the 
various parties who, intentionally or not, 
became associated with them in the plain- 
tiffs’ minds. 


An indicia of the frivolity, and bad faith, 
responsible for the complaint is provided 
by its frequent lapses into ideological dia- 
tribes, as when it discusses “I. R. S. agents 
who are equivalent to N. K. V. D. agents 
of the Soviet Union, or, Gestapo agents of 
the German Government of the 1940's.” 
This particular passage continues to describe 
President Reagan as a “Dictator” akin to 
“Joseph Stalin or Adolph Hitler who sub- 
jicated [sic] their people to the same eco- 
nomic slavery.” From these and other 
passages contained in the fifty-three para- 
graphs of the Complaint, it is clear that 
this action was initiated for philosophical 
reasons, rather than because of a sincere 
belief that a right had been violated.’ 


Initiating a civil rights action as a mere 
pretext for securing a forum for the ex- 
pression of certain philosophical beliefs is 
the antithesis of good faith. The civil rights; 
statutes were intended to provide specific 
remedies for specific evils; they were not 
enacted to provide a vehicle for the ex- 
pression of criticisms of the tax laws of 
the United States. 


While this Court respects the plaintiffs’ 
right to the free expression of their political 
and philosophical beliefs, it cannot counte- — 
nance the initiation of pretextual causes of © 
actions as mechanisms for the promotion 
of those beliefs. The Court finds inferential 
support for its conclusion that this was the 
purpose behind initiation of the present 
action in the character of one of the de- 
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finds it significant, in this regard, that 
plaintiff Komasinski made no effort to pur- 
sue the remedies available to him under 
Title 26 of the United States Code to 
challenge the penalty assessment and seiz- 
ure of property effected thereto. See gener- 
ally Zernial v. United States [83-2 ustc 
19579], 714 F. 2d 431, 435 (5th Cir., 1983). 
From thees and other facts in the record 
before it, the Court concludes that this action 
was initiated in bad faith and, therefore, 
warrants an award of attorney fees and 
costs to those defendants forced to partici- 
pate in it. 

It is, therefore, ORDERED that defend- 
ants’ motion to dismiss this action pursuant 
to Rule 12(b)(6) of the Federal Rules of 
Civil Procedure be and the same are hereby 
GRANTED; plaintiffs’ claims under 42 


U. S. C. § 1983, 42 U. S. C. § 1985(c), 42 
U. S. C. § 1986 and 42 U. S. C. § 1988 are 
hereby DISMISSED. 


It is also ORDERED that the federal 
defendants’ motion for an award of costs 
and attorneys’ fees is GRANTED. De- 
fendants are to submit bills of costs and 
affidavits as to attorneys’ fees within ten 
days from the date of receipt of this Order. 


It is further ORDERED that the other 
defendants in this action may move for a 
similar award of costs and attorneys’ fees 
within ten days from the date of receipt of 
this Order. Such motions are to be ac- 
companied by bills of costs and affidavits 
in support of any claims advanced. The 
Court will rule upon such motions when, 
and if, they are submitted. 


[7 9330] Ronald H. Schock, dba Environmental Systems and Services, Plaintiff v. 


Internal Revenue Service of United States of America, M & T Sperling, Inc., Thomas 
Sperling, Andrew Quick, John A. Paro, Wesco and Does I through X, inclusive, 
Defendants. 


U. S. District Court, No. Dist. Calif., No. C-84-0033 WWS (FSL), 1/10/85. 


[Code Secs. 6321 and 6323] 


Lien for taxes: Property subject to: Fraudulent conveyances: Priority: Interpleader: 
Attorney’s fees——Federal tax liens with respect to a company’s delinquent employment 
taxes had priority over other judgment creditors as to proceeds of a promissory note 
originally given to the company in exchange for its operating assets. The transfer of the 
note by the company to third parties was set aside as a fraudulent conveyance under 
California law because fair consideration was not given for the note and the company was 
rendered insolvent by the transfer. The court awarded attorney’s fees to the stakeholder 
in this interpleader action, to be paid after the claims of the IRS and other judgment 
creditors. Back references: {] 5357.56 and 5362.62. 


Thomas F. Johnson, 525 South Main Street, Ukiah, Calif. 95482, for plaintiff. Michael 
D. Howard, Assistant United States Attorney, San Francisco, Calif. 94102, for United 
States. William T. Murphy, Schaeger, Walerk & Murphy, 155 North Redwood Drive, 
San Rafael, Calif. 94903, for Wesco. Robert J. Stumpf, Bronson, Bronson & McKinnon, P. O. 
Box 7358, San Francisco, Calif. 94120, for Andrew Quick and John Paro. Thomas Sperling, 
950 Brooklyn, Roseburg, Ore. 97470. Anthony Young, 1640 Fifth Street, Santa Monica, 
Calif. 90401, for Meteorology Research, Inc. J. D. Calhoun, Tarkington & Carey, 505 San- 
some Street, San Francisco, Calif. 94111, for Matheson Gas Products and J. Goldman. 


and four associates. In 1976 Sperling pur- 


Findings of Fact and Conclusions of Law 
chased all the Company stock and there- 


Lancrorp, Magistrate: This action was 
tried before this Court on October 22 and 
23, 1984. These Findings of Fact and Con- 
clusions of Law are filed pursuant to Rule 
52(a), Federal Rules of Civil Procedure. 


Findings of Fact 


1. M & TW Sperling, Inc. (hereinafter the 
“Company’”) is a non-operating California 
corporation which was formed in 1975 by 
Thomas Sperling (hereinafter “Sperling”) 
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after was the Company’s sole shareholder. 

2. From 1976 through October 1, 1981, 
the Company’s primary business activity 
was in the field of environmental quality 
analysis, and the Company conducted busi- 
ness under the fictitious name-style of “En- 
vironmental Systems and Services” (here- 
inafter “ES&S’). 

3. The Company’s gross revenues from 
1979 to October 1981 were as follows: 
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1979). te $340,000 
19809 fa ne 680,000 
TSE co ae 390,000 


4, In October 1981, all the Company’s 
operating assets were sold to Ronald Schock 
(hereinafter “Schock’’). Schock purchased 
the Company’s assets for $30,000 cash and 
three notes. Two of the notes were secured; 
one was for $150,000, and one was computed 
on gross income. The remaining note was 
unsecured in the amount of $18,000. 


5. It is the $150,000 note given from 
Schock to the Company (hereinafter the 
“note”’) which is the subject of this law- 
suit. The note was secured by equipment, 
a lease, and an option to purchase a build- 
ing, all of which belonged to the Company. 


6. Prior to Schock’s purchase of the 
Company’s operating assets, the Company 
owned approximately 300 gold mining 
claims. Because the Company failed to file 
claim renewals, pay the renewal fees, or 
expend requisite additional development 
costs, the claims lapsed in September 1981, 
and the Company failed to renew the 
claims during the 90-day grace period which 
expired in December 1981. The Company 
never listed its gold mining claims as as- 
sets on its balance sheets. At best, the 
claims were without value in the latter half 
of 1981, and the Company no longer owned 
the claims following December 1981. 


7. From January 1982 through April 
1982, the Company had no other income 
than that received on the notes given by 
Schock in exchange for the Company’s op- 
erating assets. Moreover, as of April 23, 
1982, Sperling had no assets of any sig- 
nificant value which were available to pay 
his or the Company’s creditors. In Decem- 
ber 1982, Sperling sold his remaining in- 
terest in an airport at Lakeport and sustained 
a net loss on the property as a result of 
the sale. 


8. From January 1982 ikke April 
1982, numerous irate creditors of the Com- 
pany attempted to collect on overdue bills. 
During this period of time, Andrew Quick 
(hereinafter “Quick”) leased business space 


from Sperling in the Company building. 


uick’s secretary was also the secretary for 
their eee to ieollee’ 


stated following a cut-off of the power for 
non-payment of the bill. On April 1, 1982, 
the sheriff served the Company with at least 
three lawsuits. Service of the lawsuits was 
made at the building occupied by Quick 
and the Company. Sperling discussed the 


‘receipt of the lawsuits with Quick sometime 


prior to April 23, 1982. Also on April 1, 
1982, Sperling had a telephone conversa- 
tion with Internal Revenue Service Officer 
Robert Yakerson concerning the Company’s 
unpaid employment and unemployment 
taxes. That telephone conversation was 
followed up by a meeting between Messrs. 
Sperling and Yakerson in the Company’s 
building on April 7, 1982. Quick was aware 
of the April 7 meeting, and asked Sperling 
if the Internal Revenue Service was going 
to “throw him in jail.” During the same 
month, Sperling told Quick that the airport 
in which Sperling owned a personal interest 
was in foreclosure. 


9. On or about April 23, 1982, the Com- 
pany transferred to Quick and John A. 
Paro (hereinafter “Paro”) its sole remain- 
ing asset of value, 1. e., the note. The then 
remaining principal owed on the note was 
$147,826, with an interest rate on the balance 
of ten and one-half percent. The minimum 
monthly payment on the note was $1,300; 
the maximum monthly payment on the note 
was $2,024.02. Regardless of whether the 
minimum or the maximum was paid, the 
total yearly payment on the note was 
$24,288.24. 


10. In exchange for the note, Quick and 
Paro paid $40,000 ($20,000 each). Although 
the note was held in the name of the Com- 
pany, the entire $40,000 purchase price was 
paid to Sperling individually. From the 
April 23, 1982 transfer of the note until the 
present date, the Company has received no 
further income from any source and has 
had no assets of value. At the time of the 
transfer of the note, the Company owed 55 
creditors a total of approximately $120,000 
in overdue bills. Of the $40,000 payment 
received from Quick and Paro, less than 
$5,000 was used to pay off the Company’s 
creditors, and the remainder of the payment 
was used for Sperling’s personal benefit. 
11. Sperling testified that he believed at 
the time of the transfer of the note that the - 
transfer would delay the Company’s credi- 
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of the fact that Sperling had serious finan- 
cial difficulties before the note was trans- 
ferred. Prior to the transfer, neither Quick 
nor Paro made any meaningful inquiry into 
the financial status of the Company or of 
Sperling. Considering Quick’s proximity to 
.Sperling’s office, and the repeated instances 
upon which Quick was advised of Sperling’s 
financial straits, the Court finds that Quick 
would have had intentionally to look the 
other way to avoid being aware of Sper- 
ling’s creditor problems. 


12. As stated before, neither Quick nor 
Paro paid the Company anything for the 
transfer of the note held in the name of 
the Company. Quick and Paro have alleged 
that Sperling was the alter ego of the Com- 
pany, but even if that were true, the Court 
finds that fair consideration was not given 
for the note. In addition to Schock’s 
promise to repay the $150,000 note in full, 
Sperling gave his own personal guarantee 
for payment of the note. Furthermore, the 
note was secured by equipment, a lease and 
an option to buy the Company building, 
and Schock had timely made all payments 
from the time of the origination of the note 
until its transfer to Quick and Paro. Regard- 
less of the value of these various items of 
security, it is clear that together with 
Schock’s and Sperling’s guaranties, the note 
was worth considerably more than the 
$10,000 to $15,000 alleged by Quick and 
Paro to be the value of the note at the 
time it was transferred. The Court is like- 
wise unpersuaded by Quick and Paro’s ex- 
pert, who testified that the note was worth 
approximately $10,000 on the date of transfer. 


13. Prior to the initiation of the instant 
interpleader action by Schock, Quick and 
Paro received approximately $22,000 of 
their $40,000 purchase price for the note. 
Since the date of filing this action, Schock’s 
monthly payments have been made directly 
into the Court. 

14. On April 7, 1982, Sperling gave the 
Internal Revenue Service a $10,000 check 
as partial payment for the Company’s de- 
linquent employment and unemployment 
taxes, and requested that the Internal 
Revenue Service refrain from filing any 
liens against the Company until the end of 
the month. The check was dishonored by 
the bank, but the Internal Revenue Service 
records do not reflect notification of the 
check’s return until June 7, 1982. On April 
30, 1982, federal tax liens with respect to 
the Company’s delinquent employment 
taxes were prepared, and the liens were 
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filed with the Lake County Recorder’s Of- 
fice during the first week of May, 1982. 
The Internal Revenue Service has never 
collected any funds with respect to the 
subject federal tax liens. Those tax liens 
are as follows: 


(a) August 10, 1981: Federal employ- 
ment taxes against the Company for the 
first quarter of 1981 in the amount of 
$20,241, exclusive of interest and penalties; 

(b) December 7, 1981: Federal em- 
ployment taxes against the Company for 
the second quarter of 1981 in the amount 
$15,850, exclusive of interest and penalties; 

(c) February 8, 1982: Federal employ- 
ment taxes against the Company for the 
third quarter of 1981 in the amount of 
$17,982, exclusive of interest and pen- 
alties; and 

(d) March 8, 1982: Federal unemploy- 
ment taxes against the Company for 
1980 in the amount of $816.36, exclusive 
of interest and penalties. 


15. On March 21, 1983, Meteorology Re- 
search, Inc. (hereinafter “MRI”) obtained 
a judgment against the Company in the 
amount of $17,456.33, plus interest at seven 
percent that date. On March 15, 1983, 
J. Goldman/Matheson Gas Products (here- 
inafter “Goldman’) obtained a judgment 
against the Company in the amount of 
$3,253.52, plus interest in the amount of 
$567.36. Neither of these judgments have 
been satisfied. 


16. Sperling testified that the claims 
made by the IRS, MRI and Goldman were 
due and owing by the Company on the date 
of the transfer of the note to Quick and Paro. 


Conclusions of Law 


1. Federal tax liens come into existence 
with respect to all property and rights to 
property belonging to taxpayers such as 
the Company on the date the taxes are as- 
sessed. Where a taxpayer transfers prop- 
erty after taxes are due but prior to the 
filing of a tax lien, the United States may 
seek relief under the fraudulent convey- 
ance laws of the state in which the prop- 
erty is located. Accordingly, California law 
governs the substantive issues in this inter- 
pleader action. 

2. Under California law, a conveyance 
without adequate consideration, made by a 
person who is insolvent or who as a result 
of the conveyance becomes insolvent, is 
void. Likewise, California law provides 
that a conveyance made without fair con- 
sideration, when the grantor believes that 
he will incur debts beyond his ability to 
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pay as such debts occur, is fraudulent both 
as to present and future creditors. More- 
Over, a conveyance the grantor makes to 
hinder, delay or defraud creditors is sim- 
ilarly void. The Court concludes, based on 
grantor Sperling’s testimony, that the trans- 
fer of the note was made with his actual 
intent to hinder or delay the present or 
future creditors of the Company. 

3. So long as there is insufficient con- 
sideration and the transferor is rendered 
thereby insolvent, and the creditor has a 
claim at the time of the conveyance, it is 
not necessary under California law to show 
actual fraudulent intent to set aside a con- 
veyance. When a transferor has existing 
indebtedness, a voluntary conveyance is 
présumptively fraudulent when it is made 
without fair consideration. The question 
then becomes whether the grantee gave 
fair consideration for the note; that 
is, whether the values exchanged were 
equivalent and whether the grantee acted in 
good faith. The Court has concluded that 
Quick and Paro did not give fair considera- 
tion for the note, and that Quick did not 
act in good faith. Because Quick acted as 
the agent for Paro with respect to the ac- 
quisition of the note, Paro is chargeable 
with Quick’s lack of good faith. The trans- 
fer of the note, therefore, must be set aside. 

4. In this action, it is clear that the IRS 
liens were filed before the judgments of 
MRI and Goldman were entered. The 
Court concludes that the creditors are en- 
titled to the proceeds on a first in time, 
first in right basis, as follows: first, the 
IRS; second, MRI; and third, Goldman. 


5. The Court also concludes that pursu- 
ant to its discretion to award attorneys’ 
fees in interpleader actions, Schock is en- 
titled to payment for his attorney’s fees in 
this action. Those fees are to be paid after 
the principal claims of the IRS, MRI and 
Goldman, respectively, are paid. 

6. Next, the Court concludes that the 
IRS, MRI, and Goldman, respectively, 
should be paid interest and/or penalties in 
accordance with the judgment filed con- 
temporaneously herewith. 

qt Finally, the Court concludes that any 

ere proceeds from the note should 
idec ec aise between puree and Paro. 


signed a promissory note in the amount of 
$150,000.00 and made payable to M & T 
Sperling, Inc. (hereinafter “the note”). On 
April 23, 1982, the note was assigned to 
Andrew M. Quick and John A. Paro (here- 
inafter, respectively, “Quick” and ‘“Paro’’). 
Based on the Findings of Fact and Conclu- 
sions of Law filed contemporaneously 
herewith, 


IT IS HEREBY ORDERED that the 
transfer of the note to Messrs. Quick and 
Paro is set aside. 


IT IS FURTHER ORDERED that the 
Clerk of the Court, so long as it has pro- 
ceeds from the note, and thereafter Schock, 
shall disburse the proceeds from the note 
to the entities and in the amounts desig- 
nated below: 


First, the Internal Revenue Service shall 
receive the principal amount of its claim, 
1. €., $54,889; then 


Second, Meteorology Research, Inc. shall 
receive the principal amount of its claim, 
t. €., $17,456.33; then 


Third, J. Goldman/Matheson Gas Prod- 


ucts shall receive the principal amount of 


its claim, 1. e., $3,235.52; then 


Fourth, Schock shall receive attorney’s 
fees incurred in connection with this inter- 
pleader action, 7. ¢., $2,775.00; then 


Fifth, Messrs. Quick and Paro shall re- 


ceive the amount necessary to recoup their 
full $40,000 purchase price of the note, 1. e., 
approximately $18,000, subject to proof; 
then 


Sixth, the Internal Revenue Service shall 
receive interest according to law on the 
principal amount of its claim; then 


- Seventh, Meteorology Research, Inc. shall 
receive interest at the rate of seven per- 
cent (7%) on the unpaid balance of the 
principal amount from March 21, 1983; then 


Eighth, J. Goldman/Matheson Gas Prod- 
ucts shall receive interest in the amount of 


$567.36 plus seven percent (7%) on the un- 


paid balance of the principal amount from 
March 15, 1984; then, and finally 


Ninth, the balance of the note proceeds 
shall be pede equally” to Bd sath 


Quick 


—— 
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above listed on or before June 30th and 
January Ist of each year until the note has 
been paid in full. 


IT. JS SO.ORDERED. 


Judgment 


On October 1, 1981, Ronald H. Schock 
and Lorna Schock (hereinafter “Schock’’) 
signed a promissory note in the amount of 
$150,000.00 and made payable to M & T 
Sperling, Inc. (hereinafter “the note”). On 
April 23, 1982, the note was assigned to 
Andrew M. Quick and John A. Paro (here- 
inafter, respectively, “Quick” and “Paro’’). 
The transfer of the note to Messrs. Quick 


and Paro is hereby set aside pursuant to 
the California Uniform Fraudulent Con- 
veyance Act, California Civil Code Section 
3439, et seqg., and the liens of the Internal 
Revenue Service, Meteorology Research, 
Inc., J. Goldman/Matheson Gas Products 
(hereinafter the “creditors”) and the at- 
torney’s fees of Schock shall attach to the 
proceeds of the note. The funds held by 
the Clerk of the Court and future pay- 
ments made by Schock shall be distributed 
pursuant to the Court’s Order entered con- 
temporaneously herewith, with the cred- 
itors’ liens being paid in the order of their 
creation and Schock’s attorney’s fees paid 
thereafter. : 


[7 9331] United States of America, Plaintiff v. Gleneagles Investment Co., Inc., 


et al., Defendants. 


U. S. District Court, Mid. Dist. Pa., Civil No. 80-1424, 4/10/84, 584 F. Supp. 671. 


[Code Secs. 6323 and 7403] 


Lien for taxes: Priority: State tax liens: Pennsylvania: Suits by United States: 
Lien enforcement.—Because Pennsylvania law provided a priority for Commonwealth 
taxes superior to that provided to county and other municipal claims, the Common- 
wealth could take advantage of the federal “super-priorities’ accorded county and 
other municipal liens provided by Code Sec. 6323, which entitled the Commonwealth 
to priority over federal tax liens in the amount of the appropriate municipal liens. The 
county and other municipal liens then received a position following the lien positions 
accorded the claims of the United States and the Commonwealth. The court subsequently 
ordered the parties to attempt in good faith to agree upon a form of decree consonant 
with its opinion listing the priority of liens, the original principal amount of each lien, 
the date on which the principal accrued, the date on which the lien attached, the dates and 
amounts of any principal payments, any applicable penalties, the interest rate applicable 
to the lien if other than 6%, the total interest to April 30, 1984, any record costs relating to 
the liens, the tract or tracts encumbered if less than all of the lands of the mortgage 
group, and the combined principal and interest owed on each lienor’s claim. Further- 
more, in the court’s view, it was premature to reach the question of whether the 
doctrine of marshalling should be applied in this case. Back references: {] 5362.8076, 
5362.944, and 5772.50. 


Beth A. Kaswan, Department of Justice, Washington, D. C. 20530, Eugene J. Wien, 
Internal Revenue Service, Philadelphia, Pa. 19106, for plaintiff. Joseph Solfanelli, Dolphin, 
Solfanelli & Butler, Penn Security Bank Bldg., Scranton, Pa. 18503, for defendants. 


Opinion 
Murr, District Judge: 
I. Introduction. 


The United States has sought in this liti- 
gation to set aside as fraudulent convey- 
ance mortgages on the lands of Raymond 
Colliery (hereinafter the IIT mortgages) 
and to foreclose on tax liens against Ray- 
mond Colliery and its parent, Great Amer- 
ican Coal Company, free and clear of the 
IIT mortgages. Those mortgages were 
delivered by Raymond Colliery on Novem- 
ber 26, 
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1973 to Institutional Investors 


Trust (IIT) and assigned by IIT onto 
Defendant McClellan Realty. The United 
States has also sought in this lawsuit to 
set aside the 1976 and 1980 tax sales of the 
lands of Raymond Colliery by Defendant 
Lackawanna County. 

Blue Coal and Glen Nan are bankrupt 
subsidiaries of Raymond Colliery and their 
assets are also encumbered by the IIT 
mortgages. (Raymond Colliery and its sub- 
sidiaries will be called hereinafter “the 
Raymond Group”). The Defendant Trus- 
tee in Bankruptcy for Blue Coal and Glen 
Nan filed a cross-claim in which he sought, 
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inter alia, to set aside the IIT mortgages. 
The United States and the Trustee will be 
hereinafter called “the Creditors.” The 
Defendant Commonwealth of Pennsylvania 
is not within the group classed as Creditors 
because it filed no cross-claim but it is 
a creditor of Raymond Colliery and has 
participated in this litigation as though it 
were a cross-claim plaintiff. 


This lawsuit has been the subject of two 
earlier opinions by the Court. In the first 
opinion, the Court concluded that the IIT 
mortgages were fraudulent conveyances 
within the meaning of §§ 354, 355, 356, and 
357 of the Pennsylvania Uniform Fraud- 
ulent Conveyance Act, 39 Pa. Stat. § 351, 
et seq (hereinafter sometimes referred to 
as “the Act”). United States v. Gleneagles 
Inv. Co., Inc., 565 F. Supp. 556, 585-86 
_ (M. D. Pa. 1983) (hereinafter Gleneagles I.) 
-In the second opinion, the Court concluded 
that Pagnotti Enterprises which purchased 
the IIT mortgages and caused the assign- 
ment thereof to its subsidiary, McClellan 
Realty, was not a purchaser of the IIT 
mortgages for fair consideration without 
knowledge that they were fraudulent con- 
veyances. United States v. Gleneagles Inv. 
Co., Inc., 571 F. Supp. 935, 958 (M. D. Pa. 
1983) (hereinafter Gleneagles II). We also 
concluded in Gleneagles II that the Lacka- 
wanna County tax sales of the lands of 
Raymond Colliery in 1976 and 1980 and the 
consequent tax deeds were void and in- 
effective to transfer title to the purchasers 
at those tax sales. Id. 


The Creditors also asserted claims 
against the Gillen and Cleveland Defend- 
ants, former shareholders of Raymond Col- 
liery who were found liable in Gleneagles I. 
After that finding, the United States, the 
Trustee and the Commonwealth of Penn- 
sylvania entered into settlement agreements 
with the Gillen and Cleveland Defend- 
ants relating to this and other litigation. 
Under those settlements the Cleveland 
- Defendants paid $5,500,000 and ‘the Gillen 
- Defendants paid $600,000 in satisfaction 
of all claims asserted against them 
in this litigation and the other litigation. 

missed _ the Gillen and Giese 


II. Findings of Fact. 


1-167. The findings of fact in Gleneagles 
I are incorporated herein by reference. 


168-410. The findings of fact in Glen- 
eagles II are incorporated herein by refer- 
ence. 

411. On November 26, 1973, Thomas 
Gillen received $1,675,000 from ‘Great Amer- 
ican Coal and a note payable to his order 


-by the Raymond Group of $125,000 in pay- 


ment for his stock in Raymond Colliery. 


412. On November 26, 1973, John Gillen 
received $1,675,000 from Great American 
and a note payable to his order by the 
Raymond Group for $125,000 in payment 
for his stock in Raymond Colliery. 

413. On November 26, 1973, the Cleve- 
land group of shareholders’ received 
$3,350,000 from Great American and notes 
payable to their order by the Raymond 
Group for $250,000 in payment for their 
stock in Raymond Colliery. 

414. Judgments were confessed on the 
notes described in Paragraphs 411, a and 
413 on June 16, 1975. 


415. No. 1 Contracting eae and 
Old Forge Bank lent money to James J. 
Durkin to assist him in acquiring the stock 
of Raymond Colliery and these loans were 
the only loans from third parties for such 
purpose which were not disclosed by Dur- 
kin to IIT in connection with his loan 
~ application to IIT. 


416. During the period from November 
26, 1973 through April, 1976, the financial 
condition of the Raymond Group worsened. 


417, During the period from November 
26, 1973 through April, 1976, Raymond 
Colliery, Blue Coal, Olyphant Associates, 
and Glen Nan paid to IIT a total of © 
$4,589,640 in principal and interest on the 
IIT mortgages. 


418. On December 16, 1976, L. Robert 
Lieb on behalf of IIT paid to the Com- 
monwealth of Pennsylvania $44,368.74 in 
delinquent taxes owed by Maymons Col- 
liery. 

419. On December 16, 1976, L. Robert 
Lieb on behalf of IIT paid to the City of 
Scranton $11,122.25 in delinquent ‘real estate 
taxes owed by Raymond Colliery for years 
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421. The above payment by McClellan 
Realty was added to the lien of the IIT 
mortgages. 


422. On December 12, 1977, Joseph Sol- 
fanelli hand-delivered to Ryman Green 
a notice that McClellan Realty intended 
to sell at one or more private sales held 
on or after February 12, 1978 the following 
collateral given by the debtors to secure 
the IIT loans: 


a. the capital stock of Great American 
Coal Co 

b. the capital stock of Raymond Colliery 

c. accounts 

d. contract rights 

e. general intangibles 

f. goods 

g. inventory 

h. equipment 

i. culm 

j. silt 
k. refuse banks 

1, the contract rights described in the 
assignments of leases, operating and dis- 
tribution agreements, and 

m. the contract rights under a No- 
vember 26, 1973 agreement with Susque- 
hanna Coal Co. 

423. McClellan Realty foreclosed on its 
security interest in Raymond Colliery’s equip- 
ment, culm, silt, contract rights, accounts, 
and other personalty in a private sale 
conducted on or about February 28, 1978 
and brought in the same. 


424. On or about February 28, 1978, 
James Tedesco, on behalf of McClellan 
Realty, and Louis Pagnotti, on behalf of 
Loree Associates, executed a contract whereby 
McClellan Realty purported to sell all the 
assets described in Paragraph 422(c) through 
(k) to Loree Associates for $50,000. 


425. No schedule of the specific assets 
purported to be sold to Loree Associates 
was prepared. 


426. The assets purported to be fore- 
closed upon and sold by McClellan Realty 
to Loree Associates were not advertised 
for sale. 


427. The assets purported to be fore- 
closed upon and sold by McClellan Realty 
to Loree Associates were not offered for 
sale to any person or entity not affiliated 
with Pagnotti Enterprises. 


428. The purported sale and purchase 
of the equipment and other assets was not 
recorded on the books of Loree Associates 
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or McClellan Realty until May, 1983 which 
was six months after the start of this trial. 


429. To record the $50,000 payment from 
Loree Associates, McClellan Realty credited 
the ITT loan principal balance with $50,000 
and Tabor Court increased its liabilities 
by $50,000, presumably to Loree Associates. 


430. The stock of Raymond Colliery was 
foreclosed upon by McClellan Realty and 
sold for $1.00 at a private sale on October 
6, 1978 to Joseph Solfanelli as Trustee for 
the Pagnotti Group. 


431. In each of the aforesaid foreclosure 
sales McClellan Realty bid in the collateral 
in its own name or the name of its nominee, 
Joseph R. Solfanelli. 


432. McClellan Realty did not give notice 
of the proposed private sale to the Trustee 
in Bankruptcy for Blue Coal, one of the 
debtors to McClellan Realty, or to any of 
the guarantors of Raymond Colliery’s debt. 


433. The only person or entity given 
notice of the private sales was Hyman Green. 


434. McClellan Realty did not secure 
appraisals for any of the collateral which 
it sold at the private sales. 


435. On December 16, 1980, a second 
tax sale of the lands of Raymond Colliery 
was held by the Lackawanna County Tax 
Claim Bureau. 


436. At the December 16, 1980, tax sale 
Joseph Solfanelli, acting on behalf of Glen- 
eagles Investment Co. (hereafter Glen- 
eagles), a corporation yet to be formed, 
and others successfully bid on the lands 
of Raymond Colliery. 


437. Solfanelli tendered to the Lacka- 
wanna County Tax Claim Bureau his per- 
sonal check in the amount of $612,239.56 
in payment of the bid price. 


438. Solfanelli bid $5,394.09 more than 
the advertised upset bid price. 


439. On January 8, 1981, Gleneagles was 
incorporated under Pennsylvania law with 
Joseph’ Solfanelli as the sole shareholder. 


440. On January 23, 1981, the Lacka- 
wanna County Tax Claim Bureau returned 
to Solfanelli his personal check for $612,239.56 
and accepted Gleneagles’ check in the amount 
of $535,290.39 in its stead. 


441. In connection with the 1980 tax 
sale, Gleneagles also paid 1980 school taxes 
to the Lackawanna County Tax Claim 
Bureau in the amount of $93,935.04. 
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442. The lands of Raymond Colliery were 
purportedly transferred directly to Glen- 
eagles by the Lackawanna County Com- 
missioners by deed of April 15, 1981. 


443. Officers and agents of the Pagnotti 
Defendants were also agents and controlling 
stockholders of Raymond Colliery and at 
least one officer of Raymond Colliery was 
also an agent of the Pagnotti Defendants 
at the time of the Lackawanna County 
1980 tax sale. 


444. The officers and agents of the Pag- 
notti Defendants who were at that time 
agents and controlling stockholders of Ray- 
mond Colliery did not act in good faith 
with reference to the creditors of Raymond 
Colliery when they attempted to divest 
the creditors’ liens by running the lands 
of Raymond Colliery through the Lacka- 
wanna County 1980 tax sale. 


445. The Lackawanna County Tax Claim 
Bureau return to the Court of Common 
Pleas of Lackawanna County stated that 
Gleneagles had purchased the Tabor Court 
properties for $629,225.43, the total of the 
two Gleneagles payments described in par- 
agraphs 440 and 441. 


446. On or about June 23, 1981, Joseph 
Solfanelli, on behalf of Gleneagles, paid to 
the Lackawanna County Tax Claim Bureau 
the $5,394.09 described in Paragraph 438. 


447. The Commonwealth of Pennsylvania 
holds liens on the lands of Raymond Col- 
liery reflecting unpaid corporate taxes owed 
by Raymond Colliery in the following 
amounts: 


Fiscal 
Year Interest to Total due 

Ending Tax 6/30/83 6/30/83 
6/30/69... $ 18,085.00 $ 14,873.00 $ 32,958.00 
6/30/70. . 19,223.00 14,655.00 33,878.00 
6/30/71. . 16,038.00 11,265.00 27,303.00 
6/30/72. . 36,542.00 23,475.00 60,017.00 
6/30/74. . 1,738.00 907.00 2,645.00 
6/30/75. . 30,131.00 13,928.00 44,059.00 
6/30/75. . 410,381.00 189,701.00 600,082.00 
6/30/75. . 17,343.00 8,017.00 25,360.00 
6/30/76. . 193,242.00 77,264.00 270,506.00 
6/30/77. . 193,242.00 65,739.00 258,981.00 
6/30/78. . 193,242.00 54,496.00 247,738.00 
6/30/79. . 193,242.00 42,911.00 236,153.00 
6/30/80. . 217,982.00 35,138.00 253,120.00 
Totals .. $1,540,431.00 $552,369.00 $2,092,800.00 


448. The Commonwealth tax lien for 
fiscal year ending June 30, 1974 in the 
principal amount of $1,738.00 and the tax 
liens for fiscal year ending June 30, 1975, 
in the principal amounts of $30,131.00 and 
$410,381.00 were filed between April 13, 
1976 and January 27, 1977. 
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449. The remaining Commonwealth tax 
liens were filed on June 11, 1982 and July 
12, 1983. 


450. Raymond Colliery filed tax returns 
with the Commonwealth for the fiscal years 
ending June 30, 1969 through June 30, 1975. 


451. No corporate tax returns were filed 
by Raymond Colliery with the Common- 
wealth for the fiscal years ending June 30, 
1976 through June 30, 1980. 


452. On June 11, 1982, the Common- 
wealth made estimated settlements of cor- 
porate taxes owing from Raymond Colliery. 
for fiscal years ending J 30, 1976 through 
June 30, 1980. 


453. The estimated settlements describd in 
the preceding paragraph were reviewed 
for substantive accuracy by both the Com- 
monwealth of Pennsylvania Department of 
Revenue and Department of the Auditor 
General. 


454. Raymond Colliery sought no review 
of the estimated settlements described in 
Paragraph 452. 

455. The United States holds liens on the 
lands of Raymond Colliery reflecting upaid 
corporate income taxes owed by Raymond 
Colliery in the following amounts: 


Fiscal Penalies and 
Year Tax and Interest to Total due 
Ending Lien Fees 12/31/83 12/31/83 
6/30/66 $ 35,799.52 §$ 1,444.08 $ 87,276.35 
32.75 
6/30/67 96,861.44 1,629.30 98,490.74 
6/30/68 1,125, see 72 897,350.42  2,023,033.89 
2.75 
6/30/69 478, psa 23 664,441.00 1,142,726.98 
32.75 
6/30/71 218,269.92 273,267.21 491,569.88 
32.75 
6/30/72 32.75 19,939.65 19,972.40 
6/30/73 16,800.00 21,774.49 38,607.24 
32.75 
Totals $1,971,831.33 $1,879,846.15 $3,851,677.48 


456. The United States made an assess- 
ment on September 17, 1973 for corporate 
income taxes owed by Raymond Colliery 
for fiscal year ending June 30, 1967 in the 
principal amount of $44,667.06. 


457. The United States made an assess- 
ment on September 17, 1973 for corporate 
income taxes owed by Raymond Colliery 
for fiscal year ending June 30, 1968 in the 
principal amount of $827,765.85. 

458. The remaining federal corporate in- 
come taxes owed by Raymond Colliery and 
listed in paragraph 455 were assessed be- 
tween April 3, 1979 and April 22, 1981. 

‘459. The United States holds liens against 
the lands of Raymond Colliery reflecting 
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unpaid corporate income taxes owed by 
Great American in the following amounts: 


Interest and 


Fiscal Penalties 
Year Tax and through Total due 
Ending Lien ‘Fees 12/31/83 12/31/83 


6/30/75 $2,244,670.75 $2,615,445.43 $4,860,148.43 
8.50 
23.75 


460. The corporate income taxes owed 
by Great American and listed in Paragraph 
459 were assessed between July 30, 1979 
and August 25, 1980. 


461. Notices of federal tax liens for the 
taxes described in Paragraphs 455 and 459 
were filed and refiled. 


462. The amounts claimed by McClellan 
Realty to be due as of December 31, 1983 
on the direct mortgages assigned by IIT 
to McClellan Realty, including principal 
and interest through October 31, 1983, are: 


Raymond Colliery ........... $ 7,252,508.60 
SURI CON Glet2 9 ts eee ey eee 9,756,410.06 
Olyphant Associates ......... 155, 203.96 


GleniNan, Ine ee 4 eee 155,203.96 


POCA pc ear. tgs, = cara da oP $17,319,326.58 


463. The above amounts claimed by Mc- 
Clellan Realty to be due on the direct 
mortgages do not include additions for at- 
torney fees or late fees. 


464. The above amounts claimed by 
McClellan Realty to be due on the direct 
mortgages include the following payments 
of real property taxes which have been 
added to the liens of the mortgages: 

. $502,176.85 paid on De- 
cember 16, 1976 by L. 
Robert Lieb, Trustee, to 


Lackawanna County Tax 
Claim Bureau. 


Blue: Coal go ee.e ee $80,303.18 paid by IIT to 

: Luzerne County Tax 

Claim Bureau. 

465. Lackawanna County through its Tax 
Claim Bureau holds liens in the aggregate 
amount of $192,582.88 against 129 parcels 
of Raymond Colliery’s lands representing 
unpaid county, school and borough taxes 
due from Raymond Colliery for years 1981 
and 1982. 


466. The lands to which the Lackawanna 
County liens attach are located in the City 
of Scranton, the Boroughs of Archbald, 
Blakely, Jermyn, Jessup, Mayfield and Tay- 
lor, and the Townships of Carbondale and 
Fell. 


467. The Scranton Sewer Authority holds 
liens in the aggregate amount of $62,929.50: 
against 34 parcels of Raymond Colliery’s 
lands representing unpaid sewer assess- 
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ments due from Raymond Colliery between 
September 27, 1969 and December 29, 1972. 


468. The Scranton Sewer Authority also 
claims a lien in an unspecified principal 
amount against a Raymond Colliery parcel 
located at 326-328 Charles Street, Scranton, 
representing an unpaid sewer assessment, 
said lien being filed December 2, 1969. 


469. The lands to which the Scranton 
Sewer Authority liens attach are located 
in the City of Scranton. 


470. The Scranton Sewer Authority liens 
were filed between December 12, 1969 and 
June 26, 1973. 


471. The Borough of Olyphant holds 
liens in the aggregate amount of $1,461.34 
against 4 undesignated parcels of Raymond 
Colliery’s lands located in the Borough of 
Olyphant representing unpaid paving liens. 


472. The Borough of Olyphant 
were filed oni November 15, 1983. 


473. The Lackawanna River Basin Sewer 
Authority holds liens in the aggregate 
amount of $109,695.25 against 65 parcels 
of Raymond Colliery’s land representing 
unpaid sewer assessments due from Ray- 
mond Colliery and Tabor Court for years 
unspecified by the parties. 


474. The lands to which the Lackawanna 
River Basin Sewer Authority liens attach 
are located in the Boroughs of Archbald, 
Blakely, Jermyn, Jessup, Mayfield and 
Throop and in the Townships of Carbon- 
dale and Fell. 


475. The Lackawanna River Basin Sewer 
Authority liens were filed between January 
17, 1975 and August 1, 1977. 


476. The Borough of Taylor holds a 
lien against Raymond Colliery in the prin- 
cipal amount of $1,000.00 representing un- 
reimbursed expenses incurred by the 
Borough of Taylor when demolishing and 
removing a dangerous structure on July 
15, 1976, situated on a Raymond Colliery 
parcel located| in the Borough of Taylor. 


liens 


477. The Borough of Taylor lien was 
filed on December 15, 1976. 


478. The Estate of William R. Henkel- 
man holds a lien in the aggregate principal 
amount of $3,350.00 representing an unpaid 
arbitrators’ award entered August 30, 1977 
against Raymond Colliery in the case of 
William R. Henkelman v. Raymond Colliery 


Co., Inc., No. 547, January Term, 1976 
(Court of Common Pleas, Lackawanna 
County). 
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479. The Cleveland Defendants paid by 
cash a total of $5.5 million in settlement 
of this lawsuit and other related lawsuits. 
Of that amount, $3,000,000.00 was agreed 
by the parties to the settlement to be in 
payment of Raymond Colliery’s debts, 
$2,430,000.00 was agreed by the parties to 
the settlement to be in payment of Blue 
Coal’s debts, and $70,000.00 was agreed by 
the parties to the settlement to be in pay- 
ment of Glen Nan’s debts. 


480. The Gillen Defendants paid a total 
of $600,000.00 in settlement of this lawsuit 
and other related lawsuits. Of that amount, 
$330,000.00 was agreed by the parties to 
the settlement to be in payment of Ray- 
mond Colliery’s debts; $262,000.00 was 
agreed by the parties to the settlement to 
be in payment of Blue Coal’s debts, and 
$8,000.00 was agreed by the parties to the 
settlement to be in payment of Glen Nan’s 
debts. 


481. As part of the settlement the Gil- 
len and Cleveland Defendants agreed not 
to seek recovery on the notes mentioned 
in Paragraphs 411, 412, and 413. 


III. Discussion. 


On November 26, 1983, Raymond Col- 
liery, Blue Coal, Glen Nan and Olyphant 
Associates each delievered a direct mort- 
gage on its lands to IIT. On the same date 
these companies and all of the other com- 
panies in the Raymond Group delivered 
mortgages to IIT as part of their guarantee 
of the entire loan by IIT. The first main 
issue before the Court is what protection, 
if any, should be accorded the IIT direct 
mortgages in the hands of McClellan 
Realty which asserts that the direct mort- 
gages on the lands of the Raymond Group 
are valid either in part or in their entirety 
as against the Creditors. McClellan Realty 
has made no argument that the IIT guaran- 
tee mortgages executed by each member 
of the Raymond Group are valid against 
the Creditors. Subsumed within the first 
issue is the question of whether McClellan 
Realty and other related corporations are 
entitled to liens for taxes paid on behalf 
of Raymond Colliery, some of which taxes 
were added to the lien of the IIT mortgages. 


We note that our prior findings relating 
to Pagnotti Enterprises are applicable to 
its subsidiary, McClellan Realty, to whom 
Pagnotti Enterprises directed the mort- 
gages to be assigned. For purposes of de- 
termining the rights of McClellan Realty 
vis a vis the Creditors, McClellan Realty’s 
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status is identical to that of Pagnotti En- 
terprises. 


The second main issue before the Court 
is the priority to be accorded the various 
liens, including the IIT direct mortgage on 
the lands of Raymond Colliery. The Court 
is not concerned with the priority of liens, 
including that of the IIT direct mortgages, 
on the lands of Blue Coal and Glen Nan 
because that is a matter to be resolved 
by the Bankruptcy Court in the light of 
this Court’s opinions. The third main issue 
before this Court is the Trustee’s request 
for punitive damages against McClellan 
Realty. 


A. Status of the IIT Mortgages in the 
hands of McClellan Realty. 


1. Possible Extinction of McClellan’s 
Lien Under U. C. C. § 9-504. 


McClellan Realty foreclosed on its se- 
curity interests in cetain personality of 
Raymond Colliery at a private sale con- 
ducted on February 28, 1978 at which the 
assets foreclosed upon were sold to Loree 
Associates for $50,000. McClellan Realty 
also foreclosed on the stock of Raymond 
Colliery at a private sale on October 6, 
1978 at which the stock was sold to Joseph 
Solfanelli as Trustee for the Pagnotti Group 
for $1.00. The Creditors argue that these 
foreclosure sales were unreasonable and 
that because of such unreasonableness the 
obligation secured by the mortgages was 
satisfied. 

'These foreclosure sales clearly did not 
comport with the requirements of § 9-504(3) 
of the Uniform Commercial Code in effect 
as of the dates of the sales for a number 
of reasons. 12A Pa. Stat. §9-504(3) (re- 
pealed November 1} 1979. 


First, a secured party cannot bid in at 
its own private forclosure sale unless the 
collateral is “of a type customarily sold in 
a recognized market or is of a type which 
is the subject of widely distributed stand- 
ard price quotations. ...” 12A Pa. Stat. 
§ 9-504(3) (repealed November 1, 1979). 
The stock of Raymond Colliery and the 
other personalty sold by McClellan Realty 
at the private foreclosure sales do not fit 
into either of the above categories. See 
Alliance Discount Corp. v. Shaw, 195 Pa. 
Super. 601, 604, 171 A. 2d 548 (1961). 
Second, McClellan Realty notified only 
Hyman Green, the then sole stockholder 
of Raymond Colliery, of the private fore- 


closure sales. Under § 9-504(3) McClellan 
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Realty was obligated to give notice of the 
sale to the “debtor”. Blue Coal and Glen 
Nan, among others, were guarantors of the 
IIT obligation secured by the assets of 
Raymond Colliery and as such were debtors 
as defined in §9-105(d) of the Pennsyl- 
vania Uniform Commercial Code. 12A 
Pa. Stat. §9-105(d) (repealed November 
1, 1979). They were, therefore, entitled to 
notice of the foreclosure sales and because 
they were in bankruptcy notice should 
have been given to the Trustee in Bank- 
tuptcy for Blue Coal and Glen Nan. WNa- 
tional Acceptance Co. of Am. v. Medlin, 538 
F. Supp. 585, 587 (N. D. Ill. 1982); Rushton 
v. Shea, 423 F. Supp. 468 (D. Del. 1976). 
No such notice was given. In addition, 
McClellan Realty has produced no credible 
evidence that the prices bid for the col- 
lateral were commercially reasonable. 


When there has been a commercially un- 
reasonable disposition of collateral, the 
question arises as to the effect of that dis- 
‘position on the secured party’s right to 
recover the balance of the debt. The 
‘Creditors claim that McClellan Realty’s 
‘commercially unreasonable disposition of 
the collateral gives rise to a presumption 
under Pennsylvania law that the value of 
‘the collateral sold equalled the indebted- 
‘ness secured. The Creditors argue that be- 
‘cause McClellan Realty has produced no 
evidence to rebut this presumption the debt 
secured by the IIT mortgages has been 
extinguished. In support of the above 
argument, the Creditors point to the re- 
cent Pennsylvania Supreme Court decision 
in Savoy v. Beneficial Consumer Discount 
Co., — Pa. —, 468 A. 2d 465 (1983). 


-The Creditors’ reliance on Savoy is mis- 
placed. The Pennsylvania Supreme Court 
held in Savoy that a secured party who sold 
collateral in a commercially unreasonable 
manner must rebut a presumption that the 
value of the collateral sold equalled the 
indebtedness secured. Failure to rebut this 
presumption will bar the secured party from 
obtaining a deficiency judgment against 
the debtor. The issue in this case is 
whether the Savoy presumption would ex- 
tinguish the secured party’s rights in other 
collateral of the debtor in which the secured 
party has a security interest. 


Application of the Savoy presumption t 
this situation would result in depriving 
McClellan Realty, as the successor to IIT, 
of in rem rights against the Raymond Group. 
Despite our past record of somewhat dubi- 
ous oracularity, we predict that the Supreme 
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Court of Pennsylvania will not apply the 
Savoy presumption to extinguish security 
interests in other collateral of the debtor. 
See First Pennsylvania Bank, N. A., v. Lan- 
caster County Tax Claim Bureau, et al., — 
Pa. —, 470 A. 2d 938 (1983). We will there- 
fore deny the Creditors’ request that this 
Court conclude that the debt secured by 
the IIT mortgages was extinguished because 
of McClellan Realty’s unreasonable fore- 
closure sales of Raymond Colliery’s assets. 


2. McClellan Realty’s Claim for Protec- 
tion of Its Mortgages Against the Creditors. 


The Creditors argue that they are entitled 
under section 359(1) of the Pennsylvania 
Fraudulent Conveyance Act to set aside the 
IIT mortgages to the extent necessary to 
satisfy their claims. Section 359 of the Act 
provides as follows: 


(1) Where a conveyance or obligation 
is fraudulent as to a creditor, such credi- 
tor, when his claim has matured, may, 
as against any person except a purchaser 
for fair consideration without knowledge 
of the fraud at the time of the purchase, 
or one who has derived title immediately 
or mediately from such a purchaser: 


(a) Have the conveyance set aside or 
obligation annulled to the extent neces- 
sary to satisfy his claim; or 


(b) Disregard the conveyance, and at- 
tach or levy execution upon the property 
conveyed. 

(2) A purchaser who, without actual 
fraudulent intent, has given less than a 
fair consideration for the conveyance or 
obligation may retain the property or 
obligation as security for repayment. 


39 Pa. Stat. §§ 359(1), (2). 


McClellan Realty argues that in the par- 
ticular complex posture of this litigation it 
is entitled to a lien position ahead of the 
Creditors with respect to all or a portion of 
the IIT mortgages. 


McClellan Realty first argues that the 
Creditors are not entitled to have the IIT 
mortgages set aside under § 359(1) to the 
“extent necessary to satisfy [their] claims” 
but are limited to a recovery equal to the 
amount of diminution of the assets of the 
Raymond Group caused by the November 
26, 1973 fraudulent conveyances. Newman v. 
First National Bank of East Rutherford, 76 
F. 2d 347, 350 (3d Cir. 1935). See In re 
MortgageAmerica Corp., 714 F. 2d 1266, 1272 
(5th Cir. 1983); Damazo v. Wahby, 269 Md. 
252, 305 A. 2d 138, 142 (1973). McClellan 
Realty notes that the Court determined that 
the IIT mortgages were fraudulent convey- 
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ances partly because $4,085,500 of the IIT 
loan proceeds were wrongfully funnelled 
through the Raymond Group to the selling 
shareholders in payment of the purchase 
price of Raymond Colliery’s stock. McClel- 
lan Realty claims that a return of $4,085,500 
to the Raymond Group would cure any 
injury to the Creditors caused by the 
November 26, 1973 fraudulent conveyances. 
It further claims that more than $4,085,500 
has already been returned to the Raymond 
Group as a result of the $6,100,000 received 
by the Creditors and the Commonwealth 
under the terms of the settlement agree- 
ments with the Cleveland and Gillen 
Defendants. 


The payment of the $6,100,000 has not 
placed the Creditors in the same or similar 
position which they held with respect to 
the Raymond Group prior to the November 
26, 1973 fraudulent IIT mortgages transaction. 
Since November 26, 1973, the Raymond 
Group paid $4,589,640 on the fraudulent 
IIT mortgages. Also since November 26, 
1973, the amount owed by the Raymond 
Group on the mortgages has greatly in- 
creased because of the very substantial 
interest charges provided for in the Note 
Purchase and Loan Agreement which are 
claimed by McClellan Realty to be at least 
$11,501,850.89. The Creditors therefore would 
not be placed in the same or similar posi- 
tion which they held with respect to the 
Raymond Group in 1973 merely by replac- 
ing the $4,085,500 of IIT loan proceeds that 
were misused on November 26, 1973. 


We also disagree with McClellan Realty’s 
argument that the settlement monies paid 
to the Creditors and the Commonwealth by 
the Gillen and Cleveland Defendants should 
be deducted from the recovery to which 
the Creditors are entitled from McClellan 
Realty. The Creditors have claimed in this 
litigation that the Gillen and Cleveland 
Defendants are liable for sales of Raymond 
Group assets made after November 26, 1973 
to satisfy the Raymond Group’s debt’ to 
IIT and others. There is no basis for this 
Court to apply the $6,100,000 paid by the 
Gillens and Clevelands to particular injuries 
suffered by the Creditors as the result of 
the fraudulent conveyances. Moreover, the 
settlement agreements provided that the 
monies paid.were also in settlement of other 
lawsuits by the Creditors and the Common- 
wealth against the Gillens and Clevelands. 
There is no basis on the present record for 
a conclusion by this Court that the $6,100,000 
paid by the Gillens and Clevelands pursuant 
to the settlement agreements was intended 
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solely to compensate the Creditors and the 
Commonwealth for damages flowing from 
the Gillens’ and Clevelands’ acceptance of 
the IIT loan proceeds on November 26, 
1973. 


McClellan Realty further argues that the 
mortgages are entitled to protection under 
§ 359(2) of the Act by reason of the pay- 
ment of $4,047,786.00 by Pagnotti Enter- 
prises to IIT for the assignment of the 
mortgage to McClellan Realty. Section 
359(2) of the Pennsylvania Fraudulent Con- 
veyance Act permits a purchaser to retain a 
fraudulently conveyed property or obligation 
as security for repayment where such a pur- 
chaser (1) is without actual fraudulent intent 
and (2) has given less than a fair consider- 
ation for the conveyance or obligation. 39 
Pa. Stat. §359(2). McClellan Realty does 
not fit within the literal meaning of the 
words of the statute. 


Section 359(2) has no application to 
McClellan Realty because although this 
Court found that Pagnotti Enterprises was 
without actual fraudulent intent, Gleneagles 
IT, 571 F. Supp. at 957, we did not find that 
Pagnotti Enterprises gave “less than a fair 
consideration” for the IIT mortgages. 39 
Pa. Stat. §359(2). Under the Act, “fair 
consideration” is defined. Fair consideration 
is given for a property or obligation 
“Twl]hen, in exchange for such property or 
obligation, as a fair equivalent therefor and 
in good faith, property is conveyed. .. .” 
390" Par’ Stat, $353(ayt In Gleneagles IT, this 
Court concluded that while Pagnotti Enter- 
prises paid a fair equivalent for the IIT 
mortgages it did not do so in good faith. 
We concluded that Pagnotti Enterprises 
either knew or should have known that the 
November 26, 1973 transaction rendered the 
Raymond Group insolvent and with insuffi- 
cient working capital. We also concluded 
that Pagnotti Enterprises knew or should 
have known that the IIT mortgages were 
not supported by fair consideration because 
of the simultaneous diversion of the $4,085,500. 
571 F. Supp. at 958. While the decision of 
the Court in Gleneagles II rested on our 
determination that Pagnotti Enterprises 
should have known of the fraudulent nature 
of the mortgages, we seriously questioned 
Pagnotti Enterprises’ assertion that it did 
not have actual knowledge of the fraudulent 
nature of the mortgages. The Court con- 
cluded that at least one official of Pagnotti 
Enterprises knew more about the IIT mort- 
gages transaction than he admitted on the 
stand. The findings of the Court relating 
to Pagnotti Enterprises’ actual and imputed 
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knowledge of the fraudulent nature of the 
IIT mortgages prevent any finding that 
Pagnotti Enterprises purchased the JIT 
mortgages in good faith. Cohen v. Souther- 
land, 257 F. 2d 737, 742 (2d Cir. 1958); 
Epstein v. Goldstein, 107 F. 2d 755, 757 (2d 
Cir. 1939); Gleneagles I, 565 F. Supp. at 574. 


This Court acts as a court of equity when 
determining the relief appropriate under 
the Pennsylvania Uniform Fraudulent Con- 
veyance Act and in cases such at this one 
brought under § 7403 of the Internal Reve- 
nue Code, 26 U. S. C. § 7403. United States 
v. Overman [70-1 ustc 7 9342], 424 F. 2d 
1142, 1146 (9th Cir. 1970); Greater Valley 
Terminal Corp v. Goodman, 415 Pa. 1, 202 
A. 2d 89 (1964). 


McClellan asks protection of the IIT 
mortgages to the extent that McClellan 
Realty paid consideration to IIT. We have 
examined the case law cited by McClellan 
Realty and have found no support for the 
proposition that a purchaser such as McClel- 
lan Realty who is not entitled to protection 
of its position under § 359(1) or (2) may 
nonetheless be awarded an equitable lien 
for consideration paid to his transferor. See 
Peoples Savings & Dime Bank & Trust Co., 
v. Scott, 303 Pa. 294, 298, 154 A. 489, 490 
(1931). 


McClellan Realty also requests propor- 
tional protection of its mortgages based 
upon the extent that the IIT loan proceeds 
initially benefitted the Raymond Group. 
McClellan Realty claims this Court found 
in Gleneagles I, 565 F. Supp. at 570, that 
$2,914,500 or 41.64% of the IIT loan pro- 
ceeds went to the benefit of the Raymond 
Group and that thus it is entitled to pro- 
tection of 41.64% of each direct mortgage 
executed by a member of the Raymond 
Group. 


McClellan Realty’s argument rests on the 
incorrect assumption that some portions of 
the IIT mortgages are valid as against the 
Creditors. In Gleneagles I, 565 F. Supp. at 
580, 586, this Court found that IIT and 
Durkin engaged in an intentionally fraudu- 
lent transaction on November 26, 1973. The 
IIT mortgages are therefore invalid in 
their entirety as to creditors. Iscovitz v. 
Filderman, 334 Pa. 585, 6 A. 2d 270 (1939). 
McClellan Realty asserts that because it 
was not found to have purchased the IIT 
mortgages with actual or imputed knowl- 
edge that the mortgages were intentionally 
fraudulent conveyances, the mortgages 
should be treated as merely constructively 
fraudulent conveyances in the hands of 
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McClellan Realty and that the mortgages 
should be upheld proportionately to the 
extent that the proceeds thereof were used 
to benefit the Raymond Group. See e.g., 
Taylor v. Kaufhold, 379 Pa. 191, 108 A. 2d 
713 (1954); Peoples Savings & Dime Bank 
& Trust Co. v. Scott, 303 Pa. at 298, 154 A. 
at 490. 


We find no authority for this position. 
Unless the subtransferee of a fraudulent 
conveyance purchases in good faith as set 
forth in 39 Pa. Stat. § 359(1), it stands in 
the shoes of its assignor. In Re Trans- 
United Industries, Inc., 351 F. 2d 605 (2d 
Cir. 1965) ; Davis v. Hudson Trust, 28 F. 2d 
740 (3rd Cir. 1928); United States v. West, 
299 F. Supp. 661 (D. Del. 1969); In Re 
Brueck and Wilson Co., 285 F. 69 (S. D.N. Y. 
1919); BV Commercial Securities Co., 156 
S. W. 2d 338 (1941). McClellan was not a 
purchaser for fair consideration without 
knowledge or notice of the fraud for the 
reasons previously given and holds the mort- 
gages subject to the claims of the Creditors. 


In addition, fraudulent liens previously 
sold are reduced for amounts which have 
already been paid on the liens. In Re 
Peoria Braumeister Co., 138 F. 2d 520, 523 
(7th Cir. 1943). $4,589,640 was paid on the 
mortgages by the, Raymond Group before 
the mortgages were assigned to McClellan 
Realty. Thus, even assuming that a valid 
portion of the IIT mortgages originally 
existed, that portion was extinguished by 
the payments on the debt in excess of that 
portion made by the mortgagors before the 
assignment of the IIT mortgages. 


Finally, if there were any need to bal- 
ance the equities in this case as between 
McClellan Realty and the Creditors, the 
equities clearly favor the Creditors. As 
this Court noted in Gleneagles II, we ques- 
tioned Pagnotti Enterprises’ assertion that 
it did not have actual knowledge of matters 
which would have caused it to conclude 
that the IIT mortgages were fraudulent 
conveyances within the meaning of §§ 354 
and 355 of the Pennsylvania Fraudulent 
Conveyance Act. We also concluded that 
Pagnotti Enterprises was clearly on notice 
as to numerous facts which if reasonably 
investigated would have led Pagnotti En- 
terprises to conclude that the mortgages 
were fraudulent conveyances. Assuming 
that Pagnotti Enterprises was aware of 
the fraudulent nature of the JIT mortgages 
when it purchased them, it clearly would 
be inequitable to protect McClellan Realty’s 
position as against the Creditors. Even if 
Pagnotti Enterprises were merely on notice 
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as to the fraudulent nature of the IIT mort- 
gages, it would likewise be inequitable to 
favor McClellan Realty’s position over that 
of the Creditors who were not on notice 
of the fraudulent nature of the mortgages 
and who could not protect themselves. Un- 
like the Creditors, Pagnotti Enterprises 
could have avoided its present predicament 
if it had exercised ordinary prudence. 


Moreover, equity will not act to protect 
a party who has unclean hands. As dis- 
cussed in detail in Gleneagles II, Pagnotti 
Enterprises participated in the November 
26, 1973 transaction to some extent. 571 F. 
Supp. at 955-56. It also acted in bad faith 
vis a vis the Creditors after its purchase of 
the IIT mortgages. 


Tabor Court Realty is a subsidiary of 
Loree Associates. McClellan Realty is a 
subsidiary of Pagnotti Enterprises. Pag- 
notti Enterprises and Loree Associates are 
both owned by the Pagnotti, Tedesco, and 
Ventre families. In the transactions at is- 
sue Loree Associates and Pagnotti Enter- 
prises were joint venturers. 


On October 6, 1978, the stock of Ray- 
mond Colliery was foreclosed upon by Mc- 
Clellan Realty and sold for $1.00 to Joseph 
Solfanelli as Trustee for Pagnotti Enter- 
prises. Thus, by October 6, 1978, related 
entities owned the stock of Raymond Col- 
liery, the IIT mortgages, and thought they 
owned the land of Raymond Colliery al- 
though they did not own the land because 
both of the 1976 and 1980 tax sales were 
invalid. During this period of common 
Ownership, no monies were paid on the 
IIT mortgages. 


The aggregate balances of the mortgages 
are claimed by McClellan Realty to have 
increased by reason of interest accruals 
from $5,817,475.69 on January 22, 1977 to 
$17,319,326.58 on October 31, 1983. Despite 
the default on the IIT mortgages, McClel- 
lan Realty never foreclosed on the lands of 
Raymond Colliery. 


Also during this period of common own- 
ership, because no real estate taxes were 
paid on the lands of Raymond Colliery by 
Tabor Court or any other entity Lacka- 
wanna County again listed the lands of 
Raymond Colliery for tax sale in 1980. At 
the 1980 tax sale, Joseph Solfanelli, on be- 
half of Gleneagles purchased the Raymond 
Colliery lands. Mr. Solfanelli was acting on 


behalf of James Tedesco, a principal of both 


Loree Associates | and Pagnotti Enterprises 
at the 1980 tax sale. 
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The decision by Pagnotti Enterprises, 
McClellan Realty, Tabor Court, Loree As- 
sociates and Gleneagles (hereinafter col- 
lectively called the Pagnotti Defendants) 
not to pay the real estate taxes on the lands 
of Raymond Colliery and instead simply 
to’ repurchase them at approximately the 
upset bid price at the 1980 tax sale was 
part of a scheme to divest the substantial 
liens on the lands. 


The decision not to foreclose on the IIT 
mortgages on the lands of Raymond Col- 
liery was also part of a plan to discourage 
Raymond Colliery’s other creditors from 
seeking to foreclose on their liens. With 
the exception of certain county and other 
municipal liens and the Commonwealth 
liens, the IIT mortgages appeared to be 
the first liens on all the lands of Raymond 
Colliery. As the IIT mortgages increased 
in amount, the chances of a junior lienor 
foreclosing on the lands of Raymond Col- 
liery decreased. In addition, the Pagnotti 
Defendants may have been attempting to 
achieve a highly favorable position in the 
Blue Coal and Glen Nan bankruptcy pro- 
ceedings, As part of the November 26, 1973 
transaction, Blue Coal and Glen Nan exe- 
cuted guarantee mortgages for the entire 
IIT mortgage debt. Thus, by declining to 
foreclose on the lands of Raymond Colliery 
and permitting the debt secured by the IIT 
mortgages to increase, Pagnotti Enterprises 
could have claimed the bulk of the pro- 
ceeds from the liquidation of Blue Coal and 
Glen Nan’s assets. 


During the trial in this case, James 
Tedesco testified that the reason McClellan 
Realty failed to foreclose on the IIT mort- 
gages against the assets of Raymond Col- 
liery was that an attorney for a third party 
stated to him that if an attempt to foreclose 
on the mortgages were made, that attorney 
would file a bankruptcy petition against 
Raymond Colliery. Assuming that this 
threat was in fact made, we find it ex- 
tremely difficult to believe that it would 
have brought about the decision by McClel- 
lan Realty not to foreclose on the mort- 
gages. After the 1976 tax sale, Raymond 
Colliery was purportedly stripped of its 
most valuable asset, 7.e., its land. Hence, 


the filing against Raymond Colliery of a 


petition in bankruptcy long after the 1976 
tax sale at which the lands of Raymond 
Colliery were purportedly sold to Tabor 
Court would have had little or no effect on 
McClellan | Realty’s ability to. foreclose on 
its mortgages encumbering the lands. 
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In short, in light of the behavior of the 
Pagnotti Defendants after their purchase 
of the IIT mortgages, McClellan Realty is 
not entitled to an equitable lien represent- 
ing any portion of the IIT mortgages. 


3. The Pagnotti Defendants’ Lien for 
Taxes Paid on Behalf of Raymond Colliery. 


Beginning in 1976, various payments were 
made by the Pagnotti Defendants on ac- 
count of Raymond Colliery’s delinquent 
taxes. Some of these payments were made 
as bids on the lands of Raymond Colliery 
at the Lackawanna County tax sales. The 
prices paid by the Pagnotti Defendants had 
the effect of paying delinquent realty taxes 
owed by Raymond Colliery and discharging 
liens for those taxes from the lands of 
Raymond Colliery. The Pagnotti Defend- 
ants seek first liens on the lands of Ray- 
mond Colliery for such payments. 


These tax payments are as follows: 


A. Payments by L. Robert Lieb. 
Payment of Commonwealth 
Taxes (Finding of Fact 418, 
SUDA) MALTS eB NS a oe ae $ 44,368.74 
Payment of pre-1974 Lackawan- 
na County real estate taxes 
(Gleneagles II, 571 F. Supp. at 
947 (Finding of Fact 166)) ..... 
Payment of pre-1974 City of 
Scranton Taxes (Finding of Fact 
A GEE SU DT) ai tere eats aisle sas OR ie te 


B. Payments by Tabor Court 
Bid at 1976 tax sale (Gleneagles 
II, 571 F. Supp. at 948 (Finding 
of ‘Fact. 190) tinct. 4 doruc hese: $385,000.00 
Less refunds for overpayments 
and duplicate payments in bid 
at 1976 tax sale (Gleneagles II, 
571 F. Supp. at 949 (Findings of 
Fact 202, 203, 204 and 205)).... 


C. Payment by McClellan Realty 
Payment of City of Scranton 
1974, 1975, and 1976 delinquent 
real estate taxes (Finding of 
MACt 420 SUNTE) aw ieee «een. = $ 23,179.36 


D. Payment of Gleneagles 

Bid of Gleneagles at 1980 tax 

sale (Finding of Fact 445, supra) 

MeN Sab iad loth ecaiyeens b Sayertekes peee: $629,225.43 

Raymond Colliery’s Commonwealth and 
pre-1974 real estate taxes were first liens 
on the lands of Raymond Colliery and were 
paid by L. Robert Lieb when the Pagnotti 
Defendants were neither owners of the land 
nor owners of the IIT mortgages. Because 
of this Court’s conclusion in Gleneagles II 
that the 1976 tax sale was invalid, the 1976 


447,786.13 


11,122.25 


(38,937.00) 


Tabor Court bid on the lands of Raymond 
Colliery was tantamount to a payment of 


Raymond Colliery’s real estate taxes and 


likewise was also a payment made before 


the Pagnotti Defendants owned the lands 


of Raymond Colliery or the IIT mortgages. — 


e. 


1985 Standard Federal Tax Reports 


PA 


These tax payments discharged liens on 
the lands of Raymond Colliery which were 
ahead of those claimed by the United 
States. Equitably, the Pagnotti Defendants 
should now receive a lien position reflect- 
ing these tax payments ahead of the lien 
position accorded the United States. Lilce- 
wise, because the above tax payments by 
the Pagnotti Defendants discharged liens 
ahead of the liens claimed in this litigation 
by the various counties and other munici- 
palities, the Pagnotti Defendants should 
receive liens reflecting the tax payments 
ahead of those lienors. 


The 1974, 1975, and 1976 taxes due the 
City of Scranton were not paid by the 
Pagnotti Defendants until April, 1977 be- 
cause the City of Scranton taxing person- 
nel were unable or unwilling to calculate 
the amounts owed by Raymond Colliery 
for those years before the 1976 tax sale. 
However, the Pagnotti Defendants at- 
tempted to pay the 1974, 1975, and 1976 
City of Scranton taxes as part of Tabor 
Court’s bid at the 1976 tax sale. In our 
view, the April, 1977 payment to the City 
of Scranton should be treated in the same 
manner as the 1976 tax sale bid. The 
Pagnotti Defendants will therefore also be 
awarded a lien ahead of the United States 
and the counties and other municipalities 
for the 1974, 1975 and 1976 taxes paid to 
the City of Scranton. 


On October 6, 1978 Joseph Solfanelli on 
behalf of the Pagnotti Defendants bought 
in the Raymond Colliery stock for $1.00 
and became President of the corporation. 
Thereafter, the Pagnotti Defendants as of- 
ficers, directors, and stockholders of Ray- 
mond Colliery, had an obligation to pay 
current taxes on the lands of the corpora- 
tion and to treat the creditors of Raymond 
Colliery fairly. However, they attempted 
to run the lands through the tax sale in 
1980 and purchase the lands through an- 
other Pagnotti corporation in order to divest 
liens of the Creditors, particularly the 
United States. Balancing the equities we 
decline to award the Pagnotti Defendants 
liens ahead of those claimed by the United 
States and the county and other munici- 
palities for the taxes paid at the 1980 tax 
sale but will postpone that lien to a posi- 


‘tion which is immediately ahead of the 


mortgages themselves. 


‘It is appropriate to make several observa- 
tions regarding the equitable liens this Court 


will award the Pagnotti Defendants. First, 
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it should be noted that McClellan Realty is 
the Pagnotti Defendant entitled to liens 
reflecting the December 16, 1976 tax pay- 
ments by L. Robert Lieb. These payments 
were made from the escrow account created 
by IIT and Pagnotti Enterprises prior to 
the assignment of the IIT mortgages to 
McClellan Realty. Pagnotti Enterprises re- 
imbursed IIT for its contribution to the 
escrow account and the December 16, 1976 
payments were added to the balance of the 
IIT mortgages assigned to McClellan 
Realty. 


Second, the December 16, 1976 tax pay- 
ments by L. Robert Lieb and the April, 
1977 payment to the City of Scranton by 
McClellan Realty for delinquent 1974, 1975, 
and 1976 real estate taxes were added to 
the balance of the IIT mortgages. How- 
ever, because the mortgages were fraudulent 
as to creditors, we decline to award equita- 
ble liens reflecting these payments with 
interest at the rate provided for in the IIT 
mortgages and as blanket liens on the as- 
sets of Raymond Colliery. Recovery of 
these payments at the statutory interest 
rate and from the proceeds of the sales of 
the particular parcels against which the 
taxes were liens is fair to McClellan Realty. 


Third, all of the above tax payments 
by the Pagnotti Defendants are listed in 
aggregate amounts. With the exception of 
the December 16, 1976 payment for Com- 
monwealth taxes, the Pagnotti Defendants 
must still produce evidence as to all tax 
payments proving to which parcels the 
tax payments related and the amounts of 
the liens on each such parcel. Because 
Commonwealth taxes were liens on all 
parcels of Raymond Colliery property, 72 
Pa. Stat. § 1401, the equitable lien accorded 
McClellan Realty for payment of those 
taxes will be an equitable lien against all 
parcels of Raymond Colliery land generally. 


B. The Order of Liens on the Lands of 
Raymond Colliery. 


The jurisdiction of this Court was in- 
voked under 26 U. S. C. § 7403 which per- 
mits the United States to bring a civil 
action in federal court to enforce federal 
‘Section 7403(c) provides as 
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decree a sale of such property, by the 
proper officer of the court, and a dis- 
tribution of the proceeds of such sale 
according to the findings of the court 
in respect to the interests of the parties 
and of the United States. ... 


26 U.S. C. § 7403(c). 


~The following entities possess liens against 
the lands of Raymond Colliery: the United 
States, the Commonwealth of Pennsylvania, 
McClellan Realty, Lackawanna County, the 
Borough of Olyphant, the Scranton Sewer 
Authority, the Lackawanna River Basin 
Sewer Authority, the Borough of Taylor, 
and the Estate of William R. Henkelman. 
The principal amounts of the liens claimed 
by the above entities to the extent the 
Court was able to ascertain such amounts 
are set forth in the Findings of Fact. 


Federal law determines the priority of 
a federal tax lien. Aquilino v. United States 
[60-2 ustc J 9538], 363 U. S. 509 (1960). 
Except as provided in 26 U. S. C. § 6323, 
the federal rule of priority is first in time, 
first in right. United States v. City of New 
Britain [54-1 usrc $9191], 347 U. S. 81 
(1954). A federal tax lien arises as of the 
date the tax is assessed... 26 U. S. C. 
§ 6323(b)(6) provides that “super-priori- 
ties” are to be given to certain county and 
other municipal tax liens notwithstanding 
that such liens may have arisen after the 
federal tax lien. Thus, under federal law 
the county and other municipal liens en- 
cumbering the lands of Raymond Colliery 
are entitled to priority over the federal tax 
liens. 


State law determines the priority of 
liens among non-federal lienors. Pennsyl- 
vania law provides that the Commonwealth’s 
tax liens are a first lien on all of its tax- 
payers’ real and personal property. 72 Pa. 
Stat. § 1401. Delinquent county real estate 
taxes and municipal claims, including sewer, 
paving and demolition liens, follow Com- 
monwealth liens in that order. 


There is, therefore, a conflict between 
the rules of priority established by federal 
and state law with respect to the lien 
positions to be accorded the liens of the 
Commonwealth, the county and the other 


_ municipalities giving rise to a so-called 
“circular priority” problem. When circular 


rity problems surface, federal Jaw and 
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vania law provides a priority for Com- 
monwealth taxes superior to that provided 
to county and other municipal claims, the 
Commonwealth may take advantage of the 
federal “super-priorities” accorded county 
and other municipal liens in 26 U. S. C. 
. § 6323. This entitles the Commonwealth 
to priority over federal tax liens as pro- 
vided by 26 U. S. C. § 6323 in the amount 
of the appropriate municipal liens. The 
county and other municipal liens then re- 
ceive a position following the lien positions 


Lienor 
1. McClellan Realty 


2. McClellan Realty* 
3. Tabor Court* 
4. McClellan Realty* 


5. Commonwealth* 


6. United States 


7. Commonwealth 


8. United States 


9. Commonwealth 


10. Lackawanna County* 


11. Scranton Sewer Authority* 
12. Borough of Olyphant* 


13. Lackawanna River Basin Sewer Au- 
thority* 


14. Borough of Taylor* 
15. Gleneagles* 


16. McClellan Realty 
17. Estate of William R. Henkelman 
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accorded the claims of the United States 
and the Commonwealth. 


The following chart indicates the order 
of priority of liens on the lands of Ray- 
mond Colliery. Those lienors marked with 
an asterisk hold liens as described at the 
right of the asterisk encumbering particular 
parcels of Raymond Colliery land. The 
lienors not marked with an asterisk hold 
liens as described at the right of the 
asterisk on all of the lands of Raymond 
Colliery. 


Description. 

Payment of Commonwealth taxes by L. 
Robert Lieb. (Finding of Fact 418, supra.) 
Payment of Lackawanna County and City 
of Scranton taxes by L. Robert Lieb (Glen- 
eagles II, Finding of Fact 166 and Finding of 
Fact 419, supra.) 

Upset bid paid at 1976 Lackawanna County 
tax sale minus refunds. (Gleneagles II. 
Findings of Fact 190, 202 and 203.) 
Payment to City of Scranton of delinquent 


1974, 1975 and 1976 real estate taxes. (Find- 


ing of Fact 420, supra.) 

Municipal and county lien positions assumed 
by the Commonwealth pursuant to 26 U. S. C. 
§ 6323(b). 

Federal taxes assessed 9/17/73. (Findings 
of Fact 456 and 457, supra.) 

Commonwealth tax liens filed between 
4/13/76 and 1/27/77. (Findings of Fact 
448, supra.) 

Federal taxes assessed between 4/3/79 and 
4/22/81. (Findings of Fact 455, 459, supra.) 
Tax liens filed 6/11/82 and 7/12/83. (Find- 
ings of Fact 447 and 449, supra). 

NOTE: These liens will be reduced at the 
time of distribution for amounts recovered 
by the Commonwealth pursuant to its priority 
position under 26 U. S. C. § 6323(b). 
County, school and borough taxes for 1981 
and 1982. (See Finding of Fact 465, supra.) 
Sewer liens assessed between 9/27/69 and 
12/29/72. (Findings of Fact 467 and 468, 
SUpra.) 

Paving liens encumbering 4 parcels of Ray- 
mond Colliery land. (See Finding of Fact 
471, supra.) 

Sewer liens assessed. (Finding of Fact 473, 
Supra.) 

Demolition lien encumbering one parcel of 
Raymond Colliery’s land filed December 15, 
1976. (Finding of Fact 476, supra.) 

Tax payments made in connection with the 
1980 Lackawanna County Tax sale. (Find- 
ings of Fact 445, supra.) 

IIT Mortgage (See Finding of Fact 462, 
Supra. ) 

Arbitrators award. (Finding of Fact 478, 
supra.) 
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This Court was unable to ascertain the 
principal amounts of certain liens including 
the “super-priority” liens of the Common- 
wealth, the Scranton Sewer Authority liens 
and the IIT mortgages. The Court could 
not calculate the amount of the super- 
priority liens of the Commonwealth because 
it could not determine the principal amount 
of the liens claimed by the Scranton Sewer 
Authority. This is based on the fact that no 
documentation was filed with respect to the 
Scranton Sewer Authority lien claimed 
against the tract at 326-328 Charles Street, 
Scranton. Furthermore, the Court could 
not determine with accuracy the Scranton 
Sewer Authority’s original assessments, the 
amounts paid thereon, and the interest cal- 
culations. Lastly, the computation by the 
Scranton Sewer Authority of the aggregate 
amount of its liens contained an arithmetical 
reversal and is incorrect. 


The Court could not ascertain the princi- 
pal amount owing on the IIT mortgage 
against the lands of Raymond Colliery 
because although we have the interest 
charged on the IIT mortgages from Jan- 
uary 26, 1977, the date McClellan acquired 
the mortgages, we are unable to ascertain 
with assurance the principal amount owed 
on the mortgage as of that date. Finally, 
the Borough of Olyphant has not provided 
evidence as to which parcels of Raymond 
Colliery lands its liens encumber. Hence, 
no final order respecting the amounts of 
liens on the lands of Raymond Colliery 
can be entered at this time. The Court 
will order the parties to attempt in good 
faith to agree upon a form of decree con- 
sonant with this opinion listing the priority 
of liens, the original principal amount of 
each lien, the date the principal accrued, 
the date the lien attached, the dates and 
amounts of any principal payments any 
applicable penalties, the interest rate appli- 
cable to the lien if other than 6%, the total 
interest to April 30, 1984, any record costs 
relating to the liens, the tract or tracts 
encumbered if less than all of the lands of 
Raymond Colliery, and the combined prin- 
cipal and interest owned on each lienor’s 
claim as of April 30, 1984 in gross, if all 
the land are subject to the liens, or par- 
ticularized as to tract or tracts encumbered 
if less than all of the lands of Raymond 
Colliery are so encumbered. 


The Commonwealth has suggested that 


in the event insufficient proceeds are real- 


ized from the sale of Raymond Colliery’s 
land this Court s! 1ould apply the doctrine 
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of marshalling of assets to the satisfaction 
by the creditors of their liens. The doc- 
trine of marshalling of assets requires that 
where one creditor has two funds or 
sources from which to seek payment and 
another creditor has only one, the creditor 
with two sources must first proceed against 
the source which the other creditor can- 
not reach. Sowell v. Federal Reserve 
Bank, 268 U. S. 449, 456 (1925). Certain 
of Raymond Colliery’s creditors, in partic- 
ular the United States, have two or more 
funds from which they can satisfy their 
liens. In our view, it is premature to reach 
the question of whether the doctrine of 
marshalling should be applied in this case. 


C. Punitive Damages. The Trustee in 
Bankruptcy seeks punitive damages against 
McClellan Realty in his cross-claim and 
argues that McClellan Realty should be 
assessed punitive damages for its failure to 
investigate the use made of the IIT loan 
proceeds. 


Under Pennsylvania law punitive dam- 
ages may not be awarded against a party 
unless that party has been found liable for 
actual damages. Hilbert v. Roth, 35 Pa. 270, 
276 (1959). Because no compensatory 
damages have been claimed or will be 
assessed against McClellan Realty, the 
Trustee’s claim for punitive damages against 
McClellan Realty is without merit. In addi- 
tion, McClellan Realty’s conduct in this 
case has not been shown to be sufficiently 
wanton, reckless or outrageous so as to 
justify an award of punitive damages. 


IV. Conclusions of Law. 


1-13. The conclusions of law in Glen- 
eagles I are incorporated herein by reference. 

14-17. The conclusions of law in Glen- 
eagles II are incorporated herein by reference. 

18. Officers and agents of the Pagnotti 
Defendants who were also agents and con- 
trolling stockholders of Raymond Colliery 
breached their duty to the creditors of 
Raymond Colliery to act in good faith with 
respect to such creditors in connection with 
the Lackawanna County 1980 tax sale. 


19. The United States is entitled to have 


the IIT direct mortgage on the lands of 


Raymond Colliery set aside to the extent 
of the claims of the United States. 

- 20. The Trustee is entitled to have the 
IIT direct mortgages on the lands of Blue 
Coal and Glen Nan set aside to the extent 
of the Trustee’s claims. — 
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21. The tax liens held by the Common- 
wealth of Pennsylvania reflecting unpaid 
corporate taxes owed by Raymond Colliery 
for fiscal years ending June 30, 1969 through 
June 30, 1980 are entitled to priority on 
the lands of Raymond Colliery over the 
IIT mortgages. 


22. McClellan Realty is entitled to a lien 
in the principal amount of $44,368.74 against 
the lands of Raymond Colliery with respect 
to which Commonwealth taxes were paid 
by L. Robert Lieb on December 16, 1976. 


23. McClellan Realty is entitled to liens in 
the aggregate principal amount of $458,908.38 
on the parcels of Raymond Colliery’s land 
with respect to which pre-1974 Lackawanna 
County real estate taxes were paid by L. 
Robert Lieb on December 16, 1976. 


24. Tabor Court is entitled to liens in 
the aggregate principal amount of $346,063.00 
on the parcels of Raymond with respect to 
which Lackawanna County real estate taxes 
were paid by virtue of Tabor Court’s 1976 
bid on the lands of Raymond Colliery. 


25. McClellan Realty is entitled to liens in 
the aggregate principal amount of $23,179.36 
on the parcels with respect to which City 
of Scranton 1974, 1975 and 1976 real estate 
taxes were paid. 


26. The United States is entitled to liens 
on the lands of Raymond Colliery reflect- 
ing unpaid federal income taxes assessed 
against Raymond Colliery and its subsidi- 
aries for fiscal years ending June 30, 1966 
through June 30, 1969 and June 30, 1971 
through June 30, 1973. 


27. The United States is entitled to a 
lien on the lands of Raymond Colliery re- 
flecting unpaid federal income taxes as- 
sessed against Great American and its 
subsidiaires for fiscal year ending June 30, 
1975. 


28. The Commonwealth of Pennsylvania 
is entitled to liens on the lands of Raymond 
Colliery reflecting unpaid corporate taxes 
assessed against Raymond Colliery for fiscal 
years ending June 30, 1969 through June 
30, 1972 and June 30, 1974 through June 
30, 1980. 


29. Lackawanna County is entitled to 
liens on 129 parcels of Raymond Colliery’s 
land reflecting unpaid county, school and 
borough taxes due from Raymond Colliery 
for 1981 and 1982. 


30. The Scranton Sewer Authority is en- 
titled to liens on 35 parcels of Raymond 
Colliery’s lands reflecting unpaid sewer as- 
sessments made between September 27, 
1969 and December 29, 1972. 

31. The Borough of Olyphant is entitled 
to leins on 4 parcels of Raymond Colliery’s 
land reflecting unpaid paving assessments. 


32. The Lackawanna River Basin Sewer 
Authority is entitled to liens on 65 parcels 
of Raymond Colliery’s lands reflecting un- 
paid sewer assessments made on unspecified 
dates against Raymond Colliery and Tabor 
Court. 


33. The Borough of Taylor is entitled to 
a demolition lien on one parcel of Raymond 
Colliery’s land preantepenultimate in posi- 
tion and immediately prior to the Gleneagles” 
lien for tax payments made in connection 
with the 1980 tax sale. 


34. Gleneagles Investment is entitled to: 
liens in the aggregate principal amount of 
$629,225.43 on the parcels with respect to 
which Lackawanna County real estate taxes 
were paid by virtue of Gleneagles bid at 
the 1980 tax sale. 


35. McClellan Realty is entitled to a 
lien against the lands of Raymond Colliery 
for the principal and interest due on the 
IIT direct mortgage executed on Novem- 
ber 26, 1973 by Raymond Colliery. 


36. The Estate of William R. Henkel- 
man is entitled to a lein against the lands 
of Raymond Colliery reflecting the unpaid 
arbitrator’s award entered against Raymond 
Colliery on August 30, 1977. 


37. The foreclosure sales by McClellan 
Realty of Raymond Colliery’s stock and 
other assets held on February 28, 1978 and 
October 6, 1978 were commercially unrea- 
sonable. 


An appropriate order will be entered. 


[7 9332] Water Quality Association Employees’ Benefit Corp., Plaintiff v. United 


States of America, Defendant. 


U. S. District Court, No. Dist. of Ill., East. Div., No. 83 C 6048, 3/28/85. 


[Code Sec. 501] 


Exempt organization: Voluntary employees’ beneficiary association: Insurance bene- 
fits: Geographic limitation—The requirement in Reg. § 1.501(c)(9)-2(a)(1) that when 
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nonunion employees from employers in the same line of business desire to form a volun- 
tary employees’ beneficiary association, the employers must be located in the same 
geographic locale is reasonable and valid. Because such limitation does not apply to all 
VEBAs, it does not add a term otherwise missing in Code Sec. 501(c)(9). Membership 
in a VEBA is defined by reference to an employment-related common bond among 
members and the above limitation is used to distinguish memberships with strong 
employment-related bonds and memberships related by a desire to obtain insurance 
rather than a preexisting employment relation.. Thus, a corporation providing insurance 
benefits to members of a water quality association composed of retailers, distributors, 
suppliers, and manufacturers of water conditioning equipment throughout the United 
States did not qualify as a tax-exempt VEBA because it did not meet the above geo- 
graphic limitation. The government’s motion for summary judgment was granted. Back 


reference: {| 3045.01. 


Peter M. Davis, Robert E. Arroyo, Keck, Mahin & Cate, 233 South Wacker Drive, 
Chicago, Ill. 60606, for plaintiff. Edward J. Moran, Assistant United States Attorney, 
Terri E. Shapiro, Department of Justice, Washington, D. C. 20530, for defendant. 


Memorandum Opinion and Order 


GETZENDANNER, District Judge: This ac- 
tion for a refund of federal taxes, brought 
pursuant to 28 U. S. C. § 1346(a), is before 
the court on the cross-motions for sum- 
mary judgment of plaintiff Water Quality 
Association Employees’ Benefit Corpora- 
tion (“the Corporation”) and defendant 
United States of America. In this action, 
the Corporation claims entitlement to a tax 
refund for taxes paid in 1981 by it and its 
predecessor, the Water Quality Employees’ 
Benefit Trust (“the Trust”). At issue on 
these motions is the validity of Treas. Reg. 
§ 1.501(c)(9)-2(a)(1). Should the regula- 
tion be found valid, full summary judg- 
ment in favor of the government will be 
warranted. If the regulation is found in- 
valid, however, the Corporation will need to 
show other facts before prevailing. Hence, 
the Corporation’s motion for summary 
judgment is in the nature of a motion for 
partial summary judgment. 


Factual Background 


The parties agree to the following facts: 
The Water Quality Association (“WQA”) 
was founded nearly thirty years ago and 
is composed of retailers, distributors, sup- 
pliers, and manufacturers of point-of-use 
water conditioning equipment, such as wa- 
ter softeners. WQA’s members are scat- 


tered throughout the United States. WOQA 


is a trade association exempt from federal in- 
some taxation under 26 U. S. C. § 501 (c) (6). 
inc WOA - preg ts on adel: 


its employees. Consequently, WQOA es- 
tablished the Trust so that its members 
could pool their limited insurance pre- 
miums and thereby decrease the cast of 
insurance while increasing the insurance 
protection for the member employees. An 
insurance company was appointed to un- 
derwrite the joint purchase of group life 
and health insurance as well as disability 
income insurance for WOQA member em- 
ployees and their dependents. The Trust 
itself has never underwritten the insurance 
coverage for trust participants, but rather 
has acted as a conduit, collecting contri- 
butions from WQA member participants 
and paying those contributions to the in- 
surance company as insurance premiums, 
Only WOA members and their employees 
were allowed to participate in the Trust. 


Over the years, the members benefitted 
from the underwriting of such a large and 
homogeneous group. By 1981, over 3,000 
individuals were insured through the pro- 
gram. The Trust paid dividends to par- 
ticipants when the insurance company’s 
claims and expenses were less than antici- 
pated. Additionally, a portion of the in- 
surance refunds were retained by the Trust 
and were used to establish a reserve to pay 
off deficits when they occurred.. axe 


Since theh trust argeement was Tate 
to provide for payments only to trust bene- 
ficiaries and for necessary administrative 
expenses, the Trust applied for a federal 


income tax exemption under 26 U. S. C. 


§ 501(c)(9).2 Section 501(c)(9) allows an 
exemption for a “volunta y employees’ 
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lished to provide certain insurance benefits. 
In 1977, the Internal Revenue Service 
granted the exemption. At that time, the 
exemption for the Trust was well within 
the proposed Treasury Regulation defining 
the scope of VEBAs” On August 1, 
1981, the Trust transferred the insurance plan 
and its assets to the Corporation, which 
operates the insurance program in exactly 
the same manner as did the Trust. 


The Corporation claims that it, like the 
Trust, is entitled to the tax exemption pro- 
vided by §501(c)(9) since, like the Trust, 
it is a “voluntary employees’ beneficiary 
association.” However, on July 17, 1980, 
the proposed regulation discussed above 
was withdrawn and on January 8, 1981, a 
final regulation defining VEBAs was pub- 
lished containing a “same geographic lo- 
cale” limitation that the parties agree 
renders the Corporation ineligible for the 
_ exemption.® 


The principal difference between the 
1969 proposed regulation (in effect for 12 
years) and the 1981 final regulation is the 
requirement that when employees from 
employers in the same line of business de- 
sire to form a VEBA, the employers must 
be located in the “same geographic lo- 
cale.’ The Corporation admits that its 
member employers are not located in the 
same geographic locale. Hence, if the final 
regulation is found valid, full summary 
judgment in the government’s favor would 
be warranted. 


Legal Discussion 


The question before the court, one of 
first impression, is whether Treas. Reg. 
§ 1.501'(c)(9)-2(a)(1) effectuates the con- 
gressional intent of 26 U. S. C. § 501(c) (9). 
The Internal Revenue Commissioner's power 
to prescribe regulation 


is not the power to make law—for no 
such power can be delegated by Congress 


2 Section 1.501(c)(9)-1(b)(1) of the Treasury 
Department’s Proposed Regulations, published 
on January 23, 1969, reads in part as follows: 

An organization described in section 501(c) (9) 
must be composed of individuals who are 
entitled to participate in the association by rea- 
son of their status as employers who are mem- 
bers of a common working unit. The members 
of a common working unit include, for example, 
the employees of a single employer, the em- 
ployees of one industry, or the members of one 
labor union. 

3 Section 1.501(c)(9)-2(a)(1) of the Final 
Treasury Regulations, published on January 7, 
1981, reads in part as follows: 

The membership of an organization described 
in section 501(c)(9) must consist of individuals 
who become entitled to participate by reason 
of their being employees and whose eligibility 
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—but the power to adopt regulations to 
carry into effect the will of Congress as 
expressed by the statute. A regulation 
which does not do this but operates to 
create a rule out of harmony with a 
statute is a mere nullity. 


Manhattan Co. v. Commissioner, 298 U. S. 
129, 134 (1936), quoting, Lynch v. Tilden 
Produce Co., 265 U. S. 315, 320-22 (1924); 
Miller v. United States, 294 U. S. 435, 439-30 
(1935). In Manhattan Co., the Court upheld 
an amendment regulation as effectuating 
the legislative intent, where the original 
regulation was “contrary to the intent of 
the statute.” Jd. at 134. In the present 
case, the court must similarly determine 
whether the “same geographic locale” require- 
ment of Treas. Reg. § 1.501(c) (9)-2(a) (1) 
effectuates the original congressional intent 
of 26 U. S. C. § 501(c)(9), or whether it 
impermissibly exceeds the scope of that 
provision by adding “something which is 
not there.” United States v. Calamaro [57-2 
ustc § 9750], 354 U. S. 351, 359 (1957). 


In determining the validity of a Treas- 
ury Regulation, courts have relied on the 
criteria set forth in National Muffler Dealers 
Association v. Umited States [79-1 ustc 
7 9264], 440 U. S. 472 (1979). See e.g., 
Strick Corp. v. Umited States [83-2 ustc 
{ 16,404], 714 F. 2d 1194, 1197 (3d Cir. 
1983), cert. denied, 104 S. Ct. 2345 (1984); 
Max Sobel Wholesale Liquors v. Commis- 
sioner [80-2 ustc J 9690], 630 F. 2d 670, 
672 (9th Cir. 1980). 


In National Mufflers, the Supreme Court 
considered whether the petitioner was a 
“business league” within the meaning of 
26 U. S. C. §501(c)(6). The National 
Muffler Dealers Association claimed that 
it was a “business league” entitled to tax 
exempt status. Since the term “business 
league” had no common definition outside 
the scope of Treas. Reg. § 1.501(c)(6)-1, 
the Court determined that the Treasury 


for membership is defined by reference to 
Objective standards that constitute an em- 
ployment-related common bond among such 
individuals. Typically, those eligible for 
membership in an organization described in 
Section 501(c)(9) are defined by reference to a 
common employer (or affiliated employers), to 
coverage under one or more collective bargain- 
ing agreements (with respect to benefits pro- 
vided by reason of such agreement(s)), to 
membership in a labor union, or to membership 
in one or more locals of a national or interna- 
tional labor union * * *. In addition, employees 
of one or more employers engaged in the same 
line of business in the same geographic locale 
will be considered to share an employment- 


related bond for purposes of an organization 


through which their employers provide benefits. 
[Emphasis added.] 
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Regulation “if found ‘to implement the 
congressional mandate in some reasonable 
manner’ must be upheld.” National Muffler, 
440 U. S. at 476, quoting, Umted States v. 
Cartwright [73-1 ustc { 12,926], 411 U. S. 
546, 550 (1973). This approach recognizes 
that Congress has delegated to the Secre- 
tary of the Treasury and the Commissioner 
of the IRS, and not to the courts, the task 
of prescribing all rules and regulations for 
enforcing the Internal Revenue Code. 
Among other things, this deference guaran- 
tees that rules are written by “masters of 
the subject” who are responsible for put- 
ting the rules into effect. National Muffier, 
440 U. S. at 477, quoting, Umted States v. 
Moore, 95 U. S. 760, 763 (1878). 


The National Muffler Court made clear 
that the central inquiry in determining the 
validity of a regulation was whether it 
“carrie[d] out the congressional mandate 
in a proper manner.” 440 U. S. at 477. 
In making that determination, the Court 
continued, 


we look to see whether the regulation 
harmonizes with the plain language of 
the statute, its origin, and its purpose. 
A regulation may have particular force 
if it is a substantially contemporaneous 
construction of the statute by those pre- 
sumed to have been aware of congres- 
sional intent. If the regulation dates from 
a later period, the manner in which it 
evolved merits inquiry. Other relevant 
considerations are the length of time the 
regulation has been in effect, the reliance 
placed on it, the consistency of the Com- 
missioner’s interpretation, and the degree 
of scrutiny Congress has devoted to the 
regulation during subsequent re-enact- 
ments of the statute. 


Id. In considering .these factors, courts 
should keep in mind that the Commissioner 
is the one empowered to make choices 
among various reasonable and permissible 
statutory interpretations. Jd. at 488. When 
the Commissioner’s regulation implements 
the congressional intent behind a provision 
in “some reasonable manner,’ courts are 
not at liberty to strike down the regula- 
tion simply because the taxpayer offers 
a more attractive statutory interpretation. 
Rather, Treasury Regulations are normally 
sustained “unless unreasonable and plainly 
inconsistent with the revenue statutes.” 

Commissioner v. South Texas Lumber Co. 
[48-1 ustc 5922], 333 U. S. 496, 501 (1948) 
(cited in United States v. Cartwright, re 
Us sates 7 es 


In National Muffler, the ene ead the 
Treasury Regulation i in question. In reach- 
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ing that conclusion, the Court looked at 
statements submitted in 1913 to the Senate 
Finance Committee, which drafted the stat- 
ute which the regulation sought to interpret. 
Those statements rejected tax-exempt status 
for organizations like the National Muffler 
Association. The Supreme Court noted 
that, while the initial regulation of 1919 
could have included appellant, the 1929 
regulation made clear that it did not fall 
within §501(c)(6). The regulation was 
viewed as reasonable by the Court, as it 
simply looked to other enumerated examples 
of exempt institutions to determine the 
meaning of “business league.” The Court 
referred to the admittedly unexplained change 
in the regulation by noting that 


the change in 1929 incorporated an in- 
terpretation thought necessary to match 
the statute’s construction to the original 
congressional intent. We would be re- 
luctant to adopt the rigid view that an 
agency may not alter its interpretation 
in light of administrative experience. 


440 U. S. at 486. The Court noted further 
that since 1929, the regulation remained 
unchanged, despite several reenactments 


and one amendment of the statute. Jd. 
at 482. 


The National Muffler Court grappled with 
the definition of “business league.’ In the 
present case, the court must consider the 
meaning of “voluntary employees’ beneficiary 
association.” The Supreme Court was. guided 
in its decision by statutory language and 
legislative history that provided a reason- 
able basis for the Commissioner’s regula- 
tion. Here, as is revealed by the discussion 
below, these guides are less clear. More- 
over, neither the proposed nor the final 
regulation can be characterized as a con- 
temporaneous construction entitled to “par- 
ticular force.” 


The statutory provision itself refers simply 
to “voluntary employees’ beneficiary asso- 
ciations.” Alone, the phrase does not sup- 
port any geographical limitation, hence the 
1969 regulation, which defines a § 501(c) (9) 
VEBA as members of a “common working 
unit” such as a “single employer, the-em- 
ployees of one industry, or the members 
of one labor union,” The absence of a geo- 
graphical limitation should be contrasted with 
the inclusion of such a limitation in § 501 
(c)(4) (“local associations of employees”), 
§501(c)(11) (retirement funds of “a purely 
local character”), and § 501(c) (12) (“[b]e- 
nevolent life insurance associations of a 
purely local character”). ‘These provisions 
suggest - that | Neongress ene excluded 
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the geographical limitation in § 501(c)(9). 
However, as is discussed below, the ‘“‘same 
geographical locale’ limitation does not 
apply to all VEBAs and hence does not 
serve to add a term otherwise missing in 


§ 501(c) (9). 


The legislative history of $501(c)(9) is 
ambiguous. The predecessor to § 501(c) (9) 
was enacted in 1928. Revenue Act of 1928, 
§ 103(16), 45 Stat. 814. The court agrees 
with the Corporation that since that passage, 
Congress has acted to liberalize the defini- 
tion of VEBAs. For example, in 1942, 
Congress allowed both employer and em- 
ployee contributions to be counted toward 
satisfying the then-applicable 85% require- 
ment. In 1969, Congress eliminated the 
85% requirement‘ and combined § 501(c) (9) 
and (10). At that time, §501(c)(10) al- 
lowed tax exemptionsto VEBAs consisting 
of officers and employees of the United 
States. Congress recognized that after the 
elimination of the 85% requirement in 
§501(c)(9), not included at any time in 
subsection (c)(10), subsection (c)(10) be- 
came in fact a subset of (c)(9), and the 
two could be combined. S. Rep. No. 522, 
91st Cong., Ist Sess., reprinted in [1969] 
U. S. Code Cong. & Ad. News 2027, at 
2098. These changes do not indicate that 
Congress wanted the most expansive pos- 
sible definition of VEBA. 


The Corporation points out that since 
1969, as discussed above, the proposed regu- 
lation allowed exemptions for VEBAs com- 
posed of “the employees of one industry” 
and the Trust was found exempt there- 
under. Also since 1969, Congress has amended 
§$ 501 ten times, without changing § 501(c) (9) 
or casting doubt on the proposed regula- 
tion. Not until 1981 did the “same geo- 
graphic locale” limitation become law. 


The Corporation argues that congres- 
sional silence over the 12 year existence 
of the proposed regulation impliedly affirms 
that regulation’s validity. However, the 
government points out similar evidence of 
congressional acquiescence in the final regula- 
tion. In the legislative history of the Tax 
Reform Act of 1984, the House Report 
contains a discussion of the current eligibility 
requirements of VEBAs. The discussion 
essentially tracks the present language of 
the final regulation, including the conclu- 
sion that an employment-related bond will 


be found in the case of “employment by 
one or more employers in the same line 
of business in the same geographic locale.” 
H. R. Rep. No. 432, 98th Cong., 2d Sess. 
1285 (1984). The Report providés the 
following example: ‘Under these standards 

., a group of car dealers in the same 
city or other similarly restricted discrete 
geographical locale could form a VEBA 
to provide permissible benefits to their 
employees.” Jd. Neither the Senate nor 
the Conference Report contains a contrary 
statement, and the Conference Report gen- 
erally follows the House Report’s provi- 
sions. H. R. Rep. No. 861, 98th Cong., 
2d Sess. 1154, 1164 (1984). According to 
the government, this discussion of the final 
regulation, while not in the context of 
an amendment or reenactment of § 501(c) (9), 
constitutes an implied approval of the 
Commissioner's method of implementing 


§ 501(c) (9). 


At this point, the court should note that 
even if congressional inaction and statutory 
ambiguity support the proposed regulation, 
that alone would not resolve the question 
of whether the final regulation is invalid. 
The Commissioner is empowered to make 
choices among various permissible regula- 
tions. The National Muffler Court clearly 
pointed out that the Commissioner is held 
to a standard of implementing the statute 
in some reasonable manner. An argument 
that one permissible interpretation is better 
than another is properly directed not to the 
courts, but to the agency itself or to Con- 
gress. Instead, this court must determine 
if the final regulation is consistent with 
congressional intent as expressed in the 
statute, or if it is inconsistent or otherwise 
“unreasonable.” The court finds that it is 
not, and hence the government’s motion 
for summary judgment is granted. 


The final regulation provides that mem- 
bership in a VEBA must be defined by 
reference to an “employment-related com- 
mon bond” among the members. The Cor- 
poration does not contest that a test for 
finding an “employment-related common 
bond” would be an appropriate method for 
determining the existence of a VEBA. The 
court agrees that the finding of an ap- 
propriate bond would provide a reasonable 
method of determining the nature of an 
“employees’ beneficiary association.” In 


4The government denies that this was a 
liberalization because the omission of the 85% 
requirement occurred at the same time as the 
extension to these organizations of the tax 
on unrelated business income. However, it is 
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not disputed that the amendment made VEBA 
status more widely available, although the 
VEBA’s tax burden would increase with its 
unrelated business income. 
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defining the bond, the final regulation pro- 
ceeds by example, noting that a common 
employer or affiliated employers provides 
such a bond. Additionally, coverage under 
a common collective bargaining contract 
or- membership in one or more locals of a 
national or international union provide that 
employment-related bond. Finally, employees 
of one or more employers engaged in the 
same line of business in the same geographic 
locale share a sufficient bond for purposes 
of the VEBA exemption. Superficially, 
these descriptions of bonds sufficient to 
create an employee beneficiary association 
are reasonable. 


The Corporation argues, however, that 
there is no justification for the distinction 
between unionized employees of multiple 
employers and nonunionized employees of 
multiple employers. However, the govern- 
ment adequately responds to this distinc- 
tion. The regulation is directed to drawing 
a line between memberships with strong 
employment-related bonds and member- 
ships miost strongly related by a desire to 
obtain insurance rather than a preexisting 
employment relation. Membership in a 
union is a strong, preexisting employment- 
related bond which may be unrelated to the 
VEBA exemption and thus the desire to 
obtain lower-cost insurance benefits. How- 
ever, the employment bond between em- 
ployees of different employers is much 
weaker; there may be no bond between 
them except the desire for insurance. The 
government may legitimately draw a 
reasonable line in determining the strength 
of the employment bond necessary to 
establish VEBA membership. 


The government draws another line, how- 
ever, that appears more difficult to measure, 
and that is the line between various non- 
unionized multipleeemployer VEBAs. The 
final regulation basically recognizes that 
such a VEBA with employers of the same 
geographic locale has a membership with 
a sufficiently strong employment-related 
bond as to qualify for the exemption. (This 
tends to undercut the government’s argu- 
ment that multiple-employer VEBA is 
more like a taxable insurance company. 
The court rejects this argument, at any 
rate, because the regulations provide the 
basis for distinguishing between entities 
that are truly VEBAs and those that are 
more like insurance companies. See 26 


C. F. R. §1.501(c) (9)-2(c) (3) & 4 [Example 


3].) The question before the court thus 


becomes whether the Commissioner may 
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distinguish among VEBAs based on geo- 
graphy. 

The government argues that “[a]t least 
where employees work for employers en- 
gaged in the same geographic locale, they 
are likely to have something employment 
related in common other than a mere desire 
for insurance.” (United States’ Memo- 
randum, filed 6/24/84, p. 14.) It is not 
clear why living in a similar locality rend- 
ers two employees of different employers 
somehow more related in their employment 
than they would be if employed in different 
localities. Fortunately for the government, 
this is not the sole justification for the 
limitation. The government argues addi- 
tionally that as a VEBA such as the Cor- 
poration gets larger, the interests of third 
parties in providing administrative services 
for the provision of insurance coverage in- 
crease, and private interests motivated by 
the desire for profits are thus promoted. 
The argument continues that a tax exemp- 
tion. should not be employed to benefit 
private interests motivated by the quest for 
profits. 


The VEBA regulation applicable to 
multiple-employer employees, thus, seeks to 
establish among members an employment- 
related bond that is strong enough to bind 
members into a true “employees’ associa- 
tion’ and that does not provide tax exempt 
status to organizations constituted sub- 
stantially of unrelated parties that provide 
insurance coverage. It may be argued that 
the regulation’s geographic limitation is an 
imprecise way to accomplish these twin 
goals. For example, the bonds among par- 
ticipants in national and local nonunionized 
multiple-employer VEBAs are probably 
similar. It is possible that large national 
employers or employer associations oper- 
ating under a national collective bar- 
gaining contract utilize the services of 
third-party insurance providers. However, 
the Commissioner is entitled to make these 
decisions as long as they reasonably imple- 
ment the statutory definition of a VEBA. 
The Commissioner is not required to issue 
regulations that are the most precise, only 
those that implement the statute in “some 
reasonable manner.” 


Viewed in this light, the “same geo- 
graphic locale” limitation is not an imper- 
missible narrowing of the statute. The limit 
applies only to multiple employer VEBAs 
that do not have the additional employ- 


-ment-related bond common to co-employees 


or union members. Hence, the requirement 
does not limit the scope of all possible 
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VEBAs in a way that the statute limits the 
scope of all benevolent life insurance com- 
panies, for example. Additionally, the 
geographic limitation does not unduly nar- 
row the scope of § 501(c)(9). The govern- 
ment points out that the Commissioner 
could have adopted any number of per- 
missible definitions of VEBAs. One of 
those definitions might have limited VEBAs 
to employees of one employer.’ The final 
regulation, like the proposed regulation, ac- 
cepts a broader definition of a sufficient 
employment-related bond, albeit with a 
geographic limitation on the nonunionized, 


_sibly narrow the statute’s scope. 


nonaffiliated multiple employer association.® 
Hence, the regulation does not impermis- 
Rather, 
the final regulation is consistent with the 
statutory language of § 501(c). 


Conclusion 


The government’s motion for summary 
judgment is granted in full. The Corpora- 
tion’s motion for summary judgment is 
denied. The case is dismissed. 


It is so ordered. 


[9333] In re William M. Flemister, Jr., Debtor. William M. Flemister, Jr., Plain- 


tiff v. United States (Department of the Treasury, Internal Revenue Service), Defendant. 
U. S. Bankruptcy Court, No. Dist. Ga., Atlanta Div., Case No. 82-04653A, 3/5/85. 


[Code Sec. 6672] 


Penalties, civil: Failure to collect and pay over tax: Corporate officer or employee.— 
The debtor/taxpayer was not allowed to discharge his liability for payment of corporate 
withholding taxes because he was found to be the responsible person who had willfully 
failed to pay such corporate taxes. Evidence at trial indicated that the debtor/taxpayer 
was the responsible person; he had at all times the authority to sign checks for the corpo- 
ration and did sign checks during the period in question. During such time, he owned 
approximately 30% of the stock of the corporation, was secretary-treasurer, and was a 
member of the board of directors. In addition, the debtor/taxpayer was found to have 
willfully not paid the taxes. Although he knew that the corporation was undergoing 
severe financial problems and that the taxes had not been paid, he nevertheless signed 
checks payable to a variety of creditors. The court held that the signing of certain blank 
checks by the debtor/taxpayer, at a time when he knew that the corporate taxes were 
not being paid, constituted willful failure to pay taxes. Further evidence of willfullness was 
that the debtor/taxpayer admitted that he knew the checking account had no money in it 
and that it stayed in overdraft. Back references: {[ 5569.013 and 5569.014. 


David G. Bisbee, Bisbee, Parker & Rickertsen, 127 Peachtree Street, N. E., Atlanta, 


Ga. 30303, for plaintiff. Curtis L. Muncy, Elizabeth Sullivan, Department of Justice, 
Washington, D. C. 20530, for defendant. 


chargeability of a debt to the Internal 
Revenue Service (“IRS”). The IRS had 


identified the Chapter 7 debtor as a re- 
sponsible person who had liability for 


Opinion: 
Norton, Bankruptcy Judge: The debtor 


filed the instant adversary proceeding to 
determine the validity, priority, and dis- 


of extending VEBAs to groups with weaker 
employment-related bonds. However, the court 


5 At one point, the government offers a study 
published in 1931 by the National Industrial 


Conference Board, Inc. as evidence that such a 
limited regulation would be a permissible inter- 
pretation of congressional intent in passing 
the predecessor to § 501(c)(9) in 1928. Accord- 
ing to the government, the study, entitled The 
Present Status of Mutual Benefit Associations, 
refers with one exception to VEBAs composed 
of employees of one employer. Only one 
VEBA was a multiple-employer association, and 
that was limited to employees in a specific geo- 
graphic locale. Assuming that the study is a 
complete and accurate survey of the VEBAs 
extant in 1931—which the Corporation disputes 
—at best the study illustrates the type of VEBA 
with which Congress was likely familiar at the 
time of enactment. Without more, it does not 
indicate that Congress would not have approved 
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agrees that had the Commissioner adopted a 
strict single employer requirement for VEBAs, 
it would likely be a permissible exercise of 
regulatory authority. 

6 The Corporation does not contest the gov- 
ernment’s procedures in changing the regula- 
tion. For example, there is no claim that what- 
ever procedures were required to be followed 
in modifying a proposed regulation were not in 
fact followed. The Corporation does point to 
the delay between the proposed and final regu- 
lation, although the delay of 12 years is similar 
to the delay of 10 years involved in the National 
Muffler facts. As the National Muffler Court 
noted, agencies may change their administrative 
interpretations in the light of experience. 440 


U. S. at 486. 
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payment of corporate withholding taxes 
pursuant to 26 U. S. C. § 6672. At trial 
debtor argued that he was neither a “re- 
sponsible” person under the statute in 
question nor had he “willfully” failed to 
pay the corporate taxes in question. Based 
on the testimony and documentary evi- 
dence submitted at trial, this Court finds 
that the debtor comes within the statutory 
§ 6672 test on both points. Therefore, the 
debtor may not discharge his liability for 
payment of the corporate withholding 
taxes. 


Findings of Fact 


1. Debtor was an officer, director, and 
shareholder of Chase Hamilton Corpora- 
tion (“Chase”) from its inception in 1980. 


2. The corporate checking account re- 
quired only one signatory. 


3. Debtor had authority to sign corpo- 
rate checks from the point of incorporation 
through the first quarter plus the first 
twelve days of the second quarter of 1982 
(‘the period in question”). 


4. The debtor exercised his authority to 
sign checks during the period in question. 


5. By January 1982 the debtor knew the 
corporation was experiencing financial dif- 
ficulty, including not being able to pay its 
bills as they became due. 


6. From February 1982 the debtor knew 
the corporation had not paid certain taxes 


due the IRS. 


7. Debtor was the secretary-treasurer of 
the corporation during the period in ques- 
tion. 

8 As secretary-treasurer, the debtor 
held powers co-extensive with the chairman 
of the board and the president of the 
corporation. 


9. In a hand written letter dated April 
12, 1982 debtor tendered his resignation as 
an officer and director of the corporation. 

10. The debtor filed for Chapter 7 re- 
lief on October 1, 1982. 


11. The IRS had claimed that debtor 
was liable for corporate withholding taxes 
for the period in question. 


12. On January 5, 1983 debtor filed the 
instant adversary proceeding to determine 


126 U. S. C. § 6672, Failure to collect and — 


pay over tax, or attempt or defeat tax — 
(a) General rule.—Any person required to 
collect, truthfully account for, and pay over any 


Ee imposed by this title who willfully fails to 


collect such tax, or willfully attempts in. any 
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the validity, priority and dischargeability 
of the debt claimed by the IRS. 


13. On May 15, 1984 a trial was held. 


Discussion 


Only two points need to be established 
for the IRS to prevail on a claim under 
26 U. S. C. § 6672.2 The individual must 
be a “responsible” person, and there must 
have been a “willful” failure by the indi- 
vidual to pay the corporate taxes due. 
Both terms, “responsible’ and “willful” 
are interpreted liberally. 


A person is “responsible” within this con- 
text if he has the status, duty and authority, 
even without knowledge. Howard v. United 
States [83-2 ustc J 9528], 711 F. 2d 729, 734 
(CA 5, 1983), citing Mazo v. United States 
[79-1 ustc 7 9284], 591 F. 2d 1151, 1156 
(CA 5), Cert. demed, 444 U. S. 842 (1979). 
The Court finds that the debtor in the in- 
stant ad-versary proceeding qualifies as a 
responsible person. Debtor was initially a 
50% shareholder of the corporation, presi- 
dent of the corporation, and a member of 
the board of directors. During the period 
in question he owned approximately 30% 
of the stock of the corporation, was sec- 
retary-treasurer, and was a member of the 
board of directors. Evidence at trial ‘in- 
dicated that the debtor had at all times the 
authority to sign checks for the corpora- 
tion and did sign checks during the period 
in question. 


Debtor’s argument against being clas- 
sified as a responsible person rested largely 
on his absence from the Atlanta office 
where corporate decisions and financial mat- 
ters were determined. The debtor sub- 
mitted statements from a Washington, 
D. C., Holiday Inn to show that he was not 
in the Atlanta office during the critical 
period in question. Further, he testified 
that he functioned more as branch manager 
of the Washington office rather than as a 
corporate officer. With regard to the Holi- 
day Inn statements the debtor overstated 
what the evidence showed. The statements 
did not indicate he was absent all but six 
days of the period in question. The state- 
ments support the debtor’s testimony that 
he was in the Washington branch office on 
the following dates: February 2-4, 9-11, 
manner to evade or defeat any such tax or the 
payment thereof, shall, in addition to other 
penalties provided by law, be liable to a penalty 
equal to the total amount of the tax evaded, or 


not collected, or not accounted for and paid 
over 


@ 1985, ‘Commerce Sicaine, House, Inc. 


Court Decisions—Cited 85-1 USTC 


87,857 


Flemister v. U.S. 


15-18, and March 2-3, 8-9, 16-18, 23-25. Yet, 
the period in question extended from Janu- 
ary 1, 1932 through April 12, 1982. More- 
over, despite the Atlanta office being the 
center for corporate decisions and financial 
transactions, including payment of taxes, 
there was ample evidence that the corporate 
decision making process was shared with 
the debtor on a regular basis through tele- 
phone conversations. Evidence also placed 
the debtor in the Atlanta office during the 
period in question for a number of meet- 
ings with his corporate colleagues. While 
debtor’s corporate colleagues who spent 
more time in Atlanta than debtor may have 
had more opportunity to pay the corporate 
withholding taxes, such a _ circumstance 
would not relieve the debtor from his cor- 
porate responsibility as a key officer. A re- 
sponsible person “cannot absolve himself 
merely by disregarding his duty and leav- 
ing it to someone else to discharge.” Hornsby 
v. Internal Revenue Service [79-1  ustc 
{ 9188], 588 F. 2d 952, (CA 5, 1979). 


The debtor’s argument continued that 
even if the debtor was found to be a re- 
sponsible person there was no willful failure 
to pay the corporate taxes. The debtor did 
testify that when he discovered that the 
corporation had failed to pay IRS taxes, he 
insisted that they be paid. Debtor also 
contended that those located in the Atlanta 
office were supposed to take care of paying 
the taxes and that later he was informed 
that the taxes were paid. The debtor’s ar- 
guments regarding this part of the § 6672 
test are not convincing. First, willful in 
this context means a voluntary, conscious, 
and intentional decision not to pay the 
taxes due. Payment of other creditors 
ahead of the IRS will satisfy the test for 
this conduct. Howard, supra at 735. In the 
instant circumstances the debtor had knowl- 
edge that the corporation was undergoing 


severe financial problems. Further, at least 
from February, the debtor had knowledge 
that IRS taxes had not been paid. Certain 
corporate checks, signed by the debtor, 
were introduced into evidence at trial. 
These checks were payable to a variety of 
creditors and ranged from $1.80 to $2,500.00.” 
At trial the debtor stated that he would 
sometimes sign checks in blank although 
he did not indicate that any of the checks 
specifically introduced had been signed in 
blank. Moreover, this Court finds that 
signing blank checks at a time when the 
debtor has knowledge that IRS corporate 
taxes are not being paid constitutes willful 
failure under § 6672. Mazo, supra, at 1157 
(once corporate officials are aware of cor- 
porate tax liability to the government they 
are under a duty to ensure that taxes are 
paid before any payments made to other 
creditors). 


A final reason given by the debtor for not 
paying the corporate taxes emphasizes his 
knowledge of the circumstances, that he 
condoned the tax non-payments, and elim- 
inates his excuse for failing to pay: 


Geographically I was 650 miles away. 
The checking account had no money in it. 
We stayed in overdraft and as soon as 
$10.00 came in, checks were written for 
$11.00. If I’d written a check, it wouldn't 
have cleared. 


(Trial transcript pp. 23-24). It is precisely 
such rationlization that § 6672 was designed 
to end by substituting responsible individual 
liability for corporate liability. 


Because the debtor was a responsible 
person who willfully failed to pay the cor- 
porate taxes due, this Court finds that the 
debt owed to the IRS pursuant to 26 
U. S. C. § 6672 is NOT DISCHARGEABLE. 


IT IS SO ORDERED. 


2 2-13-82 
2-13-82 
2-19-82 
2-22-82 
2-22-85 
3- 1-82 


$2,500.00 to Edward T. Geddes 
$2,500.00 to William Flemister 
$1,250.00 to William Flemister 
$1,500.00 to Norrell Services, Inc. 
$ 500.00 to Sir Speedy 

$ 425.30 to Professional Message 
Center 
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3- 6-82 $1,000.00 to Edward Terech 

3-22-82 $ 500.00 to Norrell Services 

3-22-85 $2,239.62 to Cort Furniture Rental 

3-29-82 $ 1.80 to Atlanta Chamber of 
Commerce . 
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[ 9334] Chen Chi Wang and Wayne Chen, Petitioners-Appellants v. United States 
of America, Respondent-Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 83-2577, 4/9/85. 


[Code Secs. 7602 and 7609] 


Examination of books and records: Third-party summonses: Tax liability investiga- 
tion: Taxpayers’ right to intervene in summons proceeding.—A district court’s order 
dismissing the taxpayers’ petition to quash an IRS summons issued to a financial service 
organization that prepared the taxpayers’ income tax returns was affirmed. Although 
a district court has jurisdiction over a proceeding to quash a third-party summons when 
such an action is brought by a person entitled to notice of summons, the taxpayers were 
not entitled to notice because the summonses were not served upon a third-party record- 
keeper. The financial service organization that prepared the taxpayers’ returns was not 
a third-party recordkeeper within the meaning of Reg. § 301.7609-2(a). In addition, the 
taxpayers were not entitled to intervene in the summons proceeding under general law 
principles and the district court did not abuse its discretion in denying the taxpayers’ 


discovery request. Back references: {| 5924.10, 5930D.20 and 5930D.065. 
Martin A. Schainbaum, One Market Plaza, San Francisco, Calif. 94105, Kevin W. 


Finck, One Maritime Plaza, San Francisco, Calif., for petitioners-appellants. 


Elaine F. 


Ferris, Libero Marinelli, Department of Justice, Washington, D. C. 20530, for respondent- 


appellee. 


Before DuNiway, FERGUSON, and Netson, Circuit Judges. 


Duniway, Circuit Judge: Wang and Chen 
appeal from the district court order dis- 
missing their petition to quash an Internal 
Revenue Service (IRS) summons issued to 
Whitfield Management Services. They argue 
(1) that Whitfield is a “third party record- 
keeper’ under 26 U. S. C. § 7609 and the 
summons was improper because they were 
not given notice, and (2) that as a “target” 
of a tihrd party subpoena, they are inde- 
pendently entitled to intervene under gen- 
eral law principles. In addition, (3) they 
challenge the district court’s denial of a 
discovery request. We affirm on each point. 


I. Background 


In November 1982, the IRS initiated a 
criminal tax investigation of petitioner Chen. 
On May 31, 1983, an IRS summons was 
issued to Whitfield Management Services, 
a financial service organization which has 
prepared Wang’s tax returns, demanding 
the production of any and all records re- 
lating to payments by Wang to Chen. 
Wang filed a petition in the district court 
to quash the summons, arguing that the 
summons was unenforceable because the 
IRS failed to give Wang notice of its 
issuance as required by 26 U. S. C. § 7609 
(a)(1). The government moved to dismiss 
the petition, arguing that Whitfield is not a 
third party recordkeeper under § 7609(a) (3) 
and therefore Wang cannot bring a pro- 
ceeding to quash the summons. The dis- 
trict court granted the government’s motion 
to dismiss the petition for lack of subject 
matter jurisdiction under § 7609(h) (1). Wang 
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and Chen filed an ex parte application and 
motion seeking an order requiring the pro- 
duction of documents. The district court 
denied the discovery request. 


II. Third Party Recordkeeper 
Under 26 U. S. C. § 7602, the IRS has 


broad powers to summon information rele- 
vant to determining the liability of any 
taxpayer. The IRS may obtain such infor- 
mation from the taxpayer himself, or it may 
require production from “any person” hold- 
ing records “relating to the business of the 
person liable for tax” or “any other person 
the Secretary or his delegate may deem 
proper.” 26 U. S. C. § 7602(a). 


Under §§ 7609(b)(2) and (h)(1), a dis- 
trict court has jurisdiction of a proceeding 
to quash a third-party summons when such 
an action is brought by a person entitled 
to notice of summons under § 7609(a). A 
person identified in the description of the 
records contained in the summons is en- 
titled to notice if the summons is served 
upon a third party recordkeeper as defined 
in § 7609(a)(3). This subsection lists seven 
categories of third party recordkeepers in- 
cluding ‘any accountant.” § 7609(a)(3)(F). 

The district court relied upon Treas. Reg. 
301. 7609-2(a) (1) (26 C. F. R.) to find that 
Whitfield is not a third partly recordkeeper 
under Section 7609: 

A person is an “accountant” under sec- 


tion 7609(a) (3)(F) for purposes of deter- 
mining whether that person is a third- 
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party recordkeeper if the person is regis- 
tered, licensed, or certified under State 
law as an accountant. 


-Appellants argue that Whitfield falls into 
the category “any accountant” under § 7609 
(a)(3)(F) when that term is properly con- 
strued and that the Treasury Regulation is 
‘an invalid limitation on the section. 


Whitfield was licensed by the State of 
‘California as an Income Tax Return Pre- 
‘paper before the California licensing law 
expired in 1982. However, Whitfield is not 
registered with or licensed by the Califor- 
nia State Board of Accountancy. Accord- 
ing to Whitfield’s president Allen, Whitfield 
provides accounting services which include 
“examining and verifying, but not auditing, 
books and reocrds, summarizing and post- 
ing records, preparing profit and loss state- 
ments, and bank reconciliations.” Allen 
‘does not state that he or any member of 
‘his firm is licensed as an accountant under 
‘California state law. 


Treas. Reg. 301.7609-2(a)(1), adopted pur- 
‘suant to the Secretary’s general authority 
‘to “prescribe all needful rules and regula- 
“tions,” 26 U. S. C. § 7805(a), deserves “less 
‘deference than a regulation issued under a 
specific grant of authority to define a statu- 
tory term or prescribe a method of execut- 
ing a statutory provision.” United States v. 
Vogel Fertilizer Co. [82-1 ustc J 9134], 1981, 
455 U. S. 16, 24; quoting Rowan Cos. v. 
United States [81-1 ustc J 9479], 1981, 452 
U. S. 247, 253. A treasury regulation is 
ordinarily valid if found to “implement the 
‘Congressional mandate in some reasonable 
manner.” Rowan Cos. at 252, quoting United 
States v. Correll [68-1 ustc $9101], 1967, 
389 U. S. 299, 307. In determining whether 
the Treasury Regulation is reasonable, rele- 
vant considerations include “whether the 
regulation harmonizes with the plain lan- 
guage of the statute, its origin, and its pur- 
pose.” Rowan Cos., supra, 452 U. S. at 253, 
quoting National Muffler Dealers Assn v. 
United States [79-1 ustc J 9264], 1979, 440 
U. S. 472, 477. 


Appellants argue that Congress sought 
to use the generic meaning of the term “any 
accountant.” They argue that the specific 
categories listed in Section 7609(a) (3), in- 
cluding “any accountant,” must be applied in 
accordance with the Senate Finance Commit- 
tee’s understanding that “[flor purposes of 
these rules, a third party recordkeeper is gen- 
erally to be a person engaged in making or 
keeping the records involving transactions 
of other persons.” Senate Report No. 94-938, 
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Senate Finance Committee, 94th Cong., 2d 
Sess. 369, reprinted in 1976 U. S. Code 
Cong. & Ad. News 3439, 3798. Appellants 
maintain that a reasonable definition of 
“any accountant” must include the tradi- 
tional functions performed by accountants, 
such as tax preparation, and conclude that 
Treas. Reg. 301.7609-2(a)(1) improperly 
narrows the language of Section 7609 to 
include only a subclass of accountants. 


We hold that Treas. Reg. 301.7609-2(a) 
(1) is a reasonable and valid interpretation 
of Section 7609. Congress, by narrowing 
the concept of third party recordkeepers 
in the final draft of the statute to seven 
categories in § 7609(a)(3), indicated its 
intent that there be precise limits on the 
classes of persons who would be considered 
third party recordkeepers. Treas. Reg. 
301.7609-2(a)(1) properly clarifies the term 
“accountant” in accordance with the Treas- 
ury Secretary’s authority under Section 
7805(a). The licensing requirement of Reg. 
301.7609-2(a)(1) reasonably corresponds to 
the fact that, in California, as well as in 
most other states, it is unlawful for a person 
to represent himself to the public as an 
accountant without first having been li- 
censed as such under state law. People v. 
Hill, 1st Dist., Div. 2, 1977, 66 C. A. 3d 
320, 323-324; 136 Cal. Rptr. 30, 31-21. See 
Cal. Business and Professions Code Sec- 


tions 5033-34, 5050-58. 


Accountants, like attorneys, cannot achieve 
professional status in California without 
meeting state licensing standards. Treas. 
Reg. 301.7609-2(a) (2) defines the third party 
recordkeeper category as “any attorney” 
in Section 7609(a)(3)(E) as a person ad- 


mitted to the bar of a state. The fact that 
-a person performs some of the functions 


of an accountant (e.g., tax preparation) 
does not make that person an accountant 
if he or she is unlicensed, just as the fact 


-that a person performs some of the func- 


tions of an attorney (a bank officer drafts: 
a will; an insurance officer drafts an in- 
surance contract) does not make that person 
an attorney. 


Appellants raise a further claim that 
Treas. Reg. 301.7609-2(a)(1) is invalid 
because of its non-uniform application 
throughout the fifty states. They argue 
that uniformity of application is required 
under Article I, Section 8 of the Constitu- 
tion (“... all Duties, Imposts and Excises 
shall be uniform throughout the United 


' States’) and case law. Tax statutes | 


{ $334 


87,860 


U.S. Tax Cases 


Wang v. U.S. 


should be interpreted “so as to give a 
uniform application to a nationwide scheme 
of taxation” Burnett v. Harmel [3 ustc 
7990], 287 U. S. 103, 110. Congress 
establishes its own criteria and state law 
may control only when the federal taxing 
act by express language or necessary im- 
plication makes operation dependent upon 
state law. Burnett v. Harmel, supra. 
Lyeth v. Hoey [38-2 ustc { 9602], 1938, 305 
U. S. 188, 194. See also Hawaiian Freight 
Forwarders v. Commissioner of Int. Rev. 
[52-1 uste { 66,037], 9 Cir., 1952, 196 F. 
2d 745, 747. 


Licensing standards and requirements 
for accountants vary significantly between 
the states. However, notwithstanding the 
variety of state licensing schemes, the Regula- 
tion’s licensing obligation itself has uniform 
application throughout the United States. 
Appellants argue that, in four states which 
have no licensing provisions, Treas. Reg. 
301.7609(a)(1) would operate to completely 
deny notice protection when the IRS seeks 
records from a taxpayer’s accountant. We. 
need not address this question, however, 
because this case involves only California; 
a state that does require licensing of 
accountants. 


In formulating the third party record- 
keeper categories in Section 7609, Congress 
sought to balance the taxpayer’s right to: 
privacy with the need of the IRS to con- 
duct legitimate and effective investigations. 
House Rep. No. 94-658, 94th Cong., 2d 
Sess. 307, reprinted in 1976 U. S. Code 
Cong. & Ad. News 2897, 3203; S. Rep. 
No. 94-938, 94th Cong., 2d Sess. 368, re- 
printed in 1976 U. S. Code Cong. & Ad. 
News 3439, 3797. In interpreting § 7609, 
the Secretary eliminated ambiguities in the 
term “accountant” which could otherwise 
be exploited by taxpayers to impede proper 
tax investigation. Moreover, as the dis- 
trict court points out, “[i]f Congress had 
intended to include tax return preparers 


within the scope of § 7609(a)(3) it would ~ 


have used that phrase or referred to § 7701 
(a) (36)(A) [defining tax return preparer].” 
The district court properly applied Treas. 
Reg. 301.7609-2(a) (1) to find that Whitfield 
is not a third’ party recordkeeper. 


III. Constitutional Claims. 


Appellants’ argument that there is a 
general law notice requirement, independent 
of the limited statutory requirements of 


Section 7609, is specifically refuted by the 


Supreme Court’ s decision in SEC v. O aoe 
No. 83- ay pe 1B, 1984, _ py ee 
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requirement that a federal administrative 
agency notify “targets” of nonpublic in- 
vestigations when the agency issues sub- 
poenas to third parties. Appellants argue 
that they are entitled to intervene, not- 
withstanding O’Brien, under Reisman v. 
Caplin [64-1 ustce 9202], 1964, 375 U. S. 
440, 445, and Donaldson v. United States 
[71-1 ustc § 9173], 1971, 400 U. S. 517, 529. 


In Reisman, the Supreme Court indicated 
that “both parties summoned [under § 7602, 
Examination of Books and Witnesses] and 
those affected by a disclosure may appear 
or intervene before the District Court and 
challenge the summons by asserting their 
constitutional or other-claims.” Reisman, 
supra, 375 U.S. at 445. However, Donaldson 
explicitly held that Reisman “does not guar- 
antee intervention for the taxpayer.” Don- 
aldson, supra, 400 U. S. at 529. The Retsman 
language “is permissive only and is not. 
mandatory.” Id.; see SEC v. O’Brien, supra, 
ship op. at 12, n. 19. i 


Permissive intervention under Rule 24(b) 
of the Federal Rules of Civil Procedure is 
by definition subject to the discretion of 
the trial judge. Montgomery v. Rumsfeld, 
9 Cir., 1978, 572 F. 2d 250, 255. The circum- 
stances of this case do not warrant a finding 
of abuse of discretion. We therefore affirm 
the district court’s order dismissing the 
petition to quash. 


IV. Discovery Request. 


Appellants sought production of file(s) 
containing all documents concerning the 
creation, formulation and promulgation of 
Treas. Reg. 301.7609-2. They requested a 
Vaughn index to the extent that govern- 
ment objects to producing entire documents. 
See Vaughn v. Rosen, D. C. Cir., 1973, 484 
F. 2d 820. This discovery request was filed 
on October 24 and 25, 1983, after four 
months of litigation. 


A district court’s orders concerning dis- 
covery will be overturned only for abuse 
of discretion. Munoz-Santana v, INS, 9 Cir., 
1984, 742 F. 2d 561, 562. The district court 
in a summary summons enforcement pro- 
ceeding has great discretion to restrict or 
deny discovery; discovery in such a pro- 
ceeding is the exception rather than the 
tule. United States v. Stuckey [81-1 ustc 
7 9476], 9 Cir., 1981, 646 F. 2d 1369, 1374; 
United States v. Church of Scientology [75-2 


usTc 19584], 9 Cir., 1975, 520 F. 2d 818, 824. 


In denying appellants’ request, the dis- 
t referred to the ‘ ‘untimely nature | 
of: shes discovery request” as well as “the 
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established principle that IRS summons V. Conclusion. 
proceedings are intended to be summary 
in nature.” See United States v. Stuckey, 
supra, 646 F. 2d at 1373-74. The district 


court did not abuse its discretion. 


The district court’s order dismissing ap- 
pellants’ petition to quash the IRS sum- 
mons and its order denying appellants’ 
request for production of documents are 


AFFIRMED. 


[7 9335] Ronald P. Anselmo and Kay W. Anselmo, Petitioners-Appellants v. Com- 
missioner, Internal Revenue Service, Respondent-Appellee. 


U. S. Court of Appeals, 11th Circuit, No. 83-5569, 4/16/85. Affirming Tax Court, 
Dec. 40,105, 80 TC 872. 


[Code Sec. 170] 


Deductions: Charitable contributions: Individuals: Amount of contribution: Fair 
market value: Wholesale v. retail—A federal court of appeals upheld the Tax Court’s 
valuation of donated Brazilian gems at their wholesale price paid by jewelry manufac- 
turers for loose stones rather than at the retail price paid by individual consumers for fin- 
ished jewelry items, a value of more than five times their wholesale value. The appellate 
court first rejected the taxpayer’s contention that the Tax Court’s selection of the relevant 
marketplace was a question of law, noting that, as the value of an item was a question of 
fact, so also was the selection of the appropriate market to be used in the valuation of the 
item. The court went on to add that, even assuming arguendo, as the taxpayer proposed, 
that the estate and gift tax regulations were applicable under the circumstances to ascer- 
tain the fair market value of the donated property, the “public” to which those regulations 
referred for valuation purposes would be to whom such loose stones would commonly be 
sold, namely, the manufacturers of jewelry. However, the appellate court distinguished 
the use of these regulations, for estate and gift tax purposes, from that of charitable contri- 
butions because the taxpayer had opposite incentives: in the former the taxpayer wished 
to reduce the value of the property, whereas in the latter, as here, the taxpayer wished to 
inflate the value of the property. Accordingly, the appellate court concluded that the Tax 
Court’s acceptance of the wholesale price as the appropriate appraisal method for deter- 
mining the fair market value of the donated property was not clearly erroneous. Back 
references: {| 1864.03 and 1864.041. 


Ralph A. Muoio, Stafford Smiley, Caplin & Drysdale, 17th Street, N. W., Washing- 
ton, D. C. 20036, for petitioners-appellants. Glenn L. Archer, Jr., Assistant Attorney 
General, Michael L. Paup, Ann B. Durney, Elaine F. Ferris, Department of Justice, 
Washington, D. C. 20530, Joel Gerber, Internal Revenue Service, Washington, D. C. 
20224, for respondent-appellee. 


Before TjorLat and VANCE, Circuit Judges, and ATKINs *, District Judge. 


TyorLat, Circuit Judge: This “charitable 
contribution” tax case presented the Tax 
Court with a classic battle of experts on 
the issue of the fair market value of the 
donated property, 461 low-quality Bolivian 
gems. The Commissioner’s experts valued 
the gems as if they had been sold in bulk 
to a manufacturer of jewelry; the tax- 
payers’ experts valued the gems as com- 
ponents of finished pieces of jewelrly sold 
at retail. The Tax Court found that a 
different market was the most appropriate 
one for assessing fair market value and, 
concluding that neither side had rebutted 


the presumption of correctness accorded 
the value established by the Commis- 
sioner’s notice of deficiency, rejected the 
expert opinions on both sides. The tax- 
payers now appeal. 


1h. 


Ronald P. Anselmo, one of the taxpayers, 
is an attorney in Fort Lauderdale, Florida. 
In early 1977, Robert Karoly, an invest- 
ment advisor with R. G. Wilson & Co., 
Inc., of Fort Lauderdale, offered to sell 
Anselmo a tax shelter involving the tax- 
payer’s purchase and subsequent donation 


- * Honorable C. Clyde Atkins, U. S. District 
Judge for the Southern District of Florida, 
sitting by designation. 
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of semiprecious stones to charity. Karoly 
claimed that the shelter produced a tax 
deduction of more than five times the stones’ 
original cost, on account of the disparity 
between the South American wholesale 
price of the stones, where they are mined 
and cut, and the retail price of the stones 
in the United States. Karoly explained 
that an individual could purchase loose 
stones at the South American wholesale 
price, and after holding them for nine 
months, could claim a charitable deduction 
for them based on the retail price of 
jewelry in the United States. 


The idea appealed to Anselmo. On March 
3, 1977 he agreed to purchase $15,000 
worth of stones through R. G. Wilson & 
Co., Inc. On March 21 or 22, 1977, Wilson’s 
agent bought 461 large, low-quality gems 
in Bolivia on Anselmo’s behalf. The pur- 
chase consisted of 443 amethysts, sixteen 
aquamarines, one bicolor tourmaline and 
one blue topaz. The stones, collectively, 
weighed 3,337 carats. Anselmo acquired 
title to them at the time of purchase. 


Wilson delivered the stones to Anselmo 
in Fort Lauderdale in May 1977. It also 
provided him with three separate written 
appraisals, each valuing the stones, col- 
lectively, at $80,679.70. Anselmo there- 
after asked Dr. Joel Arem, a recognized 
authority on gems, to confirm the stones’ 
appraised value. Dr. Arem placed their 
retail market value at $81,915. 


Each of these appraisers followed the 
same path of reasoning to arrive at the 
fair market value of the stones. First, they 
assumed that a stone’s fair market value 
was the price at which it sold in a retail 
jewelry store. But these stores usually do 
not carry low quality, unset gems. Instead, 
such stones are sold, after being incorpor- 
ated into finished pieces of jewelry such as 
rings and pendants, by catalog and discount 
stores and jewelry stores catering to less 
selective customers. The appraisers there- 
fore estimated the retail value of a stone by 
calculating the portion of a finished jewelry 
item’s retail price that could be attributed 
to the gem; specifically, they subtracted the 
scrap metal value of the setting from the 
jewelry item’s retail price. 


126 U. cs C. § 170(a) (1) (1982), provides: 

§ 170. Charitable, etc., contributions and gifts 

(a) Allowance of deduction 

(1) General rule 
_ There shall be allowed as a deduction any 
charitable contribution . . . payment of which 
is made within the taxable year. A charitable 
contribution shall be allowable as a deduction 
only if verified under regulations prescribed by 
the Secretary. P 
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On December 30, 1977, Anselmo donated 
all 461 gems to the National Museum of 
Natural History, Smithsonian Institution, 
in Washington, D. C. The Smithsonian de- 
cided to use the stones as study or labora- 
tory pieces, rather than exhibit stones, 
because of their poor quality. 


On their 1977 joint tax return, Anselmo 
and his wife, Kay Anselmo, the other tax- 
payer in this case, claimed a charitable de- 
duction for $80,680, the fair market value 
of the stones on the date of the gift, pur- 
suant to section 170(a)(1) of the Internal 
Revenue Code. 26 U. S. C. §170(a)(1) 
(1982).1 Because of the percentage limita- 
tion on charitable deductions, the Anselmos 
limited the amount of their 1977 deduction 
to $43,357 and carried the unused portion 
over to 1978. See 26 U. S. C. § 170(b) (1) 
(1982). 


The Commissioner filed a notice of defi- 
ciency, dated August 8, 1980, which placed 
the fair market value of the donated stones 
at $16,800, rather than $80,680, and reduced 
the Anselmo’s tax deduction accordingly. 
This new amount corresponded roughly to 
the Anselmo’s cost of the stones plus the 
cost of the subsequent appraisal by Dr. 
Arem. The Anselmos petitioned the Tax 
Court for a redetermination of the result- 
ing deficiencies (which were in the amount 
of $12,874 and $19,207 for the years 1977 
and 1978, respectively). In response to this 
petition, the Commissioner claimed an in- 
creased deficiency because IRS. appraisers 
valued the stones on the contribution date 
at only $9,295. 


At trial the only issue for the tax court 
to decide was the proper calculation of the 
Anselmos’ deduction under section 170 
(a) (1) of the Code. The applicable treasury 
regulation provided that, where “a charita- 
ble contribution is made in property other 
than money, the amount of the contribution 
is the fair market value of the property at 
the time of the contribution.” Treas. Reg. 
§ 1.170 A-1(c)(1) (1982). In applying this 
standard, the court presumed the Commis- 
sioner’s determination of fair market value 
in the notice of deficiency to be correct. 
Helvering v. Taylor [35-1 ustc § 9044], 293 
TS. 507, 513-14, 55-S',€t 287.5290) 79 1, 


In 1977, the Code required that the taxpayer 
own semi-precious stones for at least nine 
months before their donation to charity in 
order for the full fair market value to be de- 
ductible. See 26 U. S. C. §170(e) (1982). The 
taxpayers Satisfied this oy Se falda in the 
instant case. 
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Ed. 623 (1935); Southwestern Life Insurance 
Co. v. Umited States [77-2 ustc J 9674], 560 
F. 2d 627, 635 (5th Cir. 1977), cert. denied, 
435 U. S. 995, 98 S. Ct. 1647, 56 L. Ed. 2d 84 
(1978). Under Rule 142(a), Tax Court 
Rules of Practice and Procedure, the 
Anselmos had the burden of proving that 
the valuation should have been higher than 
that stated in the notice of deficiency, 26 
U. S. C. fol. § 7453 (1982).2 Because the 
IRS sought an increased deficiency, it had 
the burden of proving a lower valuation. 
Reiff v. Commissioner [CCH Dec. 38,459], 
Wad wee Gos Lise oSt) ae Botunsiaes 
offered extensive expert testimony. Their 
respective witnesses generally agreed on 
the size and overall poor quality of the 
stones. Therefore, the dispute focused pri- 
marily on establishing the relevant market 
for the purpose of appraising the stones’ 
fair market value. 


The two sides differed dramatically on 
the fair market value of the stones. The 
Anselmos’ experts fixed the value of the 
stones between $60,788 and $81,915 while 
the Commissioner’s witnesses appraised 
them at somewhere between $8,878.54 and 
$8,945.05. The major reason for this dis- 
crepancy was the market the experts as- 
sumed in valuing the stones. The Anselmos’ 
experts assumed that the gems were 
mounted in typical finished jewelry items 
and sold in retail stores. They valued each 
gem by determining the portion of a piece 
of jewelry’s retail price that represented 
the value of the gem. The Commissioner’s 
experts, on the other hand, valued the gems 
on the assumption that the 461 stones 
would be sold together to a single jewelry 
manufacturer or retail jeweler who would 
use them in the manufacture of finished 
pieces of jewelry. Such a large bulk sale 
would involve a discount from the usual 
price. 


The parties offered considerable evidence 
on the chain of distribution of low quality, 
unset colored stones to support their choice 
of the relevant market for appraisal pur- 
poses. The experts agreed that these gems 
pass through many hands on the trip from 
the mine to the retail customer and that 
each hand receives generous compensation 
for its part in the journey. The stones are 
mined and cut in Brazil. Under the general 


2 The taxpayer’s burden of proving that the 
Commissioner’s determination was arbitrary or 
erroneous is an outgrowth of the general rule 
that deductions are a matter of legislative grace 
and a taxpayer must clearly establish his en- 
titlement to a particular deduction. New 
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pattern, the stones are sold to exporters 
who in turn sell them to importers in the 
United States. The stones then pass 
through several layers of wholesalers, dis- 
tributors, and jobbers. Manufacturing 
jewelers eventually purchase the stones and 
mount them in settings, many of which 
are precast to fit standard size stones. The 
manufacturing jeweler sells the finished 
jewelry item to jewelry or department 
stores, either directly or through middle- 
men. The retailers’ markup alone typically 
runs between one hundred and three hun- 
dred percent of the cost of the jewelry 
item. On occasion, jewelry stores will buy 
lower quality gems before they are set in 
jewelry and offer them for sale directly to 
the public or complete the manufacturing 
process themselves. The vast majority of 
such low quality stones, however, are made 
into rings, pendants, or other jewelry be- 
fore being delivered to the individual 
purchaser. 


The court concluded that the Commis- 
sioner’s experts were correct in assuming 
that the gems would be marketed to retail 
and manufacturing jewelers. Therefore, the 
stones should have been valued with refer- 
ence to the price paid by the jewelry 
manufacturers instead of a portion of the 
price paid by consumers for finished jewelry 
items. The court rejected these experts’ 
opinions, however, because they improperly 
assumed that the gems would be sold as a 
group, at a substantial discount, rather 
than individually. The Commissioner there- 
fore failed to rebut the presumed cor- 
rectness of the fair market value stated in 
the notice of deficiency. The court also 
rejected the opinions of the taxpayers’ ex- 
perts. Their retail market, in which the 
buyer and seller bargained over the portion 
of the price of a finished jewelry item at- 
tributable to the stone, did not exist. Thus 
having found that the most relevant market 
was the one in which the stones would 


-sell individually to retail and manufactur- 


ing jewelers and that none of the experts 
had an opinion as to the value of the tax- 
payers’ stones in that market, the court 
concluded that the presumption of correct- 
ness that attached to the Commissioner’s 
assessment of the notice of deficiency had 
not been overcome by either party. 

Colonial Ice Co. v. Helvering [4 ustc { 1292], 
292 U. S. 435, 440, 54 S. Ct. 788, 790, 78 L. Ed. 
1348 (19384); CC. A. White Trucking Co. v. 


Comm’r [79-2 ustc 9566], 601 F. 2d 867, 869 
(5thy Cire 1979) 
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The Anselmos appeal, contending that 
the Tax Court erred as a matter of law by 
deciding to value the gems in the market 
where jewelry manufacturers purchase 
loose stones instead of the market posited 
by their appraisers. The Anselmos argue 
that the estate and gift tax treasury regu- 
lations defining fair market value require 
that the latter market be utilized. They 
further contend that, because loose gems 
are not generally sold to consumers in the 
retail market, the Internal Revenue Code 
required the Tax Court to measure the 
stones’ retail price by calculating the por- 
tion of the retail sales price of the jewelry 
item reasonably attributable to the gem, as 
opposed to the mounting. 


II. 


Section 170(a) (1) of the Internal Revenue 
Code provides that “[t]here shall be al- 
lowed as a deduction any charitable contribu- 
tion ... payment of which is made within 
the taxable year.” 26 U. S. C. § 170(a) (1). 
As stated previously, the regulation directs 
that “the amount of the contribution [of 
property other than money] is the fair mar- 
ket value of the property at the time of the 
contribution.” Treas. Reg. §1.170A-1(c) 
(1) (1982). The regulation defines fair 
market value as the “price at which the 
property would change hands between a 
willing buyer and a willing seller, neither 
being under any compulsion to buy or sell 
and both having reasonable knowledge of 
relevant facts.” Treas. Reg. § 1.170A-1(c) 
(2) (1982). With the relevant statutory 
language and these regulations* firmly in 
mind, we focus our attention on the An- 
selmos’ first claim on appeal, that the Tax 
Court erred as a matter of law by failing 
to value the gems as their appraisers did, 
in the retail market where jewelry items 
are sold to consumers. 


We begin our assessment of the Ansel- 
mos’ claim by rejecting their assertion that 
the Tax Court’s selection of the relevant 
marketplace for valuation purposes is a 
question of law. The proper market for 
valuation purposes is a question of fact, 


and the Tax Court’s finding will be set 
aside on appeal only if clearly erroneous.‘ 
This conclusion is compelled by the treasury 
regulations cited above, for they contem- 
plate a valuation process occurring in the 
context of an “efficient”? market where both 
buyers and sellers possess reasonable 
knowledge of the relevant facts and act in 
a rational manner. In such a market, an 
item may only have a single price at a given 
time. The commodities markets and the 
stock exchanges are examples of such ef- 
ficient markets. Two separate trading 
prices for the same item will never exist 
(unless an error occurs) because the ra- 
tional buyer will always trade at the lower 
price. Therefore, the selection of the rele- 
vant market at a given time for appraisal 
purposes is tantamount to selecting the 
price. The value of an item is a question 
of fact; accordingly, the relevant market 
must also be a question of fact rather than 
a question of law. 


Treating the Tax Court’s selection of the 
relevant market as a question of fact, we | 
turn to the Anselmos’ contention that the 
court erred by not valuing the gems in 
the retail jewelry market. As we havé in- 
dicated, the applicable treasury regulation 
defines fair market value as the “price at 
which the property would change hands 
between a willing buyer and a willing 
seller, neither being under any compulsion 
to buy or sell and both having reasonable 
knowledge of relevant facts.” Treas. Reg. 
§ 1.170A-1(c)(2) (1982). The Anselmos 
suggest that the Tax Court was clearly er- 
roneous in rejecting their expert opinion 
testimony that property recently purchased 
for $15,000, which was at or above the 
prevailing price, would change hands for 
$80,680, absent a general increase in the 
price of such property. Their suggestion 
bears no merit. Common sense tells us 
that a sale of the Anselmo gems between 
a reasonable buyer and seller, both with 
knowledge of the relevant facts, would 
never occur at a price above $15,000, be- 
cause the buyer would have the option of 
purchasing equivalent stones directly from 
R. G. Wilson & Co., Inc. for that amount.® 


3 Treasury regulations must be followed un- 
less unreasonable or plainly inconsistent with 
the Internal Revenue Code. National Muffier 


Dealers Ass’n v. United States [79-1 ustc J 9264], — 


440 U. S. 472, 476-77, 99 S. Ct. 1304, 1307, 59 L. 
Ed. 2d 519 (1979) ; United States v. Cartwright 
[73-1 uUSTC 112,926), 411 U. S. 546, 550, 93 S. oe 
1713, 1716, 36 L. Ed. 24a 528 mere 

4The Tax Cour ndings i 
of the distr ict court a: 
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erroneous’ standard of review. Brannen Vv. 
Comm/’r [84-1 ustc {| 9144], 722 F. 2d 695, 701 
Sate Cir. 1984); Steffens v. Comm’r [83-1 ustc 

9425], 707 F. 2d 478, 482-83 (11th Cir. 1983). 


In this case, the evidence was more than suffi- 


cient to support the court’s findings. 

5 Revenue Ruling 80-69, 1980-1 C. B.. 55-56, 
BE ae: the eneae the . Anselmos would have 
nt fev vs it _ “The | best evidence of 
actual | transac- 
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The Anselmos argue that the tax court 
should have applied the federal estate and 
gift tax regulations to ascertain the fair 
market value of property for charitable 
contribution deduction purposes. We are 
not persuaded. Nothing in the Internal 
Revenue Code or the regulations indicates 
that this would be appropriate. 


Rules governing valuations for charitable 
contributions of property are distinguish- 
able from valuations in the estate and gift 
context because the taxpayer has the oppo- 
site incentives in the two situations: the 
taxpayer wants to reduce the value of 
property for estate and gift tax purposes 
but, as here, the taxpayer wishes to inflate 
the value of property for charitable dona- 
tion purposes. The estate and gift tax regu- 
lations are aimed at preventing abusive 
undervaluation of property; the regulations 
governing charitable contributions are not. 
In the usual case, however, there should 
be no distinction between the measure of 
fair market value for estate and gift tax and 
charitable contribution purposes. Cf. Champion 
v. Commissioner [62-2 ustc { 9534], 303 F. 
2d 887, 892-93 (5th Cir. 1962). We thus 
address the gift and estate regulations as 
an accommodation to the Anselmos’ argument. 


The estate tax treasury regulation gov- 
erning the fair market value of property 
provides, in pertinent part: 


The fair market value is the price at 
which the property would change hands 
between a willing buyer and a willing 
seller, neither being under any compul- 
sion to buy or to sell and both having 
reasonable knowledge of relevant facts. 
The fair market value of a particular 
item of property includable in the dece- 
dent’s gross estate is not to be deter- 
mined by a forced sale price. Nor is the 
fair market value of an item of property 
to be determined by the sale price of the 
item in a market other than that in which 
such item is most commonly sold to the 
public, taking into account the location 
of the item whereever appropriate. Thus, 
in the case of an item property includable 
in the decedent’s gross estate, which is 
generally obtained by the public in the 
retail market, the fair market value of 
such an item of property is the price at 
which the item or a comparable item 


would be sold at retail. For example, the 
fair market value of an automobile (an 
article generally obtained by the public 
in the retail market) includable in the 
decedent’s gross estate is the price for 
which an automobile of the same or ap- 
proximately the same description, make, 
model, age, condition, etc., could be pur- 
chased by a member of the general public 
and not the price for which the particular 
automobile of the decedent would be pur- 
chased by a dealer in used automobiles. 


Treas. Reg. § 20.2031-1(b) (1965), see Treas. 
Reg. § 25.2512-1 (1965) (gift tax regulation). 


The same primary standard for measur- 
ing an item’s fair market value applies in 
both the estate and gift tax and charitable 
contribution contexts: the price struck by 
“a willing buyer: and a willing seller 
both having reasonable knowledge of rele- 
vant facts.” Undeniably, the Anselmos may 
not qualify for an increased valuation under 
this classic standard. 


The Anselmos request us to focus on the 
estate and gift tax regulation’s discussion 
of the relevant market for valuation pur- 
poses. They contend that the gems must 
be valued in the market “in which such item 
is most commonly sold to the public.” Jd. 
The “public” in the case at hand is, as a 
matter of law, the retail consumer who buys 
jewelry containing low quality gems. It is 
indisputable that such consumers: usually 
buy this type pewelry from discount houses 
or less selective jewelry stores. Accord- 
ingly, their argument continues, the Tax 
Court erred by not valuing the stones as the 
portion of the jewelry’s retail price attribut- 
able to the stones. 


The major flaw in this argument, as the 
Tax Court pointed out, is that the “public” 
refers to the customary purchasers of an 
item. The most appropriate purchaser of an 
item is not invariably the individual con- 
sumer. For example, the general buying 
public for live cattle would be comprised 
primarily of slaughterhouses rather than 
individual consumers. The fair market value 
of live cattle accordingly would be meas- 
ured by the price paid at the livestock auc- 
tion rather than at the supermarket. In 
this case, the Tax Court found the “public” 


tions and not on some artifically calculated 
estimate of value contrary to the prices at 
which the very gems at issue changed hands in 
the marketplace.’’ See also Rev. Rul. 80-233, 
aoe C. B. 69; Rev. Rul. 80-329, 1980-2 C. B. 

A revenue ruling does not have the effect of 
a regulation or a statute. It is entitled to 
weight, however, because it expresses the 
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studied view of the agency whose duty it to 
carry out the statute. Stubbs, Overbeck & 
Assoc. v. United States [71-2 ustc { 9520], 445 
F. 2d 1142, 1146-47 (5th Cir. 1971); Miami First 
Nat?l Bank v. United States [71-1 ustc { 12,774], 
443 F. 2d 475, 478 (5th Cir. 1971), cert. denied, 
404 U. S. 984, 92 Ct. 447, 30 L. Ed. 2d 367 (1971) ; 
Propstra v. United States [82-2 ustc { 13,475], 
680 F. 2d 1248, 1256 (9th Cir. 1982). ; 
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for low quality, unmounted gems to be the 
jewelry manufacturer and jewelry stores 
that create jewelry items, rather than the 


suming arguendo that the estate and gift tax 
regulations apply, the Tax Court still valued 
the property correctly. 


individual consumer. Therefore, even as- AFFIRMED. 


[9336] Lewis B. and Annamae Harrington, Plaintiffs v. United States of America, 
Defendant. 


U. S. District Court, Dist. Del., Civil Action No. 83-859 CMW, 1/17/85. 


[Code Sec. 1374] 


S Corporations: Net operating loss allowed to shareholders: Basis determination.— 
A Delaware corporation formed for the purpose of owning and operating a restaurant 
was not an accommodation party on the $200,000 promissory note executed by one of the 
shareholders to establish a line of credit with a trust company, but was a principal debtor 
along with the individual shareholders and their wives. A shareholder could not claim 
any indebtedness from the corporation to him because the promissory note represented a 
loan from the bank to the corporation, so that there could have been no reloaning of the 
money from the shareholders to the corporation, unless the shareholder had actually 
made repayments on or before the close of the corporation’s taxable year. It was undis- 
puted that no such repayments were made. Accordingly, the adjusted basis of the cor- 
poration’s indebtedness to the shareholder was zero, and the shareholder was entitled to 
deduct from his taxable year gross income only that portion of the corporation’s net op- 
erating losses which did not exceed the adjusted basis of his stock in the corporation, or 


$2.50. Back reference: {| 4846V.39. 


Robert E. Schlusser, Schlusser & Reiver, 701 Goldsborough Building, 1102 West 


Street, Wilmington, 


Del. 19899, for plaintiffs. 
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Memorandum Opinion 


Wricut, Senior Judge: This is a suit for 
the refund of individual income taxes paid 
by the plaintiffs for their 1980 taxable year. 
The amounts for which a refund is sought 
were paid on November 29, 1982, and the 
plaintiffs filed a timely claim for a refund 
pursuant to 26 U. S. C. § 6511(a). Jurisdic- 
tion is conferred upon this Court by 26 


U.S. C. § 1346(a) (1). 


The plaintiffs owned 2.5% of the stock 
in CAMB Enterprises, Inc. (“CAMB”), a 
Delaware corporation formed on February 
29, 1980, for the purpose of owning and op- 
erating a restaurant in Dover, Delaware 
under a franchise from H. A. Winston and 
Company. CAMB filed a valid and timely 
election with the Internal Revenue Service 
(the “IRS”) to have its taxable income or 
loss for its taxable year ended October 31, 
1980 passed through to its shareholders 
pursuant to the then provisions of Sub- 
chapter, S of the Internal Revenue Code of 


. 1 See. "1374(a). GENERAL RULE. 

A net operating loss of an electing small busi- 
ness corporation for any taxable year shall be 
allowed as a deduction i) gross soe of 
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et seq. CAMB reported a loss of $62,026 
for its 1980 taxable year, and the plaintiffs 
claimed a deduction of $1,675.00 as their 
pro rata share of this loss. The IRS denied 
the deduction and assessed a deficiency of 
$528.00. On June 7, 1983, the plaintiffs filed 
a claim for refund of the $528.00 in tax 
plus $81.18 in interest paid thereon, and the 
IRS has taken no action on the claim. 


I. 


Under I. R. C. § 1374, a shareholder of 
an electing small business corporation may 
deduct from his gross income his pro rata 
share of the corporation’s net operating 
losses... However, under § 1374(c)(2) this 
deduction may not exceed the total of the 
shareholder’s adjusted basis for his stock 


in the corporation plus the adjusted basis 


of any indebtedness of the corporation to 


the shareholders of such corporation in the 
manner and to pe extent Gan forth in this 
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the shareholder. The adjusted basis of 
Harrington’s stock in CAMB at the end 
of his 1980 taxable year was $2.50. Har- 
rington claims that his pro rata share of 
CAMB’s 1930 indebtedness to its share- 
holders was $5,000.00. The characteriza- 
tion of the corporation’s indebtedness 
constitutes the principal issue in this case. 


On August 14, 1980, Harrington and the 
four other shareholders of CAMB executed 
a promissory note for $200,000 to establish 
a line of credit with the Delaware Trust 
Company. The proceeds of the note were 
to be used to purchase equipment for the 
restaurant operated by CAMB. According 
to the testimony at trial, which the Court 
has no reason to doubt, CAMB Enterprises, 
Inc., was not a signatory of the original 
note but was put on later at the bank’s 
insistence to enable the bank to get a lien 
on the corporation’s equipment. The bank 
also later insisted that the five shareholders’ 
wives be brought in on the note, and this 
later note, signed by CAMB, the five share- 
holders and their wives as co-makers, was 
backdated to August 14, 1980, since this 
was the date from which interest would run. 


Harrington contends that the Delaware 
Trust Company loaned the $200,000 to the 
individual shareholders and that they, in 
turn, reloaned the money to CAMB. Under 
this theory, Harrington’s adjusted basis in 
his CAMB stock plus his adjusted basis in 
CAMB’s debt to him was $5,002.50 at the 
end of his 1980 taxable year, so that Har- 
rington would be entitled to deduct up to 
that amount of CAMB’s 1980 net operating 
losses from his gross income for 1980. The 
government maintains, on the other hand, 
that, however the rights and obligations of 
the shareholders and their wives arising 
from the $200,000 promissory note may be 
characterized, the note represents a loan 
from the bank to CAMB, so that there 
could have been no reloaning of the money 
from the shareholders to the corporation. 
On the government’s theory, there was no 
indebtedness from the corporation to Har- 
rington, and Harrington could deduct from 
his gross income only that portion of 


CAMB’s net operating losses which did not 
exceed the adjusted basis of his stock in 
CAMB, or $2.50. 


A second issue in the case concerns the 
amount of CAMB’s net operating losses 
during its 1980 taxable year. In computing 
its losses for 1980, CAMB included $17,698.00 
of expenses incurred in connection with the 
opening of the restaurant. Before the res- 
taurant opened to the public, its employees 
were trained by personnel from the fran- 
chisor who were sent to the restaurant for 
that purpose. During the training period, 
from October 4, 1980 to October 12, 1980, 
the restaurant was not open to the public 
but served free lunches to residents of the 
Dover senior citizens centers for advertis- 
ing purposes and to avoid wasting the food. 
On October 11, 1980, CAMB held a party 
for several hundred people from the Dover 
business community and government offices. 
When the restaurant opened on October 13, 
1980, CAMB’s employees were unable to 
handle the volume of business, and CAMB 
obtained additional trained help from the 
H. A. Winston Company. The $17,698 of 
deductions claimed by CAMB _ includes 
amounts paid to the H. A. Winston Com- 
pany for training CAM’s employees, the 
cost of food and liquor given away to the 
senior citizens and during the opening party 
and the wages paid after opening to the 
additional help furnished by the H. A. 
Winston Company. 


The government takes the position that 
none of these expenses is deductible as an 
ordinary and necessary business expense 
under I. R. C. § 162(a), because they are 
all start-up expenses. Under I. R. C. § 195, 
start-up expenses may be amortized over a 
period of not less than five years, if the 
taxpayer makes a valid election prior to 
the date of the business’s first income tax 
return. The government argues that, since 
CAMB did not make the required election, 
it cannot deduct any portion of these ex- 
penses. Alternatively, the government main- 
tains that these expenses are not deductible 
under I. R. C. § 162(a) because CAMB was 
not engaged in a trade or business at the 


2(2) LIMITATION. 

A shareholder’s portion of the net operating 
loss of an electing small business corporation 
for any taxable year shall not exceed the sum 


(A) the adjusted basis (determined without 
regard to any adjustment under section 1376 
for the taxable year) of the shareholder’s stock 
in the electing small business corporation, de- 
termined as of the close of the taxable year 
of the corporation (or, in respect of stock sold 
or otherwise disposed of during such taxable 
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year, as of the day before the day of such sale 

or other disposition), and 
(B) the adjusted basis (determined without 
regard to any adjustment under section 1376 
for the taxable year) of any indebtedness of 
the corporation to the shareholder, determined 
as of the close of the taxable year of the 
corporation (or, if the shareholder is not a 
shareholder as of the close of such taxable year, 
as of the close of the last day in such taxable 
year on which the shareholder was a share- 
holder in the corporation). Z 
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time they were incurred, and because the 
expenses were used to acquire an asset that 
yielded benefits to the corporation after 
the close of its taxable year on October 
31, 1980. 


Because the adjusted basis of Harring- 
ton’s CAMB stock is $2.50, no portion of 
the disputed $17,698 of expenses will be 
deductible by him unless the Delaware 
Trust Company loan created an indebted- 
ness from the corporation to Harrington. 
Accordingly, if the Court finds that there 
was no indebtedness running from CAMB 
to Harrington, it need not consider the de- 
ductibility of the expenses incurred in con- 
nection with the opening of the restaurant. 


IT. 


The government urges that the loans 
from the Delaware Trust Company must 
be deemed to have been made to CAMB as 
a matter of law and, thus, that there was 
no reloaning of the proceeds from the share- 
holders to the corporation. The govern- 
ment relies for its position on Frankel v. 
Commissioner [Dec. 32,250], 61 T. C. 343 
(1973), aff'd, 506 F. 2d 1051 (3d Cir. 1974). 
Frankel involved a loan from a partnership 
to a Subchapter S corporation in which the 
stock was owned in the same proportions 
as the capital interests in the partnership. 
The Tax Court held that indebtedness run- 
ning from the corporation to the partnership 
was not an indebtedness of the corporation 
to its shareholders within the meaning of 
I. R. C. § 1374 and, consequently, that the 
shareholders could not use it to increase 
their individual adjusted bases in any in- 
debtedness of the corporation to them. The 
Tax Court noted that no form of “indirect 
borrowing” is sufficient to give rise to an 
indebtedness from a-Subchapter S corpo- 
ration to its shareholders unless or until 
the shareholders pay part or all of the obli- 
gation, id. at 347, citing Raynor v. Commis- 
sioner [CCH Dec. 29,103], 50 T. C. 762 
(1968). 


In Raynor the taxpayer owned stock in 
three Subchapter S corporations and also 
made various loans to the corporations 
along with the other shareholders. In addi- 

; tion to these loans from shareholders, the 


ed loans from third par- 


ration. 


the shareholders, and the shareholders exe- 
cuted notes to one of these third parties as 
additional security for the corporation’s 
debt. With respect to these latter loans, the 
Tax Court stated: 


[T]he fact that shareholders may be 
primarily liable on indebtedness of a 
corporation to a tiird party does not 
mean that this indebtedness is “in- 
debtedness of the corporation to the 
_ Shareholder” within the meaning of 
1374(c)(2)(B). No form of indirect 
borrowing, be it guaranty, surety, ac- 
commodation, comaking or otherwise, 
gives rise to "indebtedness from the cor- 
poration to the shareholders until and 
unless the shareholders ._pay part or all 
of the obligation. 


[CCH Dec. 29,103] 50 T. C. 762 770-71 
(1968), citing Borg v. Commissioner [CCH 
Dec. 28,948], 50 T. C. 257 (1968). Numer- 
ous later cases have followed the rule of 
Raynor and Borg. See, e.g., Brown v. Com- 
missioner [83-1 ustc { 9364], 706 F. 2d 755 
(6th Cir. 1983); Underwood v. Commissioner 
[76-2 ustc 9557], 535 F. 2d 309 (5th Cir. 
1976); Wheat v. United States [73-1 usrc 
7 9221], 353 F. Supp. 720 (S. D. Tex. 1973); 
Silverstein vu. United States [73-1  ustc 
7 9217], 349 F. Supp. 527 (E. D. La. 1972); 
Neal v. United States [70-1 ustc { 9306], 
313 F. Supp. 393 (C. D. Cal. 1970); Black- 
man v. Commissioner [CCH Dec. 37,912(M)], 
41 T. C. M. 1512 (1981); Williams v. Com- 
missioner [CCH Dec. 37,672(M)], 41 
T. C. M. 844 (1981). iA 


The government argues that Raynor, et al. 
is controlling in this case, and that, because 
Harrington himself made no repayments 
on the Delaware Trust Company note 
during CAMB’s 1980 taxable year, there 
was no indebtedness from the corporation 
to Harrington during the latter’s taxable 
year.’ This result is indeed compelled if 
the case is one of “indirect borrowing;” 
that is, if the note represents a loan from 
the bank to CAMB as the principal debtor, 
with Harrington and the other shareholders 
acting as sureties or accommodation parties. 
Harrington, however, maintains that the 
note does not represent a loan from the 
bank to the corporation guaranteed by 
the shareholders but a loan from the bank to 
the shareholders guaranteed by the corpo- 
Harrington argues correctly that 
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the roles of the bank and the shareholders 
as signatories of the note are questions of 
fact. The rule of Raynor and the other in- 
direct borrowing cases applies only after 
it is first determined that the situation is 
one of indirect borrowing. In all of these 
the courts refused to find an in- 
debtedness from the corporation to the 
shareholder where the shareholder had 
acted as a guarantor, surety, co-maker or 
accommodation party on a loan from a 
third party to the corporation, unless the 
shareholder had actually made repayments 
on the loan. Thus, the Court must first 
determine whether the note in question 
represents a loan to CAMB as the principal 
debtor, or whether CAMB merely acted as 
an accommodation party on a loan to the 
individual shareholders. 


iid 


An accommodation party to a promissory 
note is “one who signs the instrument in 
any capacity for the purpose of lending his 
name to another party to it.” 6 Del. C. 
§ 3-415. Thus, a party who signed a note 
as a surety would be an accommodation 
party within the meaning of the Delaware 
Uniform Commercial Code, while one who 
signed in the capacity of a principal debtor 
would not. The difference between the two 
kinds of signatories is not in the relation of 
the co-signers to the creditor but in their 
relative rights and obligations among them- 
selves. Those who sign a note as co-makers, 
whether their status be that of surety or 
principal debtor, are jointly and severally 
liable to the creditor to pay the entire 
amount of the note. 6 Del. C. § 3-118(e). 
The payee can, at his option, sue a surety 
for the entire amount without first attempt- 
ing to recover from a principal debtor. The 
surety, however, will have a right of in- 
demnification against a principal debtor for 
the entire amount paid. If, on the other 
hand, the payee recovers the entire amount 
of the note against a co-maker who is not 
an accommodation maker but who signed 
in the capacity of a principal debtor, then 
this co-maker will have a right of contri- 
bution from the other co-makers, but not of 
complete indemnification. See White & 
Summers, Handbook of the Law under the 
Uniform Commercial Code § 13-7 ANG ed. 
1980). 


Whether a signatory of a note is an ac- 
commodation party is a question of fact to 
be determined by the intention of the 


parties as reflected in the language of the 


instrument and the surrounding circum- 
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stances. See Campo v. Maloney, 122 N. H. 
162, 442 A. 2d 997 (1982); Lowe v. Peeler, 
51 N. C. App. 557, 277 S. E. 2d 102 (1981); 
Philadelphia Bond & Mortg. Co. v. Highland 
Crest Homes, Inc., 221 Pa. Super. 89, 288 
A. 2d 916 (1972). In Campo v. Maloney the 
court considered the following factors to 
be relevant in upholding the finding of a 
special master that the defendant signed 
notes as a principal maker and not as an 
accommodation party: none of the notes 
identified the defendant as an accommoda- 
tion party; the notes stated that the sig- 
natories were liable “jointly and severally 
as principals;” the individual signatories 
were controlling stockholders of a corpo- 
ration that was on the note, and each 
would derive substantial personal benefit 
from application of the loan proceeds; and 
the major shareholder of the two debtor 
corporations knew that they were not of- 
ficially incorporated at the time of the 
execution of the instruments. 


In the instant case, there is nothing on 
the face of the instrument to indicate the 
relative status of the signatories. Both the 
corporation and the individual shareholders 
and their wives signed as makers, but there 
is no explicit distinction between principals 
and sureties on the face of the note itself. 
When the status of the parties is unclear 
from the face of the instrument, courts 
have given great weight to whether a sig- 
natory was a principal beneficiary of the 
proceeds of the note. See, e.g., Campo v. 
Maloney, supra; Riegler v. Riegler, 244 Ark. 
483, 426 S. W. 2d 789 (1968); Stockwell v. 
Bloomfield State Bank, 174 Ind. App. 314, 
367 N. E. 2d 42 (1977); White v. Household 
Finance Corp., 158 Ind. App. 394, 302 N. E. 
2d 828 (1973); Bank of America, N. T. S. A. 
v. Super. Court of San Diego Co., 4 Cal. 
App. 3d 435, 84 Cal. Rptr. 421 (1970); 
MacArthur v. Cannon, 4 Conn. Cir. 208, 229 
A. 2d 372 (1967). In Riegler v. Riegler, for 
example, a husband and wife had both 
signed a note payable to a bank prior to 
their divorce. The bank secured judgment 
against both parties, but the wife claimed 
her former husband was obligated to pay 
the entire amount because she was merely 
an accommodation party. The court held 
that, because the wife had received benefits 
from the proceeds of the- note, she was 
principally liable along with her former 
husband. Similarly, in MacArthur v. Can- 
non, supra, the plaintiff and the defendant 
were the sole shareholders and officers of 
a corporation, and both signed a note as 
co-makers. The proceeds of the note were. 
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used to pay corporate debts, and the court 
held that, where the defendant received a 
benefit from the proceeds of the note in 
this way, the lower court was entitled to 
infer that the defendant was not an accom- 
modation party but a principal debtor, so 
that the plaintiff, who had paid the note, 
had a right. to contribution from him. On 
the other hand, in Stockwell v. Bloomfield 
State Bank, supra, the appellant co-signed 
a promissory note with one Donald Carty 
to enable Carty to get a loan. The proceeds 
of the note went to Carty, who used part of 
them to lease real estate from Stockwell. 
The court held that Stockwell was an ac- 
commodation party because he had lent his 
name to the note so that Carty could ob- 
tain the loan and had received only an 
indirect benefit from the proceeds. And in 
White v. Household Finance Corp., supra, 
the court held that the plaintiff acted as 
an accommodation maker in signing his 
nephew’s note to enable the nephew to 
obtain funds for a new car. 


In the present case, the parties agree 
that CAMB received the entire benefit from 
the proceeds of the note; indeed, CAMB 
itself made rnost of the draws. The excep- 
tions were four draws totaling $52,000 
made by shareholder James 
which were deposited in the account of 
Priscilla Block Associates (‘Priscilla 
Block’), a general partnership in which the 
five CAMB shareholders owned interests 
proportionate to their interests in CAMB. 
Priscilla Block used this $52,000 to pay 
creditors of CAMB. These facts, along 
with the absence of any evidence on the 
face of the note indicating that CAMB 
signed as an accommodation party, suggest 
that CAMB was not an accommodation 
party but a principal debtor along with the 
individual shareholders and their wives. 


Harrington argues, however, that there 
are other circumstances surrounding the 
loan transaction that point to CAMB’s 
status as an accommodation maker, with 
the individual shareholders and their wives 


as the sole principal debtors on the note. 


For example, there was uncontradicted tes- 
timony that McGinnis — had personally 


McGinnis,- 


negotiated a loan from the Delaware Trust 
Company to be used in opening a restaurant 
before the corporation was formed. The 
evidence also shows that the original note 
did not contain CAMB’s signature, but 
that CAMB was put on after the original 
note was executed at the insistence of the 
Delaware Trust Company so that the bank 
could obtain a lien on equipment purchased 
with the proceeds of the loan. There was 
also testimony that any excess remaining 
of the $200,000 after the restaurant’s re- 
quirements had been met was available for 
the shareholders’ personal use and that the 
individual shareholders had made repay- 
ments on the loan after October 31, 1980. 


The Court finds this additional evidence 
inconclusive and unpersuasive. McGinnis 
and his partners may have originally in- 
tended to sign a note on which they alone 
would be principally liable, but they also 
decided, for their own good reasons, to 
conduct their enterprise in corporate form, 
and they agreed to the bank’s insistence 
that the corporation become a signatory of 
the note. It is the note in its final form 
that concerns us here and, while the inten- 
tion of the parties controls on the issue of 
who is an accommodation maker, the Court 
cannot give controlling weight to testimony 
concerning earlier intentions that is con- 
tradicted by the later actions of the parties.* 


The testimony concerning the availability 
of excess proceeds for the personal use of 
the shareholders is unpersuasive, since the 
entire proceeds of the note were, in fact, 
used for the restaurant and were fully ex- 
pended as of October 31, 1980. Statements 
by McGinnis and Norman Aerenson, an- 
other CAMB shareholder, that the individ- 
ual shareholders had made all _ the 
repayments on the note after October 31, 
1980 are unsupported by objective evidence 
of the dates and amounts of the repay- 
ments. More importantly, Harrington him- 
self testified that he could not recall how 
much he had repaid on the note or when 
he had made repayments, and that he did 
not know whether he still owed anything 
on the note. In any case, even if Harring- 
ton did make some penauancritsiatter Oc- 
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tober 31, 1980, this would be consistent 
with the view that both Harrington and 
CAMB were principal debtors on the note. 


The Court concludes that CAMB was 
not an accommodation party on the note 
to the Delaware Trust Company but a 
principal debtor along with the individual 
shareholders and their wives. Consequently, 
the rule of Raynor v:. Commissioner, supra, 
and the other indirect borrowing case ap- 
plies, and Harrington cannot claim any in- 
debtedness from the corporation to him 
unless he actually made repayments on or 
before October 31, 1980. Since it is un- 
disputed that no such repayments were 
made, the Court finds that Harrington did 
not make any loans to CAMB on or before 
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October 31, 1980. Accordingly, the ad- 
justed basis of CAMB’s indebtedness to 
Harrington as of this date was zero, and 
Harrington was only entitled to deduct 
from his 1980 gross income that portion of 
CAMB’s net operating losses that did not 
exceed the adjusted basis of his CAMB 
stock, or $2.50. 


Because the Court holds that the adjusted 
basis of the debt from CAMB to Harring- 
ton on October 31, 1980 was zero, it is un- 
necessary to confront the issues concerning 
the amount of CAMB’s net operating losses 
in 1980, since none of CAMB’s 1980 net op- 
erating losses in excess of $100 could pro- 
vide a tax benefit to Harrington. Harrington’s 
demand for a tax refund is denied. 


United States of America, Plaintiff-Appellee v. Bobby Joe Chapman, a/k/a 
B. J. Chapman, et al., Defendants-Appellants. 


U. S. Court of Appeals, 5th Circuit, No. 84-1221, 4/12/85.—(756 F2d 1237.) Affirm- 


ing District Court, 84-1 usrc J 9202. 


[Code Secs. 6321 and 7403] 


Lien for taxes: Fraudulent conveyance: Homestead exemption—The IRS was 
permitted to enforce a tax lien against property held by the taxpayer’s daughter because 
the taxpayer had fraudulently conveyed the property to her in order to prevent the IRS 
from collecting possible future tax deficiencies. However, the court refused to recognize 
a homestead exemption for the taxpayer’s wife, who was not liable for taxes. Although, 
ruling that the conveyance to the daughter was fraudulent and that the taxpayer and his 
wife were not mere renters of the property, the court held the wife to her sworn state- 
ment that she was a renter and that she did not intend to claim the property as a 
homestead with her husband. As a result, the IRS would be allowed to use all of the 
proceeds from a sale of the property to satisfy the taxpayer’s deficiencies, rather than 
giving a share of the proceeds to the wife to honor her claim in the homestead. Back 
references: {[ 5357.56 and 5772.37. 


James A. Rolfe, United States Attorney, Dallas, Tex. H. Victor Conrad, Department 
of Justice, Dallas, Tex. 75242, Glenn L. Archer, Jr., Assistant Attorney General, Michael 
L. Paup, William S. Estabrook, Joan I. Oppenheimer, Department of Justice, Washing- 
ton, D. C. 20530, for plaintiff-appellee. William M. Ravkind, 700 N. Pearl, Dallas, Tex. 
75201, for defendants-appellants. 


Before Crark, Chief Judge, GoLpBerc, and Tate, Circuit Judges. 
Tate, Circuit Judge: The principal issue 


before us concerns whether the United 
States may enforce a tax lien against prop- 


taxpayer’s wife’s homestead interest in the 
property should be recognized in any dis- 
tribution of the proceeds of an execution 


erty titled to the taxpayer's daughter, on 
the ground that the transfer into her name 
with intent to defraud the United States 
was void as against that creditor. We af- 
firm, as not clearly erroneous, Fed. R. Civ. 
P. 52(a), the district court’s factual deter- 
mination that the transfer was made with 
such intent. We likewise affirm the district 
court’s rejection of the taxpayer’s alterna- 
tive contention that—if the transfer was in- 
deed void as against the creditor—the 
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sale against the property; again we do not 
find, on the evidence in the record before 
us, reversible error in the district court’s 
factual determination that neither the tax- 
payer nor his wife had the requisite intent 
to claim that property (in which they lived, 
as alleged renters from their ges ieet) as 
their homestead. 


eacesre Context. The United States ob: 
tained judgment in the amount of $485,185 


against the taxpayer Chapman, a Texas 
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resident, for unpaid wagering excise taxes, 
Section 4401 of the Internal Revenue Code 
of 1954, 26 U. S. C. § 4401. These taxes had 
accrued and were due in 1971 and 1972, and 
were admittedly owed by him as (then) a 
large-scale bookmaker. 


By the present proceedings, the United 
States successfully sought recognition of a 
tax lien upon a valuable Texas residential 
property (the “Shannon Court” property), 
title to which was in the name of the tax- 
payer’s daughter (Kitty Joy). The govern- 
ment successfully contended that the property 
had been placed in the daughter’s name 
with intent to defraud the United States 
from collecting unpaid taxes and that, under 
Texas law, the transfer into the daughter’s 
name was void as against the creditor in- 
tended to be defrauded thereby. 


The taxpayer, his wife, and his daughter 
appeal the district court judgment permit- 
ting execution of the judgment which was 
against the taxpayer (only), against the Shan- 
non Court property (titled to the daughter), 
and further decreeing that the taxpayer’s 
wife had no homestead right (as alterna- 
tively contended by the defendants) recog- 
nizable as a claim against the proceeds. 


if 


Before adverting to the factual setting, 
we briefly outline the legal context in 
which the issue of fraudulent transfer arises. 
The state law of Texas defines whether the 
taxpayer has a property right in the Texas- 
sited realty; if he does, it is subject to the 
government tax lien. 
States, 363 U. S. 509, 513-14, 80 S. Ct. 1277, 
1280-81, 4 L. Ed. 2d 1365 (1960). In this 
instance, whether the taxpayer retained a 
property interest subject to the federal lien 
is governed by the application of the Texas 
Fraudulent Transfers Act, Tex. Bus. & 
Com. Code Ann. §§ 24.02, 24.03 (Vernon 
1968). Section 24.02(a) provides, generally, 
that a transfer of property is void as to a 


Aguilino v. United. 


creditor if the transfer was intended to 
delay, hinder, or defraud any creditor from 
obtaining “that to which he is, or may be- 
come, entitled.” * Section 24.03 provides that 
a transfer is void with respect “to an exist- 
ing creditor” if “not made for a fair con- 
sideration.” ? 


As this court has construed these Texas 
statutory provisions, 


_a transfer in fraud of creditors is void- 
able in the general sense that good title 
may be passed to a transferee who does 
not have notice of the fraud, Tex. Bus. & 
Com. Code Ann. § 24.02(b), and void in 
the very limited sense that creditors may 
otherwise treat the transferred property 
as though the transfer had never taken 
place, see Texas Sand Co. v. Shield, 381 
S. W. 2d 48, 55 (Tex. 1964). 


In re MortgageAmerica Corporation, 714 F. 
2d 1266, 1272-73 (5th Cir. 1983). Under 
these Texas statutes, “a conveyance which 
is found to be fraudulent as to creditors is 
wholly null and void as to such creditors”, 
and “the legal as well as the equitable title 
remains in the debtor for the purpose of 
satisfying debts.” Texas Sand Company v. 
Shield, 381 S. W. 2d 48, 54 (Tex. 1964). 
Thus, a judgment creditor with a lien on 
the debtor’s property may enforce that lien 
directly against realty that had been placed 
in the name of another with intent to defraud 
the creditor. Id., 381 S. W. 2d at 54-55. 


The particular issue before us concerns 
whether a transfer intended to defraud 
creditors is void, under the Texas Fraudu- 
lent Transfers Act, as to a creditor whose 
debt arises after the transfer has been made. 
As a general rule, the statutory provisions 
afford no remedy to a person who was not 
a creditor of the transferor at the time of 
the transaction. See Texas Jurisprudence, 
“Creditors Rights and Remedies”, § 576 
(1982), and decisions therein cited. How- 
ever, Id., § 577, a different rule applies when 


the transfer is made we fraudulent intent 


1Tex. Bus. & Com. Code Ann. § 24.02 (Ver- 
non 1968) provides: 

(a) A transfer of real or personal property, 
a suit, a decree, judgment, or execution, or a 
bond or other writing is void with respect to 
a creditor, purchaser, or other interested per- 
son if the transfer, suit, decree, judgment, 


or bond ‘or other writing was in- 


he purchased with notice of 

(1) the intent of his transferor to delay, 
hinder, or defraud; or ; 

(2) the fraud that voided the title of his 
transferor. 

2 Tex. Bus. & Com. Code Ann. § 24.03 (Ver- 
non 1968) provides: 

(a) A transfer by a debtor is void with 
respect | to an existing creditor of the debtor 
T ; ‘ot made for fair considera- 
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at the time of transfer to evade future lia- 
bilities to a subsequent creditor. As the 
decisions cited in §577 and to be cited 
below show, in such instance the transfer 
is void as to the subsequent creditor. 


Thus, the conveyance of his property by 
a tort-defendant, made with intent to de- 
fraud the tort-plaintiff, is subject to in- 
validation as a fraudulent conveyance, even 
though the liability to the prospective tort- 
creditor has not matured into a judgment 
at the time of the transfer. See, ¢.g., Hollins 
uv. Rapid Transit Lines, Inc., 440 S. W. 2d 
57 (Tex. 1969). A transfer “made with a 
fraudulent intent to evade future liabilities 

3 is void as to subsequent creditors.” 
Aerie v. Hartman, 135 Tex. 596, 138 S. W. 
2d 802, 803 (1940). “[A] note made with 
no intention of payment for the purpose of 
defrauding creditors would be void as against 
existing or future creditors.” Stevens v. 
Cobern, 213 S. W. 925, 925 (Tex. 1919). In 
order for a conveyance to be held fraudu- 
lent as to one who became a creditor sub- 
sequent to the transaction, “it is necessary 
that the intent exist at the time [of the 
conveyance] to shield the property from 
debts thereafter to be incurred.” Cates v. 
Clark, 24 S. W. 2d 450, 453 (Tex. Civ. App. 
1930). 


Further, 
tested, 


[a] creditor may follow property fraudu- 
lently conveyed by the debtor and sub- 
ject the proceeds to the payment of the 
creditor’s debt. The conversion of the 
property by the grantee into other prop- 
erty does not prevent the creditors from 
following the property in its converted 
' form if they are able to do so. 


Texas Jurisprudence, supra, §556 at p. 570. 
IT. 


In the present instance, based upon ap- 
plication of these fraudulent-transfer prin- 
ciples, the district court held that the 
government’s tax lien extended to the tax- 


as does not seem to be con- 


3 Where the only consideration for a transfer 
of property has been assumption of a mort- 
gage, the transfer may be fraudulent as to a 
creditor within the protection of the Texas 
Fraudulent Transfers Act, if the value of the 
property transferred is substantially greater 
that the mortgage-debt assumed by the trans- 
feree. Texas Sand Company v. Shield, 381 
S. W. 2d 48, 53 (Tex. 1964) (transfer by 
grantor to his son of 2,03l-acre ranch, with 
consideration being assumption of $92,000 mort- 
gage, not based on substantial consideration; 
an indicia of fraud); “vans v. First National 
Bank of Mt. Vernon, 65 S. W. 2d 366 (Tex. 
1933) (assumption of an incumbrance of $1,500 


on property worth $3,000 was not valuable con- 
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payer Chapman’s property rights in a 
residence in which he and his wife lived, 
but to which the title was held by his 
daughter, Kitty Joy. Briefly summarized, 
the factual context of this holding is as 
follows: 


The taxpayer Chapman was a gambler 
engaged in large-scale bookmaking from 
1962 to at least the early part of 1972. 
As such he was liable for an excise tax 
in the amount of 10% of each bet he took. 
He admitted he did not pay such tax as 
required, claiming not to know of it or— 
at one point—to have believed it was un- 
constitutional. He conceded that he was 
habitually late in paying his income taxes 
due to the United States, that he always 
had problems with the Internal Revenue 
Service, and that, because of these prob- 
lems, he liked to keep his assets in cash 
“to avoid the reach of the IRS.” R. II, 
p. 130. 


In 1961 Chapman and his wife purchased 
a home on Cordova Street in Dallas, Texas, 
secured by a mortgage. In late 1968 he 
conveyed that home (valued at a minimum 
of $31,000) to his minor son (“Bobby E.”), 
age 19, for no consideration except Bobby 
E.’s assumption of the mortgage (of bal- 
ance due less than $9,000).*. Chapman and 
his wife continued to live in the home and 
continued to make the mortgage payments, 
allegedly in lieu of rent to his son. At 
approximately the same time as this trans- 
action, Chapman transferred his only other 
non-cash asset, a used car lot, to his two 
minor sons, Bobby E. and his twin brother. 
(A few days aftcr the taxpayer’s transfer 
of his Cordova Sireet home to his son, a 
raid and search was conducted of these 
premises, directed at the taxpayer’s gam- 
bling operations thereupon.) 


In 1973, the son Bobby E. conveyed the 
Cordova Street house to his sister, Kitty 
Joy, then age 18, for the alleged amount 
of some $3,535, which Kitty Joy borrowed 
and secured by mortgage on the home. 


sideration); United States v. Wilson [80-2 ustc 
9824], 500 F. Supp. 831, 832 (N. D. Tex., 
1980) (transfer void as to creditor where value 
of property transferred was $45,000, and in 
consideration grantee children assumed mort- 
gage of $5,000 and paid ad valorem of taxes of 
some $5,900). 

Here, aside from the indicia of fraudulent 
transfer on the fact of the transfer from par- 
ents to son arising from lack of fair considera- 
tion, the grantor parents continued to reside 
on the property and continued to pay the 
mortgage debt thereupon, from liability there- 
for they had not been released upon the son’s 
assumption of the mortgage. 
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Again, Chapman and his wife continued 
to live in the home, and there is evidence 
from which the trial court could find that 
Chapman contined to make the mortgage 
payments. 


In 1975, Kitty Joy, who had no ap- 
preciable income at the time, exchanged 
the Cordova Street house and $35,000 cash 
for the Shannon Court house, executing 
a mortgage note for the $35,000 cash. She 
and her parents moved into the Shannon 
Court house where she lived until her mar- 
riage in 1978, after which her parents con- 
tinued to live there. Again, Chapman made 
the mortgage payments totaling over $5,000 
per year, allegedly in lieu of rent to Kitty 
Joy. He made substantial improvements 
and repairs to the house. Utility services 
have been provided to that residence al- 
ways in the name of Chapman himself 
since the acquisition of the property. 


Chapman, his wife, and his children Bobby 
E. and Kitty Joy, testified that the pur- 
pose of the transfer of Chapman’s property 
to the name of his children was simply to 
assure that the children would have the 
property and to protect the family against 
losing it because of possible gambling losses 
that might result from Chapma'n’s activities 
as an admittedly heavy gambler. Chap- 
man’s attorney argues most persuasively 
that, at most, the evidence shows only that 
Chapman, engaged in a risky business, en- 
deavored to protect his family—should he 
suffer gambling losses in the future—by 
placing his property in the name of his 
children. Thus, any transfer was not made 
with intent to defraud the United States 
of present or future wagering excise tax 
liability, about the possibility of which, 
moreover, Chapman claimed total ignorance. 

If the district court, which tried this case 
without a jury, had accepted as credible 
this testimony of the Chapman witnesses, 
then arguably the intra-familial transfers 
of property would not have been void as to 
the United States. The Texas Fraudulent 
Transfers Act, as previously noted, does 
not entitle a subsequent creditor to reach 
the grantor’s interest in property conveyed 
for inadequate consideration to family 
members (or others)—unless (construing 
the cases most favorably to the taxpayer 
-appellant) the transfer was made with in- 
tent to defraud that particular creditor 
(i.e, the United States; not the gambling 


2 For example, jnadequate consideration; in- 
trafamilial transfers (to non-incomed minors, 
at that); the transfers to his children of all 
the taxpayer’s seizable — property, both home 
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winners) as to a contemplated future lia- 
bility of the debtor-transferor to that creditor. 


However, the district court did not ac- 
cept as credible the testimony upon which 
Chapman relies. Instead, it found that the 
initial transfer of the Cordova Street house 
in 1968 was made by Chapman and his 
wife to his minor son Bobby E. with the 
intent to defraud the United States and 
to hinder and delay it from collecting taxes 
then due and to become due. It also found 
that Bobby E. and Kitty Joy acquired the 
Cordova Street house, and Kitty Joy the 
Shannon Court house, with knowledge of 
Chapman’s intent to delay.and to defraud 
the United States of America. 


Consequently, under the Texas fraudu- 
lent-conveyance principles previously sum- 
marized, the transfers of the Cordova Street 
property were void as to Chapman’s lia- 
bility to the United States for present and: 
future wagering taxes. The taxpayer Chap-. 
man’s interest therein (retained by him,, 
insofar as the United States) was, there-- 
fore, subject to seizure and sale under- 
the government’s judgment for its excise 
tax lien, as was the Shannon Court prop- 
erty into which Chapman’s interest was 
converted by the exchange of the Cordova 
Street property for it. 


The district court thus rejected the (not 
totally disinterested) testimony of the Chap-. 
man family members as to the lack of 
intent of the transfers to defraud the United’ 
States of his future wagering tax liability. 
Instead, from the admissions of Chapman 
himself as to his Internal Revenue Service 
troubles and desire to keep his assets. 
beyond the Service’s reach (albeit, deny- 
ing intent to delay or defraud the United 
States of wagering tax liability, based upon 
his not-necessarily-believable account that 
he did not know of it), and from other 
indicia of fraud,* the district court found 
from the evidence and objective conduct as 
a whole that the purpose of the transfers 
was to hinder or defraud the United States 
in its collection of Chapman’s excise and 
other federal tax liabilities. 


The judge so determined, sitting as a 
trier of fact without a jury. “Fraud deter- 
minations are findings of fact that will not 
be set aside upon appeal unless clearly 
erroneous.” United States v. Fernon, 640 


and used-car lot; the retention of possession 
and all indicia of ownership of both the orig- 


inal Cordova Street property and the Shan- 


non Court property into which converted. 
- © 1985, Commerce Clearing House, Inc. 
~ Se ae co a oe a a hee 


~ 
. 
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F. 2d 609, 613 (5th Cir. 1981) (citations omit- 
ted). 


We are unable to hold that the district 
court so erred. 


TIT. 


The taxpayer Chapman and his wife ad- 
vance an alternative contention, as they did 
in the trial court. The tax judgment is 
against the husband alone. If the court 
does find that the transfers of the Chapman 
residential property were void as to the 
United States, they argue that, then—since 
Chapman and his wife still had title to the 
original Cordova Street residence in which 
they then lived, and still have title to the 
Shannon Court property into which it was 
converted—Chapman’s wife was not liable 
for the taxes in question and is therefore 
entitled to recognition of her homestead 
interest in the property. If so, she would 
be entitled to receive from the proceeds of 
the execution sale so much of them as rep- 
resent compensation for the non-liable 
wife’s loss of her separate homestead in- 
terest. United States v. Rodgers [83-1 ustc 
TOS7aleeAol US." 077-103" Senet 2132, 
2145-46, 76 L. Ed. 2d 236 (1983). 


In rejecting this claim, the district court 
found that the testimony of the taxpayer 
Chapman and his wife established that 
neither one of them had the intent to claim the 
Shannon Court property as a homestead. 
Under oath, they both testified that they 
occupied the premises only as renters from 
their daughter. It is conceded that, if so, 
they had no homestead interest under 
Texas law. The taxpayer argues, in effect, 
that because the district court disbelieved 
their testimony of lack of fraudulent intent, 
it should likewise disbelieve their testimony 
of lack of homestead intent, based upon the 
objective facts of their continuous occupa- 
tion of the property as a homestead and 
(alleged) lack of intent to permanently 
abandon it. 


The argument may be superficially at- 
tractive, but—in the face of these parties’ 
sworn testimony of lack of homestead in- 
tent—we are unable to find the district 


5 While we prefer to rest upon this ground 
our distinction of this case from the present, 
we note also that—unlike in Wilson—the pres- 
ent taxpayer and his wife never had legal 
title to the land, a predicate for their home- 
stead interest. It was acquired from a third 
person in the name of their daughter—a con- 
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court’s factual determination against home- 
stead-intent to be clearly erroneous. 


Further, although we rest our conclusion 
upon that factual holding, we have some 
doubt that Texas law would support a 
claim of homestead right in a grantor who 
fraudulently conveyed the property to an- 
other, since the latter holds title—save as 
to the defrauded creditor—to the property. 
As stated in a somewhat different context, 
“a conveyance, though fraudulent, is valid 
as between the parties to the conveyance.” 
Texas Sand Company v. Shield, supra, 381 
S. W. 2d at 55. In rejecting a contention 
similar to the present, the Texas supreme 
court held that the grantor “had no title or 
interest in the 335 acres of land, to which 
a homestead exemption could attach, subse- 
quent to his [fraudulent] conveyance to 
[his] mother.” Stevens v. Cobern, 213 
S. W. 925, 926 (Tex. 1919) (reversing inter- 
mediate court, which had recognized the 
homestead right). 


The taxpayer and spouse rely with some 
confidence upon United States v. Wilson, 
500 F. Supp. 831 (N. D. Tex. 1980). There, 
although a transfer by the taxpayer debtors 
to their children was void against the 
United States as a fraudulent conveyance, the 
taxpayers’ homestead interest was recog- 
nized, based upon their possession of the 
property as a home before and after the 
conveyance. Unlike the present case, how- 
ever, the decision (assuming it was correctly 
decided under Texas law) does not indi- 
cate that the debtors-grantors, who had 
reserved a life estate and the right to pos- 
session, disclaimed under oath any intent to 
occupy the premises as their homestead.° 


No issue is raised as to the district 
court’s holding that, absent a valid home- 
stead interest by the wife, the community 
interest of the couple in the Shannon Court 
property was under Texas law, as commu- 
nity property, subject to execution sale for 
the indebtedness of the husband. 
Conclusion 


Accordingly, we AFFIRM the judgment 
of the district court. 


AFFIRMED. 


version of fraudulently conveyed property that 
subjected the taxpayer’s community interest 
(not title) to the government’s claim as a 
defrauded creditor, but which nevertheless 
passed initial title to the daughter of the 
family only. Cf., Stevens v. Cobern, 213 S. W. 
925, 926 (Tex. 1919). 
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[9338] United States of America and James D. Guerriero, Plaintiffs v. Arden 
Hill Farms, Inc., Defendant; United States of America and James D. Guerriero, Plain- 
tiffs v. Daniel J. Farley, Inc., Defendant. 


U. S. District Court, West. Dist. of Pa., 


Civil Action Nos. 83-2892, 83-2891, 3/18/85. 
[Code Secs. 7602 and 7609] 

Summonses: Third-party recordkeepers: Examination of books and witnesses: Joint 
criminal-civil investigation—Summonses issued upon a horse trading operation were 
ordered enforced by a district court contingent upon the ability of the organization to 
gain access to the records that were delivered to a grand jury. The investigation was 
commenced by the IRS to determine the correct tax liabilities of unknown purchasers, 
holders or sellers of interests in horses or herds of horses sold by the organization. 
Initially, the district court judge stayed these proceedings to preclude any infringement 
upon a grand jury investigation into the dealings of the corporate leader concerning these 
tax shelters. However, since the documents were subsequently turned over to the grand 
jury by the leader, this possibility became moot. As a result, the present action was re- 
sumed to determine the validity of the summonses and the effect of the joint criminal-civil 
proceedings upon their enforcement. After examining the entire record, the court con- 
cluded that the summonses were: valid and legitimate at the time of their issuance; issued 
in good faith for a relevant civil tax investigation purpose with regard to the remaining 
unknown investors in the defendant corporations; and not rendered unenforceable because 
of the mixed civil and criminal investigation, subsequent grand jury proceedings, or the 
delivery of the documents to the grand jury by the corporate leader. Accordingly, for 
the foregoing reasons the summonses were ordered enforced contingent upon the ability 
of the organization to gain access to the records that were delivered to the grand jury. 
Back references: | 5924.35 and 5930D.65. 

Allen Brunwasser, 903 B. Grant Bldg., Pittsburgh, Pa. 15219, for plaintiffs. United 
States Attorney, Pittsburgh, Pa, 15219, Stuart M. Fischbein, Department of Justice, 
Washington, D. C. 20530, for defendant. 

Memorandum Opinion in the furtherance of a criminal (grand 
jury) investigation, and to preclude any 


0 istri : ee : 
PS JUNE Cie eS infringement with the role of the grand 


are before me pursuant to the two motions 


by the defendants to quash Internal Reve- 
nue Service summonses which were issued 
to the defendant corporations upon the 
authority of 26 U. S. C. § 7602 and 7609. 
The plaintiffs began an investigation to 
determine the correct tax liabilities of un- 
known purchasers, holders or sellers of 
interests in horses or herds of horses sold 
by Arden Hill Farms, Inc. in the years 
1979, 1980 and 1981, and on horses or herds 
of horses sold by Daniel J. Farley, Inc., 
in the years 1980 and 1981. In addition, 
the Internal Revenue Service (IRS) sought 
to determine the correctness of the tax 
returns filed by those unknown purchasers. 


Prior to a determination on the enforce- 
ment of the summonses, a member of this 
court transferred to me the grand jury 
miscellaneous action No. 11095. After it 
became apparent that Daniel J. Farley, the 
corporate leader of the defendant corpora- 
tions, appeared as a target in the grand 
jury investigation, I stayed these proceed- 
ings, without objection and with the co- 
operation of all the parties. ; 

~The reason for staying these civil sum- 
mons’ 
preclude any possi 
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enforcements proceedings was to 
ility that the documents 
_ sought by the summonses might be used 


jury. United States v. LaSalle National Bank 
[78-2 Uste | Col As Ue woo ote 
(1978). This possibility has become moot 
now that corporate President Farley has 
turned over all the corporate records” to 
the grand jury. 


Initially, all the Farley corporate docu- 
ments were delivered to this court “in 
camera for the use of the grand jury .. .” 
on or about January 2, 1985, as the grand 
jury was not then in session. (See Mis- 
cellaneous 11095, Memorandum and Order 
dated December 27, 1984, consented to by 
Daniel Farley on December 31, 1984.) 


Pursuant to the December 27, 1984. 
Memorandum, I allowed the grand jury to 
take possession of all the corporate rec- 
ords on January 12, 1985. (Misc. 11095, 
Memorandum and Order dated January 12, 
1985). The grand jury has had these rec- 
ords since that time, and an appeal of 
this miscellaneous action is now before the 
Court of Appeals for the Third Circuit. 


The question of the validity of the sum- 
monses at the time of their issuance, the 
effect, if any, of the grand jury proceed- 
ings on bg instant cases — the oo if 
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sion of all the corporate documents by the 
grand jury, may now be considered. 


The validity and legitimacy of an IRS 
summons is tested as of the date of issu- 
ance. See United States v. Rosinsky [77-1 
Ste. (Opole 4 7a heed 249) 254 Cla 14. 
1977; United States v. Cromer [73-2 ustc 
€ 9522], 4483-F2d 99, 101, C.. A: 9, 1973: 
Garpeg Ltd. v. United States [84-1 ustc 
1 9323], 583 F. Supp. 799, 802 (S. D. N. Y. 
1984). 


The summonses in these cases were is- 
sued in November 1983 and a hearing was 
held in December. There is no evidence of 
record indicating any recommendation of 
prosecution before the summonses were 
issued or at any time thereafter. The 
miscellaneous grand jury subpoena enforce- 
ments proceedings were filed in June, 1984. 


The defendants, Arden Hill Farms, Inc. 
(Arden Hill) and Daniel J. Farley, Inc. 
(Farley, Inc.), are corporations organized 
and existing under the laws of the Com- 
monwealth of Pennsylvania and within the 
Pittsburgh, Pennsylvania District of the 
IRS. As previously stated, the purpose of 
this investigation was to determine the cor- 
rectness, accuracy and propriety of the tax 
returns of those unknown _ purchasers, 
holders and sellers of interests in horses 
with regard to transactions involving the 
defendant corporations. 


The investigation began after the IRS 
had identified 12 investors who had claimed 
improper deductions for depreciation of 
their costs in the purchase of interests in 
horses over a 2 to 4 year period. Based 
on the fact that the known investors held 
only fractional interests in the horses, the 
IRS sought to determine the names of the 
other investors who may have claimed 
similar improper deductions. 


After a request for the names of the un- 
known investors was denied by a repre- 
sentative of the defendant corporations, the 
summonses for Arden Hill and Farley, 
Inc. were issued pursuant to § 7602 of the 
Code.* Jurisdiction is in the district court 
pursuant to § 7604 of the Code. Following 
the authorization of service of the sum- 
monses, the IRS was able to identify a total 
of 43 individual investors in Arden Hill and 
53 individual investors in Farley, Inc., and 


contended that it lacked the information 
necessary to complete the list of investors 
for this civil investigation. 


The basis for the defendants’ motions to 
quash the summonses was that the IRS 
was employing “search and destroy tactics 
against the unfortunate tax shelters it has 
selected”. In addition, counsel for the de- 
fendants argued that an IRS agent, Mr. 
Hackett, was involved in a criminal in- 
vestigation of the president of the cor- 
porations. For this reason, the corporate 
defendants argued, the summonses should not 
be allowed to be employed by gathering 
evidence against him as an individual; while 
the government responded that the subjects 
of the investigation in the instant cases 
were certain investors in the corporations, 
and not Farley, the individual. 


The general criteria for judicial enforce- 
ment of an IRS summons were set forth in 
United States v. Powell [64-2 ustc { 9858], 
379 U. S. 48, 57-58 (1964). The govern- 
ment must make an initial showing: 

os that the investigation will be con- 
ducted pursuant to a legitimate purpose, 
and the inquiry may be relevant to the 
purpose, that the information sought is 
not already within the Commissioner’s pos- 
session, and the administrative steps re- 
quired by the Code have been followed . . .” 


To satisfy the first requirement of rele- 
vance the government must demonstrate 
that the information requested (in these 
cases the names, addresses, dates and in- 
formation regarding the purchase of inter- 
ests in horses or herds of horses) might 
shed light upon the correctness of a tax- 
payer’s return, or in other words, the reten- 
tion by the IRS of an interest in civil tax 
collection. United States v. Garden State 
Nat. Bank [79-2 ustc § 9632], 607 F. 2d 
61, 67, C. A. 3, 1979; United States v. Davey 
[76-2 ustc 9724], 543 F. 2d 996, 1000, 
C. A. 2, 1976. It is the government’s bur- 
den to satisfy all four prongs of the Powell 
test, and if satisfied, it is the taxpayer’s 
burden to establish that the enforcement 
of the summons would constitute an abuse 
of the court’s process. United States v. 
Powell, supra; United States v. McCarthy 
[75-1 usre | 9402], 514 F. 2d 368, C. A. 3, 
1975. 


Based on all of the affidavits filed and the 
entire record of both these cases, I find that 


1 Section 7602 of the Internal Revenue Code 
provides in pertinent part that an administra- 
tive summons may be issued by the IRS for 
the purpose of ‘‘ascertaining the correctness 
of any return . .. determining the liability 
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of any person for any internal revenue tax Cunes 
and to examine any books, papers, or their 
data which may be relevant or material to 


such inquiry ... : 


{ 9338 


87,878 


U.S. Tax Cases 


U.S. v. Arden Hill Farms, Inc. 


the government has met its burden of estab- 
lishing the legitimacy and validity of the 
summonses at the time of issuance. I find 
that the paramount purpose of this investi- 
gation was to insure the correctness of the 
tax returns of the unknown investors in the 
corporations, and that the summoned rec- 
ords of Arden Hill and Farley, Inc. were 
the means to that end. Although it appears 
that there were inter-related civil and crimi- 
nal investigations at an early state, the 
“coterminus” investigations have been held 
to be proper, and the defendant corporations 
have failed in their heavy burden of dis- 
proving ‘“‘the actual existence of a valid civil 
tax determination or collecting purpose.” 
Umited States v. LaSalle National Bank, 
supra, at 316. 


In addition, the affidavit of revenue agent, 
James D. Guerriero, established the supple- 
mental requirements for issuing a summons 
pursuant to 26 U. S. C. § 7609(f): that the 
summonses related to the investigation of 
an ascertainable group or class of persons, 
i. e., the remaining unknown investors in the 
two corporations; that there is a reasonable 
basis for believing that such persons may 
have failed to comply with any provision of 
any internal revenue law; and that the in- 
formation sought to be obtained from the 
examination of the records (and the iden- 
tity of the persons with respect to whose 
liability the summonses were issued) is not 
readily available from other sources. This 
last requirement, as well as the third factor 
required by Powell, supra, is not affected by 
the subsequent possession by the grand jury 
of the records, as the civil division cannot 
administratively reach the records now held 
by the grand jury. 


I conclude that at the time the sum- 
monses were issued, the agency was pursu- 
ing the goals of § 7602 in good faith, and 
was attempting to ascertain the correctness 
of the tax returns, determining the liability, 
and collecting taxes from the remaining un- 
known investors in the defendant corporations. 


The second issue to be considered is the 
effect, if any, of the grand jury investigation 
on the enforcement of these summonses. 
The summonses should pot be enor’. if 


corporations, that the purpose of the sum- 
mons was to gather evidence for a criminal 
prosecution, and that since a recommenda- 
tion for criminal prosecution had occurred 
after the summonses were issued, enforce- 
ment of the summons at that time would 
be solely for gathering evidence. The court 
stated that this argument fails “. . . be- 
cause the time of issuance is the significant 
date for determining the legitimacy of the 
summons. Where the possibility of civil 
liability as well as criminal prosecution 
exists at the time of issuance, the summons 
is valid.” 


In the United States v. Rosinsky, supra, the 
Court of Appeals for the Fourth Circuit 
held that the validity of a summons became 
fixed when the summons was served, and 
that a subsequent recommendation for criminal 
prosecution did not, therefore, effectively 
moot the enforcement of the summons. In 
Garpeg, Ltd. v. United States, supra, at 802, 
the court also held that a civil summons 
was enforceable despite a recommendation 
of criminal prosecution. The court stated 
additionally that “A subsequent recommen- 
dation of a grand jury investigation does 
not strip the summons of enforceability.” 


Similarly, in Vanguard Intern. Mfg., Inc. 
uw. United States [84-2 ustc 15654], 588 F. 
Supp. 1229 (S."D. N.*¥., 1984), a third= 
party recordkeeper corporate petitioner at- 
tempted to quash an IRS summons on the 
basis of subsequent criminal proceedings. 
The court stated that: “Although Vanguard 
argues that the IRS’s use of the summons 
will not be for a legitimate purpose be- 
cause the matter has been referred to a 
grand jury, the summons was issued in the 
good faith pursuant to Congressionally au- 
thorized purposes, i.e., to ascertain the 
correctness of any return or to determine 
any person’s tax liability.” (Citing United 
States v. LaSalle National Bank, supra.) ; 
Vanguard, supra, at 1234. 


Based upon all of the evidence, circum- 
stances and law, I find that since the sum- 
monses in these cases were issued validly, 
legitimately and in good faith pursuant 
to Congressionally authorized civil tax col- 
lection purposes (to investigate the tax 
returns of the unknown investors’ in the 

enda _ corporations), subsequent 
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ing the discovery of the government in any 
criminal matter or infringing on the role 
of the grand jury, which were the two 
policy considerations underlying the rec- 
ommendation of prosecution rule. United 
States v. LaSalle National Bank, supra, at 
312. 

The last issue to be determined is the 
effect, if any, of the continued possession 
of the corporate documents by the grand 
jury. In United States v. Howard [66-1 
UStTe 7. 9390|* 360"! 2d2373; 381, Avs} 
1966, the Court of Appeals for this Circuit 
stated that the general rule is that for a 
summons to be valid “the records required 
to be produced must be in the possession 
or under the control of the person sum- 
moned.” In the Howard case the summonses 
were found to be invalid because at the 
time of issuance, the corporate documents 
were in the office and custody of the United 
States Attorney for the Western District 
of Pennsylvania. 


The government urges that since the 
summonses in the instant cases were valid 
when issued, and at that time the records 
clearly were in the possession and control 
of the corporations and the representatives 
summoned, the fact that the records are 
now in the possession of the grand jury 
should not prevent the enforcement of the 
summonses. The government argued fur- 
ther that the documents produced pursuant 
to a grand jury subpoena remain the prop- 
erty of the person summoned and a person 
summoned may request the return of the 
said documents or copies thereof if needed 
and a person may consent to their inspec- 
tion by persons other than the grand jury 
and the prosecuting attorneys. United 
States v. Interstate Dress Carriers, Inc., 280 
F. 2d 52, 54, C. A. 2, 1960. Thus, the gov- 
ernment concludes that since records or 
copies may be readily obtained by the 
defendants from the grand jury, the rec- 
ords must still be considered under the 
defendant’s control. (citing First National 
City Bank of New York v. Internal Revenue 
Service [59-2 ustc § 9755], 271 F. 2d 616, 
OUSPSs Aas. 1 959))F 


While the defendant corporations indeed 
have the right of copying the documents, 
as a practical matter often a motion to the 
miscellaneous judge is required to gain ac- 
cess to records held by a grand jury. 


Therefore, I find that the temporary pos- 
session of the documents by the grand jury 
does not prevent the enforcement of these 
summonses, contingent upon access to the 
records being actually permitted by the 
grand jury and the court. 


In summary, I find that the summonses 
were: valid and legitimate at the time of 
their issuance; issued in good faith for a 
relevant civil tax investigation purpose 
with regard to the remaining unknown in- 
vestors in the defendant corporations; and 
are not rendered unenforceable because of 
the mixed civil and criminal investigation, 
subsequent grand jury proceedings, or the 
delivery of the documents to the grand 
jury by Farley. Therefore, for the fore- 
going reasons judgment is rendered for 
the government in these suits to enforce the 
IRS summonses, and the motions of the 
defendants to quash the summonses and 
discharge the rules to show cause are 
denied. The summonses will be enforced 
contingent on the ability of the defendant 
corporations to gain access to the records 
that were delivered to the grand jury. 


Findings of Fact and Conclusions of Law 
are incorporated in this Memorandum Opinion 
in accordance with Federal Rule of Civil 
Procedure 52,’ 


Order of Court 


AND NOW, TO-WIT, this 18th day 
of March 1985, for the reasons set forth in 
the foregoing Memorandum Opinion, IT 
IS HEREBY ORDERED AND DI- 
RECTED that judgment be rendered for 
the government in these suits to enforce 
the IRS summonses, and the motions 
of the defendants to quash the summonses 
and discharge the rules to show cause are 
hereby denied. The summonses will be en- 
forced contingent upon the ability of the 
defendant corporations to gain access to 
the records that were delivered to the 
grand jury. 


* Rule 52. Findings by the Court 

““(a) Effect. In all actions tried upon the 
facts without a jury . .. the court shall find 
the facts specially and state separately the 
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conclusions of law thereon, . . . If an opinion 
or memorandum of decision is filed, it will be 
sufficient if the findings of fact and conclusions 
of law appear therein.” f 
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[9339] United States of America, et al., Petitioners v. John W. Mangham, Allen 
F. Divis, et al., Respondents. 


U. S. District Court, Dist. Nev., CV-LV-84-561, LDG, CV-LV-84-562, LDG, 
CV-LV-84-563, LDG, CV-LV-84-564, LDG, CV-LV-84-565, LDG, 3/15/85. 


[Code Sec. 7602] 


Summons: Enforcement: Tax shelter investigation: Relevancy test.—Summonses 
requiring the production of records and testimony from various entities and individuals 
believed to have participated in a tax shelter scheme were enforced. The information 
sought was relevant to the IRS investigation of the taxpayers’ possible liability as pro- 
moters of abusive tax shelters and for the determination of their tax liability for the years 
in issue. Back reference: {] 5924.65. 


Lamond R. Mills, United States Attorney, Las Vegas, Nev. 89101, Michael P. 
Haney, Department of Justice, Washington, D., C. 20530, for petitioners. 1500 East 
Tropicana, Las Vegas, Nev. 89109, Wade H. Hufford, Peter S. Buchanan, Buchanan, 
Falik & Dupree, 300 Montgomery Street, San Francisco, Calif. 94104, for respondent. 


Order 
Facts 


SATTLER, Magistrate: This inter-related 
series of cases results from the govern- 
ment filing in each case, on or about Au- 
gust 27, 1984, a Petition to Enforce Internal 
Revenue Service Summons. The Sum- 
monses were directed to entities which the 
Internal Revenue Service believes partici- 
pated in a tax shelter scheme. As a result 
of this belief the IRS commenced an in- 
vestigation, pursuant to 26 U. S. C. § 6700 
and § 7408, of the following individuals and 
entities: (1) Allen F. Divis and Magda- 
lena Mining Corporation [Case No. 561]; 
(2) John W. Mangham, Allen F. Divis, 
and Evergreen Exploration and Develop- 
ment [Case No. 562]; (3) John W. Man- 
gham, Allen F. Divis, and Search Con- 
sultants Inc. [Case No. 563]; (4) John W. 
Mangham, Allen F. Divis, and Evergreen 
Resources Inc. [Case No. 564]; and, (5) 
John W. Mangham, Allen F. Divis, and 
Aspen Mining Corporation [Case No, 565]. 


The procedural history of each of these 
cases is substantially identical. On or 
about August 27, 1984, the United States 
Government, by and through James R. 


Hurlock, a revenue agent for the IRS in 
West Palm Beach Florida, filed a Petition 
to Enforce Internal Revenue Service Sum- 

mons As a ‘result of these pS an at Ordes 


mons previously served upon them in April 
of 1984. 


Subsequently, on or about November vi 
1984, the Respondents in all cases except 
Case No. 561 filed with the Court a Re- 
sponse to Petition to Enforce Internal 
Revenue Service Summons. Attached to 
each response was a Memorandum of Points 
and Authorities and various exhibits. 


A consolidated hearing was held before 
the undersigned Magistrate in the five above 
referenced cases as scheduled on November 
14, 1984. At the commencement of the 
hearing counsel for the government ad- 
vised the Court that Allen Divis had not 
been served in any of the proceedings. 
Counsel for the Defendants advised the 
Court that they did not represent Allen 
Divis, and were not appearing on his be- 
half. Therefore, Case No. 561, as well as 
matters relating to Allen Divis in cases 
numbered 562 to 565 inclusive, were con- 
tinued to March 13, 1985 in order to give 
Petitioners additional time in which to ac- 
complish service upon Allen Divis and/or 
Magdalena Mining Corporation. 


During the course of the hearing betons 
the Magistrate it was represented by coun- 
sel for the Respondents that there existed 
no entity by the name of either Evergreen 
Exploration and/or Evergreen Exploration 
and Development. Counsel further repre- 
sented that any reference to such entity 

nd therefore Case No. 562 
Magistrate | then directed 
se D d 
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green Exploration and Development. Such 
an affidavit was filed as document #9 in 
Case 562. Consistent with the Order of the 
Magistrate attached thereto were Exhibits 
Al through A5 and B1 through B4. 


A Response, (#11), to this affidavit was 
filed on behalf of the government. In its 
Response the government acknowledged 
that, if all records relating to either Ever- 
green exploration and/or Evergreen Ex- 
ploration and Development had been pro- 
duced there was no further enforcement 
action needed regarding documents sought 
by the Internal Revenue Summons pre- 
viously issued. However, the government 
again reasserted its right to enforce its 
Internal Revenue Summons in Case No. 
562 to the extent that John W. Mangham 
be required to appear before an officer of 
the Internal Revenue Service to give oral 
testimony regarding Evergreen Exploration 
and/or Evergreen Exploration and De- 
velopment. 


At the November 14, 1984 hearing argu- 
ments and representations in support and 
opposition to compliance with the Internal 
Revenue Summons were made by the 
parties. At issue was the compliance of 
the various Respondents with an Admin- 
istrative Summons issued pursuant to 
§ 7602 of the Internal Revenue Code of 
1954, 26 U. S. C. § 7602. Pursuant to the 
Administrative Summons the Petitioners 
sought both testimony from named Re- 
spondents and the production of books, rec- 
ords, papers and other data set forth in 
22 specific enumerated paragraphs attached 
to the Administrative Summons. 


At the conclusion of the hearing Re- 
spondents consented to provide to Petitioners 
the information requested in paragraphs 
12, 18, 19, 20, 21 and 22 of the Administra- 
tive Summons. Respondents have repre- 
sented in their written Points and Authorities 
at page 2 line 17 through page 3 line 5 
that they have “essentially complied” with 
this request. To the extent that Respond- 
ents have produced the items sought in 
these paragraphs of the Summons, the Pe- 
tition for Enforcement is moot as to those 
items. This fact conceded by the Peti- 
tioners. (See fn. l' at page 2 of Petitioner’s 
Memorandum in Support to Enforce In- 
ternal Revenue Summons.) 


At the conclusion of the November 14 
hearing a briefing schedule was established 
by the Court with each party directed to 
submit written points and authorities in 
support of their position as it relates to the 
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items sought in paragraphs 1! through 11, 
inclusive and 13 through 17, inclusive of 
the Internal Revenue Summons in case 
numbers 563, 564, and 565. 


Consistent with the instructions of the 
Magistrate the Respondents filed written 
Opposition to Enforcement of the Internal 
Revenue Summons; and, the Petitioner 
filed written Points and Authorities in 
Support of Enforcement of the Internal 
Revenue Summons. 


Law 


The Internal Revenue Service is. inves- 
tigating the activities of various named 
Respondents in this litigation to determine 
their liability, if any, for violation of In- 
ternal Revenue Code §6700, 26 U. S. C. 
§ 6700. This section of the Code, enacted 
as part of the Tax Equity and Fiscal Re- 
sponsibility Act of 1982 relates to parties 
who organize, sell, or promote tax shelters. 
in violation of certain statutory provisions. 
The IRS investigation is also being con- 
ducted to determine whether, pursuant to 
Code § 7408, 26 U. S. C. § 7408, the IRS 
should seek an injunction against the ac- 
tivities of certain named Respondents as 
a result of their activities relating to tax 
shelters. Additionally, the investigation is 
to determine the Respondents’ correct tax 
liability for tax years in question. 


In aid of this investigation, and pur- 
suant to Code § 7602 and § 7603, 26 U.S. C. 
§ 7602 and § 7603, the Internal Revenue 
Service, through its agent James R. Hur- 
lock, issued an Internal Revenue Service 
Summons to the various named Respond- 
ents. The various named Respondents 
have resisted complying with the Summons 
based primarily on the grounds that the 
information sought pursuant to the Sum- 
mons not relevant to the IRS investigation. 


The standards for judicial enforcement 
of an IRS Summons were set forth by the 
Supreme Court in United States v. Powell 
[64-2 ustc J 9858], 379 U. S. 48 (1964). For 
the Court to order enforcement of an IRS 
Summons four criteria must be met by the 
agency. These are: (1) That the investi- 
gation will be conducted pursuant to a 
legitimate purpose; (2) That the inquiry 
may be relevant to the purpose of the in- 
vestigation; (3) That the information 
sought is not already within the possession 


of the IRS; and (4) This Court is satisfied 


that the record demonstrates that the ap- 
propriate administrative steps required by 
the Code have been followed. Jd. 57-58. 
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This Court finds, based on the uncontro- 
verted affidavit of IRS agent Hurlock sub- 
mitted in support of the original petition 
filed herein, that criteria 1, 3 and 4 have 
been met by the Petitioner. Therefore, at 
issue is whether the information sought 
by Petitioners in paragraphs 1 through 11, 
and 13 through 17 of the attachment to the 
original IRS Summons is relevant to their 
current investigation. 


The Ninth Circuit in United States v. 
Ryan, 455 F. 2d 728 (9th 1972), has pre- 
viously defined relevancy for compliance 
with an IRS Summons issued pursuant to 
26 U. S. C. § 7602—7604. The Court held: 


“The test of . . . relevancy is essen- 
tially the same as grand jury investiga- 
tions, i.e., whether the inspection sought 
would throw light upon the correctness 
of the taxpayer’s returns.” Jd. 733. 


Recently, the United States Supreme 
Court considered the meaning of relevancy 
as it relates to documents sought pursuant 
to an Administrative Summons issued by 
the IRS pursuant to Code §7602. The 
issue was presented to the Supreme Court 
in the case of United States v. Arthur Young 
& Company [84-1 ustc J 9305], — U. S. — 
§22U. S2 LW. 4355 (March 21,°1984). In 
commenting on the concept of relevance as 
it relates to an Administrative Summons 
issued pursuant to § 7602 of the Code, the 
Supreme Court stated: 


“As the language of § 7602 clearly in- 
dicates, an IRS summons is not to be 
judged by the relevance standards used 
in deciding whether to admit evidence in 
federal court. Cf. Fed. Rule Evid: 401. 
The language “may be” reflects Con- 
gress’ express intention to allow the 
IRS to obtain items of even potential 
relevance to an ongoing investigation, 
without reference to its admissibility. The 
purpose of Congress is obvious: the 
Service can hardly be expected to know 
whether such data will in fact be relevant 
until it is procured and scrutinized. As a 
tool of discovery, the § 7602 summons is 
critical to the investigative and enforce- 
ment functions of the IRS, see United 
States v. Powell [64-2 ustc ci 9858], 379 
U. S. 48, 57 (1964); the Service therefore 
4 to establish that 
ihe erie rele- 


is the centerpiece of that congressional de- 
sign.” In conclusion, the Court held: | 


“Congress has granted to the IRS 
‘broad latitude to adopt enforcement 
techniques helpful in the performance of 
[its] tax collection and assessment re- 
sponsibilities.’”’ Id. 4359. 


While it may appear these holdings 
permit the IRS to engage in a “fishing 
expedition” the Ninth Circuit, in Umted. 
States v. Luther [73-2 ustc J 9570], 481 F. 
2d 429 (9th 1973), held, at page 432: “Sec. 
7602 authorizes the secretary or his dele- 
gate ‘to fish.” However, by implication, 
since the Court in Luther modified certain 
aspects of the IRS Summons, the net with 
which the IRS is permitted to fish should 
not be endless. Rather, it must be con- 
trolled and regulated by the Courts pursuant 
to the criteria of Stone supra; and the Su- 
preme Court’s recent clarification of the 
term “relevancy” as set forth in Young supra. 


Applying the law as set forth above to 
the facts of the instant case the undersigned 
finds the argument of Petitioner regarding 
relevancy persuasive. The relevancy of the 
documents sought has been clearly articu- 
lated by Petitioners in their Memorandum 
in Support of Enforcement of the Internal 
Revenue Service Summons. (See document 
#10 in Case 563; document #11 in Case 
564; and, document #12 in Case 565.) The 
nature of tax shelters, legitimate or other- 
wise, is complex. As indicated by the 
pleadings on file herein, the activities of 
various tax shelter promoters frequently 
involve several interrelated and/or unre-, 
lated entities. In order to make a fair, 
knowing, and intelligent evaluation as to 
whether there has been a violation of 26 
U. S. C. § 6700 and/or whether the IRS 
should seek an injunction pursuant to 26 
U. S. C. § 7408 and/or to determine the 
correct tax liability of the various named > 
Respondents, it is necessary for the Inter- 
nal Revenue Service to have full access to 
the information sought pursuant to its 
Administrative Summons. — 


The Court. having read Batch reviewed all 
pleadings, papers and documents on file 
herein, and good cause appearing, does now 
enter the folloymas 
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this Court in the above referenced case as 
appropriate. 


Order—Case No. 562 


IT IS HEREBY ORDERED that the 
Respondent John W. Mangham shall, pur- 
’ suant to the IRS Administrative Summons, 
present himself and testify orally regarding 
the existence or nonexistence of a company 
and/or companies known as Evergreen Ex- 
ploration and/or Evergreen Exploration 
and Development; and to the extent that 
he has not already done so produce all 
documents sought by the IRS Administra- 
tive Summons relating to these two entities. 


Order—Cases No. 563, 564, and 565 


IT 1S HEREBY ORDERED that the 
Respondent John W. Mangham shall, pur- 
suant to the IRS Administrative Summons, 
present himself and testify orally as to 
matters relating to Respondent’s Search 
Consultants Inc.; Aspen Mining Corpora- 
tion; and Evergreen Resources Inc.; and, 


If IS FURTHER ORDERED ‘that 
pursuant to the Administrative Summons 
issued by the Internal Revenue Service, the 
Respondents, and each of them, shall pro- 
vide all information sought by the Admin- 
istrative Summons in paragraphs 1 through 
11 and 13 through 16, inclusive; and 


IT IS FURTHER ORDERED that re- 
quest no. 17 of the Administrative Sum- 
mons is modified with the Respondents 
being required, pursuant to this Order, to 
produce only letters and correspondence 
to or from the Respondents which relates to 
the marketing of a tax shelter investment; 
or the operation of mines; or the relation- 
ship between the various Respondents; or 


the cash flow from investors to one or more 
of the Respondent entities; or the cash flow 
from one Respondent entity to another Re- 
spondent entity; and, 


IT SIS. FURTHER .ORDERED! that 
those modifications of paragraph 17 of the 
Administrative Summons set forth immedi- 
ately above shall not be a basis for Re- 
spondents to withhold production of any 
information otherwise ordered produced 
pursuant to any other section of the Ad- 
ministrative Summons; and, 


IT IS FURTHER ORDERED that to 
the extent Respondents have “essentially 
complied” with the request set forth in 
paragraphs 12, and 18 through 22 inclusive, 
of the Administrative Summons issued by 
the IRS, Respondents, and each of them, 
shall fully comply with said request by 
producing all information sought by the 
IRS in each of those respectively numbered 
paragraphs; and, 


IT IS FURTHER ORDERED that the 
hearing as it relates to Allen F. Divis in 
each of these three cases set for March 13, 
1985 be, and the same hereby is, vacated; 
with the Petitioner having the right to seek 
further relief from this Court in the above 
referenced cases as appropriate. 


Order—Cases No. 562-565 


IT IS HEREBY ORDERED that com- 
pliance with the Administrative Summons 
issued by the IRS as hereinabove set forth 
shall be completed by the Respondents within 
45 days of the date of this Order; and, 


IT IS FURTHER ORDERED that the 
government’s Motion for Sanctions against 
the Respondents be, and the same hereby 
is, denied. 


[7 9340] Ardell H. Nelson and Mary M. Nelson, Plaintiffs-Appellants v. United 


States of America, Defendant-Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 84-1661, 4/22/85. Affirming District Court, 


84-2 ustc J 9592. 


[Code Secs. 6511(b), 6511(d), prior to P. L. 95-268; and 7422] 


_ Refund claims: Credit, refund limitations: Carryback: Two-year period: Civil 
actions for refund.—In affirming the district court, the court of appeals held that the 
taxpayers’ claim for refund of overpayment of taxes for the 1974 tax year, which was 
sought on the basis of a net operating loss carryback for the 1977 tax year, was not 
timely filed. The administrative claim for refund, filed June 5, 1981, was made later than 
the 15th day of the 40th month (April 15, 1981) following the end of the taxable year of 
the net operating loss (1977) which resulted in such carryback. Moreover, the taxpayers 
paid a deficiency resulting from their 1977 tax year and sought a refund of this payment; 
this portion of their claim for refund was held to be timely filed because it was made 
within two years of the overpayment. However, the taxpayers could not “piggyback” the 
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time-barred portion of their claim from 1974 (resulting from the net operating loss carry- 
back from the 1977 tax year) onto the portion of the claim arising from the 1977 tax year 
that had been timely filed. Back references: {] 5473.095, 5473.461, and 5781.19. 


Bo Je Walters. Jie. 
plaintiffs-appellants. 


2610 Citicorp Center, 1200 Smith St., 
Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, 


Houston, Tex. 77002, for 


Richard Farber, Joan Oppenheimer, Department of Justice, Washington, D. C. 20530, 


Cary L. Jennings, Department of Justice, 1100 Commerce St., 


defendant-appellee. 


Dallas, Tex. 75242, for 


Before CLArK, Chief Judge, GoLDBERG, and TATE, Circuit Judges. 


Tate, Circuit Judge: The taxpayers, hus- 
band and wife, appeal from the dismissal 
of their claim for a federal income tax re- 
fund.’ The district court held that the tax- 
payers’ claim for refund of overpayment of 
taxes for the 1974 tax year—which was 
sought on the basis of a carryback of a net 
operating loss for the 1977 tax year—was 
not timely. The court so held (as had the 
Commissioner) because the administrative 
claim for refund, filed June 5, 1981, was 
made later than “the 15th day of the 40th 
month [i. e., by April 15, 1981] .. . following 
the end of the taxable year [1.e., 1977] of 
the net operating loss which results in such 
carryback,’ as then’ required by Section 
6511(d)(2)(A) of the Internal Revenue 
Code CO Re C22) Ole A954 S265. Wr eae 
§ 6511(d)(2)(A) (1969). We affirm. 


Context Facts. We briefly recapitulate 
the facts (using rounded figures), in the 
light of which is made the taxpayers’ con- 
tention of error: 


On June 15, 1978, the taxpayers filed their 
return for the 1977 tax year, which showed 
a net operating loss of some $213,000. Un- 
der provisions of the I. R. C., they were 
entitled by timely claim to carry this loss 
back to their 1974 tax year. Accordingly, 
on June 5, 1981 (almost two months too 
late, according to the district court’s holding) 
they filed their formal claim for a refund 
for more than $55,000 that had been paid in 
taxes for the 1974 taxable year. This re- 
fund was administratively denied as time- 
barred, resulting in this tax-refund suit. 


The taxpayers’ 1974 tax return was filed 
April 15, 1975, showing tax liability in ex- 
cess of eh Ds eee on or belere the filing 
date. 1} 


their construction OfAL RAG. SO5ii. 


$1,000. The taxpayers paid this amount on 
June 1, 1981. They then on June 5, 1981, 
as earlier noted, filed their claim for refund 
of 1974 taxes based on the carryback of 
their 1977 operating loss. 


By their claim, the taxpayers sought re- 
fund of more than $55,000 of the taxes paid 
for the 1974 tax year, which of course in- 
cluded the $1,000 assessed deficiency paid 
June 1, 1981. The Internal Revenue Service 
conceded that the refund sought of the 
$1,000 was timely, as filed within two years 
of the payment made, although refund was 
limited to the amount of such payment. 
Seer Leh Caso5l L(D(Z)i¢b) comme S ane. 
§ 6511(b)(2)(B). However, for the rea- 
sons earlier noted, the taxpayers’ refund 
claim for the additional $54,000 was rejected 
as time-barred by both administrator and 
district court. 


Refunds based on a net operating loss carry- 
back. The taxpayers contend that their re- 
fund claim filed June 5, 1981 was timely not 
only as to the $1,000 paid four days earlier 
but also as to the entire $55,000 refund of 
1974 taxes sought on the basis of the carry- 
back to that tax year of their net operating 
loss sustained in the 1977 tax year. They 
point out that a single claim for refund was 
based upon that one carryback’s effect upon 
their total 1974 tax liability, and they argue 
that the I. R. C. does not require bifurcation 
into two separate claims, with two different 
time-limitations periods, of their single claim 
for refund based upon the single tax-affect- 
ing net operating loss carryback. : 


The taxpayers’ contention is based upon 
This 


enactment provides for time-limitations on 
ini trative claims for refund. No 
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issue. Relevant to this issue, the statutory 
framework thereby provided is as follows: 


Section 6511(a)* provides the general rule 
for when a refund claim must be filed: 
within three years from the time the return 
was filed or within two years from the time 
the tax was paid, whichever expires later. 
Section 6511(b)(1)* further provides that 
no refund is allowed. unless the taxpayer 
files his claim within the time period set 
out in 6511(a). Section 6511(b)(2)(B)* 
states that if the refund claim is not filed 
within the three-year period, the refund 
allowed is limited to the portion of the tax 
paid during the two years immediately pre- 
ceding the filing of the claim. 


However, a special rule for refunds 
based upon a net operating loss carryback 
is provided by Section 6511(d)(2)(A).° As 
the statute read at the time applicable to 
the present refund claim (see note 2 supra), 
it required that such a claim be filed by 
the 15th day of the 40th month following 
the end of the tax year in which the net 
operating loss was incurred. As so applied, 
the present refund claim, filed (June 5) 
more than six weeks after the 40-month 
date (April 15), was not timely. 


The taxpayers contend, however, that the 
statute so construed overlooks the provi- 
sion of § 6511(d)(2)(A) (see note 6 supra) 
that “[iJn the case of such a claim, the 
amount of the credit or refund may exceed 
the portion of the tax paid within the period 
provided in subsection (b)(2) or (c) ... to 
the extent of the amount of the overpay- 
ment attributable to such carryback.” Sec- 
tion 6511(d)(2)(A) (emphasis added). The 
taxpayers read the meaning of this section 


3 Section 6511(a) reads in pertinent part: 

Claim for . . . refund of an overpayment of 
any tax .. . in respect of which tax the tax- 
payer is required to file a return shall be filed 
by the taxpayer within 3 years from the time 
the return was filed or 2 years from the time 
the tax was paid, whichever of such periods 
expires the later . 

4Section 6511(b) (1) reads in pertinent part: 

No .. . refund shall be allowed or made 
after the expiration of the period of limita- 
tion prescribed in subsection (a) for the filing 
of a claim for . . . refund, unless a claim for 

. refund is filed by the taxpayer within such 
period. 

5 Section 6511(b)(2)(B) reads im pertinent 
part: 

If the claim was not filed within [the] 3-year 
period [prescribed in subsection (a)], the 
amount of the . . . refund shall not exceed 
the portion of the tax paid during the 2 years 
immediately preceding the filing of the claim.. 

6 Section 6511(d) (2) (A) reads in pertinent 
part: 4 
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as providing that in the event of “such a 
claim” (which they equate as referring to 
any timely claim for refund based upon a 
net operating less carryback), a taxpayer is 
entitled to recover the full extent of the 
amount attributable to the carryback. 
Thus, because it is conceded that the re- 
fund claim was timely as to the $1,000 
(since brought within two years of its pay- 
ment), by virtue of this timely filed claim 
for refund the taxpayers’ claim that they 
are entitled to recover the full “amount of 
the overpayment attributable to such carry- 
back.” Id. 


Despite the taxpayers’ skillful argu- 
ments, we are unable to agree with this 
construction. We think the plain meaning 
of the provision is instead that, when a 
net-operating-loss refund sought within the 
provisions and time limitation of Section 
6511(d) (2) (A), then—as to “such a claim’— 
the limitations on the amount of recovery 
otherwise provided by Section 6511(b) (2) 
and (c) do not apply.’ The statutory provi- 
sion simply means that for a claim for 
refund of taxes paid for a previous year 
(here, 1974) based on a net operating loss 
incurred during a subsequent tax year 
(here, 1977), the normal time limitations 
provided by Section 6511(b) and (c)—which 
ordinarily would time-bar recovery at this 
late date—would not apply to “such a 
claim”; 7. e., a claim for refund of an over- 
payment attributable to a net operating 
loss carryback filed on or before the 15th 
day of the 40th month (here, April 15, 1981) 
following the end of the taxable year (here, 
1977) of the net operating loss that results 
in such carryback. 


If the claim for . . . refund relates to an over- 
payment attributable to a net operating loss 
carryback, in lieu of the 3-year period of 
limitation prescribed in subsection (a), the 
period shall be that period which ends with 
the expiration of the 15th day of the 40th month 

. following the end of the taxable year of 
the net operating loss which results in such 
carryback . 

In the case of such a claim, the amount of the 
credit or refund may exceed the portion of the 
tax paid within the period provided in subsec- 
tion (b)(2) or (c), whichever is applicable, to 
the extent of the amount of the overpayment 
attributable to such carryback. 

7§ 6511(b)(2) limits the amount of credit 
when, respectively, the claim was filed during 
the three-year period of the time the return was 
filed, (b) (2) (A), or the claim was not filed 
within that period but within two years of pay- 
ment of the tax. See note 3 supra, § 6511(c) 
provides for special rules as to time periods 
and limitations of refund in the case of an 
agreement to extend the period for assessment 


of a tax. } J 
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filed in compliance with its prior provisions; 
otherwise, Section 6511(d) (2) (A) as a whole 
would make no sense as a time limitation 
on the filing of refund claims.” 


Conclusion. We therefore AFFIRM the 
district court judgment that dismissed the 
plaintiff taxpayers’ claim for a tax refund. 


AFFIRMED. 


As the district court stated, the plaintiffs 
would read the “such a claim” provision of 
the last sentence of § 6511(d)(2)(A) so as 
“to allow a taxpayer to claim a refund of 
any amounts attributable to a NOL [net 
operating loss], even if the taxpayer fails 
to comply with the limitations period con- 
tained [in § 6511(d)(2)(A)]. However, it 
should be clear that the reference in that 
sentence to ‘such a claim’ means a claim 


[1 9341] United States of America, Plaintiff-Appellee v. Eugene A. Tafoya, De- 
fendant-Appellant. 


Uses: Court tor Appeals, 
District Court judgment. 


5th Circuit, No. 83-1601, 4/8/85. Affirming cniee pote 


[Code Sec. 7602] 


Returns: Failure to report income: Criminal convictions—No error was shown 
in a criminal prosecution of an individual who filed materially false tax returns over a 
two-year period. The trial court did not abuse its discretion when it admitted (1) 
evidence of other criminal activity that was relevant to show the source of his income 
and his motivation for concealing it, (2) evidence of bank deposits that corroborated 
specific payments made by an employer, and (3) two memoranda that fell within the 
hearsay exception governing admissions of records of regularly conducted activity. 
In addition, the prosecutor did not commit “perjury” during closing argument, a 
jury instruction did not shift the burden of proof to the taxpayer, and the court’s im- 
position of consecutive sentences did not violate his double jeopardy guarantees. Back 
reference: {[ 5714.075. 

Helen M. Eversberg, United States Attorney, San Antonio, Texas 78206, Daniel 


Fromstein, Karen A. Morrissette, Washington, D. C. 20044-0887, for plaintiff-appellee. 
Eugene A. lafoyastee On box 1500- OKI, El Reno, Okla. 73036, for defendant-appellant. 


Before GoLpBerG, TATE, and JoLiy, Circuit Judges. 


Tate, Circuit Judge: The defendant 
Eugene Tafoya appeals his conviction on 
two counts of violating 26 U. S. C. § 7206(1) 
by filing materially false tax returns for the 
tax years 1980 and 1981. An indictment 
charged that Tafoya willfully and falsely 
understated his gross income on his 1980 
and 1981 tax returns. The government 
proved these offenses at trial by evidence 
that Tafoya received payments from Edwin 
P. Wilson for assassinations Tafoya at- 
tempted while in the employ of Wilson.’ 


On appeal, Tafoya advances numerous 
grounds for reversal. His principal thrust 
involves the admissibility of evidence con- 
Commins tae Rattceer sens assassinations. 


Ta . 


prosecution into a murder prosecution. 
The government contends that the evi- 
dence was relevant and essential, proving 
the source of Tafoya’s income and Tafoya’s 
motive for not reporting the income. Be- 
cause the trial court diligently and effec- 
tively restricted the government’s proof to 
what was relevant to show source of in- 
come and motive, we conclude that Ta- 
foya was not unfairly prejudiced. Finding 
Tafoya’s other claims of error to be with- 
out merit, we affirm. 


I. Facts. Government witnesses testified 
that Tafoya was in the employ of Wilson 
in 1980 and 1981. James Dean, an employee 
of Wilson’s, testified that he recruited 


Tafoya in 1979. Roberta Barnes, the man- 
ager of Wilson’s London office, testified 
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that Wilson instructed her to put Tafoya 
on the payroll. Two Wilson employees, 
John Heath and Alexander Raffio, testified 
concerning Tafoya’s activities on behalf of 
Wilson. And Tafoya, who testified at trial, 
_ admitted that he met with, and worked 
for, Wilson in 1980 and 1981. 


The key issue at trial was whether Tafo- 
ya was paid for his work.? Dean, who 
recruited Tafoya, admitted that Tafoya’s 
initial assignment was undertaken for ex- 
penses only—and the hope of more re- 


munerative future assignments. Tafoya 
testified that, indeed, Wilson promised pay- 
ment for future assignments. Tofoya 


contended, however, that Wilson failed to 
fulfill his promise. According to Tafoya, 
he “fronted”? the expense of costly inter- 
national travel and received only partial 
reimbursement. In short, Tafoya testified 
that he reported no income from Wilson 
because Wilson cheated him out of salary. 
Tafoya also characterized one payment by 
Wilson as a loan or a gift. 


The government introduced evidence to 
prove that Tafoya received income from 
Wilson. Roberta Barnes, Wilson’s secre- 
tary, testified that Wilson instructed her 
in 1980 to put Tafoya “on the payroll” 
at an annual salary of $50,000. Barnes also 
testified (1) that she paid Tafoya $15,000 
in cash in June 1980 and $8,000 in cash in 
about September 1980 and (2) that, at 
Wilson’s direction, she caused a payment 
to Tafoya of $15,000. Further, John Heath, 
a high-level Wilson employee, testified 
that he delivered $10,000 in cash to Tafo- 
ya’s wife in December 1980 and that Tafoya 
had claimed to have received other cash 
from Wilson in January 1981. Finally, 
several witnesses testified that Tafoya re- 
ceived $25,000 in cash in 1981 after a state 
arrest on attempted murder charges; these 
witnesses testified that Tafoya, through 
his wife, sought the $25,000 from Wilson 
for the purpose of paying legal fees and 
upon the rationale that Wilson owed $30,000 
in unpaid wages. 


The government also introduced cor- 
roborative evidence. On a credit card 
application submitted by Tafoya in 1980, 
he listed his annual income as $50,000. Wil- 
son’s secretary, Barnes, testified that $50,000 
was a standard salary for many Wilson 
employees, and two employees testified to 


receipt of their $50,000 salaries. Barnes 
also testified that Tafoya had sought to 
have his salary placed directly into a num- 
bered Swiss bank account. A _ certified 
public accountant determined, from an 
analysis of Tafoya’s local bank account, 
that he deposited over $29,000 in 1980 and 
over $25,000 in 1981—well in excess of his 
reported income. 


Tafoya implicitly concedes that a reason- 
able jury could, based on this inculpatory 
evidence, have found that he willfully un- 
derstated his 1980 and 1981 income. He 
contends, nevertheless, that the jury’s 
weighing of the evidence was improperly 
and unfairly skewed against him because 
of inflammatory evidence of attempted 
killings. 


[ Evidence | 


If. Alleged Inflammatory Evidence. At 
trial, the prosecutor* sought to introduce 
evidence showing that Tafoya, in the course 
of his employment with Wilson, (1) shot 
a Libyan residing in Colorado, (2) fire- 
bombed a home in Canada, and (3) sought 
to obtain poison in London for the purpose 
of killing an unknown person. At pretrial 
hearings, it was clear that Tafoya stren- 
uously objected to the admissibility of this 
evidence. The district court announced 
that assassination evidence would not be 
admitted. 


At trial, James Dean, a Wilson employee 
who recruited Tafoya, testified briefly con- 
cerning the Canadian firebombing. Tafoya 
objected, and the district court, outside 
the presence of the jury, sustained the 
objection. Upon the jurors’ return to the 
courtroom, the district court strongly in- 
structed them to disregard any mention 
that was made concerning the Canadian 
firebombing. Later in Dean’s testimony, 
the district court also sustained Tafoya’s 
objection to testimony concerning the Colo- 
rado shooting. 


The next witness was Glenda Martinez, 
a friend of Tafoya’s wife. The Tafoyas 
stayed at Martinez’s home in Colorado 
when Tafoya went there to shoot the 
Libyan national. Tafoya’s wife also stayed 
with Martinez when she delivered the 
money obtained from Wilson for legal fees. 
Tafoya vigorously objected to testimony 


3In 1980 and 1981 combined, Tafoya re- 
ported about $14,000 income. His returns 
reflected no income derived from employment 
by Wilson. At trial, the government offered 
evidence (specific payments and bank deposits) 
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to show income from the Wilson employment 
of about $33,000 in 1980 and $55,000 in 1981. 

* Two attorneys represented the United States 
at trial. In this opinion, we refer simply to 
“the prosecutor.” ae 7 
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from Martinez concerning the shooting in- 
cident. The district court sustained the 
objection. 


Alexander Raffio, an electronics consult- 
ant who worked for Wilson, testified that 
Tafoya sought and obtained from him a 
serum sufficient to meet Tafoya’s specifica- 
tion that it could kill a two-hundred-pound 
animal. The district court modified its 
earlier rulings and admitted the testimony 
for the purpose of showing Tafoya’s em- 
ployment relationship with Wilson, finding 
the relevance of the evidence exceeded the 
possibility it would prejudice Tafoya un- 
fairly. Tafoya’s counsel declined an in- 
struction limiting the jury’s use of the 
evidence to this purpose, reasoning: “I 
would rather just let it slide by.” 


In the testimony of John Heath, a high 
level Wilson employee, the district court 
continued to modify its earlier rulings. The 
district court accepted the government’s 
position that the evidence was important 
for the purpose of establishing that Tafoya 
worked for Wilson and that the payments 
to him were income. Over objection, the 


district court permitted Heath to testify 


.that Tafoya told him he shot a person in 

Colorado twice in the head with a .22 caliber 
pistol. Heath further testified that Tafoya 
justined the use of a small weapon on the 
theory that two bullets in the head at close 
range, even if small caliber, should kill a 
person. The district court specifically re- 
fused to permit the government to bring 
out other details of the shooting, however, 
or to dwell on it. Moreover, when Heath 
used the word “assassin,” the district court 
sustained an objection and instructed the 
jury to disregard the characterization. 


Tafoya testified in his own defense. Dur- 
ing cross-examination, the prosecutor asked 
Tafoya if he had “shot an individual just 
for expenses.” Tafoya admitted the shoot- 
ing but denied receiving the salary promised 
for the shooting. The prosecutor also ex- 
amined Tafoya on the caliber of the bullets 
used to shoot the Libyan and on the use of 
a silencer. 

eae prosecutor strayed from the district 


elines in an unexpected question. 
Tafoya, the Dey eis 


court immediately sustained Tafoya’s ob- 
jection, admonished the prosecutor, and 
instructed the jury: 


Ladies and Gentlemen of the jury, you 
will disregard any detail and the response 
about whether or not a victim lost the 
sight of his eyes or eye. 


[T]he court instructs you specifically that 
this defendant is not on trial for any 
other offense other than the alleged of- 
fenses . . . in the indictment. He is not 
on trial for any offense involving any- 
thing else. And you will not consider the 
evidence . . . of any alleged extraneous 
offenses as being admitted in this trial 
for the purposes of determining the issues 
that you will have to determine. 


Based on this review, we discern no 
reversible error. Evidence of a defendant’s 
unindicted criminal behavior may be ad- 
missible if it is not offered to prove that a 
defendant has a bad character and therefore 
probably is guilty of a charged offense, if 
the evidence is probative of a material fact 
and therefore relevant, and if the probative 
value of the evidence is not outweighed by 
the likelihood of unfair prejudice. United 


States v. Beechum, 582 F. 2d 898, 911-15 (5th 


Cir. 1978) (en banc), cert. denied, 440 U. S. 
920, 99 S. Ct. 1244, 59 L. Ed. 2d 472 (1979). 
The district court’s decision to admit such 
evidence—termed “extrinsic offense evidence” 
in Beechum—should not be overruled on ap- 
peal in the absence of abuse of discretion. 
United States v. Barron, 707 F. 2d 125, 128 
(Sth Cir. 1983). “This Court is unusually 
mindful of this standard of review in a case 
like the instant one where the question of 
admissibility is dificult and where the trial 
judge carefully weighed the appropriate 
criterion in light of the proof presented.” 
Umited States v. Emery, 682 F. 2d 493, 497 
(5th Cir. 1982), cert. denied, 459 U. S. 1044, 
103) S.%@t. 465, 747129 Bdl 2d) 615" (1982). 


Evidence of the fact of Tafoya’s assassi- 
nation efforts was relevant.’ Tafoya claimed 
to have received only expenses, loans, or 
gifts. A jury reasonably could assess the 
credibility of Tafoya’s claim differently de- 
pending on the nature of Tafoya’s employ- 
ment. It is unlikely that one would attempt 
three killings in exchange largely for ex- 
penses—or continue killings for over a year 
if not paid for the first one. Moreover, the 
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Finally, and on the simplest level, the gov- 
ernment had to show the jury that Tafoya 
did something to earn the income it alleged 
he failed to report. This is a frequent 
problem in tax prosecutions, and prosecu- 
tors consistently have been permitted to 
prove the source of unreported income, a 
rule that here permitted evidence to estab- 
lish the job for which Tafoya was hired 
and paid. £.g., United States v. Carrillo, 
561 F. 2d 1125, 1127 (Sth Cir. 1977) (prose- 
cution for filing false tax return by failing 
to report income would be unintelligible 
without evidence of source of income, evi- 
dence being “inextricably tied to the basic 
elements of proof of filing false tax returns”).° 


Notwithstanding its relevance, the assas- 
sination evidence had an obvious capacity 
to prejudice Tafoya unfairly. We do not, 
however, find an abuse of discretion in the 
district court’s conclusion (expressed on the 
record) that the probative value of the evi- 
dence outweighed the potential for un- 
fair prejudice. The district court carefully 
scrutinized the challenged evidence—ex- 
cluding unnecessary and unfairly prejudical 
details and at every stage maintaining 
the firm control over the fairness of the 
trial mandated in United States v. Young, 
— USS.—, 105°S. Ct. 1038, 83 L. Ed. 2d 


— (1985). The district court assured that 
Tafoya was convicted, if at all, upon evi- 
dence of tax violations and not upon evi- 
dence of unindicted crimes. To this end, 
it gave clear curative, limiting, and final 
instructions to the jury.’ In closing argu- 
ment, Tafoya’s lawyer and the prosecutor 
both emphasized that the jury was to de- 
cide only a tax case.* We have searched 
the record and are convinced that the as- 
sassination evidence was but a part of the 
government’s proof and that the district 
court’s ruling and instructions maintained 
the jury’s proper focus.’ 


We do, finally, express misgiving with 
the prosecutor’s strategy in two respects. 
First, the question concerning the blind- 
ing of the Libyan in the Colorado shooting 
was blatantly improper. It violated the 
district court’s ruling to avoid the uwun- 
necessary details of the shooting, and, 
though asked in the heat of cross-examina- 
tion, the prosecutor must have appreciated 
the impropriety of the question. We do not 
find a basis for reversal, however, because 
the district court promptly gave the jury an 
effective curative instruction. See United 
States v. Irwin, 661 F. 2d 1063, 1071 (5th 
Cir. 1981), cert. denied, 456 U. S. 907, 102 


® Carrillo is typical of many cases reaching 
the same result. See United States v. Soulard 
[84-1 usnc J 9386], 730 F. 2d 1292, 1302-03 (9th 
Cir. 1984); United States v. Heyward [84-1 ustc 
7 9380], 729 F. 2d 297, 301 (4th Cir. 1984); 
United States v. Wright, 667 F. 2d 798, 799-800 
(9th Cir. 1982); United States v. Ochs, 595 F. 
2d 1247, 1260 (2d Cir. 1979), cert. denied, 444 
U.S. 7955, 4100S. 3Ct. 435, 62\-L. Ed. 2d. 328 
(1980); United States v. Rothstein [76-1 ustc 
1 9390], 530 F. 2d 1275, 1279 (5th Cir. 1976); 
United States v. Garcilaso de la Vega, 489 F. 
2d 761, 765 (2d Cir. 1974); United States v. 
Vario, 484 F. 2d 1052, 1056 (2d Cir. 1973), 
cert. denied, 414 U. S. 1129, 94 S. Ct. 867, 38 
L. Ed. 2d 753 (1974); United States v. Tunnell 
[73-2 usrc f 9560], 481 F. 2d 149, 151 (5th Cir. 
1973), cert. denied, 415 U. S. 948, 94 S. Ct. 
1469, 39 L. Ed. 2d 563 (1974); United States v. 
Smith [64-2 usrc § 9704], 335 F. 2d 898, 901 
(7th Cir. 1964), cert. denied, 379 U. S. 989, 85 
S. Ct. 700, 13 L. Ed. 2d 609 (1965); United 
States v. Marquez, 332 F. 2d 162, 166 (2d Cir. 
1964), cert. denied, 379 U. S. 890, 85 S. Ct. 
162, 13 L. Ed. 2d 94 (1964). 

The concept of ‘‘inextricable intertwining’’ 
mentioned in Carrillo is reflected in state- 
ments in other decisions that evidence of other 
offenses ‘‘inextricably intertwined’’ with evi- 
dence of the charged offense is not ‘‘extrinsic 
offense’’ evidence within the meaning of 
Beechum. H.g., United States v. Nichols, 750 
F. 2d 1260, 1264-65 (5th Cir. 1985); United 
States v. Webster, 750 F. 2d 307, 336 (5th Cir. 
1984). We see no need here to parse possible 
distinctions between extrinsic offense evidence 
and inextricably intertwined evidence of other 
offenses because the relevance and prejudice 
analyses of Beechum must be performed in 
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any event. Thus, we apply the Beechum 
analysis. 

™The final instruction was: 

You are instructed that the Defendants are 
only on trial for the crimes charged in the 
indictment and not for any other activities 
they or either of them may have engaged in. 
You are further instructed that you are to 
make no inference whatsoever as to the guilt 
of the defendants on the charges in this in- 
dictment because of the nature of the activities 
they or either of them may have engaged in. 

8 In closing argument, the prosecutor did not 
emphasize Tafoya’s assassination efforts. The 
prosecutor mentioned them only once, briefly, 
in contending that one does not undertake such 
activity for expenses only. Reading the entire 
closing argument, it appears that the prose- 
cutor was careful not to exploit the sensitive 
evidence. 

Tafoya does complain that the prosecutor 
exploited the assassination unfairly by arguing 
to the jury that Tafoya had ‘‘dishonorably 
served his country.’’ The comment skirted im- 
propriety, but Tafoya did not object to it. 
Moreover, the prosecutor was engaged in an 
obvious effort to meet Tafoya’s consistent at- 
tempt to imply that his innocence was shown 
by his twenty-one years’ military service and 
by his mistaken belief that, while working for 
Wilson, he actually was engaged (by way of 
the CIA) in the service of the United States. 
Accordingly, we find no basis for reversal. 
See Untted States v. Young, — U. S. —, 
105 S. Ct. 1038, 83 L. Ed. 2d — (1985). 

® Tafoya complains of other alleged prose- 
cutorial misconduct. We have reviewed the 
alleged misconduct and find that the conduct 
was proper or not possibly prejudicial. 
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S. Ct. 1754, 72 L. Ed. 2d 164 (1982); United 
States us Rojas, 537 F.2d 216, 222: (Gth 
Cir. 1976), cert. denied, 429 U. S. 1061, 97 
S. Ct. 785, 50 L. Ed. 2d 777 (1977). 


Second, the prosecutor repeatedly re- 
quired the district court to exclude details 
of Tafoya’s assassination efforts. The dis- 
trict court made plain its intent to exclude 
the potentially prejudicial details of Tafoya’s 
assassination efforts. At several turns the 
prosecutor bridled against this limitation 
but was effectively restrained by the dis- 
trict court.” The district court’s attentive- 
ness avoided the necessity of a reversal. 
However, we caution prosecutors that tax 
cases are not to be transformed—by evi- 
dence, argument, or implication—into trials 
for other crimes. Some evidence of income 
source is necessary to prove a false return 
case and to make it intelligible, but em- 
phasis of the illegal source of income or 
dwelling on lurid details is inappropriate. 
If it distracts a jury’s focus, we will not 
hesitate to reverse. 


[Other Assignments of Error] 


III. Miscellaneous Claims of Error. Tafoya 
claims that the government sought to prove 
unreported income by evidence of bank 
deposits but, fatally for the government, 
failed to show his ‘opening net worth” as 
he contends is required in prosecutions 
based on the bank deposit method of proof. 
See Holland v. United States [54-2 ustc 
VO714 lee SARs Sel 2d 5-SOae oi eee, 
127, 135, 99 L. Ed. 150 (1964); United States 
v. Hall [81-1 uste $9209], 650 F. 2d 994 
(9th Cir. 1981). We reject this claim be- 
cause the government actually based the 
prosecution on proof of specific payments 
of money to Tafoya. The bank deposits 
evidence was admitted only to corroborate 
the evidence of specific payments, as ap- 
proved by United States v. Horton [76-1 
ustc § 9219], 526 F. 2d 884, 886-87 (5th 
' Cir. 1976), cert. denied, 429 U. S. 820, 97 
SmCtano7eeo 0p Hdd 81 (1976) She 
district court instructed the jury that “con- 
sideration of the evidence of total bank de- 
posits should be limited to corroboration 
of the specific items deposited.” 


Tafoya also claims that the district court 
erred in admitting two memoranda pur- 
suant to the hearsay exception governing 
admissions of records of regularly con- 
ducted activity. See Fed. R. Ev. 803(6).. 
The memoranda reflected billings by Wil- 
son to Libya for salary Wilson paid 
Tafoya. Wilson’s secretary, Barnes, au- 
thenticated the memoranda and _ testified 
that they were prepared and maintained in 
the regular course of business. Another 
Wilson employee, Raffio, testified that the 
memoranda were typical of those prepared 
by Wilson to obtain payment from Libya. 
Tafoya contends, however, that other evi- 
dence showed Wilson sometimes falsified 
billing memoranda and that, therefore, “the 
source of information .. . indicate[s] lack 
of trustworthiness,” rendering the memo- 
randa inadmissible under Fed. R. Ev. 803(6).. 
We cannot agree. Rule 803(6) vests dis-. 
cretion in the trial court to determine ad-- 
missibility. United States v. Veytia-Bravo,. 
603 F. 2d 1187, 1189 (Sth Cir. 1979), cert. 
denied, 444 U. S. 1024, 100 S. Ct. 686, 62 
L. Ed. 2d 658 (1980). The record sup- 
ports the district court’s exercise of that 
discretion in favor of admissibility." (Of 
course, admissibility of the memoranda 
did not prevent Tafoya from arguing that, 
upon all the evidence, the jury should not. 
credit the evidence or give it any weight.). 


Tafoya urges that the prosecutor “com-. 
mitted perjury” during closing argument.. 
The prosecutor argued that Tafoya denied 
Raffio’s allegation that Tafoya obtained 
poison because he could produce no “plausi-- 


ible explanation” for obtaining poison. Tafoya. 


contends this was equivalent to a testi- 
monial assertion of an untruth. We find 
the contention to be frivolous. 


Tafoya also contends that the district 
court improperly shifted the burden of 


proof in its instruction to the jury on 
Tafoya’s testimonial contention that he 
received no income from Wilson. The in-. 
struction was: 
[T]he defendant, Eugene A. Tafoya,. 
made the following contention: the only 


money that he received in 1980 and 1981 
from Edwin Wilson consisted of either 
gifts, loans, or reimbursement for busi- 


10 The prosecutor pushed the district court 
and proper examination to the limit with the 
questions concerning the caliber of pistol Ta- 
foya used to shoot the Libyan in Colorado 
and the fact that he shot the Libyan twice 
in the head. We do not, however, find an abuse 
of discretion in the admission of these details 
because (1) other unnecessary details were ex- 
cluded and (2) these par icular details: were 
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relevant (corroborating both Tafoya’s involve- 
ment in the shooting and Heath’s testimony 
that Tafoya admitted the involvement and 
these details). 

‘4 Tafoya relies on United States v. Williams, 
661 F. 2d 528, 531 (5th Cir. 1981), but Williams 
held only that a statement prepared ‘‘for the 
purposes of trial only’’ and possessing “none of 


lines” was SS 
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ness travel on a penny-for-penny basis. 
He contends that no money was paid to 
him for his employment by Wilson as 
such. If you believe this contention or 
have a reasonable doubt in regard there- 
to, then you must acquit.... 
This instruction did not tell the jury that 
Tafoya bore the burden of proof. The jury 
was told to consider all of the evidence, 
including Tafoya’s testimony, and to acquit 
Tafoya if there was a reasonable doubt 
that payments from Wilson were not in- 
come.” The instruction, therefore, was fa- 
vorable to Tafoya and did not shift the 
burden of proof.” 


Finally, Tafoya claims that the district 
court erred in issuing a written judgment 
and commitment order making the sentence 
on the two counts of tax fraud consecu- 
tive to each other. At the sentencing 
proceeding, the district court orally stated 
that it sentenced Tafoya to three years’ 
custody on count one and to three years’ 
custody on count two. The district court 
did not mention whether the sentences 
were to be served concurrently or con- 
secutively. Tafoya invokes the rule that 
sentences are concurrent unless clearly 


stated to be consecutive and that a change 
in sentence violates double jeopardy guar- 
antees. See United States v. Naas, 755 F. 2d 
1133, 1135-36 (5th Cir. 1984). However, 
this rule does not apply where the oral : 
pronouncement of sentence (here, made on . 
August 18) is ambiguous or silent as to the 
consecutive-concurrent issue, but where the 
written sentence entered as an immediate 
consequence (here, on August 19) contains 
clear language clarifying that consecutive 
sentences were intended. Schurmann v. United 
States, 658 F. 2d 389, 391 (Sth Cir. 1981). 
As noted, in Schurmann, under circumstances 
similar to the present: a clear oral state- 
ment of intent to impose concurrent sentences 
would prevail over a later, contrary written 
ruling; however, when (as here) the oral 
pronouncement is silent and the immediately- 
consequent written sentence clearly states 
the district court’s intent to impose con- 
secutive sentences, then the presumption 
for concurrent sentences does not apply be- 
cause of the court’s clear statement to the 
contrary. Jd. We find no error. 


IV. Conclusion. For the foregoing rea- 
sons, we AFFIRM Tafoya’s conviction. 


AFFIRMED. 


[{] 9342] Kaiser Cement Corporation, Plaintiff v. The United States, Defendant. 
U.S. Claims Court, No. 199-82T, 4/22/85. 


[Code Secs. 442 and 7805] 


Accounting period: Change: Prior IRS consent: Controlled foreign corporations: 
Regulations: Retroactive change.—Changes in the annual accounting periods of two con- 
trolled foreign corporations from calendar years to fiscal years ending November 30, 1975, 
which would have avoided the consequences of an amendment to the tax laws requiring 
the inclusion of their shipping profits in the income of a domestic corporate shareholder 
for the first tax year after December 31, 1975, were properly not given effect by the IRS. 
The Commissioner did not abuse his discretion in retroactively applying an amended 
regulation that disqualified the controlled foreign corporations from an exemption from 
prior IRS approval of a change of accounting period. The Commissioner’s discretion to 
apply regulations retroactively specifically granted in Code Sec. 7805(b) takes precedence 
over the 30-day general notice provision of the Administrative Procedure Act § 4(d). 
Back references: {| 2715.085, 2728.03 and 5980A.169. 


Paul H. Dawes, George E. Link, Mary E. Butler, Steven F. Brockhage, Thelen, 
Marrin, Johnson & Bridges, Two Embarcadero Center, San Francisco, Calif. 94111, for 
plaintiff. Glenn L. Archer, Assistant Attorney General, Kevin B. Shea, Theodore D. 
Peyser, Robert S. Watkins, Department of Justice, Washington, D. C. 20530, for defendant. 


122 Elsewhere in its instructions, the district 
court directly addressed the burden of proof 
concept and unmistakably informed the jury 
that the government bore the burden of prov- 
ing each element of the charged offenses be- 
yond a reasonable doubt. 

3% Tafoya complains also of an_ instruction 
“that a false statement as to gross income... . 
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is a materially false statement regardless of 
the amount of gross income that is underre- 
ported.’’ In Tafoya’s view, this instruction im- 
properly directed a verdict on the element of 
the falseness of his tax returns. We simply 
do not see how this is so. The instruction 
merely defined the element of materiality. 


q 9342 


87,892 


U.S. Tax Cases 


Kaiser Cement Corporation v. U.S. 


Opinion 

NETTESHEIM, Judge: This case, as to 
which the facts are stipulated, is before the 
court after argument on cross-motions for 
summary judgment and involves the issue 
whether foreign subsidiaries of a United 
States corporation were permitted to avoid 
the consequences of an amendment to the 
tax laws reaching their shipping profits for 
the first year after enactment. 


Facts 


Kaiser Cement Corporation (“plaintiff”), 
a Delaware corporation, is the common 
parent and a United States shareholder 
under Internal Revenue Code §951(b), 26 
WES: ©) SS S51(b) saGO82) taxol ankten Gera): 
through Kaiser Gypsum Company, Inc., of 
two Panamanian shipping subsidiaries, 
Gypsum Carrier, Inc. (“GCI”), and Asian 
Carriers, Inc. ((ACI)s. Both ‘GCI and 
ACI constitute controlled foreign corpora- 
tions, as defined in subpart F, I. R. C. 
§ 957(a). 


I. R. C. §951(a), as added by the Reve- 
nue Act of 1962, §12(a), Pub. L. No. 87- 
834, 76 Stat. 960, 1006 (1962) (the “1962 
Act”), includes income of controlled foreign 
corporations (‘“CFC’s”) in the gross income 
of their United States shareholders by pro- 
viding in part: 


—If a foreign corporation is a controlled 
foreign corporation for an uninterrupted 
period of 30 days or more during any 
taxable year beginning after December 
31, 1962, every person who is a United 
States shareholder (as defined in subsection 
(b)) of such corporation and who owns 
(within the meaning of section 958(a)) 
stock in such corporation on the last day, 
in such year, on which such corporation 
is a controlled foreign corporation shall 
include in his gross income, for his taxable 
year in which or with which such taxable 
year of the corporation ends— 


(A) the sum of— 


(i) except as provided in section 963, 
his pro rata share (determined under para- 
graph (2)) of the [controlled foreign] 
corporation's subpart F income for such 
years... 

(Emphasis added.) 
The pr 


part F. §954(a)(4). Section 602(f) pro- 
vided that the amendments “shall apply to 
taxable years of foreign corporations begin- 
ning after December 31, 1975, and to taxable 
years of United States shareholders . 
within which or with which such taxable 
years of such foreign corporations end.” 
26 U.S. C. A. § 955 note (West 1982). 


As of November 30, 1975, GCI and ACI 
had both changed their annual accounting 
periods from calendar years to fiscal years 
ending November 30. The effect of these 
changes was to start an extra taxable year 
for purposes of subpart F before December 
31, 1975—the effective date of the 1975 Act. 


The eligibility requirements and proce- 
dures for implementing accounting period 
changes are governed by I. R. C. § 442, and 
a history of Treasury regulations, revenue 
procedures, and amendments thereto. 


J. R. C. § 442 provides in pertinent part: 
“Tf a taxpayer changes his annual account- 
ing period, the new accounting period shall 
become the taxpayer’s taxable year only if 
the change is approved by the Secretary. 

.’ By its terms section 442 requires all 
taxpayers to seek prior approval before 
effecting an accounting period change. 
Treas. Reg. § 1.442-1 (1976), was promul- 
gated originally in 1957. Before its amend- 
ment in 1977, this regulation modified the 
blanket prior approval requirement of sec- 
tion 442 by providing in pertinent part: — 


Change of annual accounting period —(a) 
Manner of effecting such change. (1) In 
general. If a taxpayer wishes to change 
his annual accounting period ... he must 
obtain prior approval from the Commis- 
sioner by application, as provided in para- 
graph (b) of this section, or the change 
must be authorized under the Income 
Tax Regulations. . 


(b) Prior approval of the Commissioner 
—(1) In general. In order to secure prior 
approval of a change of a taxpayer’s 
annual accounting period, the taxpayer 
must file an application on Form 1128 
with the Commissioner of Internal Reve- 
nue, ... If the short period involved in 
the change ends after December 31, 1973, 
such form shall be filed on or before the 
15th day of the second calendar month 
following the close of such short period; 
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met, and if the corporation files a statement 
with the district director of internal 
revenue.... 


(2) The provisions of this paragraph 
do not apply unless all of the following 
conditions are met: 


(i) The corporation has not changed 
its annual accounting period at any time 
within the ten calendar years ending with 
the calendar year which includes the be- 
ginning of the short period required to 
effect the change of annual accounting 
period; 


(ii) The short period required to effect 
the change of annual accounting period 
is not a taxable year in which the corpo- 
ration has a net operating loss as defined 
in section 172; 


(iii) The taxable income of the cor- 
poration for the short period required 
to effect the change of annual account- 
ing period is, if placed on an annual 
basis (see paragraph (b)(1)(i) and (ii) 
of § 1.443-1), 80 percent or more of the 
taxable income of the corporation for 
the taxable year immediately preceding 
such short period; 


(iv) If a corporation had a _ special 
status either for the short period or for 
the taxable year immediately preceding 
such short period, it must have the same 
special status for both the short period 
and such taxable year (for the purpose 
of this subdivision, special status includes 
only: a personal holding company, a 
foreign personal holding company, a 
corporation which is an exempt organ- 
ization, a foreign corporation not en- 
gaged in trade or business within the 
United States, a Western Hemisphere 
trade corporation, and a China Trade 
Act corporation); and 

(v) The corporation does not attempt 

- to make an election under section 1372(a) 
that purports to initially become effec- 
tive with respect to a taxable year which 
(a) would immediately follow the short 
period required to effect the change of 
annual accounting period, and (b) would 
begin after August 23, 1972. 


(Emphasis added.) 


Treas. Reg. § 1.442-1(a)(1) set forth the 
general rule that either specific prior ap- 
proval to the change must be obtained or 
the change must be authorized by the regu- 
lations. Subsection (b) described the pro- 
cedures for requesting such approval in 
those cases where specific prior approval 
is necessary. Finally, subsection (c)(2) 
expressly authorized a corporate taxpayer 
to change its annual accounting period— 
without prior approval of the Commis- 
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sioner—provided certain specified condi- 
tions were met. It is undisputed that ACI 
and GCI met all the conditions in sub- 
section (c)(2). However, ACI did not 
comply with the requirements of subsec- 
tion (c)(1) by filing a statement with the 
district director. 


Section 442 and Treas. Reg. § 1.442-1 
apply to all taxpayers seeking accounting 
period changes. Although the 1962 Act 
for the first time brought CFC’s under the 
umbrella of federal tax laws, Treas. Reg. 
§ 1.442-1 was not amended. Rather, the 
Secretary of the Treasury issued Rev. Proc. 
63-7, 1963-1 C. B. 485, which provides: 


The purpose of this Revenue Proce- 
dure is to set forth rules for determining 
the taxable year of a foreign corporation 
for purposes of section 902(d), sections 
951 through 972, and sections 1246 
through 1248 of the Internal Revenue 
Code of 1954, as amended or added by 
the Revenue Act of 1962. The rules 
to be followed for such purposes are as 
follows: 


Rule 1. The taxable year of the for- 
eign corporation shall be determined 
under section 441 of the Code, and the 
regulations thereunder, and by treating 
a foreign corportaion which is not sub- 
ject to United States income tax as 
though it were a taxpayer within the 
meaning of section 7701(a)(14) of the 
Code. 


Rule 2. The taxable year beginning in 
1963 of a foreign corporation which has 
derived income after December 31, 1957, 
and before January 1, 1963, which is 
subject to tax under section 882 of the 
Code shall be the taxable year pre- 
viously established by such corporation 
under section 441 of the Code. 


Rule 3. A foreign corporation may 
adopt a taxable year beginning in 1962 as 
though such foreign corporation were a 
new taxpayer within the meaning of para- 
graph (b)(3) of section 1.441-1 of the 
Income Tax Regulations, but only if 
the following conditions are satisfied: 


* * * 


Rule 4. A taxable year of a foreign 
corporation which has been established 
or adopted in accordance with this Rev- 
enue Procedure may be changed only with 
the prior approval of the Commissioner of 
Internal Revenue in accordance with sec- 
tion 442 of the Code, and the regulations 
thereunder, and by treating a foreign cor- 
poration which is not subject to United 
States income tax as though tt were a 
taxpayer within the meaning of section 
7701(a)(14) of the Code. Application for 
approval to change such taxable year of a 
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foreign corporation which is not sub- 
ject to United States income tax shall 
be made by one or more of its Umted 
States shareholders (as defined in section 
951(b) of the Code) by filing an applica- 
tion in accordance wtih the principles of 
paragraph (b) of section 1.442-1 of the 
Income Tax Regulations. In general, a 
change of such a taxable year will be 
approved if the annual accounting per- 
iod of the foreign corporation is changed 
to conform to requirements of foreign 
law or because bona fide foreign busi- 
ness reasons make such a change neces- 
sary or desirable, provided that the 
other applicable provisions of paragraph 
(b) of section 1.442-1 are satisfied. 


(Emphasis added.) 


On November 28, 1975, the IRS issued 
Tenth Roy Niose1421,591975-52.h Ro B28: 
announcing that it would issue Rev. Proc. 
75-54.0n December 29, 1975. The technical 
release stated that “[t]he purpose of this 
Revenue Procedure is to clarify Rev. Proc. 
63-7 . concerning the changing of a 
taxable year by a foreign corporation.” 
(Emphasis in original.) Rev. Proc. 75-54, 
1975-2 C. B. 595, inserted the following 
words in Rule 4 of Rev. Proc. 63-7: “A 
foreign corporation, whether or not a con- 
trolled foreign corporation, may not under 
any circumstances change its taxable year 
without prior approval of the Commis- 
sioner.” Section 3 of the 1975 Revenue 
Procedure, entitled “Effect on other docu- 
ments” states in part: “Section 1.442-1(c) of 
teh Income Tax Regulation will be amended 
to reflect the above clarification.” (Emphasis 
in original.) No effective date was pro- 
vided therein either as to the “clarified” 
Rey. Proc. 63-7 or the promised conform- 
ing amendments to the section 442 regulations. 


On March 23, 1976, proposed amendments 
to Treas. Reg. § 1.442-1 were published, 41 
Fed. Reg. 12,017 (1976), which were less 
drastic than the blanket prohibition in Rev. 
Proc. 75-54 against foreign corporations’ 
changing accounting periods without the 
Commissioner’s prior approval. The final 
amendments were published on March 3, 
1977, 42 Fed. Reg. 12,178 (1977), and sub- 
jected only CFS’s and. foreign personal 
companies to the prior approval 
tion (5) of amended 
) provides: 


whether 


at secures the prior approval of the Com- 
missioner in accordance with paragraph 
(b) (1) and (3) of this section. A controlled 
foreign corporation or a foreign corpo- 
ration that meets the stock ownership 
requirements of a foreign personal hold- 
ing company that is not subject to United 
States income tax shall be treated for 
the purposes of this section as a tax- 
payer within the meaning of section 
7701 (a) (14). 
(Emphasis Added.) 


GCI’s and ACI’s pre-November 30, 1975 
accounting period changes avoided the De- 
cember 31, 1975 effective date of the 1975 
Act. As a consequence, the CFC’s accrued 
no shipping, or subpart F income, for an 
additional year. Plaintiff correspondingly 
sought to benefit from GCI’s and ACI’s 
change to the extent that for the same 
additional year it reported no shipping in- 
come of either CFC as subpart F income 
in its 1976 federal taxable income. 


During audit the IRS refused to give 
effect to the 1975 changes in ACI’s and 
GCI’s accounting periods and treated the 
CFC’s as if they had remained on a calendar 
year, rather than a fiscal year basis ending 
on November 30. The IRS accordingly 
determined that plaintiff had failed to report 
$802,330 in its consolidated income tax 
return for calendar year 1976, representing 
the subpart F income of GCI and ACI for 
their taxable years ending December 31, 
1976. 


Plaintiff paid the additional income taxes 
and filed amended returns claiming refunds 
for the taxable year in issue. The claim 
was denied. On June 17, 1982, plaintiff 
filed an amended petition in this court seek- 
ing recovery of the taxes allegedly overpaid, 
together with interest thereon. The parties 
have resolved all issues between them ex- 
cept that concerning the effectiveness under 
I. R. C. § 442 and the regulations there- 
under of GCI’s and ACI’s accounting period 
changes. : 
Discussion 

The issue for decision is whether amended 
Treas. Reg. § 1.442-1 may be applied retro- 
actively to GCI’s and ACI’s changes of 
their accounting periods i in 1975. The parties 
have joined issue, in the first instance, on 
amendment, and Rev. Proc. 
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seeking accounting period changes to Treas. 
Reg. § 1.442-1(b), which sets out the proce- 
dure for obtaining prior approval for such 
changes. Plaintiff contends that Rule 4 
directed CFC’s to the whole of section 
1.442-1, including the exemption from prior 
approval contained in subsection (c), in the 
case of CFC’s meeting the conditions of 
that provision. 


Accepting defendant’s interpretation as 
the common sense reading of Rule 4 of 
Rey. Proc. 63-7, it is nonetheless settled 
that a revenue procedure cannot be incon- 
sistent with a Treasury regulation. Exxon 
Corp. v. Umted States [77-1 ustc J 9114], 
ZIZECtaCleZoc4 2/ Gel / 547s 2d. 5480558 
n.17 (1976); Fruehauf Corp. v. United 
States [73-1 ustc J 9349], 201 Ct. Cl. 366, 
374, 477 F. 2d 568, 572 (1973). If the Secre- 
tary desired to disqualify CFC’s from 
claiming an exemption to which they other- 
wise would have been entitled under existing 
regulations, he was required to amend the 
regulations. 


Defendant argues that no such inconsist- 
ency between Rey. Proc. 63-7 and Treas. 
Reg. § 1.442-1(c) is involved in its interpre- 
tation of Rev. Proc. 63-7. According to 
defendant, Treas. Reg. §1.442-1 did not 
address the problem of CFC’s, since it was 
promulgated five years before income from 
CFC’s was made taxable by the enactment 
of subpart F. As an initial response, plain- 
tiff aptly observes that if the unforeseeability 
of revisions to the Internal Revenue Code 
per se renders all then-existing regulations 
inapplicable in cases involving revisions, 
“any coherent and on-going system of tax- 
ation’’ would be jeopardized. Plf’s Br. filed 
Aug. 26, 1983, at 19.7 Undeterred, defendant 
points out that each condition of section 
1.442-1(c) is addressed to a tax-avoidance 
problem, but that none deals with potential 
tax-avoidance by CFC’s (such a condition 
might take the form of requiring CFC’s to 
retain that status both before and after the 
beginning of a changed accounting period) 
and asserts that the purpose of § 1.442-1(c) 
would be defeated if CFC’s were allowed 


to make use of the exemption. Under de- 
fendant’s interpretation of Rev. Proc. 63-7, 
however, the Secretary went further than 
to guard against abuse of the exemption by 
CFC’s, consistent with the existing regula- 
tory scheme: He entirely excluded CFC’s 
from eligibility for the exemption.” If the 
Secretary intended to achieve this result 
through Rey. Proc. 63-7, such action amounted 
to a substantive change in the rights of 
CFC’s without an amendment to the regu- 
lation. 


Agreeing with plaintiff that the 1977 
amendment to Treas. Reg. § 1.442-1(c) ef- 
fected a substantive change nonetheless is 
not determinative of the outcome of this 
case. The distinction between “legislative” 
rulemaking and rulemaking that is merely 
“interpretive” of existing law has been dis- 
credited for purposes of analyzing the pro- 
priety of according Treasury regulations 
retroactive effect. Waulson v. United States 
[79-1 uste J 9121], 588 F. 2d 1168, 1171 & 
n.l1 (6th Cir. 1978). The presumption, 
based on J. R. C. §7805(b) (1982),° that 
such regulations have retroactive effect ap- 
plies to legislative, as well as interpretative, 
rules. Anderson Clayton & Co. v. United 
States [77-2 uste J 9727], 562 F. 2d 972, 984 
(5th Cir. 1977), cert. denied, 436 U. S. 944 
(1978). 


Plaintiff argues that according amended 
Treas. Reg. § 1.442-1 retroactive effect, as 
defendant urges, would contravene section 
4(d) of the Administrative Procedure Act, 
5) Us Se Sy SSR) (ICE) (BX PAE Ne 
which provides in part: “The required 
publication or service of a substantive rule 
shall be made not less than 30 days before 
its effective date... .’ It is not contended 
that the amended regulation should be held 
invalid because the Secretary failed to com- 
ply with the notice provisions of the APA, 
but that the amendment may not validly 
be applied retroactively to the changes 
made by GCI and ACI in 1975. See Pli’s 
Br. filed Aug. 26, 1983, at 23 n. 20. 


Since amended Treas. Reg. § 1.442-1 was 
promulgated on March 3, 1977, plaintiff 


1Further indicating that CFC’s as foreign 
corporations were covered by Treas. Reg. 
§ 1.442-1, Treas. Reg. §§ 1.952-2(b), (c) (1966), 
adopted two years after Rev. Proc. 63-7, re- 
quire that foreign corpcrations be treated as 
demestiec corporations under section 11 for 
purposes, inter alia, of section 442. 

2 Defendant also argues that the requirement 
in Treas. Reg. § 1.442-1(c) that the district 
director be notified demonstrates the inappli- 
cability of the regulation to CFC’s, because 
CFC’s typically are nontaxpayers and there- 
fore have no district directors. GCI, however, 
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did pay taxes and had a district director. 
Moreover, Rule 4 of Rev. Proc. 63-7 itself in- 
dicates a solution to the problem by providing 
that, where necessary, application for prior 
approval of the Commissioner may be made 
by a United States shareholder of the Cre; who 
does have a district director. 

37. R. C. § 7805(b) provides: 

Retroactivity of Regulations or Rulings—The 
Secretary or his delegate may prescribe the 
extent, if any, to which any ruling or regula- 
tion, relating to the internal revenue laws, 
shall be applied without retroactive effect. — 
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argues that the earliest effective date for the 
amendment permissible under the APA was 
April 2, 1977. Plaintiff suggests that the 
Commissioner arguably might be authorized 
to make the amendment retroactive to the 
publication of the proposed regulation on 
April 22, 1976, under certain circumstances 
(if, for example, defendant had given notice 
of an intent to make the regulation retro- 
active). See Wendland v. Commissioner 
[CCH»e Dee; 39,285 ],179" Te GE. 355; 379282 
(1982), aff'd, 739 F. 2d 580 (11th Cir.), & 
aff'd sub nom. Redhouse v. Commussioner [84- 
1 ustc 7.9311], 728 F. 2d 1249 (9th Cir.), 
cert. denied, 105 S. Ct. 506 (1984). The 
same argument would apply to any retroac- 
tive application of a Treasury regulation. 
However, in any conflict between I. R. C. 
§ 7805(b) and APA § 4(d), the former, spe- 
cifically granting the Secretary discretion 
to apply regulations retroactively, would 
take precedence over the general notice 
provisions of the latter. Redhouse v. Com- 
missioner, 728 F. 2d at 1253. Moreover, 
Treasury regulations are presumed retro- 
active not to the date of first notice of their 
intended promulgation, but to the date of 
the statute to which they relate. Jd. at 1251. 


The Secretary’s refusal to give a regula- 
tion only prospective force is reviewable 
only for an abuse of discretion. Redhouse, 
728 F. 2d at 1251. This discretionary de- 
termination has been overturned in cases 
wherein, after reenactment of the statute 
to which a regulation relates, the regula- 
tion sought to be modified retroactively 
has acquired the force of settled law, e.g., 
Helvering v. R. J. Reynolds Tobacco Co. 
[39-1 ustc J 9282], 306 U. S. 110, 116 (1939); 
in which inequality of treatment among 
taxpayers results, for example, from the 
retrospective application to one taxpayer 
of a ruling which is applied to another 
taxpayer only prospectively, International 
Business Machines Corp. v. United States 
[65-1 ustc J 15,629], 170 Ct. Cl. 357, 343 F.2d 
914 (1965), cert. denied, 382 U. S. 1028 
(1966); see also Farmers & Merchants’ 
Bank v. United States [73-1 ustc J 9336], 476 
F. 2d 406 (4th Cir. 1973); or in which gross 
Baiaishess resulted to a particular taxpayer. 
; way Import Co, v. ies States 
STC ee Sc oe 


The so-called legislative reenactment 
doctrine, under which “Treasury regula- 
tions and interpretations long continued 
without substantial change, applying to 
unamended or substantially reenacted stat- 
utes, are demed to have received congres- 
sional approval and have the effect of 
law,” Helvering v. Winmill [38-2 ustTe 
7 9550], 305 U. S. 79, 83 (1938) (upholding 
Commissioner’s decision under long-stand- 
ing regulation), is inapplicable to situations 
wherein the Secretary seeks to correct a 
prior mistaken interpretation of the law. 
Helvering v. R. J. Reynolds Tobacco Co., 
306 U. S. at 116. That is so even where the 
taxpayer has detrimentally relied on the 
prior interpretation. Dickman v. Commis- 
sioner [84-1 ustc 7 9240], 104 S. Ct. 1086, 
1094 (1984); Yarbro v. Commissioner [84-2 
ustc § 9691], 737 F. 2d 479, 483 (Sth Cir. 
1984), cert. denied, 105 S. Ct. 959 (1985). 
The court is of the view that the doctrine 
also is inapplicable to cases, such as the 
one at bar, in which the Secretary takes 
occasion from the enactment of a new 
statute to correct a previous oversight 
that left available an avenue for deferring 
tax liability under the new statute. See 
Anderson, Clayton & Co., 562 F. 2d at 
984-85 n.29. The alleged fact that many - 
CFC’s in 1962 took advantage of Treas. 
Reg. § 1.442-1 and Rev. Proc. 63-7 Rule 3 
to defer the effective date of the newly- 
enacted subpart F hardly compels the con- 
clusion, argued for by plaintiff, that Con- 
gress in 1975 affirmatively intended CFC’s 
coming under the 1975 Act for the first 
time to be similarly indulged. Pacific Na- 
tional Bank of Seattle v. Commissioner [37-2 
ustc § 9381], 91 F. 2d 103 (9th Cir. 1937), 
in which the Commissioner was faulted 
with failure to apply his own regulation, 
and Agway, Inc. v. United States {75-2 ustc 
99777], 207 Ct. Cl. 682, 524 F. 2d 1194 
(1975), in which the regulation sought to 
be applied retroactively specified its own 
prospectivity, are inapposite. 


Plaintiff also contends, citing International 
Business Machines Corp. v. United States 
[65-1 ustc 15,629], 170 Ct. Cl. 357, 343 
F. 2d 914, and Farmers’ & Merchants’ Bank 
[73-1 uste J 9336], 476 F. 2d 406, that retro- 
spective es rag on einenden ‘Treas. Reg. 
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Commissioner to limit retroactivity “to 
the extent necessary to avoid inequitable 
results.” Automobile Club of Michigan v. 
Commissioner [57-1 ustc § 9593], 353 U. S. 
180, 184 (1957). Exactly the same inequal- 
ity of treatment will result from prospec- 
' tive application of the 1977 amendments to 
CFC’s and foreign personal holding com- 
panies that try to mitigate their federal 
tax burden in the future by changing their 
accounting periods. Inequality of this na- 
ture does not present a situation in which 
“fairness call[s] upon the Commissioner 
a to establish a greater measure of 
equality” International Business Machines 
Corpeel 707 Cty Gl ates72,.i343nn. 2dilatnO23. 
such that failure to do so constitutes an 
abuse of discretion under section 7805(b). 


Finally, plaintiff argues that retroactivity 
in this case is unfair because Treas. Reg. 
§ 1.442-1(b)(1), under which plaintiff was 
required by the amendments to the regu- 
lation to seek prior approval, requires 
applications to be filed on or before the 
fifteenth day of the second calendar month 
following the close of the short period 
involved in the change—in this case, Jan- 
uary 15, 1976. Therefore, plaintiff argues, 
it was already foreclosed from any pos- 
sibility of complying with the new prior 
approval requirement before notice of the 
proposed requirement was. first published 
on March 23, 1976. The Commissioner 
already had announced his intention, how- 
ever, on November 28, 1975, in T. I. R. 
No. 1421 to amend Treas. Reg. § 1.442-1(c) 
to reqiure all foreign corporations to seek 
prior approval before changing their tax- 
able years. 


Blaintitie aceves sthatwebe plsauk. Nonel42 
did not constitute adequate notice of the 
proposed change. The court in Wendland 
v. Commissioner [CCH Dec. 39,285], 79 T. C. 
355, 382 n.15, did not reach the issue whether 
the news release in that case constituted 


adequate notice and whether retroactivity 
to the date of the news release therefore 
was reasonable. Publication of the pro- 
posed rule which was applied retroactively 
in Wendland occurred before the affected 
transaction. In the circumstances of this 
case, no unduly harsh results would fol- 
low from holding T. I. R. No. 1421 to 
have constituted adequate notice so that 
retroacitvity to the date of its release is 
reasonable. No problem of detrimental 
reliance on prior law, as might have re- 
sulted in Wendland from inadequate notice, 
see Elkins v. Commissioner [CCH Dec. 
40,514], 81 T. C. 669, 681 (1983), is present 
here. In addition, plaintiff had the oppor- 
tunity to hedge its bets on both possible 
outcomes of the rulemaking process. There 
was nothing to prevent plaintiff from noti- 
fying its district director of the change in 
taxable years, see supra note 2, while simul- 
taneously applying for prior approval there- 
for. That such an application might have 
been futile absent the ability to satisfy the 
test applied under Treas. Reg. § 1.442-1(b) 
of a business purpose for a change of 
taxable year is beside the point. 


Plaintiff and defendant are to be com- 
mended for resolving between themselves 
most of the issues that were raised by 
plaintiff's moving brief. Despite its success 
on the question, of regulatory interpreta- 
tion, plaintiff's well-presented arguments, 
including those in plaintiff's supplemen- 
tal brief filed after the case was trans- 
ferred, cannot overcome the permissible 
retroactive application of amended Treas. 
Reg. § 1.442-1(b). 


Conclusion 


Based on the foregoing, defendant’s cross- 
motion for summary judgment is granted, 
and plaintiff’s is denied. The Clerk of the 
Court will dismiss the amended petition. 
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[] 9343] M. Rutledge Flynn, Plaintiff v. United States of America by and through 
Roscoe Egger, Commissioner of Internal Revenue Service, Defendant. 


U. S. District Court, Mid. Dist. Pa., Civil No. 84-1549, 3/21/85. 


Civil suits: Suits to restrain assessment: IRS could not prevail-—in granting the 
IRS’s motion to dismiss, the court found that the taxpayer’s suit was barred by the 
Anti-Injunction Act because he failed to establish that, under the most liberal view of 
the facts and the law, the government could not possibly prevail on the merits. There- 
fore, the court lacked subject matter jurisdiction. The taxpayer asserted that the statute 
of limitations barred the IRS’s claim because he signed Form 872-A (Special Consent 
to Extend the Time to Assess Tax) after Form 872 (Consent to Extend Time to Assess 
Tax) had expired. The IRS argued that the taxpayer’s subsequent execution of Form 
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870-AD (Offer of Waiver of Restrictions on, Assessment and Collection of Deficiency 
in Tax and of Acceptance of Over Assessment) served to nullify the taxpayer’s statute 
of limitations argument. The court noted that its decision did not leave the taxpayer 
without remedy, but only precluded him from pursuing injunctive relief rather than 
an action for refund after payment. Back reference: {[ 5779.743. 


Brion W. Kelley, Reisinger & Opel, 703 First Eastern Bank Bldg., Wilkes-Barre, 
Pa. 18701, Patrick E. Dougherty, 479 Northampton St., Kingston, Pa. 18704, for plaintiff. 


Robert J. Nolan, Assistant United States Attorney, Scranton, Pa., 


J. Stephen Carlton, 


Department of Justice, Washington, D. C. 20530, for defendant. 


Memorandum and Order 


Conapoy, District Judge: Plaintiff filed 
this matter seeking to enjoin the Defendant 
from collecting by seizure and levy, federal 
tax liabilities alleged by Defendant to be 
assessed and outstanding for the taxable 
years 1974, 1975 and 1976. The parties 
entered into a stipulation agreement on 
November 15, 1984 in which the Defendant 
agreed to suspend its collection efforts 
pending outcome of this matter. 


Essentially, Plaintiff argues that during 
the period of time under which these taxes 
were being audited and negotiated, the 
taxpayer, at the request of the Government, 
signed a number of extensions so that the 
Statute of Limitations would not run 
against the IRS. He argues further, that 
at one point a submission was made to the 
Government by which he waived his right 
to make any further argument about the 
amount of taxes owed and agreed to a 
certain specific amount plus the assessment 
of a penalty of approximately 5%. He 
argues that when this was submitted his 
estranged wife did not sign the document 
and that he never heard further from the 
Government. The argument goes on to 
say that the Government cannot take ad- 
vantage of this submission for several 
reasons (a) because it was not signed by 
his wife and (b) because it did not become 
effective until it was accepted by the Gov- 
ernment. Thus, it was in the form of an 
offer and acceptance, and no acceptance 
was ever communicated to him. He argues 


that he did not hear from the Government 


after submitting this document until he was 
informed that an assessment of a certain 
amount of taxes was made against him. 
The Government argues that the offer 
of settlement was accepted and that the 


not untimely in, L, maring, ' 


~The Plaintiff counters with the argu- 
ment that the only penalty assessment 
discussed’ with him was for negligence, 
not fraud and that the statute of limita- 
tions continued to run. Thus, Plaintiff 
concludes that the time ran against the 
Government and any assessment is invalid. 


Presently before the Court is Defendant’s 
motion to dismiss or, in the alternative, 
for summary judgment. The parties have 
filed their respective briefs and memoranda 
and the matter is now ripe for our con- 
sideration.’ 


The gist of Defendant’s argument in 
support of its motion is that the Plaintiff’s 
action is barred by Section 7421(a) of the 
Internal Revenue Code of 1954 (commonly 
known as the Anti Injunction Act) and by 
28 U. S. C. §2201 (commonly known as 
the Declaratory Judgment Act). 


Internal Revenue Code § 7421 provides 
that: 


Except as provided in sections 6212(a) 
and (c), 6213(a), 6672(b), 6694(c), 
7426(a) and (b)(1) and 7429(b), no suit 
for the purpose of restraining the assess- 
ment or collection of any tax shall be 
maintained in any court by any person, 
whether or not such person is the person 
against whom such tax was assessed. 


This portion of the Code has been scrutin- 
ized and explained by the U. S. Supreme 
Court in several cases. 


In Enochs v. Williams Packing ‘Co! [62-2 
ustc 7.9545], 370 U. S. 1 (1962) the Su- 
preme Court, citing its earlier decision in 
Miller v. Nut Margarine Co., 284 Us S. 498 
(1932), concluded that: = 


The manifest purpose ef § 7421(a) is to 
permit the United States to assess and 
collect taxes oe to be i none 
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circumstances could the Government ul- 
timately prevail, the central purpose of 
the Act is inapplicable and, under the 
Nut Margarine case, the attempted col- 
lection may be enjoined if equity jurisdic- 
tion otherwise exists. In such a situation 
the exaction is merely in “the guise of a 
tax.” Id., at 509. 


We believe that the question of whether 
the Government has a chance of ulti- 
mately prevailing is to be determined 
on the basis of the information available 
to it at the time of suit. Only if it is 
then apparent that, under the most liberal 
view of the law and the facts, the United 
States cannot establish its claim, may 
the suit for an injunction be maintained. 
Otherwise, the District Court is without 
jurisdiction and the complaint must be 
dismissed. Williams Packing, 370 U. S. 
at 7. (footnotes omitted) 


Thus, Williams Packing promulgated a 
two-prong test for avoidance of § 7421(a). 
First, the moving party must demonstrate that 
irreparable injury will occur; and second, 
that when the facts and law are looked at 
in the light most favorable to the Govern- 
ment, it appears that the Government can- 
not prevail. Id. at 6-7. 


Further “. the Court’s unanimous 
opinion in Williams Packing indicates that 
the case was meant to be the capstone to 
judicial construction of the Act”. Bob Jones 
University v. Simon [74-1 ustc ff 9438], 416 
UES. 725,°742 (1974): 


Plaintiff, in attempting to except himself 
from §7421(a), argues that he will be 
irreparably harmed if the Government is 
allowed to collect the amounts alleged 
due by seizure and levy. In support of 
this argument, Plaintiff states that such 
action on the Government’s part will dis- 
rupt his financial dealings and lead to 
foreclosure and distress sale of his property. 


As to this contention, we need only 
note that the two pronged test of Williams 
Packing is not disjunctive. Therefore, Plain- 
tiff’s showing of financial detriment is not 
enough to except him from § 7421(a), 
rather he must also demonstrate that the 
Government cannot establish its claim. 


On this point, the Plaintiff argues that 
the Government cannot establish its claim 
as the Statute of Limitations has run. 
Plaintiff points to the dates of the exten- 
sions of time signed by Plaintiff (IRS 
forms 872, 872-A). The form 872 (Consent 
to Extend Time to Assess Tax) signed 


by Plaintiff served to extend the statute 


of limitations to June 30, 1982. The form 
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872-A (Special Consent to Extend the Time 
to Assess Tax) signed by Plaintiff served 
to again extend the statute of limitations 
and was signed on October 18, 1982. Plain- 
tiff points out that the prior extension had 
expired before he signed form 872-A, and 
argues that 


A taxpayer can conset to extend the 
applicable statute of limitations for as- 
sessment of taxes by the utilization of 
Form 872 or Form 872A. However, any 
subsequent extension beyond the orig- 
inal three year period must be made, 


“ce 


. in writing before the expiration 
of the period previously agreed upon 
26 U. S. C. Section 6501 (c) (4).” 


Where the statute of limitations has run 
and the period of time in the extension 
agreement has expired, a tax assessment 
is time barred. S. uv. Morgan [62-2 
coe ZNSE "Supp. 137.(S 2 Ds Ex: 


The Government counters Plaintiff’s posi- 
tion by pointing to IRS Form 870-AD 
(Offer of Waiver of Restrictions on As- 
sessment and Collection of Deficiency in 
Tax and of Acceptance of Over Assess- 
ment) which was signed by Plaintiff while 
he was represented by counsel and accepted 
by the IRS on September 8, 1983. 


Form 870-AD provides that the taxpayer 
specifically waives the restriction of 26 
U. S. C. §6213(a) which provides, in per- 
tinent part, that: 


: [N]o levy or proceeding in court for 
its collection shall be made, begun, or 
prosecuted until such notice has been 
mailed to the taxpayer, nor until the 
expiration of such 90-day or 150-day 
period, as the case may be, nor, if a 
petition has been filed with the Tax 
Court, until the decision of the Tax Court 
has become final. Notwithstanding the 
provisions of section 7421(a), the making 
of such assessment or the beginning of 
such proceeding or levy during the time 
such prohibition is in force may be en- 
joined by a proceeding in the proper 
court. 
Further, Form 870-AD acts as an accept- 
ance by the signator of the deficiencies 
listed. The above described form was signed 
by Plaintiff Flynn and accepted on Sep- 
tember 8, 1983 by signature of an agent 
of the IRS. 


It is the Government’s position that this 
document serves to nullify the Plaintiff's 
Statute of Limitations argument. The Plain- 
tiff argues that the executed form 870-AD 
is invalid because he filed a joint return for 


q 9343 


87,900 


U.S. Tax Cases 


Factory Storage Corporation v. U.S. 


the years in question but his spouse did not 
sign the 870-AD as specifically proscribed 
by form 870-AD. 


Plaintiff’s argument fails in that the IRS 
accepted the agreement without the signa- 
ture of Plaintiff’s spouse and the tax li- 
ability of a husband and wife who file 
jointly, is joint and several. Dolan v. Com- 
missioner [CCH Dec. 27,012], 44 T. C. 420, 
426 (1965). 


Also, Plaintiff contends that the Govern- 
ment’s acceptance of form 870-AD is not 
valid until communicated. However, tax- 
payer waivers have been held valid absent 
a communication of acceptance. C. J. R. 
v. Welch [65-2 uste J 9450], 345 F. 2d 939 
(1965), Spear & Co. v. Heiner, 54 F. 2d 134 
(W. D. Pa. 1931), aff'd. 61 F. 2d 1030 (3d 
Cir. 1932). 


By virtue of the foregoing discussion, it 
appears that the Plaintiff may have a valid 
argument but has not reached the realm of 
fact-certain. Further, Plaintiff has not demon- 


strated that “even when the facts and law 
are looked at in the light most favorable 
to the Government, the Government can- 
not prevail.” The Government’s argument 
as to the validity of the Consent to Exten- 
sions of Time (forms 872, 872-A) and the 
Waiver of Restrictions (form 870-AD) is 
both factual and legal. If the Government 
is found to be correct, it will indeed be in 
a position to prevail in the tax court. 


Therefore, we conclude that Plaintiff has 


‘failed to satisfy the second prong of the 


test for avoidance of § 7421(a), which means 
this Court is without jurisdiction in this 
instance and the motion to dismiss must be 
granted. 


In closing, we note that our decision 
does not leave Plaintiff without remedy, 
but only precludes him from pursuing in- 
junctive relief rather than an action for 
refund after payment. 


In light of the foregoing, the following 
is issued. 


[1.9344] Factory Storage Corporation, Plaintiff v. United States of America, 
Defendant. 


U.S. District Court, East. Dist. N. C., New Bern Div. No. 84-44-CUV-4, 4/2/85. 


[Code Sec. 7402] 


District court: Suit by nontaxpayer: Equity.—A limited partner who paid the defi- 
cient employment taxes of a limited partnership after being goaded into paying them by 
an IRS agent who claimed the partner was liable for paying them could not sue in dis- 
trict court for a refund because the court doubted its jurisdiction over the matter. The 
court claimed that it lacked jurisdiction under 28 U. S. C. § 1346 because the limited part- 
ner was not assessed a deficiency—only the partnership actually was assessed. Standing 
to sue the U. S. is available only to assessed taxpayers, and equitable considerations may 
not serve to circumvent the strict, jurisdictional grant. Back references: {| 5770.0196 
and 5770.09. 3 


John M. Martin, White: Allen, Hooten & Hodges, P. O. Drawer 3169, Kinston, N. C. 
28502, for plaintiff. Robert L. Welsh, Department of Justice, Washington, ‘D. C. 20530, 
for defendant. 


Order 


Dupree, District Judge: Plaintiff, Factory 
Storage Corporation, brings this action 
against the United States pursuant to 26 
U.S. C. § 7422 and 28 U. S. C. § 1346(a) (1) 


was rae sa Fie of 1980 end athe 
restaurants were managed on a day-to-day 
basis by the general partner. As a result 
of dissatisfaction with the general part- 
ner’s handling of the business affairs of 


the partnership, the partnership terminated 
the epueral partner as general manager on 

, 1981. A new general partner 
( partnership | and assumed 


pos he Cg of $9, 832. 23 in taxes paid 
the I: ue Service in Janu- 
iS before the court 
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On September 2, 1982, the Internal Rev- 
enue Service, through Revenue Officer 
Michael H. Wills, notified the limited part- 
ners in Associated Catering Enterprises, 
Factory Storage among them, that 


[t]he federal tax liability for Associated 
Catering Enterprises, Federal Employer 
Identification Number 56-1277233, for 
the Form 941, Employer’s Quarterly 
Tax Return, for the quarter ending on 
June 30, 1981, has an unpaid balance of 
$9,222.09 which is past due. 


You are hereby notified that you, as a 
partner of Associated Catering Enter- 
prises, are being held liable for the taxes 
of the partnership. Please remit the 
above amount within 10 days. Your fail- 
ure to pay within 10 days will result in 
enforcement action being taken against 
you without further notice. 


Factory Storage, as holder of a twenty © 


per cent interest in the limited partnership, 
became concerned over its potential liabil- 
ity for the employment.taxes of Associ- 
ated Catering Enterprises and officials of 
the corporation met with Wills in an at- 
tempt to settle the matter. According to 
Linwood E. Mercer, President of Factory 
Storage Corporation, Wills told Factory 
Storage representatives that the corpora- 
tion was liable for the employment tax 
deficiency because it had lost its limited 
partner status by exercising too much con- 
trol over the business operations of the 
limited partnership. A second notice was 
issued by Wills to Factory Storage and 
other limited partners on November 5, 
1982, in which he again warned the lim- 
ited partners that 


[t]he federal tax liability for Associated 
Catering Enterprises, Federal Employer 
Identification Number 56-1277233, for the 
Form 941, Employer’s Quarterly Tax 
Return, for the quarter ending on June 
30, 1981, has an unpaid balance of 
$9,536.90 which is past due. 


You are hereby notified that you, as a 
partner of Associated Catering Enter- 
prises, are being held liable for the taxes 
of the partnership. Please remit the 
above amount immediately. Your failure 
to pay will result in enforcement action 
being taken against you without further 
notice. 
‘For reasons not clear from the record, 
Factory Storage in January of 1983 paid 
the IRS $9,832.23, the entire amount owed 
by Associated Catering Enterprises for 
employment taxes for the quarter ending 
June 30, 1981. Factory Storage thereafter 
filed a claim for refund with the Internal 
Revenue Service on May 6, 1983 to recover 
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the employment taxes paid on behalf of 
Associated Catering Enterprises on the 
ground that neither it nor any of the other 
limited partners had participated in the 
management of the partnership to a de- 
gree which would remove the protection 
from liability afforded them by their “lim- 
ited partner” status. See N. C. G. S. § 59-7. 
The IRS failed to acknowledge Factory 
Storage’s refund claim, and the corpora- 
tion filed the present action on May 16, 
1984 seeking recovery of the $9,832.23. 


The government asserts in its motion 
for summary judgment that the court does 
not have jurisdiction to hear the case un- 
Ger ZO Use Syl Ou Si/422 Jore28. Wa iS GC 
§ 1346(a)(1) because no taxes were actu- 
ally assessed against Factory Storage and, 
absent such an assessment, Factory Stor- 
age is not a “taxpayer” entitled under 
these provisions to sue for a refund. See 
e.g., Ellison v. United States [83-1 ustc 
7 9206], 558 F. Supp. 158, 160 (W. D. Mo. 
1982); Hummell v. United States [80-2 ustc 
1 9738], 494 F. Supp. 1003, 1004-05 (S. D. 
Iowa 1980). Factory Storage responds that 
the court has jurisdiction under these 
statutes since several courts have so held 
and allowed actions initiated by someone 
other than the “taxpayer” to proceed. See, 
e.g., Parsons v. Anglim [44-2 ustc J 9377], 
143 F. 2d 534, 535-37 (9th Cir. 1944); 
Noonis v. United States [83-2 ustc J 9700], 
576 F. Supp. 853, 856 (W. D. Tex. 1983). 


Section 7422 of the Internal Revenue 
Code does not itself serve as an independ- 
ent jurisdictional basis for lawsuits to 
recover taxes paid; it only states that as 
a prerequisite to such a suit the taxpayer 
must first have filed a claim for the refund 
with the Internal Revenue Service. The 
jurisdictional statute through which Sec- 
tion 7422 operates is 28 U. S. C. § 1346(a) (1) 
which provides 

(a) The district courts shall have orig- 
inal jurisdiction, concurrent with the 

United States Claims Court, of: 


(1) Any civil action against the United 
States for the recovery of any internal- 
revenue tax alleged to have been errone- 
ously or illegally assessed or collected, 
or any penalty claimed to have been col- 
lected without authority or any sum al- 
leged to have been excessive or in any 
manner wrongfully collected under the 
internal-revenue laws. . 


Factory Storage satisfied Section 7422’s 
filing requirement by submitting a claim 
for refund to the IRS in May of 1983. 
Having done so, the question for the court 
becomes whether under Section 1346(a) (1) 
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it has subject matter jurisdiction to hear a 
case filed by a plaintiff who has paid taxes 
on behalf of a taxpayer who was the ac- 
tual subject of a tax assessment under the 
erroneous belief that the plaintiff would 
ultimately be personally liable for the taxes. 


There is a split. of authority, which has 
existed for at least forty years, over the 
jurisdictional ssreach Jol. e265.Us. S55 0C. 
§ 1346(a)(1). Compare Hofheinz v, Umted 
States 75-0, usic ff 13/074), sll Be 2d e601, 
662, (5th Cir. 1975); Eighth Street Baptist 
Church, Inc. v. United States [70-2 ustc 
7 9614], 431 F. 2d 1193, 1194 (10th Cir. 
1970); Ellison v. United States, 558 F. Supp. 
at 160-61; and Hummell v. United States, 494 
F. Supp. at 1004-05, with Parsons v. Anglim 
[44-2 ustc 9377], 143 F. 2d 534, 536-37 
(9th Cir. 1944); Schoenherr v. United States 
[83-2 ustc J 9489], 566 F. Supp. 1365, 1367 
(E. D. Wis. 1983); and McMahon v. United 
States [59-1 ustc J 9595], 172 F. Supp. 490, 
494 (D. R. I. 1959). In opinions denying 
jurisdiction under Section 1346(a)(1), the 
reason cited for the denial generally has 
been that since this section constitutes a 
waiver of sovereign immunity, it must be 
narrowly construed to allow only those 
taxpayers who were actually assessed taxes 
by the IRS to bring suit in federal court to 
recover the amounts paid. See, e.g., Eighth 
Strect Baptist Church, 431 F. 2d at 1194; 
Ellison v. United States, 558 F. Supp. at 160. 
Courts extending the jurisdictional purview 
of the section apparently have done so for 
equitable reasons to avoid barring a plain- 
tiff from any right of recovery against the 
United States for taxes erroneously paid. 
See Parsons, 143 F. 2d at 536-37; Schoenherr, 
566 F. Supp. at 1367. As far as the court 
can determine, no court in the Fourth Cir- 
cuit has spoken on the issue. 


After reviewing the applicable case law, 
the court has concluded that it does not 
have subject matter jurisdiction to hear 
Factory Storage’s case against the United 
States. This appears to be the majority 
view, and the facts of the present case are 
strikingly similar to the facts of Ellison v. 
United States, supra, a case decided by Chief 
Judge Russell G. Clark of the Western Dis- 
trict of Missouri. In Ellison plaintiffs, 
shareholders in  Bilnik’s, Incorporated, 
brought suit against the Internal Revenue 
Service alleging that the IRS had misled 
and misinformed them concerning their 
potential tax liability for the corporation’s 
tax debt. Jd. at 159. Chief Judge Clark 
dismissed the case, reasoning that “[i]n 


order to have the requisite standing to 


maintain a tax refund suit under § 1346(a) (1), 
plaintiff must be the one against whom the 
tax in question was assessed.” Jd. at 160. 
Because the federal tax was assessed only 
against Bilnik’s, Incorporated, and the 
“plaintiffs [were] aggrieved only by the 
manner in which the IRS sought to collect 
[those] taxes,’ the shareholders had no 
standing to bring suit under Section 
1346(a)(1). Jd. Similarly, in the present 
case Factory Storage complains on equitable 
grounds that the IRS should not be allowed 
to escape by raising the jurisdictional shield 
of Section 1346(a) (1), but there is no ques- 
tion that the taxes were actually assessed 
against Associated Catering Enterprises and 
only paid by Factory Storage under the 
mistaken belief that it had lost its limited 
partner status and was therefore liable for 
the taxes. As in Ellison, this is not enough 
to allow Factory Storage to come within 
the narrow limits for suits under Section 


1346(a) (1). 


It is not without some misgiving that 
the court dismisses the case. Accepting 
Factory Storage’s assertions as true, it 
appears that Michael H. Wills of the IRS 
led representatives of Factory Storage to 
believe that the corporation had lost its 
limited partnership protection by participat- 
ing in the management of the partnership. 
The IRS has not submitted any evidence to 
support this legal conclusion, and it is un- 
clear from the record whether Wills is a 
lawyer authorized to draw such a legal con- 
clusion. Moreover, the President of Factory 
Storage in his affidavit claims that Wills 
went to branch offices of First Union Bank 
and Branch Banking and Trust Company 
in Farmville, North Carolina, and threatened 
to levy upon Factory Storage’s bank ac- 
counts in order to satisfy the employment 
tax deficiency of Associated Catering Enter- 
prises. If true, these heavy-handed tactics 
do little to give taxpayers confidence in the 
integrity of the tax collection process. 
Were the court not required to give narrow 
construction to Section 1346(a)(1) and in- 
clined to follow the majority rule that 
jurisdiction is not proper in cases such as 
the present one, the court would certainly 
take a dim view of the IRS’s actions in 
the case were they eventually proven to be 
as alleged by Factory Storage in its com- 
plaint and in the affidavit of its President. 


There being no subject matter jurisdic- 
tion in the case, defendant’s motion for 
summary judgment is granted and the ac- 
tion is dismissed. 


SO ORDERED. 
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[7 9345] Harold C. Itz, et al, Plaintiffs v. United States of America, Internal Revenue 
Service, and Webb L. Connelly, Defendants. 


U. S. District Court, West. Dist. Tex. Austin Div., Civil No. A-83-CA-437, 3/29/85. 


[Code Sec. 7426] 


Suits by nontaxpayers: Trustee: Tax protestors: Family estate trusts—The tax- 

payers’ complaint of wrongful levy was dismissed because the IRS properly seized prop- 
erty held in a sham family trust to satisfy certain assessments of federal income taxes. 
The court found that a levy is wrongful only when the property seized is not that of the 
taxpayer. Since the taxpayers’ trust was a sham, the trust property could be treated as 


property that could not be shielded from levy by the government. 


| 402A.095 and 5784K.29. 


Back references: 


Thomas L. Iliff, 9633 Lyndale Avenue South, Bloomington, Minnesota 55420, for 


plaintiffs. 
fendants. 


Order 


Now in, District Judge: Plaintiffs filed 
their complaint against the Internal Rev- 
enue Service and Revenue Officer Webb L. 
Connelly, seeking injunctive relief on Aug- 
ust 22, 1983. The United States of Amer- 
ica, as the real party in interest in this 
action, has answered Plaintiff’s complaint and 
filed a Motion to Dismiss or for Summary 
Judgment. Plaintiffs have filed no response 
to this Motion. 


Issue Presented 


Whether the Internal Revenue Service 
can levy against property of an unlawful 
“family trust” in order to satisfy unpaid 
federal taxes owned by the grantors. 


Statute Involved 


Internal Revenue Code of 1954 (26 
USE OG) 


SEC. 7426. CIVIL ACTIONS BY 
PERSONS OTHER THAN 
TAX PAY ICRS 


(a) Actions Permitted — 


(1) Wrongful levy—If a levy has been 
made on property or property has been 
sold pursuant to a levy, any person 
(other than the person against whom is 
assessed the tax out of which such levy 
arose) who claims an interest in or lien 
on such property and that such property 
was wrongfully levied upon may bring a 
civil action against the United States in 
a district court of the United States. 
Such action may be brought without re- 
gard to whether such property has been 
surrendered to or sold by the Secretary. 


* * 


(c) Validity of Assessment—For purposes 
of an adjudication under this section, the 
assessment of tax upon which the interest 
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Cary L. Jennings, Department of Justice, Dallas, Texas 75242-0599, for de- 


or lien of the United States is based shall 
be conclusively presumed to be valid. 


Statement 


The present lawsuit arises out of the 
seizure and sale by the Internal Revenue 
Service (“IRS”) of certain real property 
outside of Fredericksburg, Gillespie County, 
Texas. The IRS levied upon the property 
to satisfy certain assessments of federal 
income taxes due and owing from Leo and 
Elise Itz (“taxpayers’”’) of Fredericksburg. 
The Plaintiffs, holders of certain beneficial 
interest certificates in the Leo Itz Trust 
(“the trust’), claim that the levy was 
wrongful because the property was held in 
the name of the trust at the time it was 
seized. Those facts necessary for a resolu- 
tion of this case are now before the Court, 
either in the form of admissions in plead- 
ings, exhibits, or are contained in the depo- 
sition of Leo Itz. 


1. On August 11, 1982, the IRS assessed 
the taxpayers for $19,347.00 in unpaid fed- 
eral income taxes, interest, and penalties for 
tax years 1978 and 1979. Notices of Federal 
Tax Lien reflecting these liabilities were 
thereafter filed in the office of the County 
Clerk, Gillespie County, Texas, in the 
names of Leo Itz (d/b/a Leo Itz Trust) 
and Elise Itz (d/b/a Leo Itz Trust). 


2. On March 7, 1983, the United States 
Tax Court entered its Order of Dismissal 
and Decision in Leo Itz and Elise Itz v. Com- 
missioner, Docket No. 28587-82, determining 
that the taxpayers owed deficiencies in fed- 
eral income taxes and penalties for tax years 
1978 and 1979. The IRS thereafter gave 
notice and demand to the taxpayers for 
payment of these liabilities. _ 


3. On May 3, 1983, the IRS, through its 
Revenue Officer Webb L. Connelly, served 
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a Levy and Notice of Seizure upon the 
taxpayers, notifying them that the real prop- 
erty described in paragraph 4 below was 
being levied upon for their nonpayment of 
$12,481.63 in 1978 and 1979 income taxes. 


4. The parcel of real property seized by 
the IRS (“the subject property’) has the 
address of Route 1, Box 330, Fredericks- 
burg, Texas, 78624, and may be more partic- 
ularly described as follows: 


Being 9.166 acres of land, consisting of 
Lots No. 32, 33 and 34 of Palo Alto Vil- 
lage, an unrecorded subdivision, situated 
in Gillespie County, Texas, being out of 
and part of the Campbell Cooper survey 
No. 198, Abstract No. 107, Gillespie 
County, Texas, and also being a portion 
of that certain Tract B of 108.12 acres 
conveyed by Leo Itz, et ux, to the Leo 
Itz Trust by Warranty Deed recorded 
in Volume 123, pages 758, et seq., of the 
Gillespie County Deed Records, said tract 


of 9.166 acres being described by metes - 


and bounds as follows: To-wit; BEGIN- 
NING at a point in the Southwest corner 
of Tract No. 32 of Palo Alto Village, an 
unrecorded subdivision of Gillespie County, 
Texas, from which point the Southwest 
corner of said tract B bears S. 00 degrees 
55’46” E. 400.17 feet, and S. 00 degrees 
58’ 17” W. 718.36 feet for the Southwest 
corner hereof; THENCE N. 00 degrees 
39’ 04” W. 200.0 feet, No. 00 degrees 
30’ 16” W. 200.00 feet, and N. 00 degrees 
02’ 30” W. 200.01 feet to a point for the 
Northwest corner hereof; THENCE N. 
89 degrees 25’ 00” E. 633.77 feet to a point 
for the Northeast corner hereof ; THENCE 
S. 00 degrees 35’ 00” E. 600.0 feet to a 
point for the Southeast corner hereof; 
THENCE S. 89 degrees 25’ 00” West 
665.70 feet to the PLACE OF BEGIN- 
NING. SAVE AND EXCEPT: 0.41 
acres, more or less, described by metes 
and bounds in a RIGHT-OF-WAY 
DEED from Leo Itz, et ux, to Gillespie 
County, Texas, in the Deed Records of 
Gillespie County, Texas, on Vol. 147, 
Pages 932 and 933. 


5. On August 2, 1983, the IRS issued a 
Notice of Public Auction Sale, that was 
mailed to the taxpayers and publicly posted 
in accordance with federal statutes. Said 
notice provided for public sale by auction 
of the subject property to satisfy unpaid 
internal revenue taxes due from Leo Itz 
d/b/a Leo Itz Trust and Elise Itz d/b/a 
Leo Itz Trust. 


6. On August 23, 1983, the IRS sold the 
subject property at auction in Fredericks- 
burg, Texas, pursuant to the notice of sale. 
Plaintiffs attempted to halt the sale by 


filing the instant action on February 22, 
1983, but no injunctive relief was obtained. 


7. The Leo Itz Trust was established on 
August 29, 1977, by Leo Itz and Elise Itz. 
The forms used to establish the trust were 
provided by Courtney Smith, a salesman 
for the Liberty Lobby, Shreveport, Lou- 
isiana, in return for a payment of $1,000: 
by the taxpayers. 


-8. The original Declaration of Trust for 
the Leo Itz Trust, dated August 29, 1977, 
designated Leo Itz as creator and trustor of 
the Leo Itz Trust. Elise Itz and Elizabeth 
Ann Itz Lindig were designated as accept- 
ors and trustees. A second Declaration of 
Trust was executed on October 5, 1977, 
that was identical in all material respects 
to the original Declaration of Trust. 


9. By letters dated October 5, 1977, Leo 
Itz and Elise Itz agreed to act as trustees 
for the Leo Itz Trust. Elizabeth Ann Itz 
Lindig, daughter of the taxpayers, accepted 
and then resigned the office of trustee on 
that same day. Under the terms of the 
trust, affirmative action on behalf of the 
trust could be made upon a majority vote 
of these trustees. 


10. In a document designated “Property 
in Trust Receipt” dated February 21, 1978, 
Elise Itz, as wife to Leo Itz, conveyed to 
Leo Itz her interest in the taxpayers’ real 
and personal property. In addition, in her 
designated capacity of trustee, Elise Itz 
transferred to Leo Itz certificates represent- 
ing 200 shares of beneficial interest in the 
trust. 


11. The beneficial interest certificates were 
then placed by Leo Itz into the corpus of 
the trust. Thereafter, the certificates were 
assigned by the trustees to their children: 
their son, Harold C. Itz, to receive 30 per- 
cent; their daughter, Elizabeth Ann Itz 
Lindig, to receive 30 percent; and their 
daughter, Dorothea Louise Henson, to re- 
ceive 30 percent. Elise Itz was assigned the 
remaining 10 percent. 


12. Under the terms of the trust, the 
holders of the beneficial interest certificates 
are entitled to a pro rata share of any dis- 
tribution of income by the trustees, with 
such distributions to be made at the sole 
discretion of the trustees; the fact that 
they hold beneficial interest certificates 
does not necessarily give them any right, 
title, or interest in trust property. The 
trustees of the trust have made no dis- 
tributions to the holders of the beneficial 
interest certificates. 
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13. On February 22, 1978, Leo Itz and 
Elise Itz executed a warranty deed trans- 
ferring title to three parcels of real prop- 
erty to themselves, as trustees for the Leo 
Itz Trust. One of the three parcels con- 
veyed to the trust included the subject 
property. 


14. From the time that Leo Itz and 
Elise Itz purchased the subject property 
in the early 1970’s through 1983, no one 
used the property other than Leo Itz, his 
mother, and Elise Itz. The property upon 
which Leo Itz and Elise Itz reside is held 
in the name of the Leo Itz Trust. 


15. From 1978 to 1982, the trust main- 
tained a checking account at Fredericks- 
burg National Bank. Leo Itz and Elise 
Itz were the only persons authorized to 
sign checks on the account. Funds ob- 
tained from sale of trust properties and 
wages earned by Elise Itz formed the 
source of funding for the account. The 
trust now deals only in cash. 


16. Trust monies have been used to pay 
for maintenance and utilities costs of the 
Itz residence. The trust borrowed money 
from the Fredericksburg National Bank to 
remodel the Itz residence. The trust paid 
for Leo Itz and Elise Itz to travel to Cali- 
fornia to confer with their son, Harold C. 
Itz, on “trust matters”. 


17. On February 3, 1982, the trust sold 
52 acres of realty to one Robert Wein- 
heimer. In exchange for the conveyance, 
the trust received the forgiveness of in- 
debtedness by the Fredericksburg National 
Bank and payment of their 941 taxes to 
the IRS. 


18. Since 1977, Leo Itz and Elise Itz 
have not filed Form 1040, Individual In- 
come Tax Returns, and the trust has not 
filed Form 1041 Fiduciary Income Tax 
Returns. 

Argument 


fi 


The Leo Itz Trust Is an Unlawful 
“Family Trust” 


The “family trust” is a time-worn tool 
of tax avoidance, the legitimacy of which 
has been repeatedly and overwhelmingly 
rejected in every context that the courts 
have considered these arrangements. Courts 
have concluded that these arrangements 
constitute unlawful anticipatory assign- 
ments of income, lack economic reality, 
and violate the grantor trust provisions of 
Sections 671 through 677 of the Internal 
Revenue Code of 1954 (26 U. S. C.). Hol- 
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man v. United States [84-1 ustc { 9265], 
728 F. 2d 462 (10th Cir. 1984) (per curiam); 
O’Donnell v. Commissioner [84-1  ustc 
19275], 726 F. 2d 679 (11th Cir. 1984); 
Hanson v. Commissioner [83-1 ustc J 9150], 
696 F. 2d 1232 (9th Cir. 1983); Schulz v. 
Commissioner [82-2 ustc J 9485], 686 F. 2d 
490 (7th Cir. 1982); Vnuk v. Commissioner 
[80-2 ustc J 9575], 621 F. 2d 1318 (8th Cir. 
1980); Markosian v. Commissioner [CCH 
Dec. 36,858], 73 T. C. 1235 (1980). More- 
over, the promoters of “family trusts,” 
who sell “trust” packages at a substantial 
profit based on erroneous claims of their 
tax advantages, are being enjoined by 
courts from further promotion or sales of 
these arrangements. See United States v. 
Buttorff [83-1 ustc J 9342], 563 F. Supp. 
450 (N. D. Tex. 1983); United States v. 
Jones [83-2 ustc J 9741], 53 A. F. T. R. 2d 
370 (N. D. Tex. Dec. 5, 1983). 


The Leo Itz Trust is a typical example 
of the “family trust,” as is described in 
the above-cited cases. The taxpayers pur- 
chased information, including trust forms 
and “how to” manuals from a promoter. 
Elise Itz transferred to Leo Itz all her 
interest in their real or personal property. 
Leo Itz then executed the trust docu- 
ments, transferred the property to the 
trust, and in the exchange received certif- 
icates of beneficial interest which he dis- 
tributed among his family members. The 
grantors of the trust, Leo Itz and Elise 
Itz, then became its trustees, with sole 
power of management over the trust 
corpus. No distributions of trust income 
have ever been made to the holders of the 
beneficial interest certificates; trust funds 
have been used solely to pay personal ex- 
penses of the taxpayers, including the up- 
keep on their residence. After formation 
of the trust, taxpayers continued to enjoy 
the full use of trust property, including the 
real property that is the subject of this 
lawsuit. In these circumstances, the Leo 
Itz Trust is clearly a sham, and is dis- 
regarded by this Court for tax purposes. 


HE. 


The IRS Can Levy on “Family Trust” 
Property to Collect Taxes Owed by 
the Grantors 


Plaintiffs’ complaint of wrongful levy in 
this case is based solely on the allegation 
that the IRS seized property held in the 
name of the trust in order to satisfy tax 
liabilities of Leo Itz and Elise Itz as in- 
dividuals. However, when the taxpayers 
are the grantors, trustees, and partial bene- 
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ficiaries of the trust, and enjoy use of the 
trust property, the subject property should 
be treated as property of the taxpayers 
for purposes of tax collection. 


Two recent cases involving wrongful levy 
actions brought by “family trusts” have 
decided this same issue in favor of the 
Government. See Joan Whitesel Family 
Estate v. United States [84-2 ustc J 9890], 
55 A. F. T. R. 2d 515 (S. D. Ohio Sept. 11, 
1984), and Edwards Family Trust v. United 
States [83-1 ustc J 9180], 51 A. F. T. R. 2d 
719 (D. N. M. Jan. 19, 1983). In both of 
these decisions, the Courts ruled that a 
levy is “wrongful” under Sec. 7426(a) of 
the Code only if the property seized is not 
that of the taxpayer. Itz’s tax liability is 
firmly established. Further, the Tax Court 
has determined that, for the purposes of 
federal taxation, the Plaintiff's trust is a 


sham and the trust property may be 
treated as the property of the IRS. Prop- 
erty held in the name of the trust cannot 
be shielded from levy by the Government. 
This is precisely why the IRS levied upon 
the subject property in this case. Plaintiffs’ 
claim for damages arising from this levy 
is thus wholly without merit. 


Conclusion 


For the above reasons, this Court enters 
summary judgment in favor of Defendants, 
and grant them their costs of suit. 


Judgment 


Came on for consideration the Defendants’ 
Motion for Summary Judgment. The Court 
now enters judgment for Defendants in 
all respects. 


[7 9346] Mark L. Harris, Plaintiff-Appellant v. United States of America, Internal 


Revenue Service Defendant-Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 84-2237, 4/19/85.*—(758 F2d 456.) Affirming 


the unreported decision of the district court. 


(Code Sec. 7602] 


Examination of books and witnesses: Commissioner’s powers: Summons: Illegal 
search and seizure: Bank records: Privileges: Self-incrimination, business records.—Sum- 
monses issued to two third-party recordkeepers (financial institutions) in furtherance of 
their investigation of a taxpayer’s liability did not violate the Fourth Amendment or 
Fifth Amendment because the documents in question belonged to the recordkeeper and 
production did not compel the opponent of the summons to be a witness against himself. 
Moreover, there was no evidence in the record that the IRS had made any referral to the 
Justice Department for criminal prosecution or grand jury investigation of the taxpayer. 
The court also rejected as meritless the taxpayer’s contention that wages are not income 
and the notion that the district court lacked jurisdiction to enforce the summonses since 
taxation of judges diminishes their salaries in violation of Article III. Finally, the Tax 
Equity and Fiscal Responsibility Act of 1982, P. L. 97-248, (TEFRA), which provided 
the current version of Code Sec. 7602, was not unconstitutionally enacted. The Act 
originated in the House as H. R. 4961, a revenue bill, and remained as such following 
substantial amendment by the Senate. By amending the Act, the Senate legitimately 
exercised its powers to “propose or concur with Amendments.” Back references: J] 5924.01, 
5924.20, 5924.509, and 5924.65. 


Mark L. Harris, Tucson, Ariz., pro se. Glenn L. Archer, Jr., Assistant Attorney 
General, Department of Justice, Washington, D. C. 20530, for defendant-appellee. 


Before TANG, PooLr and BEEzeEr, Circuit Judges. 


Facts 


The Service issued summonses to two. 
third party recordkeepers (financial insti- 
tutions) in furtherance of their investiga- 
tion of Harris’ income tax liability for 
1980-1983 pursuant to sections ‘7602 and 
7603 of the Internal Revenue Code. Har- 


Opinion 

Poor, Circuit Judge: Mark L. Harris 
appeals from a judgment of the District 
Court of Arizona enforcing Internal Reve- 
nue Service (Service) summonses served 
upon two third party record-keepers. 
We affirm. — 
_* The panel Weauipasiy nds this case suit 
able for submission on the record and briefs 
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ris received notification of the issuance of 


and without oral argument. 
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~the summonses and filed a petition to quash 
pursuant to I. R. C. §7609(b)(2). The 
Service moved for summary judgment 
based on the declaration of a revenue agent 
that he was conducting an investigation 
into Harris’ tax liability and that the rec- 
ords sought | were relevant to the investiga- 
tion: “Farris ‘filed no. dpposition memorandum, 
and the “district ‘court denied the petition 
to * quash and ordered enforcement of the 
summonses. Harris filed a timely appeal. 


Discussion 
1. Fourth and Fifth Amendment Claims 


Pursuant to I. R. C. § 7602, the Service 
is authorized to examine records and issue 
summonses for the purpose of ascertaining 
the correctness of any tax return and de- 
termining the tax liability of an individual. 
Such summonses issued to a third party 
recordkeeper do not violate the Fourth 
Amendment. United States v. Miller [76-1 
ustc f 9380], 425 U. S. 435, 443 (1976); 
United States v. Horton [80-2 ustc J 9704], 
629 F. 2d 577, 579 (9th Cir. 1980). 


Furthermore, such summonses do not 
violate the Fifth Amendment, since the 
documents in question belong to the rec- 
ordkeeper and production will not compel 
the opponent of the summons to be a wit- 
ness against himself. Fisher v. United States 
[76-1 ustc $9353], 425 U. S. 391, 397 
(1976); United States v. Horton, 629 F. 2d 
at 579. Thus, the district court did not err 
in denying the motion to quash and in 
enforcing the summonses. 


2. Use of Summonses for Criminal 
Investigation 


Harris’ contention that the summonses 
were improperly issued since they pertained 
to a criminal investigation lacks merit. Under 
I. R. C. § 7602(c), no summonses may be 
issued or enforced with respect to any 
person if the Service has made a referral 
to the Justice Department for criminal 
prosecution or grand jury investigation with 
respect to such person. We find no evidence 
in the record that any such referral had 
been made. Therefore, the summonses were 
properly issued. 


3. Wages as Income 


Harris argues that the district court 
lacked jurisdiction because wages are not 
income. This court has repeatedly rejected 
the contention that wages are not income. 


Gattuso v. Pecorella [84-2 ustc 19531], 733 
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F. 2d 709, 710 (9th Cir. 1984); United States 
v. Romero [81-1 ustc { 9276], 640 F. 2d 
1014, 1016 (9th Cir. 1981); United States v. 
Buras [81-1 ustc 9126], 633 F. 2d 1356, 
1361 (9th Cir. 1980). Harris’ contention 
is without merit. 


4. District Court as Article III Court 


Harris also contends that the district 
court Jacked jurisdiction to enforce the 
summonses since taxation of judges di- 
minishes their salaries in violation of Ar- 
ticle III. This contention is meritless. See, 
e.g., O’Malley v. Woodrough [39-1 ustc 
7 9520], 307 U. S. 277, 281-282 (1939). 


5, Constitutionality of the Tax Equity and 
Fiscal Responsibility Act of 1982 


Harris argues that the statutory authority 
under I. R. C. § 7602 to issue summonses 
and examine records relevant to a person’s 
tax liability is invalid because the Tax 
Equity and Fiscal Responsibility Act of 
1982, Public Law 97-248, Title III, sec. 
333(a), 96 Stat. 622, September 3, 1982 
(TEFRA), which provided the current ver- 
sion of § 7602, was unconstitutionally enacted. 
He claims that although the bill originated 
in the House of Representatives, the Senate 
completely amended the content of the 
bill, in violation of the Origination Clause, 
Article I, section 7 of the United States 
Constitution, which provides that “[a]ll 
Bills for raising Revenue shall originate in 
the House of Representatives; but the 
Senate may propose or concur with a, 
ments as on other Bills.” 


We have not heretofore been called upon 
to address the constitutionality of the en- 
actment of the Act. A taxation bill which 
originates in the House and is subsequently 
amended in the Senate is constitutionally 
enacted when the amendment is “germane 
to the subject-matter of the bill and not 
beyond the power of the Senate to propose.” 
Flint v. Stone Tracy Co., 220 U. S. 107, 143 
(1911). The Act originated in the House 
as H. R. 4961, a revenue bill, and remained 
as such following substantial amendment 
by the Senate. Since the Senate, in amend- 
ing the Act, legitimately exercised its power 
to “propose or concur with Amendments,” 
we find Harris’ contention to be without 
merit. See Milazso v. United States [84-1 
ustc § 9167], 578 F. Supp. 248, . 252-53 
(S. D. Cal. 1984); Kloes v. United States 
[84-1 ustc J 9251], 578 F. Supp. 270, 272-73 
(W. D. Wis. 1984); Frent v. United States 
[83-2 wusTc 19561], 571 F. Supp. 739-742 


{ 9346 


87,908 


U.S. Tax Cases 


Nunley v. Com. 


(E. D. Mich. 1983), appeal dismissed mem., 
734 F. 2d 14 (6th Cir. 1984). 


The judgment and enforcement order of 
the district court is AFFIRMED. 


[1 9347] Leo M. Nunley, Petitioner/Appellant v. Commissioner of Internal Revenue, 
Respondent/Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 84-7410, 4/10/85 —(758 F2d 372.) 


[U. S. Constitution and Rule 38, Federal Rules of Appellate Procedure] 


Constitutionality: Tax protest: Frivolous Constitutional claims: Blank return forms: 
Jurisdiction: Review by Court of Appeals: Costs and attorneys’ fees—The Tax Court’s 
dismissal for failure to state a claim was proper where the taxpayer’s purported tax 
return contained no information upon which his tax liability could be determined and 
where both his petition and amended petition contained only general, allegations of 
IRS wrongdoing without any supporting facts. The appellate court rejected the tax- 
payer’s various Constitutional arguments as totally without merit. In addition, 
characterizing the appeal as frivolous, the court imposed attorneys’ fees and double 
costs on the taxpayer. Back references: {[ 402A.035, 402A.06 and 5770.0508. 


Leo M. Nunley, Wasilla, Ala., pro se. Glenn L. Archer, Jr., Assistant Attorney 
General, Michael L. Paup, Ann Belanger Durney, Murray S. Horwitz, Department of 


Justice, Washington, D. C. 20530, for respondent-appellee. 
Before Kitkenny, Fercuson and WiccINs, Circuit Judges. 


Opinion 
Per CurtAm: Leo M, Nunley appeals the 
Tax Court’s dismissal of his petition for 


redetermination of tax deficiencies and 
additions to tax for failure to state a claim. 


In tax years 1979, 1980 and 1981, Nunley 
submitted individual Form 1040s which 
contained almost no information pertaining 
to income or deductions. He filled the spaces 
with “object 5,” “none,” or “object.” The 
Commissioner sent statutory notices of de- 
ficiency and additions to tax for failure 
to file returns, for negligence or inten- 
tional disregard of rules, and for under- 
payment of estimated tax. Nunley 
petitioned for redetermination of deficiencies, 
but the petition contained only general 
allegations of IRS error and lacked specificity 
or supporting facts. His amended petition 
was no more specific. The Tax Court dis- 
missed the petition for failure to state a 
claim, and Nunley made a timely appeal. 


Nunley contends that the Fifth Amend- 
ment protects him from producing his rec- 
ords; that he is being penalized for asserting 
his Fifth Amendment rights; that he was 
improperly denied a hearing and a jury 
trial; that his Fourth Amendment rights 
were violated; that the IRS lacks power 
to determine what is frivolous; and that 
his return is not frivolous. We reject all 
the contentions. 


— 


1 9347 


This court will not overturn a finding of 
fact of the Tax Court unless it is ‘clearly 
erroneous.” Lockwell v. Commissioner \75-1 
ustc 9324], 512 F. 2d 882, 884 (9th Cir.) 
(quoting Commissioner v. Duberstein [60-2 
ustc $9515], 363 U. S. 278, 291 (1960)), 
cert. denied, 423 U. S. 1015 (1975). 


The Supreme Court and this circuit have 
previously rejected all the arguments 
Nunley raises. See Edwards v. Commissioner 
[82-2 ustc 9472], 680 F. 2d 1268, 1270 
(9th Cir. 1982) (generalized fear of prosecu- 
tion insufficient for Fifth Amendment 
claim); Fourth Amendment claim is frivolous; 
protest return is not a tax return; United 
States v. Rylander [83-1 ustc 9300], 460 
U. S. 752, 759-61 (1983) (duty to produce 
records in proceeding instituted by taxpayer 
not alleviated by the Fifth Amendment); 
Daun v. Commissioner [82-1 ustce { 9373], 
675 F. 2d 1077, 1079 (9th Cir. 1982) (no jury 
trial in Tax Court); Cafeteria & Restaurant 
Workers, Local 473 v. McElroy, 367 U.S. 
886, 894-95 (hearing not always required); 
Rockwell v. Commissioner [75-1 ustc { 9324], 
512 F. 2d 882, 887 (9th Cir.) (IRS power to 
determine deficiencies is constitutional); 
cert. denied, 423 U. S. 1015 (1975). 


Since Nunley has raised totally merit- 
less arguments which have repeatedly been 
rejected, we characterize this appeal as 


frivolous. It is within our discretion to 
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impose double costs and attorney fees for 
_such frivolous appeals. Fed. R. App. P. 
38. We totally agree that meritless “tax 
protest” appeals have been found to be 
‘fncreasingly burdensome on the federal 
court system.” Edwards v. Commissioner 


[82-2 ustc 9472], 680 F. 2d 1268, 1271 
(9th Cir. 1982). We therefore impose at- 
torney fees in the sum of $1,000 and double 
costs on Nunley, and we affirm the Tax 
Court. 


[f 9348] Harold F. Farrell, Plaintiff v. United States Tax Court, Defendant. 
U. S. District Court, Dist. Kan., Civil Action No. 84-2397, 3/20/85. 


[Code Sec. 6512] 


District Court: Jurisdiction: Prior Tax Court proceeding.—A taxpayer’s prior act of 
filing a timely petition in the Tax Court precluded a district court from having subject 
matter jurisdiction over the same deficiency. No costs or attorney fees were awarded to 
the government, however, because the complexities of the law may not have been under- 


stood by the pro se plaintiff. Back reference: {[ 5477.33. 


Harold F. Farrell, 344 N. 26th St., Kansas City, Kansas 66102, for plaintiff. Benjamin 
L. Burgess, Jr., United States Attorney, David R. House, Department of Justice, Wash- 


ington, D. C. 20530, for defendant. 


Memorandum and Order 


SAFFELS, District Judge: This matter is 
before the court on defendant’s motion to 
dismiss. In considering a motion to dis- 
miss, the factual allegations of the complaint 
must be taken as true and all reasonable 
inferences must be indulged in favor of the 
plaintiff. Mitchell v. King, 537 F. 2d 385 
(10th Cir. 1976); Dewell v. Lawson, 489 F. 2d 
877 (10th Cir. 1974). A complaint should 
not be dismissed unless it appears beyond 
a doubt that the plaintiff can prove no set 
of facts in support of his claim which would 
entitle him to relief; Conley v. Gibson, 355 
U. S. 41, 45-46 (1957). The question is not 
whether a plaintiff will ultimately prevail, 
but whether he is entitled to offer evidence 
to support his claim. Scheuer v. Rhodes, 
416 U. S. 232, 236 (1974). 


Defendant seeks to dismiss on the grounds 
that this court lacks subject matter juris- 
diction. Plaintiff in this action had previ- 
ously filed suit for redetermination of tax 
with the United States Tax Court for the 
years 1979, 1980 and 1981, in Case No. 
35035-83. That case was dismissed on No- 
vember 19, 1984, for failure to properly 
prosecute. 


While that action was still pending, on 
or about October 12, 1984, plaintiff filed 
this current action. The United States 
Attorney was not served with a summons 
and complaint until November 19, 1984. 


Defendant asserts that once plaintiff 
timely filed a petition with the Tax Court, 
that court obtained exclusive jurisdiction 
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over the case. Section 6512(a), Title 26, 
United States Code, provides: 


(a) Effect of petition to Tax Court—lf the 
Secretary has mailed to the taxpayer a 
notice of deficiency under section 6212(a) 
(relating to deficiencies of income, estate, 
gift, and certain excise taxes) and if the 
taxpayer files a petition with the Tax 
Court within the time prescribed in sec- 
tion 6213(a), no credit or refund of income 
tax for the same taxable year, of gift tax 
for the same calendar year or calendar 
quarter, of estate tax in respect of the 
taxable estate of the same decedent, of 
tax imposed by chapter 41, 42, 43, or 44 
with respect to any act (or failure to 
act) to which such petition relates, or 
of tax imposed by chapter 45 for the 
same taxable period, in respect of which 
the Secretary has determined the defi- 
ciency shall be allowed or made and no 
suit by the taxpayer for the recovery of 
any part of the tax shall be instituted in 
any court except— 


(1) As to overpayments determined by 
a decision of the Tax Court which has 
become final; and 


(2) As to any amount collected in ex- 
cess of an amount computed in accordance 
with the decision of the Tax Court which 
has become final; and 


(3) As to any amount collected after 
the period of limitation upon the making 
of levy or beginning a proceeding in court 
for collection has expired; but in any 
such claim for credit or refund or in 
any such suit for refund the decision of 
the Tax Court which has become final, 
as to whether such period has expired 
before the notice of deficiency was mailed, 
shall be conclusive, and 
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(4) As to overpayments attributable to 
partnership items, in accordance with 
subchapter C of chapter 63. 


“Tt is elementary, although unfortunately 
not well known to the layman, that the 
filing of a timely petition with the United 
States Tax Court gives that court exclusive 
jurisdiction . . .” Dorl v. Commissioner of 
Internal Revenue [74-2 ustc { 9826], 507 
F. 2d 406, 407 (2nd Cir. 1974). 


The fact that the Tax Court has dismissed 
plaintiff’s petition for failure to properly 
execute does not defeat the exclusive juris- 
diction provision. The United States Court 
of Appeals for the Third Circuit was faced 
with a similar situation in Ftorentino v. 
Umited States [55-2 ustc J 9713], 226 F. 2d 
619 (3rd Cir. 1955). In that case, the court 
stated, “There is good authority squarely 
on the point that a dismissal for want of 
prosecution is a sufficient determination of 
the case by the Tax Court to bar the tax- 
payer from proceeding in district court.” 
Id. at 621. The court determined that the 
taxpayer's proper course of action would 
have been an appeal to the Court of 
Appeals. 

The pro se plaintiff in this case argues 
that §6512(a) is not applicable as there 
has been no proof that plaintiff is a tax- 
payer. Further, plaintiff argues that income 
is not defined within the Internal Revenue 
Code and is left to plaintiff’s discretion. 
Plaintiff also argues that the jurisdiction of 
the United States Tax Court must fail due 
to fraud. Plaintiff asserts that the dismissal 
from the tax court was proper and held no 
bar to another suit in district court as an 
at-law action with a common law jury. 


These arguments are without merit. The 
statutory language and supporting case law 


establish that this court lacks subject mat- 
ter jurisdiction over this case, therefore this 
action must be dismissed. : 


Defendant argues for attorneys’ fees and 
costs pursuant to 28 U. S. C. 2412(b), which 
provides: 


(b) Unless expressly prohibited by 
statute, a court may award reasonable 
fees and expenses of attorneys, in addi- 
tion to the costs which may be awarded 
pursuant to subsection (a), to the pre- 
vailing party in any civil action brought 
by or against the United States or any 
agency and any offcial of the United 
States acting in his or her official capacity 
in any court having jurisdiction of such 
action. The United States shall be liable 
for such fees and expenses to the same 
extent that any other party would be 
liable under the common law or under 
the terms of any statute which specifically 
provides for such an award. 


Defendant asserts that- plaintiffs com- 
plaint was frivolous and in bad faith. De- 
fendant also asserts that Rule 11, Federal 
Rules of Civil Procedure, authorizes an 
award of costs and attorney’s fees because 
the complaint was not well grounded in 
law nor warranted by a good-faith argument. 


In view of the complexities of the Inter- 
nal Revenue Code and the fact that plaintiff 
was proceeding pro se, the court declines to 
award costs or attorneys’ fees to defendant 
in this case. 


Te 1S Yoel en OOO et Einar 
FORE ORDERED that defendant’s mo- 
tion to dismiss is hereby granted. IT IS 
FURTHER ORDERED that defendant’s 
request for costs and attorneys’ fees is 
hereby denied. 


[9349] Peter E. Swords and Diane R. Swords, Plaintiffs v. United States of 


America, Defendant. 


U.S. District Court, No. Dist. N. Y., 84-CV-497, 3/23/85. 


[Code Sec. 6702] 


_ Penalty: Frivolous return: War tax deduction —The Commissioner's imposition or 
a frivolous return penalty was proper where an individual claimed a war tax deduction 
on his return. Such penalty applies if a return itself is frivolous and not because a tax- 


bel efs motivating an unauthorized deduction are insincere. 


Various constitu- 
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Memorandum Decision and Order 


Munson, Chief Judge: Plaintiffs com- 
menced this action to challenge a $500 
penalty imposed by the IRS under § 6702 
of the Internal Revenue Code, 26 U. S. C. 
§ 6702, for filing a frivolous income tax re- 
‘turn for 1982 in which plaintiffs claimed a 
self-assessed war tax deduction. Plaintiffs 
have moved for summary judgment on. five 
of their six claims; defendant moved to 
dismiss under Rule 12(b) or in the alterna- 
tive for summary judgment. The court will 
treat the parties’ motions as motions for 
judgment on the pleadings under Rule 
12(c), Fed. R. Civ. P. For purposes of 
deciding these motions, all well-pleaded 
factual allegations in the plaintiffs’ com- 
plaint will be assumed true. See e. g., Beal 
U., Vassours Pac. R.iR. Corp., 312 U. S.'45 
(1941), Drefchinski v. Regan [84-2 ustc 
7 9924], 589 F. Supp. 1516, 1519 (W. D. La. 
1984). 


Plaintiffs, a married couple, filed a joint 
income tax return for tax year 1982 on or 
about April 15, 1983 with attached sched- 
ules and a handwritten note. On Line 26 
of Schedule A, plaintiffs listed a deduction 
of $934 for “Deduction for Pentagon & 
Military Hardware.”? This deduction was 
included in the total for Schedule A which 
was listed on Line 34a of Form 1040 to 
reduce plaintiffs’ taxable income. The tax- 
payers explained in their attached hand- 
written note dated April 15, 1983 that the 
$934 deduction represented 40% of their 
taxes, the amount they believed would have 


1 The pleadings in this case consist of plain- 
tiff's amended complaint and exhibits attached 
thereto: (1) Swords’ 1982 Form 1040 and at- 
tached Schedules, (2) handwritten note sub- 
mitted with plaintiffs’ income tax return, (3) 
IRS notice informing plaintiffs of the penalty 
assessment, (4) Swords’ claim for a refund and 
abatement of the penalty dated January 4, 1984, 
and (5) IRS notice of denial of plaintiffs’ claim 
dated March 13, 1984. 

2Line 26 of Schedule A attached to plaintiffs’ 
Form 1040 also included the words ‘‘see note” 
immediately adjacent to the listed deduction. 

3 Plaintiffs’ handwritten note submitted in ex- 
planation of the miscellaneous deduction of 
$934 on Line 26 of Schedule A explains the $934 
“war tax’’ deduction as follows: 

Miscellaneovs Deduction — Pentagon Hard- 
ware A symbolic, rather than documented, 
deduction; made to represent our unwilling 
contribution to military production for war 
preparations. Since we can not in good con- 
science support current expenses for military 
buildups, we computed and deducted the 40% 
portion of our tax that would have gone to the 
Pentagon. (We are sending this amount to a 
fund which allows money to be used for peace- 
ful purposes). 

In addition to the $934 deduction, Line 20 of 
Schedule A includes a contribution of $946 to 
the ‘‘World Peace Tax Fund (conscience and 
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been applied to military spending by the 
national government.’ The deduction taken 
by plaintiffs was motivated by moral and 
conscientious beliefs. 


The IRS notified plaintiffs, on a form 
dated December 5, 1983, that they had 
been assessed a $500 penalty under § 6702 
of the Internal Revenue Code for filing a 
frivolous tax return.4 On January 4, 1984 
plaintiffs paid 15% of the penalty, $75 and 
filed a request for a refund of this money 
and abatement of the penalty. The IRS 
notified plaintiffs on March 13, 1984 that 
their claim had been fully disallowed. Plain- 
tiffs commenced this action on April 9, 
1984 to challenge the imposition of the 
penalty by the IRS on numerous constitu- 
tional and statutory grounds. 


I. Scope of the Statute. Plaintiffs argue 
that § 6702 does not apply to them because 
the government has not shown that the 
plaintiffs’ tax return does not contain in- 
formation on which the substantial cor- 
rectness of the self-assessment may be 
judged. I. R. C. §6702(a)(1)(A). Plain- 
tiffs assert that the deduction was listed 
on Schedule A as one for “Pentagon & 
Military Hardware” and, therefore, anyone 
knowledgeable with the Internal Revenue 
Code would recognize that such a deduc- 
tion was not authorized by the Code. In 
addition, the handwritten note attached by 
plaintiffs to Schedule A further explained 
the deduction making its unauthorized na- 
ture even more apparent. Therefore, plain- 


Military Tax Campaign).’’ This contribution 
cannot be construed to offset plaintiffs’ ‘‘war 
tax’’ deduction, even if a legitimate charitable 
contribution, because the $946 contribution was 
included in Schedule A to increase plaintiffs’ 
deductions. 

4T. R. C. § 6702 provides: 

Frivolous income tax return 

(a) Civil penalty. —If— 

(1) any individual files what purports to be 
a return of the tax imposed by subtitle A but 
which— 

(A) does not contain information on which 
the substantial correctness of the self-assess- 
ment may be judged, or 

(B) contains information that on its face in- 
dicates that the self-assessment is substantially 
incorrect; and 

(2) the conduct referred to in paragraph (1) 
is due to— 

(A) a position which is frivolous, or 

(B) a desire (which appears on the purported 
return) to delay or impede the administration 
of Federal income tax laws, 

then such individual shall pay a penalty of 
$500. , 

(b) Penalty in addition to other penalties.— 
The penalty imposed by subsection (a) shall be 
in addition to any other penalty provided by 
law. 
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tiffs argue that their tax return does not 
fall within the scope of § 6702(a)(1). 


The section of the statute challenged by 
plaintiffs, §6702(a)(1) is written in the 
disjunctive; if a self-assessed deduction is 
incorrect, it meets the penalty provision of 
(1) if it lacks information, as discussed 
above, or “contains information that on its 
face indicates that the self-assessment is 
substantially incorrect.” § 6702(a)(1)(B). 
Plaintiffs in arguing against the applica- 
tion of section 6702(a)(1)(A) to their tax 
return have demonstrated that they fall 
within the scope of (B): the self-assessed 
“war tax” deduction taken by plaintiffs is 
not an allowable deduction. 


The next requirement to fall within 
§ 6702(a) is that the filing of the incorrect 
tax return is due to either a position which 
is “frivolous” or a desire, evident from the 
submitted tax return, to delay or impede 
the administration of federal income tax 
laws. 26 U. S. C. §6702(a)(2). Plaintiffs 
assert that their position cannot be deemed 
“frivolous” because their listing the sym- 
bolic deduction was due to their sincere 
moral and conscientious beliefs rather than 
based on a position, frivolous or otherwise, 
concerning their recognized legal obliga- 
tion to pay federal income taxes. To argue 
that their position was not frivolous within 
the pertinent tax code provision, plaintiffs 
resort to a dictionary definition urging this 
court’s adoption of the common usage defi- 
nition. Webster’s Third International Dic- 
tionary provides the following definitions 
of “frivolous”: (1) of little weight or im- 
portance: having no basis in law or fact; 
(2) given to trifling or unbecoming levity: 
not grave or serious in demeanor, purpose 
or acts. Websters Third New International 
Dictionary 913 (unabridged ed. 1971). 


Plaintiffs urge this court to construe 
Congress’ intent in using the word “frivo- 
lous” in § 6702 as meaning only the latter 
definition. As have courts which have con- 
sidered this--argument previously, this 
court rejects plaintiffs’ argument that Con- 

5 Despite the diligent efforts of plaintiffs’ 


counsel to cast plaintiffs’ situation in a novel 
light, the issues presented in this challenge to 


In ty of ge tite) Wpesition?c aphasia 


the IRS penalty provision are not new to the 


gress intended only to penalize those tax- 
payers with trifling or non-serious purposes 
in claiming an unauthorized tax deduction. 
Rather §6702 imposes a penalty if the 
return itself is frivolous, and not because 
a taxpayer’s convictions motivating an un- 
authorized deduction are insincere.* Scott 
v. United States, 84-1 ustc (CCH) f 9325 
(W. D. Wis. 1984); Drefchinski v. Regan 
[84-2 ustc J 9924], 589 F. Supp. 1516, 1521 
(W. D. La. 1984); Franklet v. Umted ‘States 
[84-1 ustc 79151], 578 F. Supp. 1552, 1555 
(N. D. Ca. 1984), appeal pending, No. 
84-1745 (9th Cir.); Simpson v. United States, 
84-1 ustc (CCH) 9257 (S. D. Ind. 1984); 
Vander Lugt v. United States, 84-1 ustc 
(CCH) 99448 (N. D. Ind. 1984); Harper 
v. United States [84-2 ustc J 9920], 587 F. 
Supp. 1056 (E. D. Pa. 1984); Fink v. United 
States [84-2 ustc 9722], No. 84-109-D, 
slip op. at 10 (D. N. H. July 10, 1984). 
The legislative history of the statute re- 
veals little doubt that in enacting § 6702 
Congress intended to address plaintiffs’ 
situation: 


[T]he penalty could be imposed against 
any individual filing a “return” showing 
an incorrect tax due, or a reduced tax 
due, because of the individual’s claim: of 
a clearly unallowable deduction, such as 
a... “war tax” deduction under which 
the taxpayer reduces his taxable income 
or shows a reduced tax due by that in- 
dividual’s estimate of the amount of his 
taxes going to the Defense Department 
budget. . 


S. Rep. No. 494, 97th Cong., 2d Sess. 278 
(1982), reprinted in 1982 U. S. Code Cong. 
& Ad. News 781, 1024 (General Explana- 
tion of the Revenue Provisions of the Tax 
Equity and Fiscal Responsibility Act of 
1982). See Kahn v. United States [85-1 
ustc J 9152], No. 83-1897, slip op. at 10-11 
(3d Cir. Jan. 23, 1985). Accordingly, the 
penalty provision contained in §6702 is 
applicable to plaintiffs.® 


Plaintiffs assert that the penalty cannot 
be imposed upon them without proof by 
the government that plaintiffs knew their 


to’’ plaintiffs’ frivolous position. The court con- 
cludes this is unnecessary in light of the 
court’s determination that Congress intended 
“frivolous’’ to refer to the tax return itself 
and not to the taxpayers’ subjective state of 
mind. Where a tax return indicates on its 
face that a deduction was ta without -Fiben 
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position was frivolous. However, the note 
attached by plaintiffs to Schedule A of 
their tax return states that the deduction 
taken was “symbolic” rather than an actual 
deduction. Clearly, this is sufficient to in- 
dicate that plaintiffs knew they were taking 
_a deduction with no legal basis. It is not 
necessary in order for the penalty to be im- 
posed that plaintiffs know in advance that 
their conduct was specifically prohibited by 
§ 6702; the statute merely requires that the 
deduction be for a non-allowable purpose.’ 
Plaintiffs’ tax return indicates the deduc- 
tion was frivolous within the scope of 


§ 6702. 


Plaintiffs argue that § 6702 was not in- 
tended to apply to policy protestors such 
as the plaintiffs but was primarily designed 
to address the problem of tax protestors 
who refused to pay any of their tax lia- 
bility. Contrary fo plaintiffs’ creative argu- 
ment of statutory construction, the court 
concludes based on its own reading of the 
legislative history that Congress did intend 
to include war protestors within the ambit 
of the penalty provision of § 6702. Addi- 
tionally, the language of the statute is not 
misleading; the statute indicates that war 
tax deductions are to be penalized under 
§ 6702. See Drefchinski, 589 F. Supp. at 
1521; Scott, 84-1 ustc (CCH) { 9325; Fink, 
slip op. at 3-5. 


Il. Fifth Amendment. Plaintiffs challenge 
the statute as impermissibly vague so that 
the application to them violates the due 
process clause of the fifth amendment. 
Plaintiffs argue that subsection (a)(1) is 
unconstitutionally vague because a person 
of ordinary intelligence could not deter- 
mine what it means for a “self-assessment” 
to be “substantially” incorrect. The statu- 
tory term “self-assessment” has a simple 
meaning in this context apparent to ordi- 
nary common sense. Fink, slip op. at 13-14. 


See Civil Service Commission v. National 
Assn. of Letter Carriers, 413 U. S. 548, 579 
(1983). In the context of the statute, it is 
apparent that the term refers to the tax- 
payers’ representations to the government 
on their return regarding taxes due. Kahn, 
slip op. at & (citing Franklet, 578 F. Supp. 
at 1555); Hummon v. United States, 84-1 
ustc (CCH) 9 9493 (S. D. Ohio 1984). 


Plaintiffs assert a contradiction between 
courts’ interpretation of exactly what part 
of a completed tax return constitutes the 
“self-assessment”: e.g. Franklet, 578 F. 
Supp. at 1555 and Jenney v. United States 
[84-2 ustc 9923], 581 F. Supp. 1309, 
1310-11 (C. D. Cal. 1984), appeal pending, 
No. 84-5949 (9th Cir.). Whether the self- 
assessment does or does not refer to the 
actual entry on a specific line of the tax 
return does not affect plaintiffs’ argument. 
that the statute is impermissibly vague.. 
Plaintiffs’ actions fall squarely within the 
statute’s prohibitions; plaintiffs have no 
standing to challenge the vagueness of the 
statute as applied to others. Hoffman: 
Estates v. Flipside, Hoffman Estates, Inc., 
455 U. S. 489, 495 (1982), Franklet, 578 F. 
Supp. at 1557-78; Harper, 587 F. Supp. at 
1059. Because plaintiffs’ situation falls 
within the scope of proscribed conduct of 
§ 6702, plaintiffs’ vagueness challenge 
based on their alleged misunderstanding of 
other words in the statute, including “sub- 
stantially,’ “due to,” and “frivolous” must 
also be rejected.® 


Ill. First Amendment. Plaintiffs argue 
that § 6702 infringes their first amendment 
right to freedom of expression by punish- 
ing pure speech and expressive conduct 
without sufficient governmental justifica- 
tion. Assuming plaintiffs’ contention that 
taxpayers have a first amendment right to 
express their views to the IRS within their 
tax return on military expenditures by the 


7™JIt is beyond dispute that a taxpayer may 
not reduce his or her federal income tax liabil- 
ity by an amount which he or she believes to 
represent the portion of the taxes which are 
being expended to support the military. Lull 
v. Commissioner [79-2 ustc J 9374], 602 F. 2d 
1166 (4th Cir. 1979), cert. denied, 444 U. S. 1014 
(1980); Graves v. Commissioner [78-2 ustc 
7.9590], 579 F. 2d 392 (6th Cir. 1978), cert. 
denied, 440 U. S. 946 (1979); First v. Commis- 
sioner [77-1 ustc { 9104], 547 F. 2d 45 (7th Cir. 
1976) (per curiam); Autenrieth v. Cullen [69-1 
ustc 7 9724], 418 F. 2d 586 (9th Cir. 1969), cert. 
denied, 397 U. S. 1036 (1970). See also United 
States v. Lee [82-1 usrc § 9205], 455 U. S. 252, 
260. (1982) (Amish employer not exempt from 
obligation to withhold Social Security taxes) 
(‘The tax system could not function if de- 
sas blaceies were allowed to challenge the tax 
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system because tax payments were spent in a 
manner that violates their religious belief. 
[citations omitted.] Because the broad public 
interest is maintaining a sound tax system is 
of such a high order, religious belief in con- 
flict with the payment of taxes affords no basis 
for resisting the tax.’’). Accord Fink v. United 
States [84-2 ustc { 9722], No. 84-109-D, slip op. 
at 8-9 (D. N. H. July 10, 1984); Hummon v. 
United States, 84-1 ustc (CCH) { 9493 (S. D. 
Ohio 1984); Vander Lugt v. United States, 84-1 
ustc (CCH) { 9448 (N. D. Ind. 1984); Scott v. 
United States, 84-1 ustc (CCH) { 9325 (W. D. 
Wis. 1984); Randall v. United States, 84-1 ustc 
(CCH) { 9403 (N. D. Ga. 1984). 

8 It is the return itself rather than the motive 
of the taxpayers that controls whether the 
imposition of the penalty under 26 U. S. C. 
§ 6702 is proper. See supra at pp. 4-5. 
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government, this right is not impermissibly 
abridged by the imposition of a penalty 
for filing an incorrect tax return. See Kahn, 
slip op. at 15 (“The civil penalty statute 
does not prohibit [a taxpayer’s] letter of 
protest of her notation on the [income tax] 
form except insofar as it reflects incorrect 
calculations”); Harper, 587 F. Supp. at 
1058; Franklet, 578 F. Supp. at 1556-57; 
Fink, slip op. at 10-12; Brown v. Commis- 
stoner, 84-1 ustc (CCH) { 9449 (S. D. Ca. 
1984). The government’s interest in de- 
terring the filing of incorrect tax returns 
of precisely the sort filed by plaintiffs here 
is compelling, the legislative history dem- 
onstrates the substantial interference with 
the efficient collection of income taxes 
created by the filing of frivolous tax re- 
turns.® See S. Rep., supra at 277, reprinted 
im 1982 USCCAN at 1023-24; Franklet, 578 
F. Supp. at 1556-57. Therefore, the statute 
does not violate the first amendment; the 
government’s interest in the efficient col- 
lection of taxes outweighs the minimal in- 
fringement of plaintiffs’ first amendment 
rights. See Kahn, slip op. at 17; Harper, 
587 F. Supp. at 1058; Fink, slip op. at 11-12. 


IV. Procedural Challenges. Plaintiffs ar- 
gue that the imposition of the penalty under 
§ 6702 denies them procedural due process 
in three ways: (1) the requirement in §6703 
that taxpayers pay 15% of the penalty 
prior to challenging the imposition of the 
penalty, (2) lack of meaningful notice and 
opportunity to be heard prior to imposi- 
tion of the penalty and (3) lack of mean- 
ingful administrative review by the IRS. This 
challenge has been considered by courts 
previously, and this court finds nothing 
presented in the case at bar which war- 
rants a departure from the consistent re- 
jection of the due process challenges to the 
imposition of § 6702. See, e.g., Harper, 587 
F. Supp. at 1059 and cases cited therein. 
The notice to taxpayers of the imposition 
of the $500 penalty affords fair notice, does 
not shift the burden of proof to plaintiff 
and has not prevented plaintiff from raising 
any legal or factual objection to the assess- 


ment. Harper, 587 F. Supp. at 1059; Frank- 
let, 578 F. Supp. at 1559. 


Plaintiffs were afforded full procedural 
due process on the facts of this case, where 
the plaintiffs’ return was clearly covered by 
§ 6702 and where plaintiffs were provided 
an adequate opportunity for judicial review. 
As Justice Brandeis stated: “Where only 
property rights are involved, mere post- 
ponement of the judicial enquiry is not a 
denial of due process, if the opportunity . 
given for the ultimate judicial determina- 
tion of the liability is adequate.” Phillips 
v. Commissioner [2 ustc J 743], 283 U. S. 
589, 596-97 (1931), quoted in Harper, 587 
F. Supp. at 1057. See also Bob Jones Univer- 
sity v. Simon [74-1 ustc 9438], 416 U. S. 
725, 746 (1974) (tax may be assessed with- 
out a prior hearing as long as the taxpayer 
can subsequently sue for a tax refund); 
Kahn, slip op. at 28 (lack of pre-deprivation 
hearing under I. R. C. § 6702 does not vio- 
late due process where taxpayer makes no 
showing of irreparable injury resulting 
from immediate payment of the civil pen- 
alty) ; Fink, slip op. at 15-16. Here plaintiffs 
were not denied due process by the appli- 
cation of § 6702. 


Plaintiffs argue that the Administrative 
Procedure Act applies to their challenge 
to § 6702: that the IRS relied on and made 
use of secret guidelines for the interpreta- 
tion and application of the statute contrary 
to the requirements of the APA, 5 U. S. C. 
§ 552(a)(1) and § 706(2)(a)(D). Whether 
the IRS has published regulations inter- 
preting §6702 is of no legal consequence 
to plaintiffs where, as here, the application 
of the penalty is clearly appropriate; plain- — 
tiffs cannot be adversely affected by the 
Commissioner’s failure to publish guide- 
lines. See Harper, 587 F. Supp. at 1060; 
Hummon, 84-1 ustc (CCH) { 9493. 


V. Equal Protection. Finally, plaintiffs — 
argue that § 6702 violates their fifth amend- 
ment right to equal protection of the law.” 
Plaintiffs argue that § 6702 distinguishes 
between those taxpayers who claim a tax 
refund because of their objection to mili- 


® Plaintiffs attempt to distinguish the con- 
ceded governmental interest evident from Con- 
m over peiueios on Ae a 


to deter war tax protestors’ filing ul srlvu.cus 
tax returns is not diminished by the availability 
of other procedures by which these filings may 
also be deterred. 


10 BS due | ess clause zt ane fifth amend- 
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tary spending by the government and those 
taxpayers who refuse to pay their taxes 
entirely based on these same beliefs. Plain- 
tiffs also state that the statute penalizes 
those who claim a refund based on a war 
tax deduction but does not reach those tax- 
payers who owe taxes at the end of the 
year but who do not file an income tax 
return. Therefore, plaintiffs’ argument goes, 
plaintiffs who are owed a refund are not 
able to refuse to pay war taxes as are 
others. However, the flaw in plaintiffs’ 
argument is that there exists no right to 
refuse to pay income taxes based on con- 
scientious moral or religious beliefs. See 
United States v. Lee [82-1 ustc J 9205], 455 
U. S. 252, 258-60 (1982); Harper, 587 F. 


[7 9350] Dr. Donald D. Corbin and 
States of America, Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 


a District Court decision, 84-2 ustc J 9807. 


Supp. at 1058 and cases cited therein. 
Plaintiffs’ argument that the statute is under- 
inclusive in its intended reach in penalizing 
war tax protestors does not rise to the 
level of an equal protection violation. Fink, 
slip op. at 16-18; “It is no requirement of 
equal protection that all evils of the same 
genus be eradicated or none at all.” Railway 
Express Agency v. New York, 336 U. S. 106, 
110 (1949), quoted in Drefchinski, 589 F. 
Supp. at 1524. 


For the foregoing reasons, defendant is 
granted judgment on the pleadings under 
Rule 12(c), Fed. R. Civ. P., and plaintiff: 


complaint is dismissed. 
It is so Ordered. 


Bonnie Sue Corbin, Appellants v. United 


84-2330, 4/26/85.—(760 F2d 234.) Affirming 


[Code Sec. 403] 


Employee benefit plans: Employee annuities: Nonqualified annuity: Agreements for 
reduction in salary.—A contribution by a school district to a nonforfeitable, nontransfer- 
able special share account with an employee’s credit union pursuant to a salary reduction 
agreement was not excludable from the employee’s gross income. An annuity must be 
purchased from an insurance company in order to qualify for Code Sec. 403(b)(1) 
treatment, as held in Rev. Rul. 82-102, 1982-1 CB 62. The reference in the statute to 
“premiums” and amendments to the provision indicate that Congress intended it only 
to apply to annuities purchased from insurance companies. It was not an abuse of 
discretion for the Commissioner to apply the ruling prospectively to the taxpayer. Back 


references: {| 2638B.05 and 2638B.12. 


Michael M. Sayers, Summers, Compton and Hamburg, 7912 Bonharmme Ave., 
St. Louis, Mo. 63105, for appellants. Bruce R. Ellisen, Department of Justice, Washington, 


D. C. 20530, for appellee. 


Before Bricut, McMi1An, and ARNOLD, Circuit Judges. 


ARNOLD, Circuit Judge: This is an action 
for refund of individual federal 
taxes. The plaintiff, Dr. Donald D. Corbin, 
was employed by the Fox C-Six School 
District of Jefferson County, Missouri, an 
educational organization described in § 170 
(b)(1)(A) (ii) of the Internal Revenue 
Code. On May 18, 1982, the employer 
adopted a plan under which employees 
could agree to have their salary reduced, 
with the amount thus saved being contrib- 
uted to a nontransferable, nonforfeitable 
special share account maintained by the Edu- 
cational Employees’ Credit Union (EECU), 
a state-chartered and state-regulated credit 
union in Missouri. Under § 403(b)(1), an 
educational organization operated by a poli- 
tical subdivision of a state may purchase 


1The Hon. John K. Regan, Senior United 
States District Judge for the Eastern District 
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an annuity contract for an employee, and, 
if the employee’s rights under the contract 
are nonforeitable “except for failure to pay 
future premiums,” then amounts contrib- 
uted by the employer for the annuity con- 
tract are excluded from the gross income 
of the employee. The question presented 
is whether an annuity must be purchased 
from an insurance company in order to 
qualify for this special treatment. 


The District Court* held, in agreement 
with the government’s contention, that an- 
nuities issued by entities other than insur- 
ance companies cannot qualify for § 403 
(b)(1) treatment, and we affirm. In Acord 
v. United States [81-2 ustc § 9746], 532 F. 
Supp. 22 (E. D. Mo. 1981), another judge 


of Missouri. The District Court’s opinion is 
reported at 595 F. Supp. 181 (E. D. Mo. 1984). 
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of the same District Court held for the 
taxpayer on this issue, but since that time 
the Internal Revenue Service has issued 
Rev. Rul. 82-102, 1982-1 C. B. 62, revoking 
prior rulings that had seemed to acquiesce 
in the extension to non-insurance-company- 
purchased annuities of the special benefits 
of § 403(b)(1). Revenue Rulings are enti- 
tled to some deference. In addition, there 
is a specific reference in the statute to the 
word “premiums,” 
had in mind insurance-company-issued an- 
nuities at the time it first enacted the law 
in 1942. At that time, moreover, commer- 
cial annuities were apparently sold exclu- 
sively by insurance companies. Since then, 
Congress has twice amended § 403 (by add- 
ing §§ 403(b)(7) and 403(b)(9)) in such a 
way as to indicate its understanding that 
the privilege conferred by paragraph (1) is 
limited to agnuities purchased from insur- 
artce <ompanies. 

We agree in substance with the District 
Court’s well-reasoned opinion, and there- 
fore forego more detailed discussion. 


indicating that Congress 


The taxpayer also argues that it was an 
abuse of discretion for the Commissioner 
of Internal Revenue, when he issued Rev. 
Rul. 82-102, not to grant to taxpayer the 
benefit of retroactive relief granted to cer- 
tain others. The ruling provides that it 
does not apply to contracts entered into by 
employers on or before May 17, 1982, the 
date the ruling was published, if the con- 
tract, but for the fact that it was not 
purchased from an insurance company, 
would have qualified under § 403(b) under 
the law as it had been declared in the 
Acord opinion. This exemption also applies 
to employees joining the plan after the 
date of the issuance of the revenue ruling, 
provided always that the plan itself must 
have been entered into beforehand. We see 
nothing arbitrary about the line thus drawn. 
The plan of which the taxpayer here is a 
member was adopted by his employer after 
the issuance of the revenue ruling. Applica- 
tion of the ruling to him is therefore 
entirely prospective. 


Affirmed. 


[7 9351] James K. Lefebvre, Petitioner/Appellant v. Commissioner of Internal Rev- 


enue, Respondent/Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 84-7465, 4/24/85. Affirming Tax Court, 
47 TCM 1572, Dec. 41,151(M), TC Memo. 1984-202. * 


[Code Sec. 6501] 


Refund claims: Statute of limitations: Waivers: Power of attorney: Estoppel.—The 
U. S. Court of Appeals at San Francisco (CA-9) affirmed a decision of the Tax Court 
which held that deficiencies assessed against the taxpayer were not barred by the statute 
of limitations. The taxpayer had failed to prove that consents signed by his authorized 
agent to extend the statute of limitations on his tax return were invalid. Back references: 
{| 5447.601 and 5447.984. 


Joanne Mickelson Rocks, Anaheim, Calif., for petitioner/appellant. Steven Parks, 
Department of Justice, Washington, D. e 20530, for respondent/appellee. 


Before Huc and BoocHeEver, Circuit Judges, and THompson,* District Judge: 
Opinion was not genuine. For the reasons given 


Per Curiam: Lefebvre appeals the Tax by the Tax Court in its opinion, [CCH 


Court’s decision that he consented to an 
extension of the statute of limitations on 
his 1971 tax return. Lefebvre contends 


that the power of attorney filed on his 
behalf with the Internal Revenue Service 


Dec. 41,151(M)] T. C. M. 1984-202, 47 
T. C. M. (CCH) 1572, we hold that non- 
compliance with the IRS regulations did 
not invalidate the power of attorney, and 
that Lefebvre failed to show that his at- 


torney’s signature was not genuine. 


The decision of the 
Cabs ace 


ise was invalid because it did not 


th os es, In the alter- is 
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[fT 9352] Sally Edwards, et al. Plaintiffs v. United States of America, Defendant. 
U.S. District Court, Dist. Mass., No. CA 83-3683-T, 2/20/85. 


[Code Secs. 6702 and 6703] 


Penalties, civil: Frivolous returns: Tax protestors.—Frivolous return penalties were 
properly imposed where tax protestors claimed frivolous positions concerning a peace 
tax credit and payment to an alternative fund instead of the government. Thus, the 

er’s motions to dismiss refund actions were granted. Back references: 


Commission 
1 402A ‘075, § 5595G.40 and 5596A.20. 


Order 


Tauro, District Judge: The plaintiffs in 
this “tax protest” case seek relief from $500 
penalties the Internal Revenue Service 
assessed against them under I. R. C. § 6702(a). 
The government has moved to dismiss the 
complaint under Fed. R. Civ. P. 12(b)(6) 
for failure to state a claim upon which 
relief can be granted 


The facts are not in dispute. The plaintiff 
Sally Edwards calculated on her 1982 fed- 
eral income tax return (Form 1040) that 
she owed $145 in federal taxes. Rather than 
pay the $145 to the government, however, 


Sally Edwards stated on the return that she 
had paid the $145 to an “alternative fund.” 
The plaintiffs Frederick and Sheila Taintor 
filed a joint 1982 federal income tax re- 
turn (Form 1040) on which they took a 
“peace tax credit” of $1,241.52. 


The facts and legal issues presented in 
this case are identical in all material respects 
to those of Welch v. United States [85-1 ustc 
7 9122], No. 84-1131, slip op. (1st Cir. Jan. 
4, 1985).* Accordingly, the defendant’s motion 
to dismiss is allowed. Judgment is entered 
for the defendant. 


It is so ORDERED. 


[7 9353] George M. Steffan, Plaintiff v. United States of America, Defendant. 
U. S. District Court, East. Dist. Mich., So. Div., No. 84-CV 0014-DT, 9/28/84. 


[Code Sec. 6702, U. S. Constitution and Rule 11, Federal Rules of Civil Procedure] 


Constitutionality: Tax protest: 
returns: 


Nontaxable receipts: 
Wages omitted—The taxpayer’s alteration of his Form 1040 to change the 


Civil penalties: Frivolous 


word income to receipts coupled with his deduction of his wages as nontaxable receipts 
justified the imposition of the frivolous return penalty. The taxpayer’s refund suit was 


dismissed and costs and attorneys’ fees' were imposed upon him, 


1402A.10 and 5595G.70. 


Back references: 


George M. Steffan, pro se, 16686 Fairway, Livonia, Mich. 48154. 


Opinion 


Guy, District Judge: Plaintiff in pro per, 
George N. Steffan, instituted this action 
against the United States of America on 
January 3, 1984. Plaintiff's complaint alleges 
that plaintiff filed an income tax return for 
the 1982 tax year on or about April 14, 1983. 
That return, which indicated a tax of $0.00. 
was deemed to be “frivolous” by the Inter- 
nal Revenue Service (IRS), pursuant to 26 
U.S. C. § 6702, and a civil penalty of $500.00 
was assessed against plaintiff. On or 
about June 14, 1983, plaintiff paid fifteen 


1 While the taxpayers in Welch claimed frivol- 
ous credits, Sally Edwards took the frivolous 
position that she could pay the amount she 
owed the government to an ‘“‘alternative fund.”’ 
This distinction, however, is insignificant. Like 
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percent of the assessed penalty ($75.00) to 
the IRS, and filed a claim for a refund of 
the partial payment. When that claim was 
rejected, plaintiff filed the instant action 
seeking a refund and an abatement of the 
assessed penalty. Attached to plaintifi’s 
complaint is a true copy of his tax return 
and the relevant correspondence between 
plaintiff and the IRS. On May 4, 1984, this 
court ordered the plaintiff to show cause 
before May 18, 1984, why this case should 
not be dismissed for lack of progress, and 
failure of plaintiff to obtain service of the 


the taxpayers in Welch, Sally Edwards exposed 
herself to § 6702’s penalty by filing a federal 


tax return containing a substantially incorrect 


self-assessment based on a frivolous position. 
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complaint upon defendant. On May 18, As part of defendant’s motion to dismiss, 


1984, plaintiff served the defendant. 


Now before the court is defendant’s mo- 
tion to dismiss for failure to state a claim. 
Defendant contends that the income tax re- 
turn submitted by plaintiff was “frivolous” 
as a matter of law, and that the plaintiff’s 
challenge to the § 6702 penalty must there- 
fore be dismissed. Plaintiff has neither re- 
sponded to the government’s motion in a 
timely fashion nor sought an enlargement 
of time in which to respond. The court has 
reviewed the motion and the supportive 
brief, and has examined the pleadings filed 
initially by the plaintiff, and finds that it 
should grant defendant’s motion. 


The tax return appended to plaintiff's 
complaint reveals that plaintiff altered the 
basic 1040 tax form to conform to his 
argument that wages do not constitute tax- 
able income. In the left hand margin of 
plaintiff's 1040 form, the word “Income” 
was deleted and the word “Receipts” was 
substituted. Similarly, the phrase “Adjust- 
ments to Income” was altered to read ‘“Ad- 
justments to Receipts.” Finally, line 24 was 
altered to read “Non-taxable Receipts (see 
form).” Entered on line 24 was the figure 
plaintiff had entered on line 7 as “Wages, 
salaries, tips, etc.” Thus, plaintiff deducted 
his wages as non-taxable receipts. Accord- 
ing to plaintiff’s completed calculations, he 
owed no tax. Appended to his tax return 
was a lengthy discussion entitled “Form— 
Non-Taxable Receipts: Eisner v. Macomber 
[1 ustc [32], 252 U. S. 189 (1920),” indi- 
cating plaintiff's belief that his labor was a 
property interest on which no income was 
realized. 


Defendant contends that plaintiff’s in- 
come tax return is frivolous on its face by 
virtue of the alterations made by plaintiff. 
The court agrees. Section 6702 was enacted 
in an attempt to deter the filing of frivolous 
tax returns. See S. Rep. No. 494, 97th Cong., 
2d sess. 277-278, reprinted in 1982 U. S. 
Code Cong. & Ad. News 781, 1024. As an 
example of what might constitute a “frivo- 
lous” return, the Senate Report specifically 
references returns which contain altered 
descriptions of line items. Jd. Plaintiff’s 
alteration of Form 1040 is thus one example 
of what Congress intended to deter when it 
enacted § 6702. The court concludes that 
plaintiff's position with respect to non-tax- 
able income must be considered to be frivo- 
lous. For the above reasons, defendant’s 
motion to dismiss will be granted. 
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the government also moves for an award of 
costs and attorney fees. Rule 11 of the 
Federal Rules of Civil Procedure states in 
part: 


The signature.of an attorney or party 
constitutes a certificate by him that he has 
read the pleading, motion, or other paper; 
that to the best of his knowledge, infor- 
mation, and belief formed after reason- 
able inquiry it is well grounded in fact 
and is warranted by existing law or a 
good faith argument for the extension, 
modification, or reversal of existing law, 
and that it is not interposed for any 
improper purpose, such as to harass or to 
cause unnecessary delay or needless in- 
crease in the cost of litigation.... lia 
pleading, motion, or other paper is signed 
in violation of this rule, the court, upon 
motion or upon its own initiative, shall 
impose upon the person who signed it, a 
represented party, or both, an appro- 
priate sanction, which may include an 
order to pay to the other party or parties 
the amount of the reasonable expenses 
incurred because of the filing of the 
pleading, motion, or other paper, includ- 
ing a reasonable attorney’s fee. 


Moreover, §6702(a)(2) provides, in es- 
sence, that filing of a return which is based 
upon a “position which is frivolous” is con- 
duct for which a penalty may be assessed. 
Plaintiff's major contention is that his wages 
are not income. This argument has been 
presented repeatedly and courts have uni- 
versally rejected that argument and have 
held that wages are taxable income. See, 
e.g., United States v. Romero [81-1 ustc 
J 9276], 640 F. 2d 1014, 1016 (9th Cir. 1981); 
United States v. May [83-1 ustc J 9220], 555 
F. Supp. 1008 (E. D. Mich. 1983). 


In the instant case, the court has found 
that the filing of plaintiff’s tax return was 
based upon a frivolous position, and it fur- 
ther finds that this cause of action is not 
grounded in law or in fact. Rather, it serves 
only to consume the resources of the gov- 
ernment and the courts and to clog dockets 
already over-burdened with legitimate dis- 
putes. With due allowance for the fact that 
plaintiff is proceeding pro se, even a minimal 
inquiry on plaintiff’s part would have re- 
vealed his claim to be frivolous and his re- 
liance on Eisner to be misplaced. 


Accordingly, the court will grant de- 
fendant’s request for costs and attorney 
fees, and will refer this matter to the magis- 
trate for a report and recommendation as to 
costs and reasonable attorney fees. 
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[7 9354] Thomas E. Rueckert and Barbara Rueckert, Plaintiffs v. Larry Gore, 
et al., Defendants. 


U. S. District Court, No. Dist. Ill, East. Div., No. 83 C 1399, 5/7/84, 587 F. Supp. 1238. 


[Code Secs. 6103 and 7217] 


Returns: Confidentiality: State agency: Damages.—Although the court held that 
IRS agents should not have disclosed the taxpayer’s tax returns to agents of the Illinois 
Department of Revenue, damages were not assessed against either the IRS agents or 
the Illinois agents because all parties had acted in good faith. Noting that the 
disclosure of the returns to the state taxing agency was permissible only if the returns 
were needed to administer state tax law, the court ruled that disclosure should never 
have occurred because the state taxing agency was actually investigating a personal 
matter within the agency—whether a state revenue agent was “moonlighting” in violation 
of agency rules. Despite the impropriety of releasing federal tax information to the 
state agency, the court would not grant damages to the taxpayer. The law on disclosure 
was vague and a reasonable man might have concluded that disclosure to a state taxing 
agency to solve personnel matters was permissible under the law. Back references: 
{1 5209.77 and 5723K.015. 


Russell J. Stewart, 26 Main Street, Park Ridge, Ill. 60068, for plaintiffs. James R. 
Carroll, Mary A. Mulhern, Office of the Attorney General, 160 N. LaSalle, Chicago, III. 
60601, Edward J. Moran, Assistant United States Attorney, Chicago, IIl., for defendants. 


Memorandum Opinion and Order 


Hart, District Judge: Plaintiffs, Thomas 
E. Rueckert and Barbara Rueckert, bring 
this action against two Internal Revenue 
Service (“IRS”) agents and three Illinois 
Department of Revenue (“IDOR”) agents,’ 
seeking damages for unauthorized disclo- 
sure of information contained on their fed- 
eral tax returns. Subject matter jurisdiction 
exists Oplirsuant a towZoqUnuSs .C.) 1331(a). 
Venue is proper in this district, where the 


plaintiff's claim arose. 28 U. S. C. 1391(b).. 


Currently before the Court are the cross- 
motions of all parties for summary judgment. 


Facts 


Thomas Rueckert is employed by the 
IDOR as a revenue fraud agent. During 
the relevant time periods, the IDOR had 
a policy forbidding revenue fraud agents 
from accepting outside employment with- 
out prior authorization. After another IDOR 
revenue agent informed Dunn that Rueckert 
was receiving outside income from _ his 
practice as an attorney, Dunn initiated an 
investigation of Rueckert’s possible outside 
employment activities. Dunn inspected Ruec- 


1The two IRS defendants are Larry Gore 
(“‘Gore’’) and Ron Spencer (‘‘Spencer’’), both 
IRS Disclosure Clerks. The three IDOR de- 
fendants are: J. Thomas Johnson (‘‘Johnson’’), 
Director of Revenue for the State of Illinois 
Department of Revenue; Richard E. Dunn 
(‘‘Dunn’’), Inspector In Charge of IDOR’s Inter- 
nal Security Division; Kenneth Groeper 
(‘‘Groeper’’), Inspector for the IDOR. ; 
_ 2Dunn also received information relating to 
the contents of Mrs. Rueckert’s federal tax re- 
turn because both she and Rueckert file a joint 
return. However, the information relating to 
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kert’s personnel file, discovering that the 
IDOR had not authorized Rueckert to 
engage in outside employment, then re- 
viewed Rueckert’s Illinois income tax re- 
turns. His review disclosed that Rueckert’s 
adjusted gross income for the years 1978, 
1979, and 1980 was in excess of the salary 
paid him by the IDOR. To determine the 
composition of Rueckert’s income for those 
years, Dunn requisitioned copies of Ruec- 
kert’s federal income tax returns. Either 
Gore or Spencer approved Dunn’s request 
at the IRS Center in Kansas City, Missouri. 


As part of the investigation, Dunn as- 
signed IDOR agent Groeper to interview 
Rueckert. Groeper interviewed Rueckert 
and prepared a memorandum containing 
the substance of that interview. After re- 
ceiving the federal tax returns, Dunn 
incorporated information from the returns 
into the memorandum’ originally prepared 
by Groeper. This memorandum was pub- 
lished to Johnson and others at the IDOR. 


Discussion 


Plaintiffs initiated this action pursuant to 
section 7217 * of the Internal Revenue Code 


Mrs. Rueckert’s tax liability was not incor- 
porated into the memorandum in question. 

3 Plaintiffs also seek relief under 18 U. S. C. 
§ 1905 and 26 U. S. C. 7213. However, those 
statutes do not provide for a private cause of 
action and so, those claims are dismissed. 
Subsequent to the initiation of this action, 
section 7217 was repealed, Pub. L. 97-248, Title 
III, § 357(b) (1); 96 Statutes at Large 646. How- 
ever, the repeal is effective as to disclosures 
made after September 3, 1982, well after the 
date of disclosure in this case. 
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(“IRC”), which provides for a private cause 
of action as follows: 


(a) Whenever any person knowingly, 
or by reason of negligence, discloses a 
return or return information (as defined 
in section 6103(b)) with respect to a 
taxpayer in violation of the provisions of 
section 6103, such taxpayer may bring 
a civil action for damages against such 
person, and the district courts of the 
United States shall have jurisdiction of 
any action commenced under the provi- 
sions of this section. 


26 U. S. C. § 7217. However, damages are 
not recoverable where the disclosure re- 
sulted from “a good faith, but erroneous, 
interpretation of 6103.” 26 U. S. C. 7217(b). 


Subsection 6103(a) sets forth a general 
rule that “returns” and “return informa- 
tion” * are confidential, and may not be 
disclosed by officers or employees of the 
United States, or other individuals with 
access to such information, “except as 
authorized, «bye this, litle) 26.00). sors ee 
§ 6103(a). Subsections 6103(c)-(g) set out 
exceptions to the general rule of nondis- 
closure, including the “tax administration” 
exception at issue in this action. Subsec- 
tion 6103(d) states that return and return 
information: 


shall be open to inspection by or disclo- 
sure to any State agency, body or com- 
mission .. . which is charged under the 
laws of such state with responsibility for 
the administration of state tax laws for 
the purpose of, and only to the extent 
necessary in, ihe administration of such 
laws .. . (emphasis added). 


State Defendants 
A. Defendant Groeper 


Groeper is named as a defendant in this 
action because his name appears on the 
memorandum which contained excerpts of 
the Rueckerts’ tax returns and on the fed- 
eral form requesting copies of their re- 
turns. Groeper does not deny that his name 
appears on the request or the memorandum. 
In deposition testimony, Groeper and Dunn 
both indicated that Groeper prepared a 
preliminary memorandum for Dunn which 


consisted solely of the contents of an in- 
terview Groeper had with Rueckert and 
that Dunn later incorporated the return 
information into a final draft and signed 
Groeper’s name. ‘Groeper further states 
that he neither saw the returns nor the 
final draft of the memorandum, Plaintiffs 
have not attempted to directly controvert 
either Groeper or Dunn’s statements, re- 
lying solely upon Groeper’s signature on 
the final memo to establish his possession 
and publication of their federal tax infor- 
mation. 


The fact that Groeper’s name appears on 
the report may create an inference that he 
saw the report and had ‘possession of the 
Rueckerts’ tax information, but the state- 
ments of Groeper and Dunn rebut that 
inference. Posey v. Skyline Corp., 702 F. 2d 
102 (7th Cir. 1983). Since plaintiffs present 
no other evidence of Groeper’s possession 
of their federal tax information, it is proper 
to grant summary judgment for defendant 
Groeper.® 


B. Defendants Dunn and Johnson 


Defendants assert in their motion for 
summary judgment that all the disclosures 
alleged in the complaint were authorized 
by the “tax administration” exception con- 
tained in 26 U. S. C. §6103(d). Dunn and 
Johnson argue that investigating the con- 
duct of state revenue agents such as Rueck- 
ert is within the ambit of state “tax admin- 
istration”.© The court cannot agree that an 
investigation by state taxing authorities to 
enforce a personnel regulation prohibiting 
moonlighting is “tax administration” within 
section 6103. 


Subsection 6103(b) (4) (i) 


term “tax administration” as: 


defines the 


the administration, management, conduct, 
direction, and supervision of internal reve- 
nue laws or related statutes (or equivalent 
laws or related statutes of a state) and 
tax conventions to which the United 
States is a party. (emphasis added) 


The legislative history of the Tax Reform 
Act of 1976, of which section 6103 is a 
part, indicates that the overriding purpose 
of the confidentiality provisions of section 


4The terms ‘“‘return’’ and “return informa- 
tion,’’ as defined in sections 6103(b)(1) and (2) 
encompass the disclosures here at issue. 
» 5 Defendant Groeper would be entitled to 
judgment in his favor even if he had seen the 


tax returns because, as discussed later in this 


opinion, he is entitled | to assert a good faith 
defense. | 

6 Defendant Dunn argues that his investiga- 
tion of Rueckert was two-pronged, — seeking 
information as to: (i) whether Rueckert ac- 
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curately reported his taxable income; and (ii) 
whether Rueckert had violated the IDOR regula- 
tion against outside employment. The former — 
seems to be an after-the-fact rationalization. 
There is no evidence of record that prior to 
making the request for Rueckerts’ federal tax 
information Dunn’s purpose for obtaining the 
federal tax returns was other than to conduct 
an investigation © ‘of Rueckert’s- Sn Se 
pa 2 ? 
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6103 was to protect federal tax returns and 
return information from misuse by federal 
and state agencies. S. Rep. No. 94-938, 
‘94th Cong., 2d Sess. 316-18 (1976), reprinted 
in [1976] U. S. Code Cong. & Ad. News, 
pp. 2897, 3439. Of paramount concern to 
Congress was the preservation of the tax- 
payer's privacy and his right to be free 
from unwarranted governmental intrusion 
into his personal affairs. 122 Cong. Rec. 
24012-13 (1976) (Remarks of Senators Dole 
and Weicker) (“Remarks”). In particular 
its goal was to stop various governmental 
agencies from using the IRS as a virtual 
“lending library of confidential tax informa- 
tion.” Remarks at 24031 (Senator Weicker). 


Congress demonstrated its dissatisfaction 
‘with the manner in which state govern- 
“ments were protecting the privacy of tax- 
payers, by enacting section 6103, to “tighten 
the rules under which state governments 
receive tax data,” Remarks at 24013 (Sena- 
‘tor Weicker). “Returns can be seen by 
certain other people where they have a 
‘legitimate right to know; for example, for 
purposes of state tax administration, to col- 
lect taxes owed to the state governments 
under their income tax laws.” Remarks at 
23998 (Senator Long) (emphasis added). 
Therefore, it is commensurate with legis- 
lative intent to limit the meaning of “state 
‘tax administration” to those circumstances 
‘where some state tax liability is at issue. 
‘That definition excludes enforcement of 
IDOR personnel regulations. 


Defendants cite the cases of United States 
v. Mangan [78-1 ustc J 9349], 575 F. 2d 32 
(2d Cir. 1978) and Davidson v. Brady [83-1 
ustc § 9276], 559 F. Supp. 456 (W. D. 
Mich. 1983), for the proposition that the 
term “tax administration” should be given 
a broad reading. While those Courts used 
expansive language to describe “tax admin- 
istration”, both cases involved tax related 
fraud investigations. In Mangan the court 
permitted the Government to use the tax 
returns of an IRS agent to prove its charges 


of mail fraud and filing false claims against 


the United States when he obtained un- 
justified refunds in the names of other tax- 
payers. The disclosures in Mangan had 
some nexus with the collection of money 
due to the IRS. Similarly, the disclosure 
in Davidson occurred when the Government 
attorneys attached excerpts of Davidson’s 
federal income tax returns to their briefs, 
submitted at his sentencing hearing, as evi- 
dence that Davidson had falsified his finan- 
cial statements to obstruct the collection 
of estate tax. In the present case Rueckert 
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was not alleged to have engaged in tax 
fraud and the disclosure of his return in- 
formation had no similar nexus to the col- 
lection of taxes. 


The term “tax administration” does not 
give state agencies charged with collecting 
revenue carte blanche authority to obtain 
confidential tax return information whenever 
they so desire. Merely because these agen- 
cies collect taxes does not permit them to 
label every aspect of their operations as 
“tax administration.” In the enforcement 
of their personnel regulations, state taxing 
agencies have no better standing than do 
other state agencies. 


Although the disclosure of tax return 
information here was made in violation of 
section 6103, no liability will attach under 
section 7217 if the disclosure was made in 
a good faith but erroneous interpretation 
of section 6103. 28 U. S. C. 7217(d). A 
public official acts in good faith if his 
“conduct [did] not violate clearly estab- 
lished statutory or constitutional rights of 
which a reasonable person would- have 
known.” Harlow v. Fitzgerald, 457 U. S. 
800, 818 (1982); Johnson v. Breije, 701 F. 2d 
1201, 1210 (7th Cir. 1983). The statutes 
dealing with disclosure of federal tax return 
information to state officials are not unam- 
biguous, and case authority construing these 
statutes is sparse. The case law that does 
exist arguably supports defendants’ inter- 
pretation of section 6103. Although this 
court rejects the notion that state “tax 
administration” permits use of federal tax 
return information for personnel investiga- 
tions, the defendants could have reasonably 
and in good faith believed that the dis- 
closures were authorized. 


In sum, although plaintiffs have estab- 
lished that the disclosure of their return 
information for a personnel check was vio- 
lative of section 6103, defendants Dunn and 
Johnson are entitled to judgment in their 
favor because they mistakenly but in good 
faith believed that section 6103(d) permitted 
the disclosure of return information for the 
purposes of conducting a personnel investi- 
gation of a revenue fraud agent. 26 U. S.C. 
§ 7217(b). 

Federal Defendants 


Defendants Spencer and Gore are employed 
by the IRS at its Kansas City Service Re- 
search Branch, where they receive and 
approve requests for tax return information 
from state officials. They examine such 
requests to determine whether all pertinent 
information is included and whether the 
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person requesting the federal tax return is 
authorized to receive it. The request forms 
require the requestor to identify the reason 
for the request, by choosing among three 
pre- -printed explanations on the form: (1) 
“to verify capital gains transactions’; (2) 
“to determine All income and expenses for 
tax fraud investigation”; (3) “other (spec- 
ify)’. In the “Reason Requested” section 
of the request form, Dunn selected the 
“other” box and listed the reason for the 
request as “to establish sources of income.” 
Either Gore or Spencer verified that Dunn 
had authority to request the information 
and then sent him the returns. 


Plaintiffs allege that defendants acted in 
bad faith when they gave Dunn the tax 
information because Dunn gave the reason 
for the request as “other” rather than “to 
determine all income and expenses for tax 
fraud investigation.” Plaintiffs argue that 
defendants knew or should have known that 
the information requested by Dunn was 
not for a tax fraud audit because that choice 
was not selected on the form. 


However, the reason articulated by Dunn 
for the request, “to establish sources of 
income,” contains nothing that would alert 
the defendants to the fact that the informa- 
tion was going to be used for a personnel 
investigation or for any other improper 


purpose. This is not to say that IRS dis- 
closure clerks are free to blindly accept 
whatever reason is given on a_ request. 
Good faith conduct on their part should 
consist of investigating request forms which 
contain questionable reasons for the request. 
In the future it may be desirable to fully 
investigate all request forms in which the 
“other” box is marked. 


Moreover, Spencer and Gore would be 
entitled to summary judgment even had 
they known at the time of disclosure that 
the information was going to be used for a 
personnel investigation by Dunn. As with 
the State defendants, section 7217(b) insu- - 
lates Gore and Spencer from liability for 
the disclosures they made with a good faith 
belief that section 6103(d) applied. As 
discussed more fully above, a reasonable 
person at the time of the disclosure would 
not know that the disclosure of tax return 
information to State tax officials for a per- 
sonnel investigation of a revenue agent was 
a violation of plaintiffs’ clearly established 
rights. 


IT IS THEREFORE ORDERED that 
summary judgment is granted in favor of 
defendants Dunn, Johnson, Groeper, Spencer 
and Gore and against plaintiffs Thomas E. 
Rueckert and Barbara Rueckert. This ac- 
tion is dismissed. 


[7 9355] DeWitt C. Thompson, III, and Diana R. Thompson (83-1393, 83-1396), 
Thompson & Green Machinery Company, Inc. (83-1394, 83-1395, 83-1397), Petitioners- 
Appellants v. Commissioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, Nos. 83-1393—83-1397, 4/29/85. Affirming and 


reversing Tax Court, Dec. 39,893(M), T. C. Memo. 1983-81. 


[Code Secs. 166 and 461] 


Bad debts: Year deductible: All events test: Black Motor formula v. specific analysis 
of accounts receivable.—At a time when a creditor was pursuing litigation against the 
surety of a debtor, the creditor could not increase its bad debt reserve deduction because 
(1) the litigation involved “an action on the debt”, (2) the record before the court did 
not establish that the likelihood of a recovery was so small that the debt was worthless, 
and (3) the amount of the charge off could not have been then determined with reason- 
able accuracy. The taxpayer-creditor, however, was entitled to discontinue the use 
of the Black Motor formula and recalculate its bad debt reserve based upon probable 
exposure to loss. The reasonableness of its calculations was shown by evidence that 
over $800,000 of doubtful accounts remained uncollected at the time of trial and there 
was little, if any, hope for substantial additional collections. It also showed the unrea- 
sonable and arbitrary nature of the Commissioner’s use of the Black Motor formula by 
the fact that its actual losses on year-end receivables were nearly 9.3 times as great as 
the year-end reserve approved by the IRS. Back references: {| 937.31, 1350.1005, 1619.1091, 
1619. 233, 1624.101, 2296.30, and 2907.489. 
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ington, D. C. 20530, Kenneth W. Gideon, Internal Revenue Service, Washington, D. C. 


20224, for respondent-appellee. 


Before Merritt, Martin and Jones, Circuit Judges. 


Martin, Jr., Circuit Judge: This is an 
appeal from a decision of the Tax Court, 
T. C. M. [CCH Dec. 39,893(M)] (P-H) 
7 83,081 (1983), holding that certain bad 
debt expenses taken by a Tennessee heavy 
equipment dealer were improperly taken 
under the reserve for bad debts section, 
166(c), of the Internal Revenue Code. We 
affirm in part and reverse in part. 


The taxpayers in this case are Thompson 
& Green Machinery Company, Inc., a Nash- 
ville, Tennessee, dealer in heavy construc- 
tion equipment; DeWitt C. Thompson, III, 
its principal shareholder; and Diana R. 
Thompson, his wife. The case turns entirely 
on the propriety of certain bad debt reserve 
deductions made by Thompson & Green in 
1971 and 1976. The Thompsons are affected 
only by Mr. Thompson’s interest in Thomp- 
son & Green. 


Introduction 


Bad debts are deductible from income tax 
under section 166 of the Internal Revenue 
Code, which reads in relevant part: 


§ 166. Bad debts 
(a) General Rule.— 


(1) Wholly worthless debts—There 
shall be allowed as a deduction any debt 
which becomes worthless within the tax- 
able year. 


(2) Partially worthless debts—When 
satisfied that a debt is recoverable only in 
part, the Secretary may allow such debt, 
in an amount not in excess of the part 
charged off within the taxable year, as 
a deduction. 


(c) Reserve for bad debts.—In lieu of 
any deduction under subsection (a), there 
shall be allowed (in the discretion of the 
Secretary) a deduction for a reasonable 
addition to a reserve for bad debts. 


A taxpayer with substantial accounts re- 
ceivable can reasonably anticipate that some 


part of these accounts will not actually be 
received. Because the money is out of his 
hands and will never come back, Congress 
deemed it appropriate for the taxpayer to 
take an immediate deduction. 


The taxpayer holds the amount of this 
deduction in a running reserve account for 
bad debts. When debts actually be- 
come worthless in whole or in part, the 
reserve account is reduced; if debts written 
off as worthless are subsequently recovered, 
the reserve account is increased. At the end 
of each taxable year, the taxpayer is al- 
lowed to increase the reserve account to a 
level adequate to cover losses properly 
anticipated on current accounts receivable. 
If the reserve account has dropped to a 
negative level in the course of the year, 
the increase in the reserve will be that 
much greater than the reserve account at 
year end. It is this increase in the reserve 
account that is the actual deduction under 
section 166(c). See generally Roth Steel 
Tube Co. v. Commissioner [80-1 ustc J 9410], 
620 F. 2d 1176, 1178-79 (6th Cir. 1980). 


It is a radical departure from the general 
policy of the tax laws to allow a deduction - 
for a loss before its very existence has been 
ascertained. Any deduction allowed under 
section 166(c) is a tax preference in the 
sense that taxpayers not using a bad debt 
reserve are required to wait until the debt 
actually has become worthless before tak- 
ing a deduction under section 166(a). For 
this reason, the taxpayer bears a heavy 
burden in showing that the Commissioner 
abused his statutory discretion. “He must 
show not only that his own computation is 
reasonable but also that the Commis- 
sioner’s computation is unreasonable and 
arbitrary.” Thor Power Tool Co. v. Com- 
missioner [79-1 ustc J 9139], 439 U. S. 522, 
548 (1979) (footnote omitted). 


The regulations set out in relevant part 
as a footnote,’ are of limited aid to the 


1§ 1.1664 Reserve for bad debts. 

(a) Allowance of deduction. A taxpayer who 
has established the reserve method of treating 
bad debts and has maintained proper reserve 
accounts for bad debts or who, in accordance 
with paragraph (b) of § 1.166-1, adopts the re- 
serve method of treating bad debts may deduct 
from gross income a reasonable addition to a 
reserve for bad debts in lieu of deducting spe- 
cific bad debt items. 

(b) Reasonableness of addition to reserve— 
(1) Relevant factors. What constitutes a reason- 
able addition to a reserve for bad debts shall be 
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determined in the light of the facts existing at 
the close of the taxable year of the proposed 
addition. The reasonableness of the addition 
will vary as between classes of business and 
with conditions of business prosperity. It will 
depend primarily upon the total amount of 
debts outstanding as of the close of the taxable 
year, including those arising currently as well 
as those arising in prior taxable years, and the 
total amount of the existing reserve. ; 

(2) Correction of errors in prior estimates. 
In the event that subsequent realizations upon 
outstanding debts prove to be more or less than 
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taxpayer in computing the proper amount 
of the reserve in specific cases. However, 
since 1940 courts have frequently looked to 
the standard used in Black Motor Co. v. 
Commissioner [CCH Dec. 10,996], 41 
B. T. A. 300: (1940), aff'd on other grounds, 
[42-1 ustc J 9265], 125 F. 2d 977 (6th Cir. 
1942). The Commissioner there argued 
that an allowable addition to the reserve 
is the amount required to bring the year- 
end reserve as a percentage of total re- 
ceivables up to the percentage of average 
annual losses on bad debts for the six years 
just ended. The Commissioner’s computa- 
tion is set out in 41 B. T. A. at 302. The 
taxpayer had no proof to support its use 
of a higher anticipated percentage loss on 
bad debts. The Board of Tax Appeals ap- 
proved the use of the formula on the facts 
in that case. 


The test, however, is whether the 
amount ultimately determined, regardless 
of formula, constitutes a reasonable ad- 
dition to petitioner’s reserve. What con- 
stitutes a reasonable addition will depend 
upon the facts and circumstances of the 
business engaged in with relation to 
general business conditions. A method 
or formula that produces a reasonable 
addition to a bad debt reserve in one 
year, or a series of years, may be entirely 
out of tune with the circumstances of the 
year involved. Such, in our opinion, is 
the situation here, and, in the absence 
of a showing that the allowance con- 
tended for by petitioner is more reason- 
able than the addition determined by 
the respondent, the latter amount is 
approved as a reasonable addition to 
petitioner’s reserve for bad debts. 


Id. at 304. 


Despite this rather grudging initial use, 
the Black Motor formula subsequently has 
been treated as the presumptively correct 
method of calculating the bad debt reserve 
for an established business. The formula 
has been challenged in the literature as 
“demonstrably unsound,” primarily because 


of its exclusively retroactive view. Whit- 
man, Gilbert & Picotte, The Black Motor 
Bad Debt Formula: Why It Doesn’t Work 
and How to Adjust It, 35 J. Tax’n 366, 366 
(1971). These arguments were made to the 
Supreme Court in Thor Power Tool Co. v. 
Commissioner [79-1 ustc J 9139], 439 U. S. 
522, 547 n. 24, 548-49 (1979). The Court 
refused to declare the formula invalid, 
noting that it “possesses the not uncon- 
siderable advantage of enhancing certainty 
and predictability in an area peculiarly 
susceptible of taxpayer abuse. In any event, 
after its 40 years of near-universal accept- 
ance, we are not inclined to disturb the 
Black Motor formula now.” Id. at 549. The 
Court thus ratified rather than altered 
existing law, which gave the taxpayer a 
chance to show that the Commissioner 
abused his discretion in invoking the formula 
in a given case. See id. 


The Gregory Debt 


The first issue stems from certain leases 
of equipment to James T. Gregory, Inc., 
a highway contractor. Pursuant to state 
statute, Tenn. Code Ann. 54-519 (1968) (cur- 
rent version at Tenn. Code Ann. § 54-5-119 
(1980)),? Gregory was bonded on its high- 
way projects by United States Fidelity, and 
Guaranty Co. Late in 1970 Gregory suf- 
fered severe cash shortages and was unable 
to meet its obligations under the highway 
construction contracts. As a result, USF&G 
took possession and control of Gregory’s 
business in early 1971. USF&G paid all 
claims made against it as surety on ac- 
count of Gregory’s highway construction 
contracts, except those of Thompson & 
Green. 


After USF&G took over Gregory, Gregory 
no longer had employees or assets except 
those in the possession of USF&G, and 
Gregory has not since acquired assets or 
resumed business operations. Gregory’s cor- 
porate charter was revoked November 19, 
1971, for nonpayment of franchise taxes. 


estimated at the time of the creation of the 
existing reserve, the amount of the excess or 
inadequacy in the existing reserve shall be 
reflected in the determination of the reasonable 
addition necessary in the current taxable year. 
Treas. Reg. {/ 1.166-4(a)-(b). 

2545-119. Contractors must give bonds—Ac- 
tions—Limitations. 

—All contractors with whom contracts are 
made by the [Bureau of Highways] shall enter 
into good and solvent surety bond in an amount 
fixed by the bureau, conditioned that acceptance 
or service of process upon the director shall be 
service on them as their agent duly authorized 
to that end, and for the full and faithful per- 


formance on every part and stipulation of the 
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contract, especially the payment for all ma- 
terials purchased and for all labor employed in 
the contemplated work. This bond must be 
approved by the bureau and filed with its 
records. 

All actions on bonds furnished under this sec- 
tion shall name the director of highways as a 
party-defendant and may be instituted in any 
court of competent jurisdiction in this state, 
but no such action shall be commenced after the 
expiration of one (1) year following the date 
of the first publication of the notice provided 
for in § 545-122 with respect to the involved 
project. 

The current statute differs from that previ- 
ously in effect only in its section number. 


© 1985, Commerce Clearing House, Inc. _ 


Court Decisions—Cited 85-1 USTC 


87,925 


Thompson v. Com. 


In an attempt to recover its loss, Thompson 
& Green filed suit in early 1971 against 
USF&G and against Gregory for parts, 
services, and repairs and for unpaid equip- 
ment rentals. Gregory counterclaimed, al- 
leging that the leases were in fact conditional 
' sales contracts and that it had an equity 
interest in the equipment that Thompson 
& Green had repossessed. Because Thomp- 
son & Green was uncertain of recovery, it 
employed the law firm of Manier, Crouch, 
White & Herod on a contingent fee whereby 
they agreed to take the case for thirty per- 
cent of the final recovery, but in no event 
less than $10,000. 


On September 14, 1973, Chancellor Dro- 
wota of the Chancery Court at Nashville, 
Tennessee, determined that USF&G was 
liable on its bond to Thompson & Green 
for Gregory’s unpaid machine rentals and 
that Gregory was liable both for unpaid 
machine rentals and for services, parts, and 
repairs rendered during the terms of the 
leases. He also determined that Gregory 
had no equity in the machinery and dis- 
missed Gregory’s counterclaim against 
Thompson & Green. The Chancellor then 
referred the case to a Master to determine 
the amount of Thompson & Green’s prov- 
able claims for the various items. After the 
Special Master filed his 155-page report on 
May 28. 1974, Thompson & Green, Gregory, 
and USF&G, each through its attorneys, 
took various exceptions to that report. As 
a result of these objections, the Chancellor 
modified the Master’s report in certain re- 
spects and on April 4, 1975, entered judg- 
ment for Thompson & Green against 
USF&G in the amount of $273,753.84 for 
unpaid machine rentals and against James T. 
Gregory, Inc., in the amount of $403,482.23, 
plus interest at the legal rate from No- 
vember 20, 1973, for the unpaid machine 
rentals and in the amount of $9,884.29, plus 
interest from April 8, 1971, for unpaid parts 
and repair services. 


Only USF&G appealed the Chancellor’s 
decree. On August 6, 1976, the Court of 
Appeals for the Western Section of Ten- 
nessee (sitting at Nashville) reduced the 
judgment against USF&G to $202,682.25 
and affirmed the Chancellor’s decree as so 
modified. .The reason for the reduction 
was that Thompson & Green had applied 
$71,071.59 of payments from Gregory to 
the parts and service account instead of to 
the machine account and USF&G con- 
tended, and the Court of Appeals agreed, 
that all payments should be applied to the 
machine account on which USF&G was 
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liable on its bond. USF&G’s suretyship lia- 
bility did not extend to the parts and 
service account, and the Court of Appeals 
held that USF&G was entitled to a credit 
for the amount of $71,071.59 that Thomp- 
son & Green received from Gregory and 
applied to reduce the balance of the parts 
and service account rather than the ma- 
chine account. 


Both Thompson & Green and USF&G 
filed petitions for certiorari to the Supreme 
Court of Tennessee, but only the surety’s 
petition was granted. USF&G argued on 
certiorari that the leases were in fact sales 
contracts and that Thompson & Green’s 
failure to comply with the 30-day notice of 


claims required by Tenn. Code Ann. § 54- 


522 (1968) (current version at Tenn. Code 
Ann. § 54-5-123 (Supp. 1984)) released 
USF&G on five of the seven highway con- 
tracts, as previously held in Thompson & 
Green Machinery Co. v. Travelers Indemnity 
Co., 57 Tenn. App. 592, 421 S. W. 2d 643 
(1967). Rejecting these arguments, the 
Tennessee Supreme Court on March 29, 
1978, upheld the Court of Appeals award 
to Thompson & Green of some $202,000. 
United States Fidelity & Guaranty Co. v. 
Thompson & Green Machinery Co., 568 S. W. 
2d 821 (Tenn. 1978). As a result of this 
judgment and after payment of its attor- 
neys’ fees, Thompson & Green recovered 
approximately $132,500 (plus statutory in- 
terest) in 1978. 


At the end of 1971, after the filing of the 
lawsuit but before any dispositive action 
by the Tennessee courts, Thompson & 
Green’s accounts receivable included a 
“machine account” of $405,704.12 due from 
Gregory and a “parts and service account” 
of $10,572.03 due from Gregory. It charged 
both these receivables to its bad debt re- 
serve account as worthless. This indirectly 
affected its bad debt reserve deduction for 
1971 in two ways: it depleted (in fact, far 
exceeded) the current reserve, and it in- 
creased the allowable year-end reserve for 
1971 and the next five years under the 
Black Motor formula. On audit, the ex- 
amining IRS agent did not challenge the 
write-off of the “parts and service account,” 
but disallowed the “machine account” 
write-off. : 

Thompson & Green’s charge-off of the 
disputed Gregory debt resulted in total 


charge-offs of $460,905.99 in 1971. Its re- 
serve at the beginning of the year was zero, 


so its reserve at the end of the year, before 


the adjusting entry, was a_ negative 
$460,905.99. The Black Motor formula 
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called for its year-end reserve to be 
$86,436.58, so it was necessary to increase 
the reserve by—that is, deduct—$547,342.57. 
It also had a bad debt deduction of 
$14,245.00 to amortize its 1965 reserve, pur- 
suant to an earlier agreement with the 


IRS. Its total bad debt deduction was 
$561,587.57, which is rounded off to 
$561,587. 


The Commissioner’s disallowance of the 
$405,704.12 charge-off resulted in total al- 
lowable charge-offs of $55,201.87 in 1971. 
Under the Black Motor formula, the allow- 
able reserve at the end of the year was the 
same as that at the beginning of the year, 
zero. The zero reserves were the result 
of bad debt recoveries exceeding bad debt 
charge-offs in 1966, 1967, and 1968. Tax- 
payers have not argued before us that the 
Commissioner’s use of a zero reserve was 
unreasonable. The allowable deduction was 
the total, $69,446.87, of the allowable charge- 
offs and the 1965 amortization. The Com- 
missioner disallowed $492,140.70, rounded 
off to $492,141, of the claimed bad debt de- 
duction. The precise computations are set 
out in the Tax Court’s memorandum opinion. 
T. C. M. [CCH Dec. 39,893(M)] (P-H) 
1 83,081, at 83-246 & n. 5, 83-247 n. 6 
(1983). The Tax Court upheld the Com- 
missioner, and we affirm. 


[Litigation Against Surety] 


Taxpayers contend that they were en- 
titled to charge off the disputed Gregory 
debt to the bad debt reserve in 1971, not- 
withstanding their action against the surety, 
USF&G, which ultimately resulted in their 
collecting approximately half the value of 
the debt. The test for determining whether 
it is appropriate to charge all or part of a 
bad debt to the reserve is the same as the 
standard for allowing a full or partial de- 
duction for a bad debt under I. R. C. 
§ 166(a). Roth Steel Tube Co. v. Commis- 
stoner [80-1 ustc J 9410], 620 F. 2d 1176, 1180 
(6th Cir. 1980). Litigation in connection 
with a debt prevents the taxpayer from 

’ charging off the debt only if it is “directly 
related to the debt as such.” Zeeman v. 
United States [67-2 ustc § 9565], 275 F. 
Supp. 235, 251 (S. D. N. Y. 1967), remanded 
on other grounds [68-1 ustc { 9406], 395 F. 
2d 861 (2d Cir. 1968); Rev. Rul. 80-24, 
1980-1 C. B. 47, 48. But an action against 
a guarantor of the debt to the taxpayer, 
with a reasonable hope of recovery, will 
prevent the charge-off. American Trust Co. 


vu. Commissioner, 31 F. 2d 47, 48 (9th Cir. 


1929). Indeed, the very fact that the tax- 
payer could have filed such an action will 


deny the charge-off. Fox v. Commissioner 


19355 


[CCH Dec. 4935], 15 B. T. A. 774, 786 
(1929). ) 


In this case, Thompson & Green did not 
rely on the existence of a surety when 
it leased the equipment to Gregory. It was 
by happenstance that Gregory for the most 
part used the machinery on highway con- 
struction, which was required by state law 
to be bonded. The surety’s obligation was 
not based on any direct relationship, unlike 


_ the direct guarantees in American Trust and 


Fox. Thompson & Green argue that the 
bond was not “directly related to the debt 
as such.” These arguments, however, re- 
sult from a fundamental misunderstanding 
of the rule in Zeeman. That rule, accepted 
by the Commissioner, Rev. Rul. 80-24, is 
that litigation on the transaction under- 
lying a debt is not an action on the debt, 
even though the damages claimed can be 
measured by the debt loss. For example, 
a taxpayer’s action for fraud against a 
third party who improperly induced the 
taxpayer to loan money to an insolvent 
debtor does not prevent write-off of the 
bad debt. Here Thompson & Green had an 
action against the surety for the debt, but 
protests that it had no viable action on the 
underlying transactions, the equipment 
leases. Doubtless it will occasionally be 
difficult to determine whether a taxpayer 
has an action on a debt, or merely on the 
underlying transaction, but here it is clear 
that the action against the surety was 
an action on the debt. 


Taxpayers argue that in 1971 the surety’s 
defenses to the suit, notably its defenses 
that the leases were actually sales contracts 
and that Thompson & Green was time- 
barred from filing suit, made recovery so 
uncertain that it was justified in charging 
off the debt. The statutory test, however, 
is worthlessness, not uncertainty of re- 
covery. We cannot say from the record 
before us that in 1971 the likelihood of 
recovery was so small that the debt was 
worthless. An examination of both the de- 
fenses USF&G argued before the Ten- 
nessee Supreme Court results in little 
support for the position of Thompson & 
Green. More to the point, all three of the 
Tennessee state courts that considered 
these cases held for Thompson & Green on 
both issues. 


Thompson & Green argues in the alterna- 
tive that it was entitled to a write-off for 
partial worthlessness in 1971, or at any 
rate before 1978, the year of the final deci- 
sion of the Teunessee Supreme Court. 
Thompson & 


Green’s judgment in the 
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Chancery Court against Gregory for unpaid 
machine rentals was for $403,482.23,—but 
its judgment tuere against USF&G was for 
only $273,753.84, as USF&G was responsible 
only for machine time spent on state high- 
way construction. Thompson & Green did 
not appeal this judgment, which was en- 
tered in 1975. Tennessee law then required 
appeals to be taken within thirty days of 
judgment, or at most within sixty days by 
leave of court. Tenn. Code Ann. § 27-312 
(1955) (superseded 1981). On the appeal 
of USF&G, the Court of Appeals reduced 
this judgment to $202,682.25, based on its 
holding that Thompson & Green improperly 
failed to set off $71,071.59 of payments 
from Gregory against USF&G’s liability. 
Although Thompson & Green applied for 
certiorari, the Tennessee Supreme Court 
denied the writ, saying it agreed with the 
court below. See United States Fidelity & 
Guaranty Co. v. Thompson & Green Machin- 
ery Co., 568 S. W. 2d 821, 823 (Tenn. 1978). 
The opinion of the Court of Appeals was 
rendered in 1976; The record does not 
disclose when the Tennessee Supreme Court 
denied certiorari. 


In general, “[u]nder an accrual method 
of accounting, an expense is deductible for 
the taxable year in which all the events 
have occurred which determine the fact of 
the liability and the amount thereof can be 
determined with reasonable accuracy.” 
Treas. Reg. § 1.461-1(a)(2). There could 
not, therefore, be any charge-off in 1971, 
for the amount of the charge-off could not 
have been determined with reasonable ac- 
curacy. That is especially true in this case, 
where it took the Special Master 155 pages 
to determine (tentatively) the amount of 
liability. However, Thompson & Green was 
entitled to a charge-off in 1975, when it 
decided in good faith not to appeal. the 
limited judgment against USF&G. It is 
uncontested that Gregory was then insol- 
vent. Thompson & Green was entitled to a 
second charge-off when the Tennessee Su- 
preme Court denied the writ of certiorari. 


Account 


American Recycle ................ 


Carlon 


T. K. Jessup 
Johnson Const. Co. 
Curtis Knott 


Savannah Ready Mix ............ 
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In each instance, “the last bell [was] rung 
in the last court.” United States v. Texas 
Mexican Railway Co. [59-1 ustc J 9210], 263 
F. 2d 31, 34 (5th Cir. 1959); see H. Lieber 
& Co. v. Commissioner, 90 F. 2d 932, 938 
(9th Cir. 1937). 


The Scheduled Debts: 


The second issue stems from Thompson 
& Green’s 1976 attempt to change its 
method of computing its bad debt reserve. 
In the years 1974 to 1976, Thompson & 
Green found that its sales on account were 
dropping, but its receivables at year end 
were rising sharply. 


Year-End 
Trade 

- Notes and 

Trade Accounts 
Notes and Receiv- 
Accounts able as 

Sales on Receivable at Percentage 

Year Account Year End of Sales 
197A Mee $29,823,071 $2,324,011 7.79% 
TOTS eee 29,682,138 5,941,624 20.01% 
1 ORGeeaee 27,354,968 8,240,444 30.12% 


At year end the assistant credit manager 
therefore prepared a schedule of accounts 
receivable that he considered more than 
ninety days delinquent at the end of 1976. 
These accounts totaled  $1,050,665.99. 
Thompson & Green determined that sixteen 
of these accounts were of doubtful collecti- 
bility for several reasons. First, some of 
them were accounts of small coal companies 
to which Thompson & Green had extended 
credit, and those companies were then suf- 
fering from a weak coal market. Other of 
the accounts were customers who were new 
and inexperienced in their businesses. 
Others had had recent management changes 
through acquisitions or through the death 
or illness of principal owners. Finally, one 
customer has received excessive credit from 
an overly cooperative sales manager at 
Thompson & Green who had a long-stand- 
ing personal relationship with the debtor’s 
principal owners. The specific doubtful 
accounts were as follows: 


Amount collected 


Balance in cash as of 
12-31-76 1-13-81 
$ 31,946.33 $20,000.00 
8,531.79 7,531.49 
5,173.34 Not Collected 
29,861.25 29,861.25 
220,136.17 12,590.00 
30,041.50 Not Collected 
8,624.28 Not Collected 
5,086.36 4,086.36 
3,615.39 


3,615.39 . 
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Account 
Site Preparation, Inc. 
Site Preparation of Knoxville 
‘Southland Const. 
Stites Const. Co. 
VanBuren Mining 
Woodlawn Mem. Park 
James H. Wright 


TOTAL: 


The Tax Court noted that, because of 
Thompson & Green’s bookkeeping practices 
for repossessions, it is not possible to deter- 
mine how much of the doubtful accounts 
were actually collected. We are satisfied 
from the record that their practices did not 
substantially understate their collections. 
There may, of course, have been some re- 
coveries subsequent to the January 13, 1981, 
Tax Court trial, but it does not appear in 
the record that any substantial recoveries 
were still expected from these receivables, 


1976 year-end reserve 
Plus: Losses charged to reserve 
Less recoveries 


Net Losses 


Total reserve requirement: 
Less 1975 year-end reserve 


Deductible addition to reserve 


The Commissioner disallowed the change 
and under Black Mctor recomputed the re- 
serve to only $87,890.28 and a deduction of 
only $100,629.28, consequently disallowing 
$708,269.53 of the deduction taken by 


3Thompson & Green did not specify the 
amount of losses charged to reserve on its 
tax return, but losses must have totaled $84,116 
if its computations are correct. The Commis- 
sioner used the figure of $73,057 in the 90-day 
letter (Form 4089), but this may have been due 
to a failure to subtract the 1976 bad debt re- 
coveries of $11,059 from the losses. The parties 


Amount collected 


Balance in cash as of 
12-31-76 1-13-81 
. 172,026.86 Not Collected 
3 11,163.19 Repossessed 
. 329,298.43 Not Collected 
: 9,177.22 9,177.22 
. 47,229.58 Not Collected 
: 5,196.93 5,196.93 
: 4,824.31 4,824.31 
. $921,932.93 $96,792.95 


all of which were more than four years past 
due. 

Based on these doubtful accounts, Thompson 
& Green decided to discontinue the use of 
the Black Motor formula and to recalculate 
its bad debt reserve based on probable 
exposure to loss. It therefore adjusted its 
1976 year-end reserves upward to $880,454, 
presumably based on 95.5% of the total 
doubtful accounts. Using the following 
computation it recalculated its addition to 
the reserve at $808,899: 


2 oPthigs. « g1SS DNS v= gltepenie a: 494 

vahtqeng hye Gartacrte 84,116 2 

oc Ceeee eects heer Soe 11,059 

Bes Fe EEE OSES GOEL SL: 73,057 
MSA Ce RES Fort S Pot oe 953,511 
= RRB cote . Cherrtameees 144,612 
Age Gs AetseNsItS CES Oe $808,899 


Thompson & Green. The Commissioner’s 
calculations in the notice of deficiency, which 
allow no charge-off for the disputed Gregory 
debt prior to 1978, are set out in the foot- 
note.* 


or balance of accounts receivable at year end 

On remand, the parties should stipulate or 

petition the Tax Court to determine the proper 

amount of losses charged to reserve in 1976. 
4 


Bad Debt Deduction Per Return .... 808,898.81 
Bad Debt Deduction As Corrected ... 100,629.28 


did not stipulate 1976 losses charged to reserve Wecreases heck. wees eee es 708,269.53 
Balance Bad debts ; 
of a/r at charged Bad debts Net bad 
Year end of year off recovered debts 
EES (8 Ni Aorta ech ae RO $3,616,896 $ 55,202 $ 2,235 $ 52,967 
LOZ s onstiaeinins hides 3,129,660 43,576 6,548 37,028 
NS (RY SS Se iE BN ee 3,311,415 39,731 3,472 36,259 
VOTE ge te ce soectcvarn ot ASAE 2,165,651 26,041 2,868 23,173 
DOT Dec aware tyes oes 4,796,413 67,764 10,000 57,764 
AS (Greif Ae ke ee 8,251,000 73,057 11,059 61,998 
6 Yr. 
POUR Ni met cos auasent 25,271,035 305,371 36,182 269,189 
6 Yr. 
Average!’ .0...2..5- 4,211,839.17 44,864.83 
aye fs 44,864.83 ; 
4,211,839.17 = .010652075777 or 1.0652075777% 
Per Cent 3 ’ ’ Le or 


1,0652075777% Xx $8,251,000 = $87,890.28 _ 
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Thompson & Green argue the Commis- 
sioner abused his discretion in applying the 
Black Motor formula in 1976, instead of 
their specific analysis of accounts receivable. 
In so contending, of course, they must 
prove not only that the Commissioner’s 
computation is unreascnable and arbitrary, 
but that their own computation is reason- 
able.. Thor Power Tool v. Commissioner 
[79-1 uste 9139], 439 U. S. 522, 548 
(1979). We believe the Tax Court was in 
error in holding Thompson & Green’s com- 
putation to be unreasonable and not con- 
sidering the Commissioner’s computation. 


The Black Motor formula is presump- 
tively reasonable, id. at 549, but that pre- 
sumption is not irrebuttable. In its first 
use of the formula, the Board of Tax Ap- 
peals warned that “[a] method or formula 
that produces a reasonable addition to a 
bad debt reserve in one year, or a series of 
vears, may be entirely out of tune with the 
circumstances of the year involved.” Black 
Motor Co. v. Commissioner [CCH Dec. 
10,996], 41 B. T. A. 300, 304 (1940), aff'd 
on other grounds, [42-1 ustc 9265], 125 
F. 2d 977 (6th Cir. 1942). The Supreme 
Court echoed this concern in Thor Power 
Tool, writing, “If a taxpayer’s most recent 
bad-debt experience is unrepresentative for 
some reason, a formula using that experi- 
ence as data cannot be expected to produce 
a ‘reasonable’ addition for the current year.” 
439 U. S. at 549 (citing Westchester De- 
velopment Co. v. Commissioner [CCH Dec. 
32,843], 63 T. C. 198, 212 (1974), aca. 
1975-2 C. B. 21). The Commissioner has 
conceded in the wake of Westchester that 
larger reserves are appropriate if substan- 
tiated by the taxpayer. Rev. Rul. 76-362, 
1976-2 C. B. 45. 


[Tax Court's Reasoning] 


The Tax Court held Thompson & Green’s 
method of calculating its reverse to be 
unreasonable primarily because the court 
thought it would lead to double deductions. 

Finally, the operation of Thompson & 

Green’s reserve under its new method of 

computing the reserve balance establishes 


RROSCEVGY GB occ. bc cee 12-31-75 
Less bad debts 1976 ........... 
Add bad debts recovered ....... 
Balance go ass aan ee 
Addition to reserve ...... 12-31-76 


Reserve 12-31-76 ................. 


(Note that the Commissioner and Thompson 
& Green used different figures for 1975 year-end 
reserve because of their treatment of the Greg- 
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its unreasonableness. Under this new 
method, Thompson & Green sought to 
compute the necessary reserve on the 
basis of specific doubtful accounts rather 
than an average of year-end receivables 
based on historical experience. Thomp- 
son & Green’s accounting manager, 
Jerry Brown, testified that “the deduc- 
tion would have the same net result as 
if the accounts had been charged off to 
the reserve.” However, it appears that 
some of these specific debts that Thomp- 
son & Green used to compute its addition 
to its reserve in 1976 were charged off to 
its reserve in later years, and thus went 
into computing Thompson & Green’s bad 
debt deduction under section 166(c) for 
subsequent years. On brief Thompson & 
Green appears to admit this: “. .. [A] 
number of doubtful accounts used to de- 
termine the 1976 reserve had subsequently 
been written off to the reserve as worth- 
less.” Thus, by using these specific debts 
once in computing the reasonabie addi- 
tions to the reserve (e.g., “as if the ac- 
counts had been charged off to the 
reserve’) and by then again charging off 
such accounts to the reserve as they ac- 
tually became worthless in the future 
years, Thompson & Green ended up de- 
ducting the same bad debt twice. This is 
plainly impermissible, and points out the 
fundamental flaw of Thompson & Green’s 
new method. 


Me (Coils qf (GGish Dees KES GO) pes), 
7 83,081, at 83-261 (1983). 


The flaw in the Tax Court’s reasoning 
is its concern that the subsequent charge- 
offs of doubtful accounts will go into com- 
puting its bad debt reserve deduction for 
subsequent years. This, however, is inevit- 
able under any retrospective reserve system. 
For example consider the disputed Gregory 
deduction in this very case. Under the 
Black Motor formula, the write-off was in 
theory anticipated prior to 1971. Had the 
write-off in fact been allowed in 1971, it 
would have swollen the reserve deduction 
by $492,141, more than $77,000 in excess 
of its own value. And reserve deductions 
for the next five years would have been 
considerably higher by virtue of the larger 
percentages of receivables to be reserved. 


$ 49,259.00 
73,057.00 


(23,798.00) 
11,059.00 


(12,739.90) 
100,629.28 


»  gehak cyan gyseyas cysies 5 en $ 87,890.28 


ory debt and that the Commissioner failed to set 
off recoveries in the 1971 audit.) 
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But the Tax Court is correct to the 
extent that switching between the Black 
Motor and other methods of computation, 
even if otherwise justified, could unjustifi- 
ably increase deductions. When a taxpayer 
takes a reserve deduction in excess of that 
determined by Black Motor, the Commis- 
sioner will take special care that a return 
to the Black Motor formula in the years 
immediately following will not lead to an 
unreasonably large deduction. See Rev. 
Rul. 76-362, 1976-2 C. B. 45, 46. 


Thompson & Green’s method of calcu- 
lating the reserve in 1976 was not, there- 
fore, intrinsically invalid. The Commissioner 
argues, however, that “[t]he essential ques- 
tion to be determined in establishing an 
addition to a bad debt reserve is whether, 
looking at the factual situation as it exisis 
at the end of the taxable year, the reserve 
is sufficient to absorb the bad debts that 
are anticipated during the subsequent tax- 
able year.” Investors Discount Corp. v. Com- 
missioner [CCH Dec. 28,589], 48 T. C. 767, 
771 (1967). Thompson & Green charged 
only $23,037 (apparently net of recoveries) 
against the reserve in the subsequent tax- 
able year, obviously far less than the 
amount of the reserve. By this standard, 
even the Black Motor formula produced 
an excess reserve. 


We decline to follow the dictum in /n- 
vestors Discount. There is no indication 
in the statute that bad debts can be re- 
served only one year in advance. To the 
contrary, the whole theory of the provision 
is that bad debts may be deducted when 
a loan is made or a receivable is taken into 
income, notwithstanding the fact that the 
character of the individual debts may not 
become evident for many years. The year- 
end reserve therefore is calculated as the 
amount that can be expected to cover losses 
properly anticipated, whenever occuring, on 
all the debts outstanding at the end of the 
tax year. See Thor Power Tool Co. v. Com- 
missioner [79-1 ustc J 9139], 439 U. S. 522, 


5 It is unclear from the opinion below and the 
evidence whether 1976 year-end receivables 
totaled $8,240,444, $8,251,000 or $8,253,000. Each 
of these figures results in a percentage of 
roughly 10.67% to 10.68%. 

Thompson & Green naturally did not include 
any part of the disputed Gregory debt in its 
calculations. Oddly, neither did the Commis- 

sioner. 

/ 6 The evidence includes Thompson & Green's 
tax returns for 1977, 1978, and 1979. In those 
years, Thompson & Green did not report its 
recoveries separately! on its tax returns, but 
netted them out, apparently against charge- 
offs. The parties. have ee the recoveries 
for those years. 


Tess 


546 (1979). No other case has followed 
Investors Discount, and its authority for the 
proposition instead refers to subsequent 
“years.” Krim-Ko Corp. v. Commissioner 
[CCH Dec. 18,023], 16 T. C. 31, 37 (1951). 


In evaluating the reasonableness of a 
taxpayer’s reserve, the rule is that the tax- 
payer must act on the basis of knowledge 
available to him at the end of the taxable 
year; however, a reviewing court, lacking 


‘the taxpayer’s first hand knowledge, may 


look to the taxpayer’s subsequent loss ex- 
perience for guidance. See, e.g., Crown v. 
Commissioner [CCH Dec. 38,251], 77 T. C. 
582, 600 (1981); Westchester Development 
Co. v. Commissioner [CCH Dec. 32,843], 63 
T. C. 198, 212 (1974). Here, Thompson & 
Green claimed year-end reserves of $880,454, 
or 95.5% of the schedule of doubtful ac- 
counts. Of the total year-end receivables, 
however, the reserve was only about 10.7%.° 
It us unclear exactly how much of the 
reserve was charged off in succeeding years.® 
But the evidence clearly proves that $813,977 
of the doubtful accounts remained uncol- 
lected at the time of trial, January 13, 1981, 
and there was little if any hope for sub- 
stantial additional collections. In addition, 
it is likely that at least some of the accounts 
not considered particularly doubtful subse- 
quently proved to be uncollectible. We 
believe that Thompson & Green has proven 
that its doubts as to these receivables in 
1976 were well-founded and borne out by 
the natural flow of events. We therefore 
hold its method of calculating its reserve 
to have been reasonable. 


The second part of taxpayers’ burden is 
to show that the Commissioner’s computa- 
tion was unreasonable and arbitrary. In 
this case the Commissioner approved a 
year-end reserve level of $87,890. Actual 
losses on the scheduled doubtful accounts 
totaled as much as $813,977, besides what- 
ever losses were incurred on unscheduled 
accounts. In other words, the actual losses 
on year-end receivables were nearly 9.3 


Reported Stipulated 

Charge-offs Recoveries 

IST rere ee $ 23,037 $ 10,804.53 
A978 faye eee 453,110 149,992.20 
1979) :354::0.2 0 Boe 188,595 23,139.96 
oS A ee $664, 742 $183,936.69 


Of the amount shown for 1978, $132,511.09 rep- 
resented the collection of the judgment against 
USF&G on the Gregory debt that Thompson 
& ‘Green had charged off as worthless i1 1971. 

If recoveries were in fact netted against 
charge-offs, then total charge-offs came to 
$848,679. It is in any case clear that charge-offs 
in those three years were substantial. 

Niaz - i 3 : f , , 
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times as great as the approved year-end 
reserve. As a rule of thumb, any reserve 
level would be suspect if actual losses on 
the receivables were more than 2.5 times 
as great as the reserve. Here the actual 
losses were not only far greater than the 
reserve, but they were predictably greater. 
The evidence established Thompson & Green 
carefully examined each doubtful account, 
and the subsequent failure to collect was 


in no case fortuitous, but was instead the 
most probable event based on the informa- 
tion available at the time their return was 
filed. We believe that taxpayers have 
shown that the Commissioner acted un- 
reasonably and arbitrarily in disallowing 
the reserve for 1976. 


The case is affirmed in part, reversed in 
part, and remanded to the Tax Court for 
recomputation of the correct taxes due. 


[9356] John H. Walker, Petitioner v. Iretta M. Calvin, Respondent. 
U. S. District Court, No. Dist. Ind., Hammond Div., Civil No. H82-751, 5/23/84. 


[Code Sec. 7421] 


Civil suits: Suits enjoining assessment or collection: Jurisdiction: District Courts: 
Suits against the United States: Anti-Injunction Act: Immunity.—A suit brought by an 
individual against the United States government to contest the imposition and collection 
of a penalty assessed for filing of false withholding information was dismissed by a district 
court, since the action was barred by the Anti-Injunction Act as well as by sovereign 
immunity. Back references: J 5770.0845 and 5779.738. 


John M. Walker, 11212 Parrish Avenue, Cedar Lake, Ind. 46303, pro se. United 
States Attorney, Hammond, Ind. 46320, Peter Shlarew, Department of Justice, Washing- 


ton, D. C. 20530, for respondent. 


Order 


Moopy, District Judge: This cause is be- 
fore the Court on a Motion to Dismiss filed 
by the respondent herein on March 2, 1983. 
The action commenced on November 1, 
1982, when petitioner filed a Petition for 
Writ of Mandamus; petitioner requested 
that the Court enter an Order directing the 
respondent, an employee of the Internal 
Revenue Service, to cease and desist from 
‘attempting to collect a $500.00 penalty un- 
der § 6682 of the Internal Revenue Code of 
1954, Title 26 of the United States Code. 


The United States of America, acting on 
behalf of its agent, filed a Motion to Dis- 
miss this cause on either of two grounds: 
(1) The action is barred by the doctrine of 
sovereign immunity; and (2) The Court 
lacks subject-matter jurisdiction over this 
action. The Court agrees with the United 
States of America that dismissal is war- 
ranted on both grounds. 


As sovereign, the United States of Amer- 


coee 


ica “‘is immune from suit save as it con- 
sents to be sued’”. United States v. Testan, 
424 U. S. 392, 399 (1976), quoting United 


10QOn January 19, 1983 this Court entered an 
Order noting that Rule 81(b) of the Federal 
Rules of Civil Procedure abolished writs of 
mandamus and indicating that petitioner’s ac- 
tion would be treated as a complaint under 
Rule 7(a) of the Federal Rules of Civil Pro- 
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States v. Sherwood, 312 U. S. 584, 586 (1941). 
Absent a waiver of that immunity, no suit 
may be maintained; such a waiver “ ‘cannot 
be implied but must be unequivocally ex- 
pressed.’”’ 424 U. S. at 399. Such waivers 
take the form of statutes expressly confin- 
ing jurisdiction upon the courts in care- 
fully delimited areas. Jd.; 312 U. S. at 
587-588. Absent such a statute, jurisdiction 
is absent and the action must be dismissed. 
424 U. S. at 399-400 and cases cited therein. 
The same is true when the action is against 
an agent of the United States of America 
acting in his or her official capacity. Malone 
v. Bowdoin, 369 U. S. 643 (1962). 


Petitioner asserted that this Court has 
jurisdiction in this action under 28 U. S. C. 
§ 1361, § 1340, §1346 and, alternatively 
§ 1331. This is not the case; none of these 
provisions contain an express waiver of 
sovereign immunity such as is required for 
this Court to have jurisdiction in this action. 


The United States also moved for dis- 
missal under 26 U. S. C. § 7421, also known 
as the Anti-Injunction Act. Under 26 U.S.C. 
§ 7421(a), except as is provided in several 


cedure. The Court directed petitioner to serve 
process upon respondent in accordance with 
Rule 4(a) of the Federal Rules of Civil Pro- | 
cedure; there is no indication that this has 
been done. : 
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enumerated sections of the code, “no suit 
for the purpose of restraining the ... col- 
lection of any tax shall be maintained in 
any court.’’ This action does not fall under 
any of the enumerated sections permitting 
such actions. See 26 U. S. C. § 6212(a) and 
(c), § 6213(a), § 6672(b), § 6694(c), § 7426(a) 
and (b)(1), and § 7429(b). Also, this ac- 
tion falls squarely within that class of 
actions which 26 U. S. C. § 7421(a) was 
intended to prohibit. Bob Jones University 


v. Simon [74-1 ustc J 9438], 416 U. S. 725 
(1974); United States v. American Friends 
Service Committee [74-2 ustc 9774], 419 
U.S. 7 (1974). 


Because this action is barred by 26 
U.S. C. § 7421(a), as well as by the sov- 
ereign immunity of the United States of 
America, it is ORDERED that this action 
be and the same is hereby DISMISSED 
WITH PREJUDICE pursuant to Rule 
41(b) of the Federal Rules of Civil Procedure. 


[9357] Florenz R. Ourisman and Betty Joan Ourisman, Appellees v. Commis- 
sioner of Internal Revenue, Appellant. 


U. S. Court of Appeals, 4th Circuit, No. 84-1718, 4/29/85. Vacating and remanding 
to the Tax Court, 82 TC 171, Dec. 40,958. 


[Code Sec. 61] 


Who is the taxpayer: Agency: Partnership v. corporate agent: Controlled corporation. 
<A corporation formed solely to act as the nominee of a partnership, tor obtain a loan 
for the partnership’s real estate project and avoid the state usury laws, was not the true 
agent of the partnership for tax purposes. ‘The-Tax Court erred in finding that the cor- 
poration, wholly owned and controlled by thé partnership, was the true nontaxable agent 
of the partnership with respect to the building project under the six-factor test for agency 
status established by the Supreme Court in National Carbide, 336 U. S. 422, 49-1 USTC 
9223. The taxpayer-partners failed to establish, under the mandatory fifth factor, that 
the agency relationship was not dependent upon the partners’ ownership and control of 
the corporation and was in fact an arm’s-length arrangement. Thus, the taxpayer-partners 
were not entitled to deduct expenses related to the project. Back references: {[ 321.046, 


324.13, and 324.75. 


Jerry M. Hamovit, Howard N. Solodky, Melrod, Redman & Gartlan, for appellees. 


Glenn L. Archer, Jr., 


Assistant Attorney General, Michael L. Paup, Farley P. Katz, 


Richard Farber, Department of Justice, Washington, D. C. 20530, for appellant. 
Before WIDENER and WILKINSON, Circuit Judges, and ButzNer, Senior Circuit Judge. 


WIDENER, Circuit Judge: The. Commissioner 
of Internal Revenue appeals the Tax Court’s 
determination that a corporation was a 
true, nontaxable, agent of its principal, a 
partnership, even though the corporation 
was wholly owned and controlled by the 
partnership. Ourisman v. Commissioner 
[CCH Dec. 40,958], 82 T. C. 171 (1984). We 
reverse because we are of opinion that the 
Tax Court erred in finding that the corpora- 
tion was the true nontaxable agent of the 
partnership under the test for agency status 
established by the Supreme Court in National 
Carbide v. Commissioner [49-1 ustc § 9223], 
336 U. S. 422 (1949). 


Florenz Ourisman and Betty Joan Ouris- 
man (taxpayers) filed joint federal income 
tax returns for the tax years 1970, 1971, and 
1972 which are in issue here. During the 


years in issue, Ourisman was engaged in 


the business - real estate as an investor 
and developer. In 1969, Ourisman and 
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a 20 percent share. 


Donohoe Construction Co., Inc. (Dono- 
hoe) explored the possibility of construct- 
ing an office building on Wisconsin Avenue, 
N. W., in the District of Columbia. Ouris- 
man and Donohoe located a desirable site 
for the commercial real estate development, 
and, on October 18, 1969, Ourisman and 
Donohoe, as tenants, entered into a 99-year 
ground lease for property located at 5225 
Wisconsin Avenue (the property). 


Thereafter, Ourisman and Donohoe 
sought financing for the construction of a 
six-story office building on the property 
(the project). They submitted a mortgage 
loan application to American Security & 
Trust Company (AS & T) requesting a 
loan in the amount of $3,500,000. The 
mortgage loan request listed as the owner 
of the property Wisconsin-Jennifer Joint 
Venture, a partnership in which Ourisman 
had an 80 percent share and Donohoe had 
On January.’ 9, 1970, 
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American Security Corporation, an affiliate 
of AS & T, issued a loan commitment to 
provide interim financing for the project 
in the amount of $3,150,000 at an interest 
rate of 10 percent per annum. The com- 
_mitment provided that AS & T would make 
the loan only to the “Corporate Nominee 
of Wisconsin-Jenifer Joint Venture.” The 
commitment further required the loan to be 
secured by a first deed of trust on the prop- 
erty. AS & T required the loan to be ex- 
ecuted to a corporate nominee of the 
partnership because, at the time, the 10 
percent interest rate would have been usur- 
ious if the loan were made to the partner- 
ship. While 10 percent was then the 
prevailing interest rate for construction 
loans, District of Columbia law provided 
that an interest rate in excess of 8 percent 
on loans made to noncorporate borrowers 
was usurious.’ Because the 8 percent usury 
ceiling was not applicable to corporate 
borrowers, to extend financing AS & T re 
quired that the nominal debtor be the cor- 
porate nominee of the partnership and that 
such corporate nominee hold record title 
to the property. 


On February 5, 1970, Ourisman and Don- 
ohoe formed Wisconsin-Jennifer, Inc. (the 
corporation), a District of Columbia cor- 
poration. Although the articles of incor- 
poration stated that the corporation had 
broad powers to deal in real estate and to 
engage in activities related to real estate 
development, the corporation’s board of 
directors passed a resolution on the day the 
corporation was formed specifically provid- 
ing that the corporation would act as a 
nominee or agent for the partnership.’ 


The construction loan was closed on 
May 7, 1970, and, on that date, several 
documents were executed: (1) Ourisman 
and Donohoe executed an agreement form- 
ing a limited partnership, 5225 Wisconsin 
Associates (the partnership), as the suc- 
cessor to the partnership Wisconsin-Jenifer 
Joint Venture; (2) the partnership ex- 
ecuted an assignment of its leasehold to 


128 D. C. Code § 3301 (8% usury ceiling on 
loans to noncorporate borrowers). 

2The resolution provided in relevant part 
that: 

Wisconsin-Jennifer, Inc. act as nominee for 
5225 Wisconsin Associates: 

To purchase, acquire, hold, improve, operate, 
sell, convey, and assign title to real and per- 
sonal property, all as a nominee for a prin- 
cipal or principals; 

To borrow or raise money for any of the 
purposes of the corporation, and to secure the 
payment thereof, and of the interest thereon, 
to execute mortgages or to pledge, convey or 
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the corporation for the stated consideration 
of $10; (3) the partnership and the cor- 
poration executed an agency agreement 
whereby the corporation agreed that it 
would hold the leased property and any 
improvements constructed thereon, borrow 
and repay the AS & T construction loan, 
and erect a six-story office building on the 
property. 


solely as nominee, dummy and 
straw party for the Partnership, and the 
Partnership is and shall continue to be 
the Corporation’s principal, the true and 
lawful owner of the leasehold conveyed 
to the Corporation simultaneously here- 
with, together with all improvements 
erected thereon, and the real party in 
interest in the aforesaid agreements and 
transactions; 


(4) the corporation, as borrower, signed 
the building loan agreement with AS & T 
and executed a promissory note and deed 
of trust in! favor of AS & T; (5) Ourisman 
and the principal shareholders of Donohoe 
executed a personal guaranty of the AS & 
T loan; and (6) the corporation and Dono- 
hoe executed a leasing and management 
agreement whereby Donohoe agreed that 
it would act as the corporation’s sole and 
exclusive leasing and management agent 
for the office building to be built on the 
property. 


By executing these documents, Ourisman 
and Donohoe intended to retain all but the 
record title to the leasehold and the build- 
ing to be constructed thereon until such 
early time as it would be practical for the 
corporation to reconvey title to the partner- 
ship. Throughout the period of time that 
the corporation held title to the leasehold, 
the partners always regarded themselves as 
the real owners of the property and, con- 
sistent with such, conducted their business 
dealings with third parties by representing 
that the partnership was the owner of the 
property. For example, between May 1970 
and November 1971, the partnership ex- 
ecuted 17 leases with prospective tenants 
of the office building, designating the 
give an assignment or deed in trust of the 
whole or any part of any real or personal prop- 
erty, including contracts, choses in action or 
other intangible property of the corporation; 

To carry out any part of the foregoing ob- 
jects, as nominee or agent, either alone or 
through or in conjunction with any person, 
firm, association or corporation, and in any 
part of the world, and, in carrying on its 
business and for the purposes herein specified, 
or which at any time may appear conducive 


to or expedient for we. accomplishment of any 
such purposes. 
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owner of the property as the partnership. 
The contracts with the architects for the 
design and construction of the office build- 
ing listed the owner as QOurisman and 
Donohoe, individually or as partners; the 
insurance policy for the project was issued 
in the name of Wisconsin-Jenifer Joint 
Venture, et al., the partnership predecessor 
of the partnership; and the applications to 
the District of Columbia for certificates of 
occupancy indicated that the partnership 
was owner of the property. 


After construction of the office building 
had begun, on March 15, 1971, the partner- 
ship applied to Jefferson Federal Savings 
and Loan Association (Jefferson) for 
permanent financing. While the loan appli- 
cation listed the corporation as the appli- 
cant, the application further specified that 


Ourisman and Donohoe were the owners - 


of the property. On March 23, 1971, Jeffer- 
son issued a loan commitment to provide 
permanent financing in the amount of 
$3,650,000 at an interest rate of 8% per- 
cent per annum. 


On October 28, 1971, the corporation’s 
board of directors resolved that the cor- 
poration would secure the permanent fi- 
nancing from Jefferson, “acting solely, 
however, as the nominee and at the direc- 
tion of the owner of said leasehold estate, 
5225 Wisconsin Associates.” The perma- 
nent loan was closed on November 4, 1971. 
The corporation, as nominal borrower, 
issued Jefferson a promissory note that 
was secured by a deed of trust on the 
property. There was no personal guaranty 
of the note. On the date of closing, the 
corporation also reassigned the leasehold 
to the partnership. The corporation was 
dissolved on June 28, 1972. 


While the corporation was in existence, 
it never opened a bank account. Instead, 
after the corporation received periodic 
loan proceeds, it endorsed the checks to 


3 The Commissioner disallowed taxpayers’ de- 
ductions of expenses attributable to the project 
in 1970 and 1971 in the respective amounts of 
$154,430.75 and $388,913.21. These disallowed 
expenses were allocated to the corporation, see 
26 U. S. C. § 482 (IRC § 482), and included 
inter alia interest expense, ground rent expense, 
and real estate taxes. The Commissioner fur- 
ther disallowed depreciation deductions for the 
years 1971 and 1972 in the respective amounts 
of $11,811.96 and $89,780.53. After allocating 
income from the project to the corporation in 
the amount of $99,830.59, see infra note 4, with 
the resulting decrease in partnership income, 


the Commissioner determined that. taxpayers 


were entitled to deduct their distributive share 
of partnership losses which differed from the 
amounts claimed in the following respects: 
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the partnership, and the partnership paid 
all of the expenses associated with the 
building project. The partnership made all 
of the interest and principal payments to 
AS & T on the interim financing loan and 
to Jefferson on the permanent financing 
loan. The corporation filed income tax 
returns for 1970 and 1971 and reported no 
income, listed no assets or liabilities, and 
stated “Corporate Nominee” as its busi- 
ness activity. No capital was ever paid into 
the corporation and no stock was ever 
issued. The corporation received no rental 
income because Donohoe, as leasing agent, 
collected the rents and distributed them 
directly to the partnership. 


For the years 1970 through 1972, the 
partnership, rather than the corporation, 
claimed the losses attributable to the hold- 
ing of the ground lease and the construc- 
tion and operation of the office building. 
Accordingly, taxpayers deducted their 
share of the partnership’s losses. The Com- 
missioner issued taxpayers a notice of 
deficiency, claiming that taxpayers were 
not entitled to deduct their share of the 
losses attributable to the property and 
building project because such losses be- 
longed to the corporation and not to the 
partnership.* He determined that since the 
partnership was not entitled to deduct 
those expenses incurred during 1970 and 
most of 1971 which were attributable to 
the holding of the lease and the construc- 
tion and operation of the office building, 
such losses would not pass through to the 
partners. He further determined that the 
income earned from the project was income 
of the corporation, resulting in a decrease 
of partnership income.’ Finally, in addition 
to finding that in 1970 taxpayers realized 
ordinary income on corporate cash distri- 
butions which exceeded taxpayers’ basis in 
the corporation’s stock, the Commissioner 
determined that taxpayers realized gain on 
the distribution in liquidation of the cor- 


Loss 
Loss Entitled 
Year Amount Claimed to Deduct 
1970 $133,625.47 $ 9,482.17 
1971 $273,596.45 $32,880.78 
1972 $163,383.23 $91,558.81 


4 For the same reasons that the Commissioner 
allocated the losses from the project to the 
corporation, the Commissioner determined that 
the income earned from the project from Janu- 
ary 1971 until November 1971 was attributable 
to the corporation and not to the partnership. 
The effect of the allocation of income to the 
corporation was to reduce taxpayers: income 
for edt py, Se: 59. 
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poration in 1971) and that this income was 
ordinary income because the corporation 
was a collapsible corporation within the 
meaning of section 341 of the Internal 
Revenue Code.® 


The taxpayers timely petitioned the Tax 
Court seeking a redetermination of the de- 
ficiencies asserted by the Commissioner. 
That court applied the test for nontaxable 
agency status announced by the Supreme 
Court in National Carbide v. Commissioner 
[49-1 ustc J 9223], 336 U. S. 422 (1942), in 
accordance with its disposition of a similar 
corporate agency issue in Roccaforte v. 
Commissioner [Dec. 38,122], 77 T. C. 263 
(1981), rev'd [83-2 usrc 9452], 708 F. 2d 
986 (5th Cir. 1983), and held that the cor- 
poration was the agent of the partnership 
and that the losses generated by the project 
were therefore partnership losses which 
would pass through to the partners. Be- 
cause the Tax Court determined that the 
partnership was the owner of the project 
for tax purposes, the court did not reach 
the other issues, including whether the 
taxpayers’ recognized gain on the liquida- 
tion of the corporation and whether the 
gain, if any, was ordinary income rather 
than capital gain. 


The sole issue in this appeal is whether 
the corporation was, for tax purposes, a 
true agent of the partnership with respect 
to the project, thus entitling the partner- 
ship to deduct expenses related to the 
project. It is undisputed that the partner- 
ship formed the corporation solely for the 
purpose of holding title to the property so 
that the corporation, as nominal borrower, 
could be charged the prevailing interest 
rates on the loans which would be usurious 
if charged to the partnership. Besides 
holding title to the property, receiving the 
interim financing loan proceeds for the 
benefit of the partnership, and securing 
permanent financing for the project, the 
corporation performed no other essential 
functions regarding the project. Instead, it 
was the partnership, in all other respects, 
that developed, constructed, and operated 
the building project. Nothwithstanding the 


corporation’s limited functions, taxpayers 
do not contend that the corporation was a 
nonviable entity which should’ be disre- 
garded for tax purposes.®° Rather, tax- 
payers contend, and the Tax Court so 
found, that since the corporation was an 
agent for the partnership with. respect to 
the project, the partnership as principal was 
the entity responsible for the project’s tax 
consequences. 


We think the Tax Court erred in its 
determination that the corporation was a 
true agent of the partnership with respect 
to the building project. In determining 
that the corporation was a nontaxable agent 
of the partnership, the Tax Court applied 
a six-factor test for ascertaining nontaxable 
agency status that the Supreme Court 
established in National Carbide, supra. In 
National Carbide, the Court rejected a cor- 
porate agency argument in the tax context 
but, nevertheless, indicated that a corpora- 
tion could be a true nontaxable agent of its: 
principal in certain circumstances, In this. 
connection, the Court stated: 


What we have said does not foreclose a. 
true corporate agent or trustee from han-: 
dling the property and income of its. 
Owner-principal without being taxable 
therefor. [1] Whether the corporation 
operates in the name and for the account 
of the principal, [2] binds the principal 
by its actions, [3] transmits money re- 
ceived to the principal, and [4] whether 
receipt of income is attributable to the 
services of employees of the principal 
and to assets belonging to the principal 
are some of the relevant considerations in 
determining whether a true agency ex- 
ists. [5] If the corporation is a true agent, 
tts relations with its principal must not be 
dependent upon the fact that it is owned 
by the principal, if such is the case. [6] Its 
business purpose must be the carrying 
on of the normal duties of an agent. 


336 U. S. at 437 (footnote omitted) (em- 
phasis added). 


The Tax Court considered the six Na- 
tional Carbide factors and, consistent with its 
disposition of a factually similar corporate 
agency argument in Roccaforte, supra,’ de- 


-&The Commissioner determined that taxpay- 
ers’ interest in the net assets of the cor- 
poration’s distribution in liquidation was 
$1,244,746.06 and that taxpayers’ basis in the 
corporation’s stock was $40,000. The Commis- 
sioner further determined that the resulting 
$1,204,746.06 gain on liquidation was ordinary 
income under 26 U. C. C. § 341 (IRC § 341). _ 

6 Taxpayers do not contend that the cor/po- 
rate entity should be disregarded for tax pur- 
poses because it was a mere passive dummy of 
its shareholders. That theory, unlike the agency 
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theory, asserts that a corporate entity should 
be ignored for tax purposes because the corpo- 
ration is a nonviable entity. See Higgins v. 
Smith [40-1 usrc { 9160], 308 U. S. 473 (1940). 
We hasten to add that the body of law which 
has grown up around closely held and sub- 
sidiary corporations for tax purposes frequently 
bears little relation to general law on the same 
subject. 

TAs in the present case, the taxpayers in 
Roccaforte formed a corporation to avoid state 
usury laws that precluded the taxpayers, as a 
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termined that the facts of the present case 
required the conclusion that the corpora- 
tion was the true agent of the partnership 
with respect to the building project. See 
82 T. C. at 181-87. Applying each of the 
six National Carbide factors, the Tax Court 
found that: (1) the corporation acted in the 
name and for the account of the partner- 
ship (factor 1); (2) the corporation bound 
the partnership by its actions (factor 2); 


(3) to the extent that the corporation re-— 


ceived funds in the form of loan proceeds, 
the corporation immediately endorsed such 
checks to the partnership (factor 3); (4) 
any income realized from the building proj- 
ect was attributable to the efforts and as- 
sets of the partners (factor 4); and (5) the 
corporation’s business purpose and activi- 
ties consisted of the carrying on of the 
normal duties of an agent (factor 6).* 


The principal thrust of the Commission- 
er’s argument on appeal is that the Tax 
Court erred in finding that the corporation 
was a “true corporate agent” under the 
fifth factor specified in National Carbide. 
Consistent with its disposition of an in- 
distinguishable issue in Roccaforte, the court 
concluded that the proscription in the 
fifth factor is not mandatory. The court 
found that despite the mandatory language 
in the fifth factor which provides that a 
corporation’s “relations with its principal 
must not be dependent upon the fact that 
it is owned by the principal,’ taxpayers 
nevertheless satisfied the fifth factor because 
they had proved that the agency existed in- 
dependently of the shareholders’ ownership 
and control of the corporation. In this re- 
gard, the Tax Court determined that even 
though the corporation’s relations with the 


partners were based “to a certain extent” 
upon the control that the partners exercised 
over the corporation by virtue of the part- 
ners’ positions as shareholders, independent 
of this control, the corporation nonetheless 
acted as agent for its shareholders because, 
while the corporation did conduct negli- 
gible business activities in holding the lease 
to secure financing for the project, the 
partners in actuality conducted the sub- 
stantial activities with respect to the proj- 
ect and, in dealing with third parties, the 
partners assumed the burdens of principal- 
ship and treated the corporation as their 
agent. The Tax Court reasoned that al- 
though the corporation acted for no other 
principal and received no compensation for 
its services, it acted no differently than an 
independent agent would have acted if such 
agent had bargained with its principal for 
its services at arm’s length. 


As stated, the central issue of this appeal 
concerns the effect that should be given to 
the language in National Carbide’s fifth fac- 
tor. While the first four factors set out 
general principles of agency law to serve 
as “relevant considerations” for the deter- 
mination of whether a true agency exists, 
see 708 F. 2d at 989, the fifth factor states 
in mandatory terms that for a corporation 
to be a true agent “its relations with its 
principal must not be dependent upon the 
fact that it is owned by the principal.” ° 
336 U. S. at 437. Despite this mandatory 
language, the Tax Court concluded that 
contrary to the Fifth Circuit’s assertion in 
Roccaforte that the fifth factor was “man- 
datory and absolute,” see 708 F. 2d at 989, 
there existed no indication that the Su- 
preme Court in Nattonal Carbide intended 


partnership, from obtaining financing for a con- 
struction project. See 708 F. 2d at 987. The 
corporation held title to the real estate involved 
and borrowed the money for its development. 
The partnership, as controlling shareholder of 
the corporation, required the corporation to 
execute nominee and agency agreements where- 
by the corporation agreed that it would take 
no action unless authorized by the partnership. 
The partnership agreed to reimburse the cor- 
poration for its expenses, to inform all lenders 
of the corporation’s status as agent, and to 
hold the corporation harmless from any liabili- 
ties arising from the construction project. On 
their individual income tax returns, the part- 
ners deducted the losses generated by the 
construction project. The Tax Court held that 
the partners could deduct their share of the 
losses because the corporation was the true 
agent of the partnership with respect to the 
project. 77 T. C. 263, 283-88 (1981). On appeal, 


the Fifth Circuit reversed, finding that the Tax 


Court improperly applied the bere for Beency 
‘status. 708 F. 34, ph Ost. ae el 5 


-agent.’’ 


Even though the Tax Court in the present 
case found that Koccaforte was indistinguish- 
able, the court nevertheless applied National 
Carbide as it had applied that case in Rocca- 
forte, noting that venue for this appeal was in 
either the Fourth Circuit or the District of 
Columbia Circuit and that it was not bound by 
the decision of the Fifth Circuit in Roccaforte. 

8 The Commissioner argues that the Tax 
Court also erred in its determination that fac- 
tors (1) and (6) of the National Carbide test 
were satisfied. Since we are of opinion that a 
failure to ‘properly apply factor (5) is sufficient 
to support our decision, we express no opinion 
‘upon the merits of that argument. 

® We note in passing that the sixth factor is 
phrased in equally mandatory language, pro- 
viding that for a corporation to be considered 
as a true agent, ‘‘[i]ts business purpose must 
be the carrying on of the normal duties of an 
336 U. S. at 437. The Fifth Circuit 


in Roccaforte determined that the sixth factor, 
like the fifth factor, is an absolute prerequisite 
for a finding’ 


mat a ‘corporation, is a true non- 
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to deny agency status to a corporation that 
‘satisfied factors one through four merely 
because the agency was based to a certain 
‘extent upon the control the shareholders 
exercised over the corporation. 82 T. C. at 
185-86. As an alternative construction of 
the mandatory language in the fifth factor, 
the court stated that by such language the 
Supreme Court intended only to reiterate 
the Court’s earlier holding in Moline Prop- 
erties, Inc. uv. Commissioner [43-1 USTc 
“7 9464], 319 U. S. 436 (1943), that, in a 
‘controlled corporation context, the tax- 
payers must prove that a corporation is an 
agent for its shareholders by “evidence 
other than control which shareholders auto- 
matically possess over their corporations,” 
citing B. Bittker & J. Eustice, Federal In- 
come Taxation of Corporations and Share- 
holders, § 2.10 at 2-28 (4th ed. 1979). Under 
the Tax Court’s construction of the Na- 
tional Carbide test, each of the six factors 
‘in effect is entitled to equal weight and sig- 
“nificance, and, accordingly, no single factor 
‘would preclude a finding of agency if the 
‘indicia of agency were established by refer- 
‘ence to the remaining factors. Cf. Vaughn 
vw. United States [84-2 ustc J 9706], 740 
F. 2d 941, 945-47 (Fed. Cir. 1984) (notwith- 
standing finding that agent and principal 
were under common ownership and control 
and that relationship would not have ex- 
isted but for this ownership and control, 
court considered whether the other National 
Carbide factors were satisfied). 


We are unable to adopt the Tax Court’s 
‘construction of the National Carbide test. 
Like the Fifth Circuit in Roccaforte, we are 
‘constrained to give the fifth factor literal 
effect. Accordingly, we hold that under the 
mandatory proscription in the fifth factor, 
a corporation may not be a true nontaxable 
agent if its relations with its principal are 
dependent upon the fact that it is owned 
by the principal. Although it may be diffi- 
cult for a controlled corporation to satisfy 
the condition of independency, such a show- 
ing is not impossible. In a controlled cor- 
poration context, a corporate agent might 
not be considered as dependent upon its 
principal notwithstanding the principal’s 
ownership and control of the agent if it 
can be shown that the agency relationship 
reflects an arm’s length arrangement be- 
tween principal and agent. While we do 
not attempt to define what would constitute 
sufficient evidence to support a finding that 
an agency relationship was in fact an arm’s 
length arrangement, it should be relevant to 
the determination to consider: the identity 
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of ownership interests in the principal and 
agent, see Vaughn, 740 F. 2d at 945; Mon- 
crief v. United States [84-1 ustc J 9417], 730 
F. 2d 276, 284-86 (5th Cir. 1984); whether 
a corporation’s articles of incorporation or 
the first corporate resolutions specifically 
limit corporate purposes and powers so that 
the corporation may act only as an agent 
for third parties, see E. Baker & H. Roth- 
man, Straw Corporations: New cases shed 
light on tax-recogmition criteria, 45 J. Tax’n 
84, 88 (1976); J. Kurtz & C. Kopp, Tax- 
ability of Straw Corporations in Real Estate 
Transactions, 22 Tax Lawyer 647, 657 
(1969); whether the agent acts for more 
than one principal, see Note, The Use of 
Corporations in Real Estate Transactions: 
Judicial Acceptance of the Agency Theory, 8 
J. Corp. Law 361, 384 (1983); whether the 
agent has entered into a written agency 
contract setting forth the duties and respon- 
sibilities of the agent and providing for a 
reasonable fee for the agent’s services, see 
S. Kronovet, Straw corporations: When will 
they be recognized; what can and should be 
done, 39°"J. “Tax’n  54,)°59°~(1973); and, 
whether the agent has collected a reason- 
able fee for its services, see id. See generally 
E. Baker & H. Rothman, Nominee and 
Agency Corporations: Grasping for Straws, 
Jone Nee Yeo Oeeeinst= "One Med sax 1255: 
1299-1301 (1975). 


Applying the foregoing considerations, we 
find that the Tax Court erred as a matter 
of law in determining that the corporation 
was a true nontaxable agent under National 
Carbide. The court made explicit factual 
findings that we conclude, as a matter of 
law, preclude an agency finding under the 
proscription in the fifth factor. First, the 
court found that the corporation’s relations 
with the partners were based to some extent 
upon the control the partners exercised over 
the corporation as shareholders. Secondly, 
the court found that the partners’ interests 
in the corporation coincided with the part- 
ners’ interests in the partnership. It also 
determined that the corporation acted solely 
for the partnership and received no com- 
pensation for its services. Finally, based on 
the foregoing findings, the court determined 
that it was unable to conclude that the 
corporation bargained at arm’s length with 
the partnership for the corporation’s serv- 
ices as agent. 


Given these factual findings which are 
not clearly erroneous, we are unable to 
conclude that the corporation’s relations 
with.its principal, the partnership, were not 
dependent upon the fact that the partner- 
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ship owned and controlled the corporation. 
Even though the partners scrupulously struc- 
tured their affairs by limiting the corpo- 
ration’s powers to act as agent for the 
partnership with respect to the project and by 
executing a formal agency agreement to 
that effect, the mere fact that third parties 
regarded the corporation as the partner- 
ship’s agent does not alter our conclusion 
that the corporation and partnership did not 
bargain at arm’s length. Accordingly, we 
find the Tax Court erred in concluding 
that the corporation was a true agent be- 
cause taxpayers have failed to establish that 
the agency relationship was not dependent 
upon the partners’ ownership and control 
of the corporation. 


While we are not unsympathetic to tax- 
payers’ situation, for tax purposes National 
Carbide requires us to focus on certain 
aspects of a corporate agency relationship 
to ascertain whether the relationship is 
“entirely consistent with the corporation- 
sole shareholder relationship whether or not 
any agency exists.” See, 336 U.-S..at 436. 
Under this analysis, an agency agreement 
between shareholders and their controlled 
corporation should not be. given effect if 
the relationship created thereby is entirely 
consistent with the control that sharehold- 
ers usually exercise over the corporation. 
See Roccaforte, 708 F. 2d at 990. Such a 
result simply recognizes the fact that if 
the agency relationship could not exist but 
for the shareholders’ ownership and con- 
trol of the corporate agent, the alleged 
agency relationship is nothing more than a 
manifestation of the underlying corporation- 


shareholder relationship and that the cor- 
poration therefore must be regarded as a 
separate taxpaying entity under our system 
of separate taxation of corporations. 


As an abstract proposition, if such a 
corporation as is before us now were 
treated as a nontaxable agent for its con- 
trolling shareholders, the shareholders indi- 
vidually would incur the corporation’s tax 
consequences even if it be conceded that 
the corporation conducted sufficient busi- 
ness activity under Moline Properties to con- 
stitute a viable separate taxable entity. 
Taking this proposition to its logical con- 
clusion, shareholders with impunity could 
take advantage of the system of separate 
taxation of corporations by treating their 
corporation as a separate taxable entity 
with respect to some transactions while 
treating the corporation as a nontaxable 
agent with respect to other transactions. 
We think National Carbide attempts to 
prevent this potential abuse by limiting a 
finding of corporate agency to only those 
situations in which the existence of the 
agency does not depend upon the share- 
holders’ ownership and control of the cor- 
poration. 


Accordingly, the judgment of the Tax 
Court is vacated and the case is remanded 
for further consideration of any undecided 
issues in the case which may be necessary 
because of this decision. However, whether 
or not the corporation was a nontaxable 
agent of the partnership is no longer an 
open question. 


VACATED AND REMANDED 
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Circuit. 


Per CurtAM: In this civil tax case, the 
appellant, Philip J. Mandina, challenges the 
Tax Court’s determination of a $178,902.00 
deficiency in Mandina’s 1969 federal income 
tax return and its assessment of an $89,451.00 
fraud penalty relating to that return.’ Find- 
ing ample support in the record for the Tax 
Court’s ruling, we affirm. 


Facts 


The Tax Court determined the deficiency 
in Mandina’s return by tracing to him un- 
reported income from a very complex 
scheme, through which Mandina and three 
co-conspirators misappropriated funds from 
a corporation, DMI.* The nature of the 
scheme is recorded fully in the Tax Court’s 
memorandum opinion, and we highlight 
only some of the relevant aspects. 


Mandina is an attorney and in 1969 was. 


engaged in practice in Miami, Florida. 
Mandina was introduced to Dana Mitchell, 
Jr. (one of the conspirators) in late 1968 by 
a mutual friend, Michael Schaffer (another 
conspirator). In April of 1969, Mitchell, 
with the assistance of Mandina, formed 
DMI. DMI was capitalized with $2.6 mil- 
lion in stocks and bonds, contributed by 
Harriett Pierce. Mitchell and Pierce became 
husband and wife in June of 1969. 


In essence, the conspirators used DMI 
to effect a scheme for converting Ms. 
Pierce’s $2.6 million contribution to their 
own personal use. Throughout 1969, DMI 
“invested” in properties and stocks. The 
amounts paid for these investments were 
grossly overstated in the corporation’s books. 
The difference between the actual: price of 
the assets purchased, and the purchase price 
teflected in DMI’s books, was converted 
into cash and ended up in the hands of the 
four conspirators. These ‘investments” 
were ultimately written off as worthless 
within a year of their acquisition by DMI. 


* Honorable Howard T. Markey, Chief Judge, 
U. S. Court of Appeals for the Federal Circuit, 
sitting by designation. 

1The fraud penalty was assessed under 
§ 6653(b) of the Internal Revenue Code (26 
U. S. C.), which provides: “‘If any part of an 
underpayment... of tax required to be shown 
on a return is due to fraud, there shall be 
added to the tax an amount equal to 50 per- 
cent of the underpayment.”’ 

2 Mandina’s case was consolidated with that 
of Michael Schaffer, Roy O’Nan, and Dana 
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At other times, DMI would make “loans” 
to one of the conspirators or a company 
owned by one of the four; these “loans” 
were seldom evidenced by formal notes of 
indebtedness and, to the extent they were 
recorded in DMI’s books, DMI wrote them 
off as bad debt losses in subsequent years. 


Throuhgout 1969, the DMI offices were 
located in Mandina’s law office in Miami. 
Mandina’s secretary and Mr. Bud Carr, a 
long-time Mandina employee, were directors 
of the corporation along with Mitchell. 
Neither actively participated in the manage- 
ment of DMI, although Carr ran a number 
of errands for DMI and often issued and 
cashed the checks used to misappropriate 
DMI funds. Mandina served as corporate 
counsel for DMI, attended most of the 
Director’s meetings, and participated in the 
corporation’s decisionmaking. Schaffer served 
DMI as investment counsel. The fourth 
co-conspirator, Roy O’Nan, was a friend of 
Mandina’s and became involved with DMI 
during the initial transaction relied upon by 
the Tax Court in finding that the four has 
misappropriated funds from the corporation. 


Mandina reported an adjusted gross in- 
come of $17,055 on his 1969 tax return 
($22,000 in partnership income from his law 
firm, capital losses of $1,000, and a $4,000 
individual loss). In January of 1978 the 
Commissioner sent Mandina and the three 
other conspirators notices asserting a fed- 
eral tax deficiency of approximately $600,000 
for each taxpayer. The deficiency for each 


was based on “other income,’ which 
included: 
1. Black Ceasar’s Forge. Partial 
proceeds of purported purchase 
price of Black Ceasar’s Forge by 
D. Mitchell Investments, Inc., 
diverted by you $100,000 


2. Sooner State. Net proceeds 
from the purchase of stock in 
Sooner State Oil Co., Inc. by D. 


Mitchell. The Tax Court found that all four 
had participated in a scheme to misappropriate 
funds from DMI. The Tax Court did not make 
a specific finding as to the existence of a con- 
spiracy in the technical sense between the four 
taxpayers, because such a finding was not neces- 
sary to the disposition of the case. The Tax 
Court did find that there was an agreement 
among them to extract monies from DMI for 
their own benefit. For purposes of convenience 
only in this opinion, we refer to the four tax- 
payers as ‘‘co-conspirators.’’ 
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Mitchell Investments, 
verted by you $225,000 


3.BLW Films. Net proceeds of 
checks issued by D. Mitchell In- 
vestments, Inc., diverted by you 
as follows: 


8/19/69 #UNKNOWN $20,000 


Inc., di- 


9/ 3/69 #248 35,000 
11/25/69 #374 70,000 
Total $125,000 


4. Trans-Florida. Partial proceeds 
of D. Mitchell Investments, Inc., 
check No. 292 in the amount of 
$53,000 diverted by you 


5. Mitchell Loan. Proceeds of D. 
Mitchell Investments, Inc., check 
No. 396 dated December 3, 1969, 
diverted by you $ 60,000 
6. Wedding Gift. Proceeds of 
check from Harriett H. Pierce, 


dated June 20, 1969, diverted by 
you 


$ 38,000 


$400,000 


The deficiency also attributed to Man- 
dina an additional $30,000 in income, and 
disallowed an expense deduction of $5,000. 
Neither of these matters are in dispute on 
this appeal. 


Mandina contested the deficiency and 
filed suit in the Tax Court for redetermina- 
tion. The court found that the government 
had adequately established that in each of 
the above-listed instances, the four con- 
spirators had misappropriated funds from 
DMI. In each instance the money, or 
“other income,’ ended up with at least one 
of the four members of the agreement, and 
none of the income was reported on any of 
the four’s 1969 tax returns. However, in 
the Tax Court’s opinion, it was improper 
to tax each member for the full amount of 
“other income.” Rather than taxing the 
same income four times, the Tax Court 
divided equally among the four the misap- 
propriated funds that could not be traced to 
a single individual. 


Issue on Appeal 


Mandina challenges the Tax Court’s de- 
termination of the deficiency as clearly 
erroneous. He contends that the govern- 
ment never adequately established his re- 
ceipt of proceeds from the funds allegedly 
diverted from DMI. 


Discussion 


Implicit in Mandina’s argument on appeal 
isa challenge to the government’s method 
of proving the deficiency. © 
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Court, the government did not attempt to 
show directly Mandina’s receipt of the 
diverted funds in each instance. Rather, 
the government relied on its establishment 
of Mandina’s fraudulent failure to report 
income in 1969, and the nature of the scheme 
to misappropriate funds from DMI, to sup- 
port an inference that Mandina received a 
share of the misappropriated funds. Once 
the Tax Court found the existence of an 
agreement to divert funds, and that funds 
had been diverted to the control of the 
conspirators, the government argued that 
Mandina had the burden of disproving the 
amount of the deficiency: The Tax Court’s 
holding reflects its acceptance of the method 
of proof argued by the government. 


We look first to the government’s proof 
relating to Mandina’s receipt of misappro- 
priated funds and his fraudulent failure to 
report that “income” on his 1969 tax return. 
After concluding that the Tax Court ap- 
plied the appropriate legal standard and 
rendered findings supported by the evidence, 
we then briefly discuss the individual trans- 
actions in which the court found a diversion 
of funds to the conspirators, and conclude 
that these findings were not clearly erroneous. 


A. Mandina’s Failure to Report “Other In- 
come” and His Participation in the Scheme 
to Divert Income from DMI 


The government introduced evidence of 
specific instances in which the monies al- 
legedly misappropriated from DMI ended 
up in Mandina’s control. In particular, a 
witness testified that she saw Mandina de- 
part from her apartment with the excess 
cash from the Sooner State transaction (im- 
fra B.2.). This testimony directly contra- 
dicted Mandina’s testimony that he never 
handled more than $10,000 in cash for DMI. 


In addition, the government introduced 
evidence that Mandina made large cash 
purchases in 1969 and later years, and was 
seen by his yacht captain with large amounts 
of cash. Mandina’s possession of this cash 
was not reasonably explained by the amounts 
reported on his income tax returns. In 1969 


and later years Mandina also maintained or 
had access to a number of joint bank ac- 
counts, stock broker’s accounts, and safety 
deposit boxes. These accounts made it diffi- 
cult to trace Mandina’s income and expen- 
ditures, and supported the Tax Court’s 
inference that pandas was fay gage to 
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tate of Upshaw v. Commissioner [69-2 ustc 


§ 9637], 416 F. 2d 737, 741 (7th Cir. 1969). 


Finally, the government’s evidence estab- 
lished that Mandina, with O’Nan, Schaffer, 
and Mitchell, agreed to participate in the 
DMI scheme that resulted in the misappro- 
priated funds. A witness testified that Man- 
dina had stated he was in charge of the 
operation to bilk funds from Harriett Pierce 
and that he controlled Dana Mitchell’s 
activities. Mandina’s preparation of the le- 
gal papers relating to the transactions in 
which the misappropriation occurred fur- 
ther supports the Tax Court’s finding re- 
garding his participation in the scheme. 


The court’s findings relating to Man- 
dina’s fraudulent failure to report income 
and participation in the agreement to divert 
DMI funds, which are amply supported in 
the record, placed the burden of proving 
the invalidity of the deficiency assessment 
on Mandina. Cannon v. Commissioner [76-2 
ustc $9501], 533 F. 2d 959, 962 (5th Cir. 
1976), cert. denied, 430 U. S. 907, 97 S. Ct. 
1177, 51 L. Ed. 2d 583 (1977);* Bryan v. 
Commissioner [54-1 ustc J 9189], 209 F. 2d 
822 (5th Cir. 1954). Correspondingly, the 
existence of an agreement between the four 
taxpayers enable the Tax Court to apply 
the principles discussed in Cannon v. Com- 
missioner, and allocate to the four taxpayers 
a pro rata share of the misappropriated 
funds as unreported income.® Contrary to 
Mandina’s position on appeal, under the 
principles of Cannon the failure of the gov- 
ernment to prove that he personally re- 
ceived the diverted funds in each instance 
does not invalidate the deficiency assess- 
ment. 


We conclude that the district court was 
not clearly erroneous in finding that money 


had been misappropriated in each instance 
from DMI, and that a reasonable inference 
could be drawn that the money ended up 
in the control of one of the four co-con- 
spirators. In such circumstances the Tax 
Court did not err in attributing one-fourth 
of the proceeds to Mandina as unreported 
income in 1969. Mandina failed to rebut 
the asserted deficiency with anything other 
than his testimony that he never saw the 
money, which the Tax Court was free to 
disregard on credibility grounds. 


We discuss each of the six transactions 
in which the district court found that money 
was misappropriated from DMI and ended 
up with one of the co-conspirators. 


B. The Six Transactions 


1. Black Ceasar’s Forge. DMI acquired 
the restaurant, Black Ceasar’s Forge, in 
two installments from Mrs. Ruth Casey. 
The first installment took place in Febru- 
ary of 1969 and resulted in Mitchell’s pur- 
chase of a 51% share in the restaurant. The 
second installment was DMI’s purchase of 
Mrs. Casey’s remaining 49% share. DMI 
issued four checks to Casey in late April 
and early May of 1969, one for $100,000, an- 
other for $50,000, and two for $25,000. Mrs. 
Casey testified that she assisted Mr. O’Nan, 
who was her trusted employee, in convert- 
ing those checks into cash, but that she 
received only $100,000 of the proceeds. By 
her testimony, which the Tax Court found 
credible notwithstanding the fact that she 
had signed a receipt for the full $200,000, 
the Tax Court found that $100,000 had 
been misappropriated from DMI and traced 
that money directly to Mr. O’Nan and by 
inference to the other three taxpayers. The 
Tax Court’s finding that $100,000 had been 
diverted from DMI and herefore that Man- 


3 Because the notice of deficiency was not 
filed until 1978—almost eight years after Man- 
dina timely filed his 1969 tax return and well 
outside the normal three year limitation period, 
see 26 U. S. C. §§ 6213(a) & 6501(a) & (b)(1)— 
the government bore the burden of proving by 
clear and convincing evidence that Mandina’s 
1969 return was false and fraudulent. See 26 
U. S. C. § 6501(c)(1); Bryan v. Commissioner 
[54-1 uste { 9189], 209 F. 2d 822, 825 (5th Cir. 
1954). See also Fairchild v. Commissioner [57-1 
ustc { 9350], 240 F. 2d 944, 947 (5th Cir. 1957) 
(clear and convincing standard). We find ample 
support in the record for the Tax Court’s deter- 
mination that Mandina received misappropriated 
funds (income) from DMI’s 1969 transactions, 
‘which he fraudulently failed to report on his 
1969 tax return. The court’s finding of fraud 
thus enabled the government to pursue the de- 
ficiency assessment against Mandina even 
though it was filed outside the normal three- 
year limitations period. : 
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4In Bonner v. City of Prichard, 661 F. 2d 
1206 (11th Cir. 1981) (en banc), this court 
adopted as binding precedent all of the decisions 
of the former Fifth Circuit handed down prior 
to the close of business on September 30, 1981. 
Id. at 1209. 

5 Cannon involved two taxpayers, Ash and 
Cannon, who received $64,000 from a third 
individual. The money was to be used for 
betting on college football games. Neither tax- 
payer reported this ‘‘income’’ on his 1967 tax 
return. The Tax Court determined that the 
income was received in connection with the 
gambling operation, but the court was unable 
to determine how the money was divided be- 
tween the two taxpayers. Accordingly, the 
court divided the income pro rata between — 
Cannon and Ash, and found a deficiency based 
on this allocation. The court of appeals affirmed 
under the principle that once a deficiency is 
shown, the taxpayer must show that the Com- 
missioner’s determination is invalid. 533 F. 2d 


at 962. 
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dina received one-fourth of the money, 
which was based on an express credibility 
determination, was not clearly erroneous. 


2. Sooner State Transaction. This trans- 
action was arranged by Mr. Schaffer and 
involved the purchase of 344,500 shares of 
Sooner State stock. The purchase was con- 
ducted through an intermediary, Mr. Brandino, 
who purchased the stock and transferred it 
to DMI. Although the stock was purchased 
for $35,000 cash, DMI drafted a check for 
$260,000, all of which was converted into 
cash. Testimony placed the excess $225,000 
in Mr. Mandina’s control shortly after the 
transaction. Mandina and the other tax- 
payers claim that the excess cash was used 
by Mr. Mitchell for “off shore” investments, 
none of which were shown by the taxpay- 
er’s evidence or reflected in DMI’s books. 
The Tax Court was not clearly erroneous 
in finding a diversion of funds and attribut- 
ing one-fourth of the $225,000 to Mandina 
as unreported income. 


3. BLW Films. In 1969, Schaffer joined 
two unrelated parties in forming BLW 
Films. The asserted business of BLW was 
the purchase of foreign films for distribu- 
tion in the United States. DMI supplied 
the sole operating capital for the venture, 
$125,000 (two checks to Schaffer in the 
amount of $20,000 and $35,000 and one to 
BLW for $70,000). Although Schaffer 
testified that BLW was an active, albeit un- 
successful venture, no documentary evi- 
dence established the use of the $125,000 
by BLW. DMI’s books were amended in 
1970 to show the $55,000 as going to pur- 
chase additional shares of Sooner State. 
The remaining $70,000 was written off as 
bad debt. Because the money was last 
placed in the hands of Mr. Schaffer, and 
not satisfactorily accounted for, the Tax 
Court was justified in attributing one- 
quarter of the $125,000 to Mr. Mandina as 
unreported income. 


4. Trans-Florida Transaction. In October 
of 1969, DMI purchased all of the stock 
of Trans-Florida Assurance Agency, Inc., 
from Mrs. Margaret Machen. DMI drafted 
a check for $53,000, of which $15,000 was 
used to ane, ‘Trans-Florida’s existing 
creditors. 


Carr, Mandina’s employee 
t os of DMI, shee executed a 


this purported investment, the full $53,000 
was written off as worthless. The Tax 
Court was not clearly erroneous in attribut- 
ing one-quarter of the $38,000, which was 
last seen in the possession of Mandina’s 
agent, to Mandina as unreported income. 


5. Mitchell Loan. In December 1969 Mit- 
chell wrote a check on DMI’s account, 
payable to himself and bearing the notation 


‘of a loan. Mitchell first endorsed the check, 


which was then endorsed by Carr and con- 
verted into cash. There is no further evi- 
dence accounting for disposition of the 
proceeds. The evidence supports two possi- 
ble inferences. Either Mitchell received the 
proceeds or Carr did, as reflected by his 
endorsement. In either event, the Tax 
Court, by virtue of Mitchell and Mandina’s 
participation in the agreement to misappro- 
priate funds, or because of Mandina’s rela- 
tionship with Carr, was justified in its 
finding that Mandina received a portion of 
the proceeds. 


6. Wedding Gift. The final item of income 
attributed to Mandina was traced from a 
June 20, 1969, check in the amount of 
$400,000 to Harriett Pierce (Mitchell), is- 
sued on DMI’s account by Mr. Carr. 
Mitchell and Pierce were married the next 
day. Mitchell and Pierce went together to 
the National Industrial Bank on June 20 
and deposited the check in Ms. Pierce’s 
account. She then wrote two checks, one 
to Mitchell for $100,000, and the second one 
for cash in the amount of $300,000. The 
$300,000 check was converted into a cash- 
ier’s check at a second bank. At a third 
bank, the cashier’s check was then con- 
verted into cash. 


Mitchell and Pierce left the last bank 
together. Mandina testified that he as- 
sumed that Mitchell kept the full $400,000. 
O’Nan testified that he accompanied Mitchell 
and Pierce during the transactions and did 
not know where the money ended up. Carr, 
Mandina’s employee, also accompanied 
Mitchell and Pierce, and it was he who 
drafted the original check. 


The evidence was sufficient to support 
the Tax Court’s finding that Mandina re- 
ceived a share of the $400,000. Mandina’s 
own testimony placed the money last in 


the hand of Mitchell, one of the four tax- 
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$400,000 was part of the ongoing scheme 
and distributed between the taxpayers. 


Conclusion 


In summary, we find the evidence suffi- 
cient to support the Tax Court’s findings 
with respect to Mandina’s false and frau- 


dulent 1969 return. Mandina did not ade- 
quately rebut the amount of the deficiency 
assessed in connection with any of the six 
transactions discussed. Accordingly, the 
Tax Court’s judgment is 


AFFIRMED. 


[9359] Hughes Properties, Inc., Appellee v. The United States, Appellant. 
U. S. Court of Appeals, Fed. Circuit, Appeal No. 85-503, 3/2/85. Aff’g Claims Court, 


84-2 ustc J 9616, 5 Cl1Ct 641. 


[Code Secs. 162 and 461] 


Deductions: Reserves: All-events test: Gambling casinos.—Guaranteed jackpot obli- 
gations were deductible as a reserve by an accrual basis gambling casino. The “all events” 
test was satisfied by the fact that a state regulation imposed an unconditional liability 
to pay out the specific amounts when the winning combinations were achieved. Back 
references: {[ 1330.517 and 2916.636. 


O. Clayton Lilienstern, Denton N. Thomas, Andrews & Kurth, 4200 Texas Com- 
merce Tower, Houston, Tex. 77002, for appellee. Glenn L. Archer, Jr., Assistant Attorney 
General, Michael L. Paup, Richard Farber, Mary L. Fahey, Department of Justice, Wash- 


ington, D. C. 20530, for appellant. 


Before BENNETT, SmiruH, and BissELL, Circuit Judges. 


BENNETT, Circuit Judge: Appellant chal- 
lenges the judgment of the United States 
Claims Court which granted Hughes Prop- 
erties, Inc., an accrual basis taxpayer, a 
refund of $433,441.88 in federal income 
taxes plus assessed interest for the fiscal 
years ending on June 30 in 1973, 1974, 1975, 
and 1977. Hughes Properties, Inc. v. Umted 
States [84-2 ustc [9616], 5 Cl. Ct. 641 
(1984). We affirm. 


The relevant facts in this case are stipu- 
lated. In cross-motions for summary judg- 
ment, the United States Claims Court * 
held that taxpayer had satisfied the “all 
events” tests required by Treas. Reg. 
§ 1.461-1(a)(2) (1984). The court reasoned 
that as a result of section 5.110 of the 
Nevada Gaming Commission regulations on 
the use of progressive slot machines main- 
tained by licensed casinos, taxpayer’s lia- 
bility to pay the amounts shown on the 
jackpot indicators was unconditionally fixed 
as of the close of the taxable year, notwith- 
standing the fact that no payment would 
occur unless and until a customer playing 
the machine actually achieved the winning 
combination of symbols. In so holding, the 
court declined to follow the contrary con- 
clusion of the Ninth Circuit in Nightingale 
v. United States [82-2 ustc J 9533], 684 F. 2d 
611 (9th Cir. 1982). 


Under the accrual method of accounting, 
an expense is deductible for a tax year in 


* Judge Robert M. M. Seto. 
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which all of the events have occurred that 
determine the fact of liability and the 
amount thereof can be determined with rea- 
sonable accuracy. Treas. Reg. § 1.446-1(c) 
(1) (ii) (1984). 


Here, liability of the taxpayer for the 
recorded amount of the guaranteed jackpot 
obligation was fixed and it satisfied the 
requirements for accrual of a deduction. 
Liability exists if there is an obligation to 
perform an act and the cost of performance 
can be measured in money. The commis- 
sion regulation makes the guaranteed jack- 
pot a fixed liability. This liability is not 
contingent upon the time of payment or 
the identity of the jackpot winner. The 
taxpayer's method of accounting accurately 
reflects the casino’s income and expenses. 
If we were to require that the deduction of 
a jackpot liability be deferred until the year 
of actual payment, rather than the year in 
which the liability accrued, it would distort 
taxable income for the year of payment. 
Here, the accounting method used by tax- 
payer results in allocation of the expense 
to the year in which the revenues were 
earned. 


The Claims Court has carefully examined 
all of the arguments raised on the present 
appeal. We have reexamined those argu- 
ments, the briefs, statutes, regulations, and 
authorities, and conclude that the court 
was legally correct when it granted sum- 
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mary judgment to the taxpayer. We affirm 
on the basis of the United States Claims 
Court opinion. 


Affirmed. 


[9360] Michael C. Weigand and Lois M. Weigand, Plaintiffs-Appellants v. United 
States of America, Defendant-Appellee. 


U. S. Court of Appeals, 10th Circuit, No, 84-1224, 5/1/85. Affirming unreported Dis- 
trict Court decision. 


[Code Secs. 6511 and 6513] 


Statute of limitations: Refunds and credits: Three-year period: Estimated tax.—The 
taxpayers’ claim for refund of their overpayment of estimated taxes was barred by the 
statute of limitations because they paid such taxes more than three years (and a two-month 
extension period) prior to filing such claim for refund. Also, under Code Sec. 6513, such 
claim was untimely because any amount paid as estimated income for any taxable year 
is deemed to have been paid on the last day prescribed for filing the return under Code 
Sec. 6012 for such taxable year (determined without regard to any extension of time for 
filing such return). The taxpayers’ payment was made on April 15, 1976, when they were | 
granted a two month extension; they did not file their claim for refund (a signed Form 
1040) until August 10, 1980, in which they requested that the credit from their 1975 return 


be applied to their 1977 income tax liability. Back references: {[ 5473.457 and 5483.30. 
Timothy P. O’Sullivan, Regan & McGannon, Kansas State Bank Building, Wichita, 


Kan. 67202, for plaintiffs-appellants. 
Topeka, Kan. 66683, Glenn L. Archer, Jr., 


Benjamin L. Burgess, 


United States Attorney, 


Assistant Attorney General, Michael L. Paup, 


William S. Estabrook, Elaine F. Ferris, Department of 7 Justice, Washington, D. C. 


20530, for defendant- appellee. 


Before McKay, Locan and Seymour, Circuit Judges. 


McKay, Circuit Judge: After examining 


the briefs and the appellate record, this 


three-judge panel has determined unani- 
mously that oral argument would not be of 
material assistance in the determination of 
this appeal. See Fed. R. App. P. 34(a), 
Tenth Circuit R. 10(e). The cause is 
therefore submitted without oral argument. 


The plaintiff taxpayers instituted this suit 
for a refund of income taxes that they 
claimed were overpaid for the tax year 
1975. On April 15, 1976, the taxpayers 
submitted a Form 4868 (Application for 
Automatic Extension of Time to File), 
which granted them an automatic two- 
month extension of time in which to file 
their joint federal income tax return for the 
year 1975. As required by the regulations, 
the taxpayers submitted with this form an 
estimated tax payment of $25,000. On July 
6 pes the taxpayers filed an unsigned 

A that their tax Habbilty 


their 1977 tax return, claiming a $22,513.14 
credit with respect to their 1975 tax year. 
On September 19, 1980, the Internal Rev- 
enue Service demanded payment of the 
$22,513.14 tax for the year 1977 plus interest 
and penalties, refusing to recognize the 
credit from the year 1975. On December 
21, 1980, the taxpayers filed a claim for re- 
fund of the $22,513.14, which was ultimately 
denied by the Commissioner of Internal 
Revenue. Thereafter the taxpayers com- 
menced this suit for refund in the district 
court. The government filed a motion to 
dismiss for failure to state a claim upon 
which relief could be granted, and the 
district court granted the government's 
motion. 


We find that the district court properly 
dismissed this case in reliance upon United 
States v. Miller [63-1 ustc 9374], 315 


F, 2d 354 (10th Cir. 1963). The taxpayers 
tried to, ees isorists Miller by pointing out 
abhi d cided under the Bredacespor 
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Even in the absence of the Miller decision, 
the clear language of the statute requires 
that the plaintiff’s case be dismissed. Sec- 
tion 6511(b)(2)(A) of the Internal Rev- 
enue Code of 1954 bars the recovery of 
income taxes paid more than three years 
prior to, the filing of a claim for refund, 
with an additional allowance of time for 
any extensions that have been granted for 
filing the return for the year in question. 
The taxpayers in this case were granted a 
two-month extension to file their return. 
Therefore, the statue of limitations would 
have run on the taxpayers’ claim for a re- 
fund with respect to, any taxes paid prior 
to three years and two months before the 
filing of their claim for refund. At the ear- 
liest, the taxpayers’ claim for refund was 
filed on August 10, 1980 when the taxpayers 
filed their signed 1975 return requesting 
that the credit from that year be applied 
to their 1977 income tax liability. A claim 
for refund with respect to any tax paid 
before June 10, 1977 would therefore be 
barred by the three-year two-month statute 
of limitations. 


As was pointed out, the taxpayers’ esti- 
mated income tax was actually paid on 
April 15, 1976. In addition, by virtue of 
26 U. S. C. §6513(b) (2), “[a]ny amount 


paid as estimated income tax for any tax- 
able year shall be deemed to have been 
paid on the last day prescribed for filing 
the return under section 6012 for such tax- 
able year (determined without regard to 
any extension of time for filing such re- 
turn).” Thus both the actual date of pay- 
ment and the statutorily deemed date of 
payment put the taxpayers’ claimed over- 
payment outside the statute of limitations. 


The taxpayers seek to avoid the applica- 
tion of section 6513, however, by claiming 
that their April 15, 1976, payment was not 
a payment but a deposit citing Rosenman v. 
United States [45-1 ustc J 10,165], 323 U. S. 
658 (1944). We rejected that claim on vir- 
tually identical facts in Muller and see no 
reason to accept it now. Miller, 315 F. 2d at 
358. While the estimated taxes paid in 
Miller were paid during the tax year under a 
different provision of the tax code than that 
pursuant to which these taxpayers made 
their estimated tax payment, we find 
that section 6513 applies to any estimated 
tax payment. Therefore, the taxpayers’ 
payment was made on April 15, 1976, and 
the claim filed in the fall of 1980 was be- 
yond the statute of limitations. The deci- 
sion of the district court is affirmed. 


[7 9361] William A. Rutter, Petitioner-Appellant v. Commissioner of Internal Rev- 


enue, Respondent-Appellee. 


U. S. Court of Appeals, 2nd Circuit, Docket No. 84-4152, 4/29/85. Affirming Tax 
Court, Dec. 41,529(M), 48 TCM 1269, TC Memo. 1984-525. 


[Code Sec. 104] 


Insurance benefits: Compensation for injuries or sickness: State and local govern- 
ment employees: Police: Workmen’s compensation acts.—A federal court of appeals 
affirmed a Tax Court holding that a policeman’s receipt of sick leave payments was not 
excludable from his gross income, since such amounts were not paid pursuant to a 
workmen’s compensation act or statute in the nature of a workmen’s compensation act. 
The court remained unpersuaded by the taxpayer’s contention that the benefits qualified 
under the narrow exception provided under Treas. Reg. § 1.104-1, which allows for tk 
exclusion of payments made under a statute in the nature of a workmen’s compensation 
act, since the payments were not made pursuant to a regulation, but rather pursuant 
to a bargained-for union labor contract. Although the policeman became eligible for the 
sick leave payments after sustaining an injury ‘which occurred in the line of duty, the 
court nevertheless concluded the payments were not excludable from his gross income 
because the labor contract did not qualify as a statute within the meaning of the regu- 
lation. Moreover, the mere fact that the contract was consistent with the city’s adminis- 
trative code which authorized the payment of such benefits did not accord the contract 
regulatory status. The court rejected this argument because the taxpayer already 
stipulated that the amounts were paid pursuant to the labor contract rather than under 
this provision. Further, the court noted that even if paid pursuant to the city’s code 
provision, since the statute did not distinguish between work-related injuries and other 
types of injuries, it was not in the nature of a workmen’s compensation statute. Finally, 
the court also rejected the taxpayer’s claim that Rev. Rul. 83-77 could not be applied 
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retroactively, since it was within the Commissioner’s discretion to apply the regulation 
and there was no indication of an abuse of that discretion. Back references: {| 1020.573 


and 1020.795. 


Raymond E. Kerno, Joseph G. Metz, Elizabeth Platte Johnson, Richard Hartman, 


252-00 Horace Expway, Little Neck, N. Y., for petitioner-appellant. 


Glenn L. Archer, 


Jr., Assistant Attorney General, Gilbert S. Rothenberg, Michael L. Paup, Martha Bris- 
sette, Department of Justice, Washington, D. C. 20530, for respondent-appellee. 


Before VAN GRAAFEILAND, WINTER, and Pratt, Circuit Judges. 


Per Curiam: The sole issue before us is 
whether payments received by petitioner 
William A. Rutter while on sick leave 
from the New York City Police Depart- 
ment as the result of an injury received in 
the line of duty are excludable from gross 
income as amounts received under either 
a workmen’s compensation act, 26 U. S. C. 
§ 104(a)(1), or a statute in the nature of 
a workmen’s compensation act, Treas. Reg. 
§ 1.104-1(b) (1982). Finding that these 
payments met neither qualification, we con- 
clude that they are not excludable from 
Rutter’s gross income and affirm the order 
and decision of the tax court. 


Although Rutter served as a New York 
City police officer during most of the tax- 
able year 1978, he was absent from work 
for approximately six months of that year 
due to an injury sustained in the line of 
duty in 1972. During that absence, he re- 
ceived sick leave payments totaling 
$10,873.45. These payments were made pur- 
suant to a labor contract between the City 
of New York and the Patrolmen’s Benevo- 
lent Association of New York, Inc. The 
relevant portion of the contract provides 
that 


[e]ach employee shall be entitled to leave 
with pay for the full period of any in- 
capacity due to illness, injury or mental 
or physical defect, whether or not service- 
connected. 


Emphasis added 


The parties stipulated that this section 
of the labor contract is ‘‘consistent with” 


§ 434a-14.0(c) of the Administrative Code 
of the City of New York, which provides 
that the New York City police commis- 
sioner is authorized 


thee deduct and \ 


hi Id salary froth any 


-but 


the ee 7 or 


the commissioner disallowed this 
amount in full. The tax court upheld the 
commissioner’s determination and _ this 
appeal followed. 


Section 61(a) of the Internal Revenue 
Code provides that, except as otherwise © 
provided by law, gross income means all 
income from whatever source derived, in- 
cluding compensation fon services. 26 
U. S. C. § 61(a). Under § 104(a)(1), how- 
ever, “amount received under workmen’s 
compensation acts as compensation for 
personal injuries or sickness” are excluded 
from. gross income. 26 U. S. C. § 104(a) (1). 
Treasury regulation §1.104-1 interprets 
§ 104(a)(1) to exclude from gross income 
any amounts 

received by an employee eee a work- 

men’s compensation act * * * or under a 

statute in the nature of a workmen’s com-~ 

pensation act which provides compensa- 
tion to employees for personal injuries 
or sickness incurred in the course of 
employment. 

Emphasis added. 


Rutter does not claim that the plain 
language of the statute, § 104(a)(1), allows 
him to exclude his sick leave pay from 
gross income, since his sick leave pay was 
obviously not received “under a workmen’s 
compensation act’. Rutter does contend, 
however, that he qualifies under the regu- 
lation, § 1.104-1, which allows for the ex- 
clusion of payments made “under a statute 
in the nature of a workmen’s compensation 
acte 


To qualify under the regulation, however, 
Rutter must first show that he received his 
sick leave pay pursuant to a “statute”, and 
this he cannot do. We recognize that courts 
have not limited the interpretation of the 
term “statute” in this section to state or 
federal — statutes or city ordinances. For 
2, in Dyer v. Commissioner of Inter- 
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U.S. v. National Acceptance Company 


law”, the tax court found that the payments 
were made under a “statute” for the pur- 
poses of § 104(a) (1). 


However, Rutter’s payments were not 
made pursuant to a regulation, but pur- 
suant to a labor contract. A regulation, 
like a statute, is a rule of general appli- 
cability promulgated by a public agency to 
govern conduct within the agency’s juris- 
diction. A labor contract, unlike a statute, 
is an agreement between union and em- 
ployer, modifiable at any time. That this 
particular labor contract involved a public 
employer is irrelevant to the legislative 
purposes behind the workmen’s compensa- 
tion exclusion, and does not convert the 
contract into a “statute”. Finally, Rutter 
does not cite, nor have we found, any 
case holding that the term “statute” in 
Treasury Regulation §1.104-1(b) can be 
stretched to include a labor contract. In 
short, we hold that Rutter’s sick leave 
payments are not excludable from his gross 
income because the labor contract under 
which they were paid does not qualify as 
a statute within the meaning of the regu- 
lation. See Rev. Rul. 83-77, 1983-1 C. B. 
37, 38. 


Rutter also argues that § 434a-14.0(c) of 
the Administrative Code of the City of 
New York may be viewed as a “statute in 
the nature of a workmen’s compensation 
act” under which he received his sick 
leave payments. There are two flaws to 
this argument. First, Rutter did not re- 
ceive his sick leave payments pursuant to 
this section; as he has stipulated, the pay- 
ments were made pursuant to the labor 
contract. The fact that the parties also 
stipulated that the contract is “consistent 
with” this section of the New York City 
Administrative Code does not alter the 
basis for Rutter’s sick leave payments. 
This section of the administrative code 
simply provides that the police commis- 
sioner is authorized to deduct and withhold 
salary from any member of the force “for 
or on account of absence for any cause 


without leave, lost time, sickness or other 
disability * * *”. As suggested by the fact 
that § 434a-14.0 is entitled “Discipline of 
members”, the section is intended to give 
the police commissioner the authority, 
within certain limits, to withhold pay on 
the account of absence, rather than to 
affirmatively authorize payments on ac- 
count of disability or sickness. 


Second, even if we were to assume that 
Rutter somehow received his payments 
under this section, he still could not suc- 
ceed because the section is not a statute 
“in the nature of a workmen’s compensa- 
tion act”. Unless a statute contains some 
provision restricting the payment of bene- 
fits to cases of work-related disabilities, it 
is not in the nature of a workmen’s com- 
pensation statute. Clifford v. Commissioner 
[CCH Dec. 41,413(M)], 48 T. C. M. 1984- 
426; see Riley v. United States [58-1 ustc 
104 eel Som ie sSuppi/oll,« 7025 (Ctay Cl 
1957). Under the scheme for.New York 
City policemen all sick leave is compen- 
sated, whether work related or not. Rut- 
ter’s argument that his payments should 
qualify because they were in fact the result 
of a work-related injury is unavailing. In 
determining whether such payments are 
excludable from gross income, the regula- 
tion charges us to look to the nature of the 
statute, rather than the source of the 
injury, and a statute that does not dis- 
tinguish between work-related injuries and 
other types of injuries is not “in the nature 
of a workmen’s compensation statute”. 


We also reject Rutter’s claim that the 
commissioner erred when he applied Rev. 


- Rul. 83-77, promulgated in 1983, retroac- 


tively to Rutter’s case. The commissioner 
has discretion to retroactively apply his 
regulations and rulings, Dixon v. United 
States [65-1 ustc J 9386], 381 U. S. 68, 71 
(1965); see 26 U. S. C. §7805(b), and 
nothing in the record indicates that the 
commissioner abused that discretion here. 


Affirmed. 


[1 9362] United States of America, Counter-Plaintiff v. National Acceptance Com- 


pany of America, Third-Party Defendant. 


U. S. District Court, East. Dist. Mich., So. Div., Civil No. 82-74822, 3/14/85. 


[Code Secs. 3505 and 6303] 


Withholding: Third-party liability: Notice—In attempting to recover unpaid payroll 
taxes from a lender who transferred funds to an employer who did not withhold payroll 
taxes from wages paid to employees, the IRS was not required to give notice of its 
assessment against the employer to the lender prior to seeking payment from the lender, 
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The lender was charged with knowing of the employer’s impending default, yet lending 
money to the employer to pay employee wages. Back references: {] 4946V.30 and 5337.60. 


Stephan A. FitzPatrick, Fletcher & FitzPatrick, 2501 Penobscot Bldg., Detroit, 
Mich., for David W. Best. Donald L. Bramlage, Rickel, Earle & Wokas, 100 Renaissance 
Center, Detroit, Mich., 48243, for Jeffrey Pierce. Charles Centner, John J. Muller & 
Associates, 1880 South Woodward Ave., Birmingham, Mich., 48011, for Shirley Sherman. 
Ellen Christenson, Assistant United States Attorney, M. Ellen Carpenter, Ronald F. 
Fischer, Department of Justice, Washington, D. C., 20530, for U. S. Thomas B. Radom, 
Bromberg, Robinson, Shapero, Cohn & Burgoyne, P. C., 29201 Telegraph Road, South- 
field, Mich., 48034, Richard A. Rossman, Butzel, Long, Gust, Klein & Van Zile, Southfield, 


Mich., for National Acceptance Company. 


Memorandum and Order * 


Coun, District Judge: “The twentieth- 
century emphasis is on coming to a specific 
focus on a given statute on its full-dimen- 
sioned particularity of policy, rather than 
emphasizing material or values not imme- 
diately connected to that enactment. Courts 
now seem usually to strive to grasp the 
distinctive message of statutory words, taken 
in their own context, with reference to the 
documented process that produced that 
particular act, including legislative history 
deserving credibility, and policy guides sup- 
plied by the legislature’s successive devel- 
opment of the given policy area and related 
areas. 


Jen W. Hurst; 
(1982). 


Dealing With Statutes 65 


I. 


This is a tax collection case. The gov- 
ernment, in its cross-complaint, alleges Na- 
tional Acceptance Company of America 
(NAC) is liable to it under §3505(b) of 
the Internal Revenue Code (the Code), 26 


U. S. C. §3505(b), as a lender who sup-. 


plied funds to Glass Screen Manufacturing, 
Inc. (Glass Screen) for the specific purpose 
of paying the wages of Glass Screen em- 
ployees with actual notice or knowledge 
within the meaning of § 6323(i) of the 
Code that Glass Screen did not intend or 
would not be able to make timely payment 
of its employees’ withholding tax. NAC, 

* This is an edited version of the Court’s 
bench memorandum of February 25, 1985. 

1 Section 3505(b) was added to the Code by 
Sect. neue) (q) of the Federal Tax Lien Act of 
‘ _ Sec 


i m3 of that Act amended the 
) Sac . 270(a), By. requiring 


i rolls, althou h 


having been given leave to amend its af- 
firmative defenses, has moved for summary 
judgment on the grounds that it did not 
receive timely notice of the assessment of 
the defaulted withholding taxes against 
Glass Screen under § 6303(a) of the Code 
and therefore is not liable, citing United 
States v. Associates Commercial Corp. [83-2 
ustc { 9689], 721 F. 2d 1094 (7th Cir. 1983). 


Il, 


I am not persuaded that § 3505(b) lia- 
bility is dependent on receiving § 6303(a) 
notice. Section 3505(b) provides for per- 
sonal liability in a sum equal to the taxes 
not paid with a limitation on such liability 
to. an amount equal to twenty-five percent 
of the amount supplied. Section 6303(a) 
relates to notice to persons liable for unpaid 
taxes reflected in the assessment of such 
taxes. NAC under the circumstances al- 
leged is not a person liable for the unpaid 
taxes. Moreover, there is nothing in the 
text of the Federal Tax Lien Act of 1966, 
Pub. L. No. 89-719, 80 Stat. 11257 or its 
legislative history? to suggest that Con- 
gress intended to make lender’s liability 
conditioned on the giving of notice under 
§ 6303(a). 


It has long been established that no 
prior notice is required to impose common 
law debt liability on the part of one liable 
to the United States for taxes due. See 
Dallas Savings Bank v. United States, 86 


2See 1966 U. S. Code Cong. and Ad. News 
3722 which sets out S. Rep. (Finance Commit- 
tee) No. 1708, Oct. 11, 1966. In explaining the 
reason for imposing ‘liability on lenders, the 
Senate Report states at 3743: 
“Third parties who specifically finance pay- 
not paying employees directly, 
juin’ a! ‘position similar to that of 
to be true aint those 
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Amcon International, Inc. v. U.S. 


U. S. 227, 239-240 (1874) and United States 
v. Ayer [1 ustc 173], 12 F. 2d 194, 200 
(Ist Cir. 1926) and, more importantly, 
United States v. Nashville C. & St. L. Ry., 
249 F. 2d 678, 681-684 (6th Cir. 1918). In 
that case, the Sixth Circuit said: 


“Tt is the general rule, applicable, not 
only to customs duties, but to internal 
revenue taxes, that a common-law action 
of debt lies in favor of the government 
whenever, by accident, mistake, or fraud, 
no duties or short duties have been paid; 
and thus that the government may re- 
cover a personal judgment for a tax, 
either in a sum certain or when readily 
reducible to certainty, whenever there exists 
a duty to pay, provided always another 
remedy has not been made exclusive.” 


Id. at 681 (citations omitted). Indeed the 
Code expressly recognizes this right. See 
§ 6501 (a). 


As explained by the government in its 
Brief in Opposition, either the Code re- 
quires notice as a condition precedent to 
suit or it does not require such notice. 
Questions of fairness, difficulty of collec- 
tion, and the like are simply irrelevant 
except to the extent they may bear on 
Congressional intent. I am satisfied that 
the Seventh Circuit and the district courts 
which have followed its decision in Asso- 
ciates Commercial Corp., supra, were simply 
wrong. 


JOG. 


The Sixth Circuit, in Farmers-Peoples 
Bank v. United States [73-1 ustc { 9393], 
477 F. 2d 752, 756 (6th Cir. 1973), in hold- 
ing that a lender in a case under § 3505(b) 
was entitled to a jury trial and that an 
action of this kind is intended only to 
impose personal liability, described three 
essential elements to such an action: 


First, the lender must have loaned money 
to the employer with the knowledge that 
the money was going to be specially used 
to meet payroll. 


Second, the employer must have failed 
to pay payroll taxes for the applicable 
quarter and such taxes must still be due. 


Third, the lender must have had actual 
notice or knowledge that the employer 
neither intended or was able to pay its 
payroll taxes. 


As I read §3505(b) and its legislative 
history, to require more would defeat Con- 
gress’ intent in enacting it. NAC’s seventh 
amendment right to a jury trial is certainly all 
the protection it needs against any overbearing 
conduct on the part of the government. 


The motion for summary judgment is 
DENIED. 


SO ORDERED. 


[9363] Amcon International, Inc. Combined Business Services, Corp., Donna B. 
Lally, Inc., James F. and Donna B. Lally, Inc., James F. Lally v. United States of 


America. 


U. S. District Court, East. Dist. of Pa., Civil Action Nos. 84-4940, 84-4945—84-4948, 


3/29/85. 


[Code Secs. 7602 and 7609] 


Third-party summonses: Bank records: Enforcement.—A petition filed by the tax- 
payers to quash an IRS summons issued to their bank was denied and the government’s 
motion for summary enforcement of the third-party summons was granted. The govern- 
ment established a prima facie case for enforcement, while the taxpayers failed to uphold 
their burden of disproving the existence of a valid purpose or to show that enforcement 
of the summons would be an abuse of the court’s process or would otherwise be improper. 
The taxpayers’ arguments that they were not subject to the provisions of Code Sec. 
7602(a), that Code Sec. 7602(b) was unconstitutional and that Code Sec. 7602(b) violated 
their rights to privacy and their rights under the Fourth and Fifth Amendments to the 
Constitution were all rejected by the court. The court declined to award attorney’s fees to 
the government under F. R. C. P. 11, but placed the taxpayers on notice that continued 
prosecution would demonstrate bad faith on their part and that an award of attorney’s 
fees would then be appropriate. Back references: {| 5924.65 and 5930D.20. 


. _James F. Lally, Sr., Amcon International Inc., RD 1, Box 21A, Mohrsville, Pa. 19541, 
for plaintiff. Rachel Shao, Assistant United States Attorney, Philadelphia, Pa. 19106, 
Stephen Carlton, Department of Justice, Washington, D. C. 20530, for defendant. 
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Memorandum and Order 


Houyett, District Judge: Presently before 
me is a petition to quash a summons issued 
by the Internal Revenue Service to the 
First National Bank of Leesport requesting 
information concerning the financial affairs 
of the petitioners, particularly James F. 
Lally. The IRS is currently investigating 
the federal income tax liability of James F. 
Lally for the years 1981 through 1983. The 
United States filed a motion for summary 
denial of the petition and a motion for 
summary enforcement of the summons, as 
well as a request for attorney’s fees. For 
the reasons which follow, the petition to 
quash will be denied and the government’s 
requests for summary enforcement granted. 
I decline to award attorney’s fees at this 
time. 


The relevant facts in this case can be 
summarized as follows. On October 19, 
1984, John A. Strunk, a special agent with 
the IRS, issued a “third party record- 
keeper” summons to the First National 
Bank of Leesport to obtain information for 
an investigation into the tax liabilities of 
Lally for the years 1981 through 1983. Lally 
was a customer of the bank and the govern- 
ment asserts that the bank has possession 
of books, records and other financial data 
relating to Lally’s financial transactions 
which are relevant in determining his tax 
liability for the years in question. Such 
“third party recordkeeper” summons are 
authorized by 26 U. S. C. § 7609(a) (3). 


In order to establish a prima facie case 
for enforcement of the summons under 
both prior and current law, the government 
must show that (1) the investigation is 
being conducted for a legitimate purpose; 
(2) the information sought is relevant to 
that purpose; (3) the information is not 
already in the possession of the IRS; and 
(4) the administrative steps required by the 
IRS have been followed. See United States 
v. Powell [64-2 ustc J 9858], 379 U. S. 48, 
57-58 (1964); Godwin v. United States [83-1 
ustc § 9379], 564 F. Supp. 1209 (D. Del. 
1983). 


The government has filed a sworn decla- 
ration of Special Agent Strunk that estab- 
lishes all of the requisite elements of prima 


1 The petitioner has filed identical form peti- 
tions on behalf of Amcon International, Inc.; 
Combined Business Services, Corp.; Donna B. 
Lally, Ine.; James F. and Donna B. Lally, Inc.; 
and James F. Lally. Each of these petitions 
was signed and submitted by James F. Lally. 
Because of their duplicative nature, I will treat 
ree petitions as one. 
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frivolous. 1] 
as to § 7602(a)(3) is equally meritless. 


facie case for enforcement of the summons. 
The burden then shifts to the petitioners to dis- 
prove the existence of a valid purpose or to 
show that enforcement of the summons 
would be an abuse of the court’s process 
or otherwise would be improper. United 
States v. Powell, supra at 58; Byasse v. 
Umted States, No. 84-2415, slip op. (E. D. 
Pa. Sept. 26, 1984). 


Petitioners have raised identical chal- 
lenges to the summonses.’ Their first con- 
tention is that none of the provisions of 
26 UL S='G. §'7602(a) (i) (2) core (3s apply: 
to petitioner Lally. Specifically, petitioner 
Lally claims he is not subject to the pro- 
visions of § 7602(a)(2). because he is not 
liable for any federal tax and is not a 
person required to perform any act with 
respect to any federal tax.” This claim is 
without merit. The IRS is not required to 
establish tax liability prior to issuance of 
the summons. Rather the IRS has a statu- 
tory duty to inquire about persons who 
may be liable for payment of taxes. 26 
U.S. C. § 7601(a); Uhrig v. United States 
[84-2 ustc J 9694], 54 A. F. T. R. 2d 84- 
5738 (D. Md., June 30, 1984). The assess-— 
ment of a petitioner’s tax liability is the 
precise issue for resolution. Furthermore, 
petitioners’ contention has been rejected as 
frivolous by a number of courts. Uhrig, 
supra, at 5740, citing United States v. McAnlis 
[84-1 ustc § 9187], 721 F. 2d 334, 336 (11th 
Cir. 1983). 


Petitioners’ next claim is that 26 U. S. C. 
§ 7602(b) is unconstitutional because it is 


‘overly broad, vague and unenforceable. 


Section 7602(b) states in pertinent part: 


Purpose May Include Inqury 
Into Offense 


The purpose for which the Secretary may 
take any action described in paragraph 
(1), (2) or (3) of subsection (1) includes 
the purpose of inquiring into any offense 
connected with the administration or en- 
forcement of the internal revenue laws. 


Prior to the enactment of section 7602(b), 
a taxpayer could challenge a summons on 
the grounds that it was issued solely for 
the purpose of gathering evidence for a 
criminal investigation. Now, a summons 
may be issued to further a criminal investi- 


2Petitioner also alleges that although 
§ 7602(a)(1) authorizes the Secretary of the 
Treasury to examine books, papers and other 
data, the provision imposes no requirement 
that the petitioner must produce such material. 
Acceptance of this position would render the 
statute meaningless and must be dismissed as 
Furthermore, petitioner’s. allegation 
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gation, subject to the limitation contained 
in § 7602(c)(1) that there be no adminis- 
trative summons where there has been a 
Justice Department referral. A “Justice 
Department referral” is defined in § 7602 


(c) (2). 


This statutory change was made, in large 
part, to “avoid the protracted litigation 
spawned by the prior vague and indefinite 
test ... of whether the agency had institu- 
tionally committed itself to refer a case 
for criminal prosecution.” Godwin v. United 
States [83-1 ustc J 9379], 564 F. Supp. 1209, 
1213 (D. Del. 1983). I must agree with the 
government that § 7602(b), in conjunction 
with §7602(c), constitutes “congressional 
action defining the scope of the IRS’s power 
to issue summonses” such that courts “must 
no longer continue to search for the vague 
boundary between civil and criminal investi- 
gation.” United States v. Gesner [79-2 ustc 
7 13,305], 595 F. 2d 146, 153 (3d Cir. 1979). 
Petitioners’ position must therefore be 
rejected.* 


Petitioners further claim that § 7602(b) 
violates their right to privacy and their 
rights under the Fourth and Fifth Amend- 
ments of the United States Constitution. 
The Supreme Court has emphasized that 
“no interest legitimately protected by the 
Fourth Amendment is implicated by gov- 
ernmental investigative activities unless there 
is an intrusion into a zone of privacy.” 
United States v. Miller [76-1 ustc J 9380], 
425 U. S. 435, 440 (1976); citing Hoffa v. 
United States, 385 U. S. 293, 301-02 (1966). 
In Miller, the respondent had argued that 
a subpoena served on his bank was the 
equivalent of a search and seizure of his 
“private papers” and therefore violated the 
fourth amendment. Jd. at 442. The court 
rejected this position, finding that there was 
no legitimate expectation of privacy con- 
cerning information kept in bank records. 
Id. Thus, no fourth amendment rights of 
the depositor were implicated by the issu- 
ance of a summons to a third party to 
obtain the records of the depositor. Id. 
at 444. 


The Supreme Court has also determined 
that the fifth amendment’s proscription 
against the compelled production of incrim- 
inating evidence applies only when the 
accused is forced to make a testimonial 


3It should also be noted that the summons 
has the additional purpose of determining the 
income tax liability of the taxpayer and thus 
would be enforceable on this ground alone. 
_ 4In #isher, the Court held that a subpoena 
served on a taxpayer requiring him to produce 
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communication that is incriminating. Fisher 
v. United States [76-1 ustc J 9353], 425 U.S. 
391, 408 (1976). The Court in Fisher held 
that a summons served on a third party 
recordkeeper to produce papers prepared in 
connection with its business transactions 
with a taxpayer under investigation did not 
rise to the level of testimony within the 
protection of the fifth amendment.* Fol- 
lowing these cases, I conclude that peti- 
tioners’ claims under the fourth and fifth 
amendment are without merit and must be 
rejected. 


The government has asked for the impo- 
sition of sanctions in this case. It asserts 
that the petition is without any merit what- 
soever, and is in reality nothing more than 
a frivolous form petition signed in violation 
of Rule 11 of the Federal Rules of Civil 
Procedure and brought merely for the purpose 
of delay. Alternatively, if this position is 
not accepted, the government has requested 
that sanctions could be imposed if the peti- 
tioners continue to prosecute this action on 
frivolous grounds. 


Under Fed. R. Civ. P. 11, petitioners’ 
signing the petition constituted a certifica- 
tion that petitioners believed, after reason- 
able inquiry, that the petition’s allegations 
were “warranted by existing law or a good 
faith argument for the extension, modifica- 
tion, or reversal of existing law, and that it 
is not interposed for any improper purpose 
such as to harass or to cause unnecessary 
delay ...” Because the petitioners were 
not represented by counsel, I decline to 
award attorney’s fees under this rule. Never- 
theless, I agree with the government that 
petitioners are now on notice that their 
contentions are without merit. If they continue 
to prosecute this action, their bad faith in 
bringing this action will become apparent 
and an award of attorney’s fees will be 
appropriate. : 

An appropriate order follows. 


Order 


NOW, March 28, 1985, upon considera- 
tion of the petition to quash the Internal 
Revenue Service summons, the govern- 
ment’s motion for summary enforcement of 
summons, the memoranda of law and affi- 
davits submitted by the parties, and for the 
reasons stated in the accompanying memo- 
randum, IT IS ORDERED that: 


an accountant’s workpapers that were in his 
possession did not itself involve testimonial 
self-incrimination, in that implicitly admitting 
the existence and possession of the papers does 
not rise to the level of testimony within the 


protection of the fifth amendment. Jd. at 411. 
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1. The petition to quash the Internal 
Revenue Service summons is DENIED. 


2. The government’s motion for summary 
enforcement of the summons is GRANTED 
and the summoned party listed in the final 
paragraph below shall comply with the 
summons served upon it at a reasonable 
date, place, and time to be set by the 
Internal Revenue Service. 


3. The stay effected by the filing of the 
instant petition pursuant to Internal Reve- 


nue Service Code of 1954, section 7609 
(d)(2) (26 U.S. C.) is hereby DISSOLVED 
and lifted. 


4. The Clerk of Court shall forward a 
certified copy of this order to the sum- 
moned party: 


The First National Bank of Leesport 
Attn: Custodian of Records 

Center Avenue 

Leesport, Pennsylvania 19533 


[9364] United States of America, Plaintiff-Appellee v. Sorkis J. Webbe, Defendant- 


Appellant. 


U. S. Court of Appeals, 9th Circuit, No, 83-1231, 3/10/85. Affirming unreported 


District Court decision. 


[Code Sec. 7206] 


Crimes: Fraud and false statements: Conspiracy: Estoppel—The government was 
not collaterally estopped from trying a taxpayer on tax charges for making and filing a 
false income tax return, even though he had been acquitted for conspiracy to defraud a 
union pension fund in an earlier criminal proceeding. A federal court of appeals rejected 
the taxpayer’s collateral estoppel claim as overbroad, and pointed out that an acquittal 
on a conspiracy charge did not mean that the elements needed to convict him on tax 
charges necessarily needed to be relitigated. As a result, the appellate court concluded 
that the jury in the prior proceeding could have rationally reached its “not guilty’ verdict 
on an issue other than the existence of an agreement between the two co-conspirators 
concerning their intent to defraud the pension fund. Further, the appellate court did not 
accept the taxpayer’s contention that the admission of certain evidence was reversible 
error, because the court concluded that any possible error was harmless. Finally, the 
taxpayer’s remaining argument, challenging the sufficiency of the evidence presented was 
also rejected by the court as unpersuasive, since the court could not say that no rational 
trier of fact would not have found the essential elements of the crime beyond a reasonable 
doubt. Back references: f 5714.057 and 5714.072. 


Geoffrey A. Anderson, Assistant United States Attorney, Las Vegas, Nev. 89101, 
Louis M, Fischer, Department of Justice, Washington, D. C. 20530, for plaintiff-appellee. 
Albert J. Krieger, 1899 S. Bayshore Drive, Miami, Fla. for defendant-appellant. 


Before Merritt, ALARCON and Ne tson, Circuit Judges. 


Netson, Circuit Judge: Sorkis J. Webbe 
appeals his jury conviction on two counts of 
making and filing a false income tax return 
in violation of 26 U. S. C. § 7206(1). Webbe, 
along with several others, had earlier been 
acquitted of conspiracy to defraud a union 
pension fund (United States v. Linton, 
CR-80-24-ECR). Webbe argues that the 
government was barred by collateral estoppel 
from trying him on the tax charges, because 
of his earlier acquittal on the conspiracy 
charges. Next, Webbe asserts that the 
district court erred in admitting certain 
evdence under Fed. R. Evd. 801(d) (2) (E). 
Finally, he challenges the sufficiency of the 
evidence supporting | his conviction. We 
affirm. 


The collateral esepRe! Mactine means 


that “when an issue of ultimate fact has 
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once been determined by a valid and final 
judgment, that issue cannot again be liti- 
gated between the same parties in any 
future lawsuit.” Ashe v. Swenson, 397 U. S. 
436, 444 (1970). To determine whether 
collateral estoppel bars a subsequent re- 
trial of issues following an acquittal based 
on a general verdict, we must ask “ ‘whether 
a rational jury could have grounded its 
verdict upon an issue other than that which 
the defendant seeks to foreclose from con- 
sideration.’ The inquiry must be set in a 
practical frame and viewed with an eye 
to all the circumstances of the proceed- 
ings.” Ashe, 397 U. S. at 444 (quoting Seal- 
fon v. United States, 332 U. 7 575: 579 
(1948)). 


In Onaeed S tates v. . Hernandes, 572 13 2d 
Oth, Cir. ABE), we an that 
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[t]he collateral estoppel analysis involves 
a three-step process: (1) An identifica- 
tion of the issues in the two actions for 
the purpose of determining whether the 
issues are sufficiently similar and suffi- 
ciently material in both actions to justify 
invoking the doctrine; (2) an examina- 
tion of the record of the prior case to 
decide whether the issue was “litigated” 
in the first case; and (3) an examination 
of the record of the prior proceeding to 
ascertain whether the issue was neces- 
sarily decided in the first case. 


In United States v. Dipp, 581 F. 2d 1323, 
1325-26 (9th Cir. 1978), cert. denied, 439 
U. S. 1071 (1979), we applied Hernandez 
to a case in which the defendant had been 
acquitted of conspiracy on a general ver- 
dict. We pointed out that acquittal on a 
conspiracy charge 


need not mean that all elements required 
to prove a conspiracy were found to be 
lacking. If several elements were liti- 
gated, acquittal can mean that the jury 
found in favor of the defendent on only 
one element. A general verdict, however, 
does not reveal the identity of that ele- 
ment. 


Here, Webbe asserts that the entire con- 
spiracy charge was re-litigated in order to 
convict him on the tax charges. Webbe’s 
interpretation of the collateral estoppel doc- 
trine is overly broad, and we reject it. 
According to Webbe, the key link in the 
government’s tax case was the existence of 
conspiracy between Webbe and Lee Linton 
to share in the proceeds of “kickback” 
money. Even if we assume that this issue 
was “litigated” in the first trial, we cannot 


% 


say that it was “necessarily decided” there. 
See Hernandez, 572 F. 2d at 220. In the 
conspiracy proceedings, the judge instructed 
the jury that they could not convict unless 
they believed that the defendants acted 
with the intent to defraud the pension fund. 
Thus the jury could have rationally founded 
its “not guilty” verdict on an issue other 
than the existence of an agreement between 
Webbe and Linton. See Ashe, 397 U. S. at 
444. Webbe’s collateral estoppel claim 
must therefore fail. 


Webb’s remaining arguments are un- 
persuasive. After a thorough review of 
the record in the tax case, we believe that 
any possible error in the admission of tes- 
timony under Fed. R. Evid. 801(d)(2)(E) 
was harmless. We can say with “fair as- 
surance” that any such error did not have 
“substantial influence’ over the verdict, 
see Kotteakos v. United States, 328 U. S. 
750, 764-65 (1946), because other, non- 
hearsay evidence amply supported it. 


Finally, viewing the evidence in the light 
most favorable to the prosecution, we can- 
not say that no rational trier of fact could 
have found the essential elements of the 
crime beyond a reasonable doubt. See 
Jackson v. Virginia, 443 U. S. 307, 318-19 
(1979); United States v. Marabelles [84-1 
ustc J 9189, 724 F. 2d 1374, 1377 (9th Cir. 
1984) (setting forth elements of violation 
of 26 U. S. C. §7206(1)). Thus we hold 
that the evidence was sufficient to support 
Webbe’s conviction on both counts. 


AFFIRMED. 


[7 9365] Richard A. Deal, Plaintiff-Appellant v. United States of America, Defendant- 


Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 84-2582, Summary Calendar, 5/2/85. Affirm- 


ing unreported District Court decision. 


[Code Sec. 7609] 


Summons: Jurisdiction: Third-party recordkeeper.—The district court in the South- 
ern District of Texas properly dismissed the taxpayer’s petition to quash two summonses 
for lack of jurisdiction because jurisdiction was exclusively in the Northern District of 
Georgia where the third-party recordkeepers resided. The taxpayer had argued that Code 
Sec. 7609(h)(1) gave preferential venue to a federal district where the third-party record- 
keeper resides or is found; however, the taxpayer conceded that the district court’s dis- 
missal was proper if such Code section was jurisdictional. Back reference: {] 5924.40. 


Ronald H. Tonkin, 5718 Westheimer, Houston, Tex. 77057, for plaintiff-appellant. 
Daniel K. Hedges, United States Attorney, James R. Gough, Assistant United States 
Attorney, Houston, Tex. 77208, Glenn L. Archer, Jr., Assistant Attorney General, Michael — 
L. Paup, Charles E. Brookhart, Patricia Bowman, Department of Justice, Washington, 
D. C. 20530, Joe A. Pitzinger, Department of Justice, Dallas. Tex. 75242, for defendant-appellee. 
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JOHNSON, Circuit Judge: Taxpayer, Rich- 
ard A. Deal, appeals from the dismissal of 
his petition to quash third-party summonses 
issued by the IRS to three third-party 
record keepers. The district court dismissed 
Deal’s motion to quash for lack of subject 
matter jurisdiction. under 26 U. S. C. 
§ 7609(h)(1). On appeal, Deal asserts that 
§ 7609(h)(1) is merely a venue statute and 
not a jurisdictional statute. Finding that 
Deal’s argument is precluded by this Court’s 
recent decision in Masat v. United States 
[84-2 ustc { 9918], 745 F. 2d 985 (5th Cir. 
1984), this Court affirms the order of the 
district court. 


I. BACKGROUND. Pursuant to an in- 
vestigation by the Internal Revenue Service 
(IRS) of appellant Richard A. Deal’s 
potential tax liabilities, the IRS issued three 
third-party summonses directed to two law 
firms and to an individual. The IRS re- 
quested records relating to the tax affairs 
of Deal such as records of billings, dates of 
meetings and names of those present, dates 
of phone calls and names of individuals 
called. All the summonses were served on 
each of the third parties in Atlanta, Georgia. 


Deal was notified of the summons pur- 
suant to 26 U. S. C, § 7609(a)(1)(B). 
Having his domicile in the Southern Dis- 
trict of Texas, Deal filed in that district a 
petition to quash the summonses. In re- 
sponse, the IRS filed a motion to dismiss 
appellant’s petition for lack of subject mat- 
ter jurisdiction, contending that jurisdiction 
was exclusively in the Northern District of 
Georgia where the third-party record keep- 
ers were located. Thereafter, appellant filed 
an amended petition to transfer the petition 
to quash to the Northern District of Georgia. 
The district judge granted the IRS’s motion 
to dismiss, ruling that the Southern Dis- 
trict of Texas has no subject matter juris- 
diction over the petition, thereby summarily 
denying appellant’s motion to transfer. 


II. DISCUSSION. An IRS summons di- 
rected to third-party record keepers is 
subject to special procedures of the Internal 
Revenue Code, 26 U. S. C. § 7609 et seg. 
(1954) (as amended 1982). Appellant has a 
right to challenge the summons in a pro- 
ceeding to quash as provided by § 7609(b) (2). 
The disputed provision relevant to this case 
is 26 U. S. C. § 7609(h)(1) which states: 
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(h) Jurisdiction of district court; etc.— 


(1) Jurisdiction—The United States dis- 
trict court for the district within which 
the person to be summoned resides or is 
found shall have jurisdiction to hear and 
determine any proceeding brought under 
subsection (b)(2), (f), or (g). An order 
denying the petition shall be deemed a 
final order which may be appealed. 


Appellant’s interpretation is that section 
7609(h)(1) is not per se a jurisdictional 
statute, but one giving preferential venue to 
a federal district where the third party 
record keeper resides or is found. Thus, 
the thrust of appellant’s argument is that 
Congress intended the jurisdictional limita- 
tion in § 7609(h)(1) to serve only as a spe- 
cial venue statute. Deal concedes, however, 
that the district court’s dismissal is proper 
if § 7609(h) (1) is jurisdictional. 


Appellant’s argument is precluded by this 
Court’s recent decision in Masat v. United 
States [84-2 ustc [9918], 745 F. 2d 985 (5th 
Cir. 1984), holding that jurisdiction is ex- 
clusively in the district where the third- 
party record keepers reside. This Court in 
Masat expressly interpreted the statute as 
a jurisdictional limitation. This Court 
stated the following rationale for its decision: 


There is a sound rationale for this limi- 
tation of jurisdiction. The taxpayer’s mo- 
tion to quash is directed towards an 
existing summons issued by the IRS to 
the third-party recordkeeper. Given Con- 
gress’s twin goals of shifting to the tax- 
payer the burden of instituting an action 
to quash an IRS summons issued to a 
third-party recordkeeper and of removing 
the delays in tax investigations, it is only 
logical that jurisdiction be vested in the 
district where the summons is to be an- 
swered. Allowing jurisdiction to be de- 
termined by the location of the taxpayer, 

as Masat argues, would force the moun- 
tain to come to Mohammed, and would 
undercut both objectives of Section 7609. 


Id. at 987-88. In this case, all the third- 
party record keepers resided in and were 
found in Atlanta, Georgia. Accordingly, 
the district court correctly determined that 
it had no jurisdiction over this case. Be- 
cause Deal concedes that dismissal was 
proper if § 7609(h)(1) is jurisdictional, the 
order of the district court is 


AFFIRMED 
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[9366] David H. Bruce, Plaintiff-Appellant v. United States of America, Defendant- 
Appellee. 


U. S. Court of Appeals, 9th Circuit, Nos. 84-2154, 84-2610, 5/3/85. Affirming District 
Court, 84-1 ustc { 9517. i 
[Code Sec. 6402] 


Refunds and credits: Standing.—The taxpayer lacked standing to sue for a tax 
refund because he did not have a financial interest in filing suit, his attormey having paid 
his deficiency. Through the urging of his attorney, the taxpayer invested in a tax shelter, 
subsequently claiming deductions for losses. After the IRS denied the taxpayer’s 
claims and assessed a deficiency, the attorney paid the tax bill. There was no fee arrange- 
ment between the taxpayer and attorney authorizing the attorney to pay taxes on behalf 


of the taxpayer and treat the payment as a loan. Back reference: {| 5406.50. 


Dolly Ares, 110 N. 3rd St., San Jose, Calif., for pla‘ntiff-appellant. 


Hary Allen, 


Department of Justice, Washington, D. C. 20530, for defendant-appellee. 


Before Huc, SCHROEDER and HALL, Circuit Judges. 


Opinion 
Hatt, Circuit Judge: Plaintiff Dr. David 
H. Bruce (Dr. Bruce) appeals the dismissal 
of his action seeking a tax refund. We 
affirm. 
Me GES: 


Dr. Bruce invested $10,000 in Duncan 
Properties on the advice of his tax shelter 
attorney Harry Margolis (Margolis). Dr. 
Bruce subsequently claimed a tax deduc- 
tion for his share of partnership losses in- 
curred by Duncan Properties in 1977. The 
Internal Revenue Service (IRS) disallowed 
the deduction in 1981 and issued to Dr. 
Bruce a notice of deficiency for $1,971 in 
taxes and $665.87 in interest. Margolis 
subsequently paid the deficiency with a 
“trustee” check and then filed an amended 
return including a claim for refund which 
was signed “David H. Bruce per Harry 
Margolis.” Following the IRS’s denial of 
the refund claim, the present action seeking 
a refund of the $2,636.87 paid by Margolis 
was filed in Dr. Bruce’s name. 


At his deposition in September 1982, Dr. 
Bruce stated that he did not have to pay 
the additional assessed taxes under his fee 
arrangement with Margolis, that he had 
no anticipation of repaying the $2,636.87 
paid by Margolis, and that the present tax 
refund case did not affect him financially 
at all. The government later filed a motion 
to dismiss based upon Margolis’ alleged 
failure to comply with discovery requests. 
The government argued that such a sanc- 
tion was appropriate because Margolis was 
the real party in interest due to his pay- 
ment of the taxes in question. 


1The fee agreement provided that Margolis 
was to receive a fee of one-third of any tax 
savings. In the event of a challenge to the 
tax planning by the IRS, Margolis was to pay 


the costs of defending the planning as well 
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Dr. Bruce and Margolis subsequently filed 
affidavits asserting that the payment of 
taxes by Margolis involved a loan which 
Dr. Bruce was obligated to repay. Dr. 
Bruce also stated in his affidavit that he 
had repaid Margolis with a check payable 
to the Ivory Corporation on June 15, 1983. 
At evidentiary hearings in April 1983 and 
March 1984, Dr. Bruce stated that his 
change in testimony regarding his liability 
for the assessed taxes was prompted by his 
review of the fee agreement with Margolis. 
However, Dr. Bruce’s counsel admitted that 
there was no provision in the agreement 
relating to the payment of tax deficiencies.’ 
Moreover, Dr. Bruce was unable to recall 
the terms of the “loan” he had received 
from Margolis, including when it was to be 
repaid. 


The district court found that Dr. Bruce’s 
change in testimony was not credible. The 
court concluded that Margolis’ payment of 
the taxes was not a loan. Dr. Bruce’s sub- 
sequent “repayment” was found to have 
been a voluntary action. Because Dr. Bruce 
was not the “person who made the over- 
payment” of taxes, the district court dis- 
missed the action based upon Dr. Bruce’s 
lack of standing to sue for a refund. See 
26 U. S. C. § 6402(a). 


II. Timeliness of Appeal. 


A timely notice of appeal was filed on 
June 15, 1984, with respect to the original 
judgment of dismissal (No. 84-2154). On 
that same date, Dr. Bruce filed a motion 
to vacate the judgment under Rule 60(b) (4), 
as any penalties and a pro rata share of in- 
terest that might be incurred. Margolis was 


also obligated to refund any fees paid with 
respect to tax savings overturned by the IRS. 
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Fed. R. Civ. P. Although the district court 
purported to deny the Rule 60 motion in 
September 1984 (the “September Order’’), 
the court was without jurisdiction to enter- 
tain the motion until the case was remanded 
by this court on October 10, 1984. See 
Scott v. Younger, 739 F. 2d 1464, 1466 (9th 
Cir. 1984). 


Dr. Bruce filed a notice of appeal from 
the September Order on October 25 (No. 
84-2610). The district court subsequently 
entered an amended order (following the 
remand from this court) denying the Rule 
60 motion on October 31. Although Dr. 
Bruce did not refile his notice of appeal 
following entry of the amended order, the 
earlier notice of appeal (No. 84-2610) will 
be treated as filed on the same date as the 
entry of the amended order pursuant to 
Rule 4(a)(2), Fed. R. App. P. See Cape 
May Greene, Inc. v. Warren, 698 F. 2d 179, 
185 (3d Cir. 1983) ; Eason v. Dickson, 390 F. 
2d 585, 588 (9th Cir.), cert. denied, 392 VU. S. 
914 (1968). The notice of appeal with 
respect to the denial of the Rule 60 motion 
is timely. 


III, Standard of Review. 


The district court decided disputed factual 
matters before dismissing plaintiff's action 
for lack of standing. Standing is a threshold 
jurisdictional question in every federal case. 
See EMI Lid. v. Bennett, 738 F. 2d 994, 996 
(9th Cir, 1984), cert. denied, 105 S. Ct. 567 
(1984). In determining whether subject 
matter jurisdiction exists, “the district court 
is ordinarily free to hear evidence regarding 
jurisdiction and to rule on that issue prior 
to trial, resolving factual disputes where 
necessary.” Augustine v. United States, 704 
F. 2d 1074, 1077 (9th Cir. 1983). It is only 
where the jurisdictional issue and the issue 
on the merits “are so intertwined that the 
question of jurisdiction is dependent on the 
resolution of the factual issues going to the 
merits” that the district court may not 
decide disputed factual issues prior to trial. 
Id. See Sun Valley Gasoline, Inc. v. Ernst 
Enterprises, Inc., 711 F. 2d 138, 139 (9th 
Cir. 1983). 


In the present case, Dr. Bruce may have 
a valid claim on the merits and nonetheless 
lack standing to receive the refund. Cf. 
Lewis v. Knutson, 699 F. 2d 230, 237-38 
(5th Cir. 1983) (plaintiff’s standing to prose- 
cute suit as shareholder held not to overlap 
2 Under 28 Us: Cc. § 1346(a) (1), “the district 


court has concurrent jurisdiction with the 
United States eClatmae Count of vLadny: vil 
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with merits of claim that defendants breached 
fiduciary duty). Because the standing issue 
is independent from the merits determina- 
tion, it was proper for the district court to 
make factual findings and to decide the 
jurisdictional issue in this case. 


The district court’s factual findings on 
the jurisdictional issue must be accepted un- 
less they are clearly erroneous. See United 
States v. McConney, 728 F. 2d 1195, 1200 
(9th Cir.) (en banc), cert. dened, 105 S. Ct. 
101 (1984); Williamson v. Tucker, 645 F. 2d 
404, 413 (5th Cir.), cert. denied, 454 U. S. 
897 (1981). However, the ultimate legal 
conclusion that Dr. Bruce lacked standing 
to obtain a refund is subject to de novo 
review. See EMI Lid. 738 F. 2d at 996. 


IV. Standing 


A. Factual Findings. The fee agreement 
between Dr. Bruce and Margolis was silent 
regarding who would be liable for any tax 
deficiency. Other than Dr. Bruce’s testi- 
mony at the evidentiary hearings and the 
affidavits filed by Dr. Bruce and Margolis, 
the payment of the taxes with a “trustee” 
check is the only evidence indicating that 
Dr. Bruce might have been responsible for 
repaying Margolis. However, the district 
court did not believe the affidavits or Dr. 
Bruce’s testimony at the evidentiary hear- 
ings. The court instead believed Dr. Bruce’s 
initial statements that he did not have to 
pay the additional assessed taxes under his | 
fee arrangement with Margolis, that he had 
no anticipation of repaying Margolis, and 
that he had no financial interest in this 
litigation. The credibility findings and the 
determination that Margolis’ payment of 
the taxes was not a loan are not clearly 
erroneous. 


B. Legal Analysis. Although the dis- 
trict court’s order of dismissal mentioned 
that Dr. Bruce lacked standing under 
§ 6402(a) of the Internal Revenue Code of 
1954, 26 U. S. C. § 6402(a), the judgment 
entered by the court relied solely upon 28 
U.S. C. § 1346(a) (1), the Title dealing with 
judicial procedure. We may affirm the dis- 
trict court’s correct legal results even if 
they were reached for the wrong reasons. 
Alcaraz v. Block, 746 F. 2d 593, 602 (9th 
Cir. 1984). Therefore, if Dr. Bruce lacked 
standing under either statute, the dismissal 
may be affirmed.’ 


covery of any internal revenue tax. alleged to 
have been iStnoneously or illegally assessed or 
collected . . .” 28 U. S. C. § 1346(a)(1). The 
ue Code of 1954 contains vari- 
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Dr. Bruce relies upon 28 U. S. C. 
§ 1346(a) (1) in arguing that the only stand- 
ing requirement for obtaining a tax refund 
is that the plaintiff must have been assessed 
the tax in question. We reject Dr. Bruce’s 
argument that any standing requirement 
imposed by § 6402(a) of the Internal Rev- 
enue Code would improperly contravene 
28 U.S. C. § 1346(a)(1). The United States 
is free to place restrictions on its consent 
to be sued. See, e.g., United States v. 
Mitchell, 445 U. S. 535, 538 (1980). For 
example, the procedural requirements of 
§§ 6511 and 7422(a) of the Internal Revenue 
Code of 1954, 26 U. S. C. §§6511 and 
7422(a), have been held to present juris- 
dictional hurdles in addition to 28 U. S. C. 
§ 1346(a)(1). See Crimson v. United States, 
550) she 2d 51205,.51206 "(Sth Gir) Ger 
curiam), cert. denied, 434 U. S. 807 (1977); 
United States v. Rochelle [66-2 ustc J 9520], 
363 F. 2d 225, 230-31 (5th Cir. 1966). Stand- 
ing requirements under §6402(a) of the 
Code do not contravene 28 U. S. C. 
§ 1346(a)(1) because Congress possesses 
the authority to impose standing limitations 
in addition to § 1346(a)(1). 


Dr. Bruce relies heavily on Morse v. 
United States [74-1 usnc J 9339], 494 F. 2d 
876 (9th Cir. 1974), and DeNiro v. United 
States [77-2 ustc J 13,205], 561 F. 2d 653 
(6th Cir. 1977). In Morse, an unknown per- 
son paid income tax assessed against the 
plaintiff. Applying the Internal Revenue 
Code of 1939, we held that the plaintiff was 
a “taxpayer” as defined in the Code even 
though she had not paid the tax. Morse, 
494 F. 2d at 879-80. However, we expressed 
“no opinion as to whether [plaintiff] is ac- 
tually entitled to the refund.” Jd. at 880. 
The case was remanded for further pro- 
ceedings relating to the application of 
§§ 332(a)(1) and 3770(a)(1) of the Internal 
Revenue Code of 1939, 26 U. S. C. 
§§ 332(a)(1) & 3770(a)(1), the predecessor 
provisions to §6402(a) of the 1954 Code. 
Thus, the Morse court left open the issue 
presented here. In DeNiro, the court stated 
that ‘fone other than the actual payer of 
the tax may have standing to sue for a re- 
fund.” DeNiro, 561 F. 2d at 657. The court 
then concluded that the plaintiffs qualified 
as executors of an estate who could sue 
for a refund of the tax paid by the dece- 


ous provisions relating to the procedures for 
obtaining a tax refund. First, the Code pro- 
vides that no court action may be maintained 
until a claim for refund has been filed with the 
Secretary of the Treasury. 26 U.S. C. § 7422(a). 
Second, the claim for an overpayment of tax 
must be filed ‘‘by the taxpayer,’’ id. § 6511(a), 
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dent’s estate. Jd. The facts in DeNiro are 
distinguishable from those here. 


The district court relied primarily on 
Scanlon v. United States [71-2 usnc J 9704], 
330 F. Supp. 269 (E. D. Mich. 1971), in 
concluding that Dr. Bruce lacked standing. 
In Scanlon, the plaintiff sought a refund of 
income tax withholdings assessed against 
him and paid by his employer. The plaintiff 
testified that he was unaware of the assess- 
ment against him, of the payment of the 
tax, and of the refund action until near the 
date of trial. Jd. at 270. An agreement be- 
tween plaintiff and his employer expressly 
provided that the employer assumed lia- 
bility for-the tax. Concluding that § 6402(a) 
of the Code was “specific in limiting the 
refund of overpayments to the ‘person who 
made the overpayment,’” the district court 
held that the plaintiff lacked standing to 
sue for a refund, even though he was the 
person assessed. Jd. at 270. 


The government argues that we should 
follow Scanlon and apply the plain language 
of § 6402(a) to bar plaintiff from obtaining 
a refund. However, § 6402(a) cannot be 
applied mechanically. There are several 
instances in which the phrase ‘the person 
who made the overpayment” cannot be 
literally interpreted. In the case of a credit, 
no one technically makes an overpayment 
yet the credit is refunded to the person 
entitled to receive it. See Sorenson v. Secre- 
tary of the Treasury [85-1 uste J 9240], 752 
F. 2d 1433, 1442-43 (9th Cir. 1985). See also 
26 C. F. R. § 301.6402-2(e) (1984) (permit- 
ting executor or legal representative of an 
estate to receive refund even though the 
decedent was the ‘person who made the 
overpayment); 26 C. F. R. § 31.6402(a)-2(b) 
(1984) (permitting employee to receive re- 
fund of excess tax withheld by employer - 
even though employer made actual “over- 
payment” of withheld tax to the IRS). We 
conclude that the facts of each case must be 
analyzed to determine whether a plaintiff 
has standing to obtain a refund under 


§ 6402(a). 


On the facts of this case, we conclude 
that the district court did not err in finding 
that Dr. Bruce was not entitled to receive 
a refund. Dr. Bruce has no financial interest 
in this litigation; therefore, he lacks stand- 


with ‘‘taxpayer’’ being defined as ‘‘any person 
subject to any internal revenue tax.’’ Id. 
§ 7710(14). Finally, Section 6402(a) provides 
that if an overpayment has been made, the 
refund shall be made to ‘‘the person who made 
the overpayment.’’ Jd. § 6402(a). 
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ing to obtain a refund under § 6402(a) of 
the Internal Revenue Code. Whether Mar- 
golis would have standing to obtain a 
refund is not before us. 


V. Rule 60(B) Motion 


The denial of a motion under Rule 60(b), 
Fed. R. Civ. P., may be set aside only if 
the denial constitutes an abuse of discretion. 
In re Burley, 738 F. 2d 981, 988 (9th Cir. 
1984). Dr. Bruce sought to have the order 
of dismissal declared null and void under 
Rule 60(b)(4) because the government’s 
motion to dismiss allegedly failed to apprise 


Dr. Bruce that standing was an issue in the 
case. The fact that Margolis, not Dr. Bruce, 
was the real party in interest was the basis 
of the government’s motion to dismiss as a 
discovery sanction. Although the govern- 
ment’s papers did not directly address the 
standing issue, there are numerous refer- 
ences in the record to the standing problem. 
For example, Dr. Bruce’s counsel discussed 
the standing issue at the June 30, 1983 hear- 
ing. The district court did not abuse its 
discretion in denying Dr. Bruce’s Rule 
60(b) motion. 


AFFIRMED. 


[9367] Thomas M. Smith, Plaintiff v. United States of America, Defendant. 
U. S. District Court, Dist. Colo., Civil Action No. 83-K-843, 4/22/85. 


[Code Secs. 7430 and 7852] 


Attorney fees: Privacy Act: Failure to produce documents.—A failure by the IRS to 
produce all documents requested by the taxpayer under the Freedom of Information Act 
did not sanction an award of attorney fees and costs against the United States pursuant 
to the Privacy Act. An award of such amounts was precluded by Code Secs. 7430 and 
7852. In addition, no viable claim had been presented under either Act. Back refer- 


ences: {[ 5785B.11 and 6037.30. 


Richard F. Thurston, 2321 West 3lst Avenue, Denver, Colo. 80211, for plaintiff. 
Robert N. Miller, United States Attorney, Susan Souder, Heidi Rubinstein, Department 
of Justice, Washington, D. C. 20530, for defendant. 


Order 


KANE, District Judge: Plaintiff, Thomas 
Smith, instituted this action on May 13, 
1983, pursuant to section 6213(a) of the 
Internal Revenue Code. 26 U. S. C. 
§ 6213(a). He seeks declaratory and in- 
junctive relief to prevent the government 
from collecting a tax deficiency assessed 
in 1979 against his 1975 joint income tax 
return with his former spouse. He based 
‘his claims on the ground that the IRS 
neglected to send a proper notice of defi- 
ciency to his last known address as re- 
quired by IRC § 6212. Upon the government’s 
production of the original notice of defi- 
ciency, establishing that the notice had 
been timely and properly sent by certified 
mail to plaintiff’s correct address, I granted 
partial summary judgment in favor. of the 
government. Still pending is a claim 
presented in the amended complaint in 
which plaintiff alleges a violation of ve 
Freedom of Information Act (FOIA), 5 
U. S. C. §552 and the Privacy Act, 5 
UW. S.? §352a* : 

Plaintiff and the government have filed 
‘cross motions for summary judgment. 


Both parties rely on the pleadings and 


{ 9367 


stipulated facts, filed October 10, 1984, in 
support of their motions. No other facts 
are presented and the following circum- 
stances are undisputed. On October 4, 
1982, pursuant to the provisions of the 
FOIA, plaintiff formally requested the 
IRS to produce all information regarding 
his income tax filings for the years 1975, 
1980 and 1981. The IRS timely responded 
on October 22, 1984 by producing 87 pages 
consisting of 11 pages relating to plaintiff's 
1981 return, 66 pages relating to plaintiff's 
1980 return and 10 pages relating to plain- 
tiff's 1975 joint return. The ten pages relat- 
ing to the 1975 return did not include a 
copy of the notice of deficiency mailed to 
plaintiffs last known address. In addition 
to the absence of the notice, the actual re- 
turn for 1975 and several letters of cor- 
respondence between plaintiff and the IRS 
were missing from the October 22 response. 


Summary judgment is a drastic remedy 
and the Tenth Circuit has cautioned that 
any relief pursuant to Rule 56, Fed. R. 
Civ. P., should be applied with care. Jones 
uv. Nelson, 484 F. 2d 1165, 1168 (10th Cir. 
1973). The burden is on the moving party 


to show ee absence of a Sorin issue of 
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material fact. Pleadings and factual in- 
ferences tending to, show issues of material 
fact must be viewed in the light most 
favorable to the party opposing summary 
judgment. Adickes v. S. H. Kress & Co., 
~ 398 U. S. 144, 157-59 (1970) ; Rea v. Wichita 
Mortgage Corp., 747 F. 2d 567, 573 (10th 
Cir. 1984). However, a party opposing 
summary judgment may not rest on al- 
legations contained in pleadings to rebut 
the movant’s factual proof in support of 
the motion for summary judgment. The 
party opposing the motion must respond 
with specific facts demonstrating genuine 
issues requiring resolution at trial. Jd. Un- 
less the moving party can demonstrate his 
entitlement beyond a reasonable doubt, 
summary judgment must be denied. Norton 
v. Liddel, 620 F. 2d 1375, 1381 (10th Cir. 
1980). 


Although plaintiff requested information 
under the FOIA, he now seeks relief un- 
der, the. Privacy,Act, .5.U:.-S..G. § 552a. 
Plaintiff alleges violations of agency require- 
ments under sections 552a(d), 552a(e)(5) and 
552a(e)(6) of the Privacy Act. Plaintiff ar- 
gues that he is entitled to summary judgment 
because the eventual production of the 
notice of deficiency proves that the agency 
held it at the time of the request. Plaintiff 
carries this further arguing that the IRS’s 
failure to produce the notice reflects agency 
denial of access to his records, demonstrates 
an intentional and willful failure to maintain 
those records accurately and indicates a 
failure to assure accuracy, timeliness, com- 
pleteness and relevancy before dissemina- 
tion of the records. Consequently, plaintiff 
contends that his reliance on the misin- 
formation received from the IRS, in viola- 
tion of the Privacy Act, caused him to file 
this action thereby suffering damages in 
the amount of attorney fees and costs. In 
the event he prevails on the amended 
claim, plaintiff contends that I should also 
award him reasonable attorney fees pur- 
suant to 5 U. S. C. § 552a(g)(4)(B). Plain- 
tiff does not request equitable relief 
ordering the disclosure of information ab- 
sent from the government’s October 22 
response. Instead he seeks relief solely in 
the form of monetary damages. 


[Government's Position] 


Defendant, in its motion for summary 
judgment, posits two principle points. 
First, section 7430 of the Internal Revenue 
Code, 26 U. S. C. § 7430, not the Privacy 
Act, provides the exclusive means for the 
recovery of fees against the United States 
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in a tax suit. Second, even if the Privacy 
Act provided a remedy, plaintiff has failed 
to meet the threshold requirements of the 
Act. Specifically, the government argues 
that plaintiff has failed to show: (1) that 
each provision allegedly violated provides 
the requested remedy; (2) that the agency 
violated the provisions willfully or inten- 
tionally and (3) that plaintiff suffered an 
adverse effect which is traceable to the ac- 
tions of the IRS. Additionally, the govern- 
ment challenges the ability of the plaintiff 
to seek remedies under the Privacy Act 
for alleged violations of the FOIA. 


Because remedies under the FOIA are 
restricted to injunctive relief while the 
Privacy Act provides for money damages, 
plaintiff now seeks relief under the latter 
instead of the former. A claim for produc- 
tion of the missing notice under the FOIA 
would be moot because the notice has been 
produced. Nevertheless, plaintiff inap- 
propriately attempts to transform a claim 
for inadequate disclosure under the FOIA 
into a claim for damages under the Privacy 
Act. 


Although the two acts should be read 
together when appropriate, for example, 
when requests for information were made 
pursuant to both statutes, they were pro- 
mulgated for different reasons. See Green- 
tree v. U. S. Customs Service, 674 F. 2d 74, 
76-81 (D. C. Cir. 1982); Clarkson v. Internal 
Revenue Service [82-2 ustc J 9437], 678 F. 2d 
1368, 1376 (11th Cir. 1982); Lovell v. Al- 
derete, 630 F. 2d 428, 431 n. 2 (5th Cir. 
1980). The purpose of the Privacy Act is 
to preclude disclosures concerning specific 
individuals unless such disclosures are re- 
quired by the FOIA. See Lovell, 630 F. 2d 
at 431 n. 2. The Act is also designed to 
protect individuals against invasions of per- 
sonal privacy. See Johnson v. Dept of 
Treasury, I. R. S., 700 F. 2d 971, 974-76 
(5th Cir. 1983). The purpose of the FOIA, 
on the other hand, is to increase public 
access to government records and to en- 
sure an informed citizenry which is vital 
to a democratic form of government. See 
N. L. R. B. v. Robbins Tire & Rubber Co., 
437 U. S. 214, 242 (1978). 


Courts have consistently held that the 
FOIA is designed “for the purpose of 
providing a method of informing the pub- 
lic as to governmental operations and not 
to enhance the private benefits of litigants.” 
Aviation Data Service v. Federal Aviation 
Admin., 687 F. 2d 1319, 1322 (10th Cir. 
1982). The FOIA is not designed as a tool 
for discovery in private litigation. Robbins 
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Tire & Rubber Co., 437 U. S. at 242. Sim- 
ilarly an attempt to transform the FOIA, 
via the Privacy Act, into a means for ob- 
taining attorney fees in tax protest suits 
cannot be sanctioned. 


[Code Limitations] 


The government argues that the plaintiff 
cannot recover under the Privacy Act be- 
cause § 7430 of the Internal Revenue Code 
provides the exclusive provision for an 
award of fees against the United States in 
tax suits. Plaintiff was not the prevailing 
party on his tax claim and could not re- 
cover under § 7430. He now turns to the 
Privacy Act in an attempt to circumvent 
the limitations of § 7430 and recover fees 
as the losing party. Clearly, his actions 
are contrary to the spirit of § 7430 and are 
precluded. Additionally, although not ar- 
gued by the government, 26 U. S. C. 
§ 7852(e) precludes application of Privacy 
Act provisions to protests over records 
maintained to determine tax liability. See 
Conklin v. United States, Civil Action No. 
83-C-587, slip op. at 4 (D. Colo. February 
26, 1985). Nevertheless, §§ 7430 and 7582(e) 
should not, in a context other than this, be 
used by the government to avoid liability 
for separate and legitimate claims. 


[No Viable Claim Presented] 


Even if plaintiff's claims were not pre- 
cluded by the Internal Revenue Code, 
plaintiff does not present a viable claim 
under the FOIA or the Privacy Act. As 
discussed above, the FOIA is designed to 
provide for public access to government 
records. Under the FOIA an action may 
be brought by an individual denied access. 
Remedies under the FOIA, however, are 
limited to injunctive relief. Plaintiff cannot 
seek monetary damages for an FOIA viola- 
tion. See Diamond v. Federal Bureau of 
Investigation, 532 F. Supp. 216, 233 
(S. D. N. Y. 1981), aff'd, 707 F. 2d 75 
(2d Cir. 1983), cert. denied, 104 S. Ct. 
995 (1984). 


Plaintiff asserts claims under three 
separate subsections of the Privacy Act. 
Section 552a(d)(1) requires each federal 
agency that maintains a system of records 
to permit an individual, upon express re- 
quest, to have access to any information 
pertaining to himself. Plaintiff suggests 


that the IRS’s failure to produce the notice 
upon formal request under the FOIA con- 
stitutes effective denial of access in viola- 


untenable. ‘ First, i is undisputed that 
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plaintiff made no request under the Privacy 
Act for the records which he requested 
under the FOIA, Plaintiff has stipulated 
that his letter of October 4, 1982, was his 
only request for information from the IRS 
and that he declined to pursue any avail- 
able administrative or appellate remedies 
or otherwise request the IRS to provide 
him with any copies of documents which 
had not been supplied in the October 22 
response. Because plaintiff did not ex- 
pressly request access under the Privacy 
Act, he should not now be able to boot- 
strap a FOIA request into a claim for 
attorney fees sub nomine section 552a(d) (1). 


Second, the remedy sought by plaintiff 
is not available under subsection (d)(1). 
Contrary to plaintiff's claim for damages, 
subsection (d)(1) provides solely for in- 
junctive relief. See Cell Associates, Inc. v. 
National Institute of Health, 579 F. 2d 1155, 
1157-60 (9th Cir. 1978). Because plaintiff 
does not seek injunctive relief, his claims 
under subsection (d)(1) must be dismissed. 


Section 552a(e)(6) requires that, before 
disseminating records to the requesting 
individual, an agency make reasonable 
efforts to assure that its records are ac- 
curate, complete, timely and relevant for 
agency purposes. In order to recover 
damages, section 552a(g)(4) additionally 
requires that the agency have acted in an 
intentional and willful manner. Plaintiff 
asserts that the failure of the IRS to in- 
clude the notice of deficiency with the 10 
pages of documents produced in response 
to his FOIA request concerning his 1975 
tax filings implies that the records were 
incomplete and inaccurate. Also, plaintiff 
argues that the IRS’s action in not pro- 
ducing the notice until after the commence- 
ment of the present action reflects an IRS 
policy of not exercising due diligence in 
protecting the rights of taxpayers. 


Plaintiff argues that under the definition 
of intentional or willful promulgated by 
the Tenth Circuit in Parks v. U. S. Internal 
Revenue Service [80-1 ustc { 9327], 618 F. 
2d 677, 683 (10th Cir. 1980) he has met 
his burden of proof to sustain a motion for 
summary judgment. In Parks the court 
found that for the purposes of the Privacy 
Act premeditated malice need not be shown 
to establish willful or intentional action. 
The court relied on the legislative history 
of the act which states, “[o]n a continuum 
between negligence and the very high 
standard of yalialy arbitrary, af capricious 
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omitted) Jd. Plaintiff argues that according 
to this standard the agency’s failure to 
produce the notice reflected willful or in- 
tentional action. Thus, he asserts that, 
“[v]iewed in the background of plaintiff’s 
numerous requests concerning the notice, 
the standard of ‘slightly more than gross 
negligence’ has been satisfied.” Plaintiff’s 
motion for summary judgment at pp. 5-6. 


Plaintifi’s factual allegations, however, 
are insufficient to meet the Parks standard. 
He alleges no conduct on the part of the 
agency which suggests anything beyond 
mere inadvertance. He produces no evi- 
dence that “numerous” requests were made. 
Viewed in the light most favorable to the 
defendant, plaintiff's allegations do not 
demonstrate entitlement to summary judg- 
ment. Moreover, plaintiff has not demon- 
strated that the government failed to make 
reasonable efforts to assure that its records 
were accurate, timely, complete and rel- 
evant for agency purposes. The govern- 
‘ment’s production of the notice of deficiency 
‘establishes that the records maintained by 
the IRS were complete for agency pur- 
‘poses. Plaintiff's conclusory allegations 
are insufficient to refute this factual show- 
ing and withstand the government’s mo- 
tion for summary judgment. 


Further, as a matter of law, subsection 
(e)(6) is inapplicable to plaintiff’s claims 
because the disclosure request was made 
‘pursuant to the provisions of the FOIA. 
Section 552a(e)(6) specifically exempts 
disclosures made pursuant to the FOIA 
from its provisions. Quite simply, plaintiff 
cannot bootstrap alleged violation of the 
FOIA to claims under subsection (e) (6). 


Finally, section 552a(e)(5) requires an 
agency to maintain records with such ac- 


curacy as is reasonably necessary to assure 
fairness to an individual in any determina- 
tion based upon such records. In order 
to maintain an action under this subsec- 
tion, plaintiff must show that the records 
were inaccurate and that the inaccuracy 
resulted in an adverse determination by 
the agency which maintained the record. 
See Edison v. Dept. of the Army, 672 F. 2d 
840, 845 (11th Cir. 1982). 


Plaintiff can make no such causal show- 
ing and he does not attempt to do so in 
the context of his motion for summary 
judgment. Although raised as a basis for 
relief in the amended complaint, section 
552a(e)(5) is not addressed in plaintiff’s 
motion for summary judgment. The gov- 
ernment admits that the notice of defi- 
ciency was not given to plaintiff pursuant 
to his request under the FOIA and it 
provides no explanation for its failure. 
Nevertheless, the later production of the 
notice demonstrates that the record per- 
taining to the plaintiff was, at all times 
relevant, complete and accurate, in com- 
pliance with the requirements of subsection 
(e)(5). The only determination made by 
the agency—an assessment against plain- 
tiff’s 1975 income tax filing—was based 
upon accurate information in the IRS files 
which showed that timely notice of de- 
ficiency had been properly sent by certified 
mail. The Privacy Act provides no relief 
from such an assessment. 


ACCORDINGLY, IT IS ORDERED 
THAT: plaintiff's motion for summary 
judgment is denied and defendant’s motion 
for summary judgment is granted. IT IS 
FURTHER ORDERED THAT each 
party is to bear its own costs. 


[7 9368] United States of America, Appellee v. The Southland Corporation and 
S. Richmond Dole and Eugene Mastropieri, Defendants. 


U. S. Court of Appeals, 2nd Circuit, Docket Nos. 84-1284, 84-1307, 4/23/85. Affirming 


an unreported District Court decision. 


[Code Secs. 6531 and 7207] 


Criminal prosecutions: Fraud: Statute of limitations: Jury instructions: Lesser- 
offense rule—The U. S. Court of Appeals at New York (CA-2) affirmed the convictions 
of a corporation and a New York City Councilman on charges of defrauding the United 
States by impeding the functions or the IRS in ascertaining and collecting income taxes. 
The court found that the trial judge did not err in instructing the jury as to the statute 
of limitations applicable to the federal tax offense and another offense for which the 
defendants were charged. The fact that the indictment was sealed for 39 days after the 
statute had run did not violate the Federal Rules of Criminal Procedure. The indictment 
was returned within the statutory period. Finally, the court concluded that the trial 
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judge did not err in denying the defendants’ requests to include a lesser included offense 
instruction relating to the filing of false tax returns under Code Sec. 7202. Back refer- 


ences: {[ 5495.07, 5495.13 and 5717.01. 


Raymond Dearie, United States Attorney, Gregory Wallance, Jane Simkin Smith, 


Assistant United States Attorneys, Brooklyn, N. Y. 11201, for appellee. 
William J. Baer, Robert N. Weiner, Edward L. Wolf, Arnold & Porter, 
N. W., Washington, D. C. 20036, for Southland Corp. Gerald L. 
New York, N. Y. 10155, for Eugene Mastropieri. 


Hampshire Ave., 
Shargel, 150 East 58th St., 


Peter Bleakley, 
1200 New 


Before FrrtnperG, Chief Judge, FrienpLy and MANsFIELp, Circuit Judges. 


FRIENDLY, Circuit Judge: The Southland 
Corporation, a large retailer with head- 
quarters in Dallas, Texas, and Eugene Mas- 
tropieri, a lawyer in the borough of Queens 
who was a member of the New York City 
Council, appeal from judgments of convic- 
tion, rendered after trial before Judge Sif- 
ton and a jury in the District Court for the 
Eastern District of New York.’ The convic- 
tions were rendered on a single count super- 
seding indictment, charging a conspiracy 
in violation of 18 U. S. C. § 371, having two 
objectives as set forth below. Miuastropieri 
was sentenced to 18 months in prison and 
Southland to a fine of $10,000. 


The indictment began by alleging that 
there were pending before the Department 
of Taxation and Finance of the State of 
~New York various cases which concerned 
Southland’s liability for sales taxes due 
and owing upon the sale of merchandise 
through 7-Eleven stores franchised by 
Southland and for other reasons. It pro- 
ceeded to allege that defendants conspired 
to travel in foreign and interstate commerce 
and use facilities in interstate commerce 
with intent to bribe state officials in viola- 
tion of Article 200 of the Penal Law of the 


State of New York in relation to such taxes — 


and had also conspired to defraud the 
United States by impeding the function of 
the Internal Revenue Service in determin- 
ing the true nature of Southland’s business 
expenses by causing amounts intended to 
be paid as bribes to such officials to appear 
on Southland’s corporation tax return as 
legal fees to Mastropieri. Various steps in 
the conspiracy were alleged in further de- 
tail. The last overt act relating to the 
Travel Act -objentive gcqucre sys on pMaxch 


Discussion 


I. Sufficiency of the Evidence. The jury 
could reasonably have found the facts to 
be as follows: Some of Southland’s 7-Eleven 
convenience stores in New York were 
owned by the corporation; some were fran- 
chised. In 1977 Vice President S. Rich- 
mond Dole was headquarters executive in 
charge of all Southland franchise stores. 
The stores were divided into regions, each 
with its own manager. In 1977 the North- 
ern Region Manager was Frank Kitchen. 
A part of that region, the Northeast Divi- 
sion, which included New York State, 
was managed by Eugene DeFalco, the 
Government’s principal witness. In 1973 
the New York Department of Taxation 
and Finance. began proceedings against 
7-Eleven franchise store operators and 
against Southland itself involving poten- 
tial liability in excess of $1,000,000, on a 
legal theory which was by no means im- © 
plausible. This was a considerable sum 
for the Northeast Division, which had had 
only one profitable year in its history. 
Also, because of bonus arrangements, De- 


7 Biico had a direct stake in the eNiciat eee 


Division’s earnings. 


In January, 1977, DeFalco was introduced 
by a corporate security consultant, John 
Kelly, to defendant Mastropieri, a New 
York City councilman from Queens. De- 
Falco reviewed the history of Southland’s 
problems with the Tax Commission. Mas- 
tropieri said that he knew a number of 
people in the sales tax bureau, including 
the chairman of the Tax Commission, 
James Tully, that “he could be of service” 
to DeFalco and that he would later be able 
to estimate the cost. DeFalco reported 
the meeting to Dole and to Clark J. Mat- 
thews Il, Southland’s general counsel. 

veek aS DeF; 1c 


Court Decisions—Cited 85-1 USTC 


87,963 


U.S. v. The Southland Corporation 


formal hearings by tax commissioners who 
were political appointees and their aides 
who were professionals, and that he was 
very friendly with both. He explained that 
it would not be uncommon for the aides to 
mark the commissioners’ agendas at the 
time of the hearing with indications how 
they should vote. After repeating that he 
had worked with a number of these people, 
Mastropieri said with a smile, “This may 
require heavy entertainment;” DeFalco an- 
swered “that was possible, we had enter- 
tained people before.” DeFalco wanted to 
know what the entertainment would cost 
but Mastropieri deferred such inquiries. 


DeFalco immediately reported to Dole 
that he and Mastropieri had discussed the 
case further, and that Mastropieri had 
told him “in very broad terms who he was 
going to work with in Albany, the bureau- 
crats and Mr. [Tully].” DeFalco gave it 
to Dole as his opinion, based on the din- 
ner conversation, that Mastropieri “was 
going to be paying somebody off.” Dole 
said, “handle it or can you handle it and 
take care of it.” 


Kelly, Mastropieri and DeFalco then 
sought to come up with suitable financial 
arrangements. Mastropieri called for 
$45,000 in cash, of which he was to receive 
$25,000 “for an up front payment or re- 
tainer” and “$20,000 was to be for the 
expenses that [DeFalco] and he discussed.” 
Dole advised DeFalco that it would be im- 
possible to generate such a large sum in 
cash within the corporation. A second pro- 
posal was to enter into a phony airplane 
lease arrangement with a friend of Kelly; 
this ran into difficulties too numerous to 
be stated. Finally it was proposed that Mas- 
tropieri submit a legal bill for $96,500. 
Since this sum would have to come from 
the headquarter’s accounts, this proposal 
was discussed, after a large sales meeting 
for the Northeast Division at the Hilton 
Hotel at Hartford, Connecticut, in the suite 
of John P. Thompson, Southland’s CEO. 
The latter inquired about Mastropieri’s fee. 
DeFalco explained it would be in the “90 
to $100,000 range” and would include “en- 
tertainment.” At the mention of this word 
Dole and DeFalco chuckled. When Kitchen 
complained in the hotel corridor as to what 
was going on, DeFalco gestured to Dole 
to handle him. 

2«25 GM 

10 GM (Re invoice/your baby) 


13 JK (service fee) 
48.5 Back in cash ASAP”’ 
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Shortly after the Hartford meeting Dole 
informed DeFalco that the Mastropieri fee 
would be paid from a corporate legal ac- 
crual account and how the bill should read. 
On July 7, 1977, Dole left with Eugene 
Pender, Southland’s Controller, an undated 
bill reading as follows: 


EUGENE F. MASTROPIERI 
Attorney At Law 


67-40: Myrtle Avenue 
Glendale, New York 11227 


VAndyke 1-2210-1) 
VAndyke 1-3612-3 


Mr. Eugene A. DeFalco 

c/o The Southland Corporation 
425 Cherry Street 

Bedford Hills, New York 10507 


FOR. PROFESSIONAL SERVICES 
RENDERED 


Balance Due 


1977 $96,500.00 


Dole asked that payment be expedited; 
when Pender asked why, Dole told him 
not to pursue that question any further. 
On the same day a check for $96,500 was 
made payable to Mastropieri and mailed 
to DeFalco. Southland took the entire 
$96,500 as a deductible business expense 
on its 1977 corporate income tax return. 
At the same time Southland sent an IRS 
Form 1099 to Mastropieri informing him 
that $96,500 was being reported to the IRS 
as a professional fee. 


DeFalco sent the $96,500 check to Kelly 
with the note reproduced in the margin.” 
Kelly arranged to have Mastropieri call at 
his home on Sunday, July 17, 1977. 
Mastropieri brought with him a signed 
blank check on his firm’s escrow account. 
Kelly handed him the Southland check, 
which Mastropieri would subsequently de- 
posit in the escrow account. Kelly made 
the escrow account check payable to him- 
self in the amount of $96,500 and later 
caused it to be deposited in his account 
at the Bank of Montreal in Toronto. De- 
Falco established an account in the same 
bank into which $20,000 was deposited by 
intra-bank transfer to serve as a bribery 
slush fund. By way of numerous checks 
and wire transfers, an additional $28,500 
was siphoned off by DeFalco for his per- 
sonal use. The $48,000 that remained in Kelly’s 


It is not disputed that ‘‘GM’’ means Eugene 
Mastropieri, JK means John Kelly, and ASAP 
means ‘‘as soon as possible.’’ 


October 1976 thru May 
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account was earmarked as Mastropieri’s 
compensation and to cover Kelly’s addi- 
tional tax liability. 


Mastropieri had had an inconclusive con- 
ference on April 22, 1977 with the state 
tax officials. In late 1977 Mastropieri asked 
DeFalco to prepare a draft opinion which 
the Tax Commission could adopt. DeFalco 
obliged with an opinion that stated that 
“Tt]here is clear and convincing testimony 
on the part of Southland to the effect that 
in no case did it purchase the inventory 

. . by repossession,” when in fact there 
was no testimony of any sort, and that 
“the transfer of the merchandise inventory 
by the former owners to The Southland 


Corporation constitutes a transfer in settle- _ 


ment or realization of security interests 
which are excepted from the general re- 
quirements of Article Six of the Uniform 
Commercial: Code and the purposes of 
Section 1141(c) of the Tax Law.” 

Events were thus proceeding according 
to plan when, in early August 1977, high 
officials of Southland received a letter from 


senior management announcing the estab-. 


lishment of a Business Ethics Review (BER) 
program. The cover letter was accompanied 
by an eight page questionnaire and an ex- 
planatory memorandum from Clark J. 
Matthews II, the general counsel. The 
questions inquired concerning knowledge of 
any payments to government officials to 
settle any disputes including tax disputes, 
knowledge of any payment to any gov- 
ernment official to “grease” or expedite 
matters, knowledge of the existence of any 
off-the-book accounts or slush funds, 
knowledge of any laundering or other re- 
cycling of funds, etc. DeFalco called Dole, 
who had been one of the signers of the 
covering letter, and asked whether Dole 
had any problem with any of the questions. 
Dole answered that he didn’t have a prob- 
lem and asked if DeFalco did. DeFalco 
responded, “no, I don’t have a problem 
anymore.’ DeFalco then answered the 
questions in the negative; Kitchen, after 
speaking with DeFalco, likewise omitted 


any mention of the Mastropieri matter. 
Pender, on the other hand, in responding 
to the question concerning “grease” 


pay- 
- officials, voiced his suspicion 
t made i in tite et ieee 


library of Southland’s legal department. At 
some time during the first half of 1977, 
Matthews told the Audit Committee that 
Dole and DeFalco had approached him to 
pay a fee toa New York lawyer in the form 
of an airplane rental lease of $45,000. The 
Committee rejected this proposal and told 
Matthews to look into the matter further. 
As the BER got under way, Matthews 


took staff attorney Michael Davis on as an 


assistant for the project and instructed him 
to add the Mastropieri matter to the list of 
subjects for inquiry. While in Dallas at a 
business meeting on October 17 and 18, 
they interviewed DeFalco and Kitchen but 
not Pender or Dole. 


The DeFalco interview disclosed a history 
conforming closely to what has been re- 
counted. DeFalco said that part of the 
Mastropieri fee would be used for the 
“entertainment” of the Tax Commission 
members and staff; Davis, who took notes 
during the interview, later claimed that he 
understood this to mean “drinks, dinner, 
that kind of entertainment.” There is a 
dispute whether a note by Davis, “Tully 
to get’, was followed by a word reading 
“moving” or “money;’’ the jury could rea- 
sonably have found it to be the latter. After 
the conclusion of the interview Matthews, 
who was walking with DeFalco and Davis 
to the parking lot, suggested that maybe 
he should talk to Mastropieri ‘“‘to flush out 
some details;” DeFalco said “I would not 
touch that with a ten foot pole,” explaining 
—falsely as matters turned out—that “at 
least five thousand dollars of the Pavol 
had already been made”. 


The interview with Kitchen produced an 
admission that he thought a payoff was 
discussed at the mid-February 1977 meet- 
ing at Hartford attended by Dole, Thomp- 
son and DeFalco; later he correspondingly 
amended the answer to his questionnaire. 
The Audit Committee apparently having 
instructed Matthews to interview Mastropieri, 
DeFalco assured the latter that this would 
be a charade. Subsequently Matthews ad- 
vised the Committee that he had spoken 
to Mastropieri and obtained assurances that 
there were no irregularities in his repre- 
sentation of Southland. Mastropieri also 
contributed a letter for Matthew’s files 

his fee arrangement wi ines South- 
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Still, Matthews and Davis were under- 
standably concerned that, without some ac- 
tion on their part, the Mastropieri “legal 
fee” was going to be taken as a deduction 
on Southland’s 1977 income tax return and 
raised the question of deductibility with the 
company’s outside tax counsel, without, 
however, stating why they considered that 
the “fee” might not be a proper deduc- 
tion. Apparently by accident, an IRS audit 
team learned of the BER, and requested 
a copy of the report and the underlying 
questionnaires. Matthews met with Davis and 
gave him a short list of names of persons 
whose answers to questionnaires should 
not be given to the IRS; the list included 
Pender and Kitchen. These questionnaires 
were withheld although the IRS agents 
were falsely assured they had been given all 
questionnaires with positive responses. 


The final piece of evidence worth re- 
counting concerned a conversation between 
DeFalco and Dole in November 1980, two 
months after DeFalco had been promoted 
to a vice presidency and assigned to the 
Dallas headquarters. Dole, who had be- 
come aware of the FBI’s investigation of 
the Mastropieri fee and thought the bribe 
had been paid, called DeFalco and in- 
structed him not to reveal the existence of 
the bribery scheme. During the course of 
the conversation, DeFalco wrote down on the 
back of an office telephone message slip: 


11-24 
Dole called— 


Blood oath on N. Y. deal 


Hang together or we all can get into 
trouble. 


In light of the facts which the jury was 
entitled to find, appellants’ areuments with 
respect to insufficiency, including the argu- 
ment that the coconspirators did not know 
that “heavy entertainment” could include 
bribery, border on the frivolous. The only 
ones even deserving mention are some 
of Southland’s more particularized argu- 
ments. One of those is that the Govern- 
ment failed adequately to demonstrate that 
Southland was aware of 26 U. S. C. 
§ 162(c) which forbids deduction of a bribe 
in determining net income. Ignorance of 
the law is no defense to a charge of pur- 
poseful and intentional action. United States 
v. Gregg, 612 F. 2d 43, 51 (2 Cir. 1979). 
Furthermore, the indictment did not turn 
on 26 U. S. C. §162(c); the charge was 
conspiring to defraud the United States 
by obstructing the IRS in performing 
the function of determining Southland’s 
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allowable deductions, and it is absurd to 
suppose that the Southland officials con- 
cerned with the Mastropieri matter did 
not know that deductions may be taken 
only for “ordinary and necessary” business 
expenses, 26 U. S. C. §162(a), and that 
a bribe is not such an expense. Finally, 
there was evidence that Dole, DeFalco, 
Matthews and Davis were all very much 
concerned that the $96,500 payment was 
being improperly taken as a deduction. 


A shade more needs to be said in regard 
to Southland’s contention that the Gov- 
ernment proved only an intent to deprive 
the State of New York of a fair hearing 
with respect to Southland’s New York 
sales taxes rather than an intent to de- 
prive the United States of income tax. 
It may well be true that when DeFalco 
began his relationship with Mastropieri, 
defrauding the United States was not in 
his mind. However, it was not too long 
before the conspirators became aware that 
the means chosen to conceal the payment 
of the intended bribe, a $96,500 legal fee, 
was almost certain to find its way into the 
deductions in Southland’s 1977 income tax 
return. This is evidenced by the sending 
of the Form 1099 to Mastropieri, as well 
as much other conduct related heretofore 
and hereafter. If the Southland officials 
had wished to avoid defrauding the United 
States, they needed only to advise South- 
land’s Treasurer that the $96,500 deduc- 
tion for legal fees should not have been 
taken and that an amended return omitting 
this deduction should be filed. Section 371 
has often been applied to reach conduct 
intended to defraud the United States, al- 
though the original activity was aimed at 
quite different objectives. A good example 
is United States v. Parker, 469 F. 2d 884, 
895-96 (10 Cir. 1972). There the defendants 
made Molotov cocktails and other bombs 
to burn buildings belonging to their com- 
petitors and enemies. The court upheld 
their conviction under § 371 for conspiring 
to defraud the United States because they 
did not pay the reauired taxes on the 
explosive devices. Where defendants are 
shown to have intended to defraud the 
United States, they cannot escape liability 
by showing that this intent was merely in- 
cidental to some other action which con- 
stituted their primary motivation. See 
United States v. Barker, 546 F. 2d 940, 945 
(D. C. Cir. 1976) (Wilkey, J., concurring). 


II. The Dual Statute of Limitations In- 
struction. Judge Sifton charged the jury 
that a conspiracy to violate the Travel Act 
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has a five year statute of limitations, see 
18 U. S. C. § 3282. He further instructed 
that, in the language of 26 U. S. C. § 6531(1), 
the period of limitations is six years for 
“offenses arising under the internal revenue 
laws” and “involving the defrauding or at- 
tempting to defraud the United States or 
any agency thereof, whether by conspiracy 
or not.’ Hence, in order to convict under 
the portion of the indictment charging a 
conspiracy to violate the Travel Act the 
jury had to find an overt act within five 
years of the return of the indictment but 
to convict under the portion of the indict- 
ment charging a conspiracy to defraud the 
United States, it needed to find only an 
overt act within six years. 


On its face the charge seems to be pre- 
cisely what the statutes require. Clearly 
this is what the judge would have had to 
instruct if the indictment had contained 
two conspiracy counts instead of one. In 
opposition, appellants urge a somewhat 
metaphysical argument that since the in- 
dictment charges only one crime, there can 
be only one applicable period of limitations, 
just as there can be only one punishment, 
see Braverman v. United States [42-2 ustc 
7 9731], 317 U. S. 49, 53-54 (1942). What- 
ever the philosophical merits of the argu- 
ment may or may not be, we fail to see a 
good sense basis for it. If the Government 
adduced sufficient evidence to convince the 
jury that Southland conspired to defraud 
it within the six year period provided by 
26.U._ S.-C. §.6531(1), as we have held 
that it did, we do not see why it should be 
deprived of a conviction for this violation 
of 18 U. S. C. § 371 because it failed to es- 
tablish to the jury’s satisfaction that South- 
land also engaged, during a five year period 
antedating the indictment, in a conspiracy 
to violate the Travel Act. Even more 
clearly, if the Government established to 
the jury’s satisfaction that Mastropieri had 
engaged in a conspiracy to violate the 
Travel Act within five years and to defraud 
the United States within six, we cannot see 
what is wrong in his being convicted for a 
conspiracy with both objectives. Any dan- 


ger of jury confusion was eliminated by the 
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2d 999, 1014 (5 Cir.), cert. denied, 429 U. S. 
959 (1976). We fail to perceive how their 
case stands better because the Government 
did present sufficient evidence to send to 
the jury the case with respect to both de- 
fendants and both objectives. 


So far as the authorities are concerned, 
neither United States v. Cunningham [83-2 
ustc J 9730], 723 F. 2d 217 (2 Cir. 1983), 


cert. denied, 104 S. Ct. 2154 (1984), nor 


Umited States v. Fruehauf Corp. [78-1 ustc 
{ 16,287], 577 F. 2d 1038, 1069-70 (6 Cir.), 
cert. denied, 439 U. S. 953 (1978), gives the 
defendants the support that is claimed. On 
the other hand, United States v. Albanese 
[54-2 usrc’ 9/9647], 123°": Supp. 732: 
(S. D. N. Y. 1954), aff'd [55-1 ustc f 9494], 
224 F. 2d 879 (2 Cir.), cert. denied, 350 
U. S. 845 (1950), does not give the Gov- 
ernment all the support for which it con- 
tends. This leaves us with Umited States v. 
Head, 641 F. 2d 174 (4 Cir. 1981), cert. 
denied, 103 S. Ct. 3113 (1983). The actual 
holding in that case was simply that where 
an indictment alleged a conspiracy with 
three unlawful objects, two of them carry- 
ing a five and one a six year period of lim- 
itations, and a question of limitations had 
been raised with respect to the former, it 
was error for the court to have instructed 
merely that it was enough for the Govy- 
ernment to have proved that the defendant 
had conspired to violate one of the three 
statutes. Since the jury was asked only 
to render a general verdict, this created the 
possibility of a conviction solely as to ob- 
jects subject to the five year statute al- 
though no act occurred within that period. 
After this clearly correct holding, the court 
added in an unnecessary footnote: 


The government contends that a five- 
year period applies only to a conspiracy 
to violate the bribery laws while a six- 
year period would apply to a conspiracy 
with tax objects. ... While this may be 
true, we are not convinced that this 
difference would require the “hybrid” 
statute of limitations charge suggested 
by the government. In a multiple-object 
conspiracy where the object crimes bring 

into play differing statutes of limitations, 
the proper course may be to apply the 
rule of lenity in constrtting the statutes | 
and apply the shorter limitations period 
to the entire conspiracy. 
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to apply the rule of lenity in construing 
the statutes and apply the shorter limita- 
tions. period to the entire conspiracy.” Id. 
(emphasis supplied). On further reflection 
the court might well have decided other- 
wise. In the first place the rule of lenity 
operates only where there is a fair basis for 
the construction urged by the defense, see, 
e.g., Callanan v. United States, 364 U. S. 587, 
596 (1961); United States v. Moore, 613 F. 
2d 1029, 1043-45 (D. C. Cir. 1979); here we 
see none. Beyond that, as we have said 
before, we perceive no basis for invoking a 
tule of lenity in favor of defendants who have 
been proved to have conspired to take action 
condemned by i8 U. S. C. § 371 within the 
six year time limit provided by 26 U. S. C. 
§ 6531(1) simply because they also have, 
or have not, been proved to be guilty of 
conspiracy to violate other statutes to which 
a five year period of limitations applies. 


We hold that in this case, where special 
verdicts were taken, the dual statute of 
limitations instruction was proper. 


III. Matthews’ Notes. Early in the trial 
the Government offered in evidence notes 
prepared by Southland’s general counsel, 
Clark Matthews, which we quote in the 
margin.® This was the last of four yellow 
sheets found in a binder used by South- 
land’s Legal Department to collect infor- 
mation discovered during the BER. The 
first three pages are an outline entitled 
“BER-Final Report to Board”; the only 
reference in these pages to the Mastro- 
pieri matter was “NY-Mastropieri Div Mg 
Thought Payment Outside Usual Controls.” 
The final BER report made no reference 
to the Mastropieri matter, although Matth- 
ews then knew the scheme involved a 
bribery. The Government urged that the 
quoted note represented Matthews’ real 
understanding of what had gone on. Judge 
Sifton initially declined to allow the note 
to be admitted, on the ground that “the 
portions of these notes relied on by the 
government are so cryptic that it seems to 
be speculative to attribute to these notes 
the meaning which the government argues 
they have” and that Matthews, the only 
witness who could explain the notes, in- 
tended to claim his Fifth Amendment privi- 
lege and would thus be unavailable. Upon 
urging by the Government, the court re- 


3 NY Tax Comm-X 
—300m 
Since 10/11/72 50 pending sales tax term 
franchisees contend fe sec int 
10/76-5/77 paid 7/7/77 
abt 200 stores 


1985 Standard Federal Tax Reports 


examined the issue but adhered to its deci- 
sion. However, after Southland had completed 
its evidence and the last witness of the trial 
was on the stand, the judge announced that 
his views about the Matthews note had 
changed and admitted the entire exhibit. 
Southland objects that the note was specu- 
lative; that it was inadmissible hearsay; 
and that its admission violated the corpo- 
ration’s confrontation rights under the Sixth 
Amendment. 


FRE 402 prescribes that, subject to cer- 
tain exceptions not here material, “[a]ll 
relevant evidence is admissible,” but FRE 
403 provides that “[a]lthough relevant, evi- 
dence may be excluded if its probative value 
is substantially outweighed” by certain dan- 
gers there outlined, a balancing which Judge 
Sifton here expressly resolved in favor of 
probative value. FRE 401 says that rele- 
vant evidence means: 


evidence having any tendency to make 
the existence of any fact. that is of conse- 
quence to the determination of the action 
more probable or less probable than it 
would be without the evidence. 


As said in Carter v. Hewitt, 617 F. 2d 961, 
966 (3 Cir. 1980), the “standard of relevance 
established by the Federal Rules of Evi- 
dence is not high.” Particular deference is 
properly accorded to a ruling of the trial 
judge with respect to relevancy. See, @.g., 
United States v. Catalano [74-1 ustc { 9204], 
491 F. 2d 268, 273 (2 Cir.), cert. denied, 419 
U. S. 825 (1974); United States v. Aulet, 618 
EF, 2d 182, 191 (2 Cir. 1980). He has a 
familiarity with the development of the 
evidence and the jury’s reaction to it which 
an appellate court cannot equal. See United 
States v. Robinson, 560 F. 2d 507, 514-15 (2 
Cir. 1977) (en banc), cert. dented, 435 U. S. 
905 (1978). Hence courts of appeals have 
sustained rulings admitting evidence quite 
as equivocal as Matthews’ notes, see, @. g., 
Tug Raven v. Trexler, 419 F. 2d 536, 543 
(4 Cir. 1969), cert. denied, 398 U. S. 938 
(1970) (suicide by one member of crew of 
tug after fire admitted as possibly showing 
consciousness of guilt); Carter v. Hewttt, 
supra, 617 F. 2d at 966 (letter by plaintiff 
encouraging filing of brutality complaints 
against prison guards admitted because it 
could be read as encouraging filing of false 
complaints of which plaintiff's was one). 


Kelly $107,757.92 phase out—take care of 
(camera) for $40M to spread 
P among mems tax comm 
(mtn & sec film kit) eer ; 
Mastropieri — a ce 


q 9368 


87,968 


U.S. Tax Cases 


U.S. v. The Southland Corporation 


We have also ruled that great deference 
must be given to the trial judge’s weighing 
under Rule 403. See United States v. Robin- 
son, supra, 560 F. 2d at 514-15. 


The reasonableness of concluding that 
the Matthews notes revealed his knowledge 
of the true nature of the Mastropieri trans- 
action had become much greater at the end 
of trial when the jury had learned that 
Matthews had interviewed DeFalco and 
had been told that Mastropieri had origi- 
nally sought $40,000 to $50,000 in cash, that 
Matthews had also been approached to 
approve the payment of a $45,000 legal fee 
to Mastropieri in the form of a phony air- 
plane lease, and that Matthews had been 
told by DeFalco not to interview Mastro- 
pieri because a bribe had already been paid. 
Judge Sifton’s change in his ruling thus 
did not reflect capriciousness, as South- 
land’s counsel suggests, but a reasoned 
reaction to changed circumstances. 


Responding to the hearsay objection 
the Government asserts that the notes 
were admissible either because they 
were not hearsay, see Rules 801(d)(2)(D) 
(vicarious admissions), 801(c) (statement 
not offered to prove the truth of the 
matter asserted), 801(d)(2)(E) (statement 
by coconspirator during the course and 
in furtherance of the conspiracy), or under 
the exception in Rule 803(3) (statement of 
declarant’s existing state of mind). Judge 
Sifton predicated admissibility on Rule 
801(c). He directed the jury that “[t]he 
Matthews notes were ... admitted solely 
as bearing on their purported author’s state 
of mind.” Matthews’ belief that a bribery 
had been planned was unquestionably rele- 
vant. If he knew that the Mastropieri 
transaction involved a bribe, this would 


tend to show that a number of his actions, 
and hence those of Southland, see United 
States v. Dotterweich, 320 U. S. 277, 281 
(1943), e.g., the failure to interview Pen- 
der, the withholding from the IRS of the 
Pender and Kitchen questionnaires, the 
perfunctory nature of the interview of 
Mastropieri and the report to the Audit 
Committee in regard to the same, the 
mockery of the discussion with outside tax 
counsel, the failure to disclose to the 
Audit Committee what Matthews thought 
was a $5000 payment on the bribe, were 
in furtherance of a conspiracy to obstruct 
the IRS in the performance of its functions. 


When a declaration is admitted only to 
prove a relevant state of mind, it does not 
appear to matter, save perhaps as later 
indicated, whether admissibility is predi- 
cated on the declaration not being hearsay 
because it was not offered to prove the 
truth of the matter asserted, FRE 801(c), 
or under the hearsay exception for declara- 
tion of states of mind, FRE 803(3). Under 
either theory, “[a] state of mind can be 
proved circumstantially by statements... 
which are not intended to assert the truth 
of the fact being proved,” see 4 Weinstein, 
Evidence {[ 803(3)[02], at 803-107 (1984). 
See also Metzler v. United States, 64 F. 2d 
203, 208 (9 Cir. 1933) (letter from private 
detective to district attorney that county 
sheriff appointed by him was accepting 
protection money admissible to show dis- 
trict attorney’s knowledge); United States 
v. De Carlo, 458 F. 2d 358, 363-64 (3 Cir.) 
(en banc), cert. denied, 409 U. S. 843 
(1972); United States v. Taglione, 546 F. 2d 
194, 200-01 (5 Cir. 1977); Mills v. Danson 
Oil Corp., 691 F. 2d 715 (5 Cir. 1982). We 
thus reject appellants’ hearsay argument.* 


4 Although it is not necessary to decide the 
point, we would not wish to be understood as 
foreclosing the Government’s argument that the 
Matthews notes were outside the hearsay rule, 
and thus admissible against Southland, under 
FRE 801(d)(2)(D) as ‘‘a statement by [an] 
agent or servant concerning a matter within 
the scope of his agency or employment, made 
during the existence of the relationship.’’ The 
appellants contend that Litton Systems, Inc. v. 
American Tel. & Tel. Co., 700 F. 2d 785, 816-17 
(2 Cir. 1983), cert. denied, 104 S. Ct. 984 (1984), 
requires that the author of the admission have 
personal knowledge, apparently meaning 
knowledge from non-hearsay sources. We do not 
read the Litton opinion as going so far. The 
material excluded in Litton was merely notes 
of employee interviews; the opinion describes 
them as containing ‘‘multiple levels of hearsay’’ 
and refers to the recorded material as ‘‘gossip,”’ 


citing 4 Weinstein, Evidence { 801(d)(2), at 


801-164 (1981). Here Matthews had obtained 
knowledge of the 
Mastropieri fee in hi Ss capacity as general coun- 
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sel before his assignment to the BER. More- 
over, the Litton opinion does not cite the 
statement in the Advisory Committee’s Notes: 

The freedom which admissions have enjoyed 
from the restrictive influences of the 
opinion rule and the rule requiring firsthand 
knowledge, when taken with the apparently 
prevalent satisfaction with the results, call for 
generous treatment of this avenue of 
admissibility. 

FRE 801(d)(2)(D) advisory committee note. 
The only case cited in Litton on this point, 
Northern Oil Co. v. Socony Mobil O*l Co., 347 
F. 2d 81, 83 (2 Cir. 1965), antedates the Rules, 
and the Third Circuit has thought it to be 
“clear from the Advisory Committee Notes that 
the drafters intended that the personal 
knowledge foundation requirement of Rule 602 
should apply to hearsay statements admissible 
as exceptions under Rules 803 and 804 but not 
to admissions (including coconspirator state- 
admissible under Rule 801(d)(2).” 
United States v. Ammar, 714 F. 2d 238, 254, 
cert. denied, 104 S. Ct. 344 (1983) (footnote 
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We come finally to appellants’ objection 
based on the Confrontation Clause. See 
California v. Green, 399 U. S. 149 (1970); 
Dutton v. Evans, 400 U. S. 74 (1970); Ohio 
v. Roberts, 448 U. S. 56 (1980). It is not 
at all clear that the constitutional impedi- 
ment against the receipt of extrajudicial 
declarations, whether within or, as in Dutton, 
without recognized exceptions to the 
hearsay rule, applies to a declaration 
which is not being used as proof of the 
fact stated, see Dutton v. Evans, supra, 400 
U. S. at 88 (plurality opinion). The con- 
tention likewise seems hardly appropriate 
when voiced by Southland, since the wit- 
ness it wishes to confront is, in the eyes of 
the law, itself. United States v. Dotterweich, 
supra, 320 U. S. at 281. However, assum- 
ing that both defendants are entitled to 
raise objection under the Confrontation 
Clause, we think Matthews’ notes had suf- 
ficient assurances of reliability, particularly 
when they were received only as proof of 
his belief that a bribery had been planned. 
Dutton v. Evans, supra, 400 U. S. at 88-89. 
Matthews had no motive to make unfair 
accusations against anyone; to the contrary, 
his own involvement in the Mastropieri 
scheme and his concealment of facts from 
the Audit Committee gave him every in- 
ducement not to memorialize his beliefs 
unless he thought them true. Indeed the 
notes were later used as a basis for pros- 
ecuting Matthews for conspiracy to defraud 
the Government. United States v. Matthews, 
No. Cr. 84-00461 (E. D. N. Y. 1985). 
Matthews’ contact with the Mastropieri 
matter both as it transpired and in the 
course of the BER gave him considerable 
firsthand knowledge of the planned bribe. 
’ DeFalco’s testimony, which was subject to 
cross-examination, corroborated Matthews’ 
notes in many respects. Cf. United States 
v. Wright, 588 F. 2d 31, 38 (2 Cir. 1978), 
cert. denied, 440 U. S. 917 (1979). Further- 
more the notes were neither “crucial” to 
the Government’s case nor “devastating” 
to the defense. See Dutton v. Evans, supra, 
400 U. S. at 87. They dealt primarily with 
the bribery objective; the jury reached no 
verdict on this as respects Southland and 
the other evidence with respect to Mastropieri 
was overwhelming, at least unless the jury 
must be supposed to have been so gullible 
as not to understand what was meant by 
“heavy. entertaining.” 
omitted). The Seventh and HEiehth Circuits 
agree; see Mahlandt v. Wild Canid Survival & 


Research Center, 588 F. 2d 626 (8 Cir. 1978); 
’ MCI Communications v. American Tel. & Tel. 
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IV. The Exclusion of a Portion of Mas- 
tropiert’s Grand Jury Testimony, and herein 
of the Sealing of the Indictment. After hav- 
ing brought out the fact of Mastropieri’s 
receipt of IRS Form 1099 in relation to the 
legal bill for $96,500, the Government in- 
troduced an excerpt from his grand jury 
testimony reading as follows: 


QO: As a result of receiving this [Form] 
1099, Grand Jury Exhibit 18, did you 
know that the Southland Corporation 
was reportine the fact that you had re- 
ceived a fee of $96,500? 


len Be SECS 
However, the court refused to allow 
Mastropieri to introduce testimony im- 


mediately following this. After admitting 
his realization that Southland would be de- 
ducting the $96,500 as a legal fee, Mastro- 
pieri said that he had called DeFalco and 
complained about Southland’s reporting the 
$96,500 as income to him when it knew 
that he had not actually received any 
funds. According to Mastropieri, DeFalco 
said that he would “take care of the mat- 
ter’ and that Mastropieri shouldn’t worry 
about it. Mastropieri said he was not 
going to report “one cent of this $96,500” 
and thought DeFalco had said it was a 
mistake—“I should not have gotten this 
thing.” Mastropieri contends that this 
testimony might have led the jury to con- 
clude that he had taken steps which he 
could have expected would lead South- 
land not to have taken the deduction, 
thereby negating any intent on his part to 
defraud the Government. 


FRE 106 provides that: 


When a writing or recorded statement 
or part thereof is introduced by a party, 
an adverse party may require him at 
that time to introduce any other part 
or any other writing or recorded state- 
ment which ought in fairness to be con- 
sidered contemporaneously with it. 


We have interpreted this rule “to require 
that a statement must be admitted in its 
entirety when this is necessary to explain 
the admitted portion, to place it in context, 
or to avoid misleading the trier of fact... 
or to ensure a ‘fair and impartial under- 
standing’ of the admitted portion.” United 
States v. Marin, 669 F. 2d 73, 84 (2 Cir. 
1982). This is a principle of simple fair- 
ness, long antedating the Federal Rules of 
Evidence, see United States v. Stone, 282 
F. 2d 547, 551-52 (2 Cir.), cert. denied, 364 


Co., 708 F. 2d 1081, 1143 (7 Cir.), cert. denied, 
104 S. Ct. 234 (1983). Reconciliation of Rule 
801(d)(2)(D) and Rule 602 should await a case 
where this is essential. : 
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U. S. 928 (1960) (also involving refusal to 
admit a portion of a defendant’s grand 
jury testimony). The district judge was 
in error in relying on Marm as a basis 
for exclusion; there the excluded portion 
related to a subject that had been excised 
from the statement that was admitted and 
that was “neither explanatory of nor rele- 
vant to the admitted passages”, see also 
669 F. 2d at 85 n. 6. There is nothing 
in the Government’s point that a part of 
the excluded testimony was favorable to 
it; Mastropieri still may rightfully com- 
plain of the exclusion of the parts that 
were not. 


This, however, does not lead us to reverse 
the appellants’ convictions. Excluding these 
portions of Mastropieri’s grand jury testi- 
mony had no effect upon Southland. Even 
as to Mastropieri, the excluded portion of 
the testimony bore only on the fraud ob- 
jective; it had no probative effect with 
respect to Mastropieri’s guilt for conspir- 
acy to violate the Travel Act. Were it not 
for a question concerning the running of 
the statute of limitations on the Travel 
Act objective discussed below, this would 
end the matter as Mastropieri’s conviction 
could be upheld so long as he agreed to 
accomplish at least one of the criminal 
objectives charged. United States v. Papa- 
dakis, 510 F. 2d 287, 297 (2 Cir. 1975). 
Despite the limitations question, we will 
rule in the Government’s favor since al- 
though the limitations point is of first 
impression in this court, we think the 
Government is correct. We therefore need 
not consider the Government’s alternative 
argument that the exclusion of portions of 
Mastropieri’s grand jury testimony was 
harmless error even in respect of the 
fraud charge. 


The statute of limitations point is this: 
Mastropieri claims, and the Government 
does not dispute, that the last overt act 
charged against him in the bribery part 
of the conspiracy occurred on March 27, 
1978. The predecessor of the instant in- 
dictment was returned by the grand jury 
on March 25, 1983. However, the Gov- 
ernment obtained an order sealing the 
indictment; the basis for this was that 
announcement of the indictment would 
make it more difficult for the Government 
to obtain complete and truthful testimony 


from Frank Kitchen, a vice president of - 


Southland who had been granted immunity, 
see Matter of Kitchen, 706 F. 2d 1266 (2 
Cir. 1983). After this court’s decision on 

5 Examination of the briefs in the Third Cir- 
cuit tend to confirm this. While, in their state- 
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April 27, 1983 made it evident to the 
Government that no purpose would be 
served by recalling Kitchen before the 
grand jury, the indictment was unsealed 
on May 5, 1983. Judge Sifton found that 
the sealing, for a period of six weeks, lasted 
no longer than was necessary to accom- 
modate legitimate prosecutorial interests. 
Mastropieri contends that there was no 
legal basis for the ruling and that May 5, 
1983 must be taken as the date of the 
return of the indictment, thus barring 
prosecution for conspiracy to violate the 
Travel Act. He relies on two reasons. 
One is that under F. R. Cr. P. 6(e)(4) an 
indictment may be sealed only to assist 
in achieving custody of the defendant; the 
other is that if sealing is permitted for any 
other purpose, there was no proper pur- 
pose here. 


Under both 18 U. S. C. § 3282 and 26 
U. S. C. § 6531, the indictment must be 
“found” within the statutory periods. Read 
literally this does not require that the 
indictment must be made public. How- 
ever, F. R. Crim. P. 6(e)(4) provides: 


Sealed Indictments. The federal mag- 
istrate to whom an indictment is re- 
turned may direct that the indictment 
‘be kept secret until the defendant is in 
custody or has been released pending 
trial. Thereupon the clerk shall seal the 
indictment and no person shall disclose 
the return of the indictment except when 
necessary for the issuance and execution 
of a warrant or summons. 


Mastropieri insists that no reason except 
the one mentioned in the Rule can justify 
the sealing of an indictment. 


There is a surprising dearth of authority - 
upon the subject. In United States v. 
Michael, 180 F. 2d 55, 57 (3 Cir. 1949), 
cert. denied sub nom. United States v. Knight, 
339 U. S. 978 (1950), decided only three 
after the Criminal Rules were 
adopted, the court stated in an opinion by 
Judge Maris: 


Criminal Procedure Rule 6(e) authorizes 
indictments to be kept secret during the 
time required to take the defendant into 
custody. If such secrecy may lawfully 
be imposed in that situation we see noth- 
ing unlawful in the court imposing sec- 
recy in other circumstances which in the 
exercise of a sownd discretion it finds 
call for such action. 


(footnote omitted). The court would 
scarcely have said this if the taking of 
custody had been the sole objective.* 


ments of fact, the parties merely note the- 
sealing of the indictment without providing 
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The notes of the Advisory Committee 
written when Rule 6(e) was adopted in 
1946 say cryptically that “[t]he 
sentence authorizing the court to seal 
indictments continues present practice.” 
Such evidence as we have found suggests 
that the practice at the time the Rule was 
written allowed courts to seal indictments 
for reasons other than obtaining custody 
of the defendants. A treatise of the period, 
which described itself as focusing on “what 
is and not what has been or should be,” 
reflects this in its statement that “[w]here 
the public interest requires it, or for other 
sufficient reason, the court may order an 
indictment to be sealed.” Housel & Walser, 
Defending and Prosecuting Federal Criminal 
Cases § 230, at 300 (2d ed. 1946) (emphasis 
supplied). Accord 1 Matthews, How to Try 
a Federal Criminal Case §215, at 318-19 
(1960). At a symposium on the new Rules 
of Criminal Procedure sponsored by the 
New York University School of Law in 
collaboration with the American Bar As- 
sociation, the New York State Bar As- 
sociation and the Federal Bar Association, 
George Medalie—Associate Judge of the 
New York Court of Appeals, former United 
States Attorney for the Southern District 
of New York, and member of the Supreme 
Court Advisory Committee on the Criminal 
Rules—stated before a panel chaired by 
Judge Learned Hand, that Rule 6 con- 
tained: 


the usual provision for the sealing of the 
indictment, where the district attorney or 
the attorney general is of the opinion 
that the indictment having been procured, 
for sound reasons of policy, nothing should 
be done for a while, no publication made 
of the fact. That, of course, is present 
practice. 
VI Proceedings of the New York University 
Law School Institute on the Federal Rules 
of Criminal Procedure 155 (1946) (emphasis 
supplied). Further support for this view 
comes from comments received by the 


Supreme ourt’s Advisory Committee 
after circulation of its initial draft of the 
Rules.’ For example, one attorney wrote 
the Committee to complain about “ the in- 
creasing practice of using sealed indict- 
ments where it was unnecessary.” 1 
Orfield, Criminal Procedure Under the Fed- 
eral Rules §6:2, at 348 (1966). Another 
attorney proposed that the Rules contain 
“a provision prohibiting secret or sealed 
indictments as to defendants already sub- 
ject to the jurisdiction of the court.” Id. 


If, as we are therefore confident, the 
practice before adoption of the Rule per- 
mitted the sealing of indictments for rea- 
sons other than obtaining custody, we do 
not believe the intention was to restrict it. 
The Federal Rules of Criminal Procedure 
were not intended to be exhaustive. As a 
member of the Supreme Court Advisory 
Committee stated at the time, “many now 
accepted practices and judicial powers are 
omitted from the proposed Rules without 
intent that the omission shall be con- 
sidered by implication a repeal thereof.” 
Waite, The Proposed Federal Rules of 
Criminal Procedure, 27 J. Am. Jur. Soc. 
101 (1943). If the Rule were read literally, 
a defendant who was subject to arrest on 
the return of the indictment could object 
to a sealing to facilitate the arrest of code- 
fendants; yet the Rule has never been read 
that way. See United States v. Watson, 
599 F. 2d 1149, 1155 (2 Cir. 1979), rev'd 
on other grounds sub nom. United States 
v. Muse, 633 F. 2d 1041 (2 Cir. 1980) (en 
banc), cert. denied, 450 U. S. 984 (1981). 
The limiting effect of the Rule was to place 
sealing in the hands of a judicial officer 
rather than as theretofore in those of a 
prosecutor. 1 Orfield, Criminal Procedure 
Under the Federal Rules, supra, §6:1, at 
341. In sum, we see no reason for dis- 
agreeing with the Michael decision, 
rendered only three years after adoption of 
the Rule, a time when the intention of 


relevant details, the appellants stated in a 
Supplemental Brief on Reargument: 

The docket entry discloses no reason for the 
impoundment [of the indictment]. One thing, 
however, is certain. It was not for the purpose 
of facilitating the apprehension of the accused. 
. . . Why the indictment was thus arbitrarily 
and indefinitely impounded must remain a 
matter of conjecture. 

This statement that custody could not have 
been the purpose for the sealing is further 
supported by the fact that the defendants were 
reputable members of the Pittsburg business 
community and do not appear to have been the 
type of individuals who would have gone 
“underground” to evade capture by the authori- 
ties; when the presiding judge unsealed the 
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indictment, he refused the United States At- 
torney’s request that bench warrants be issued 
for the defendants and directed that the ac- 
cused be notified by letter or telephone to 
appear for arraignment. 

6 The preliminary draft of Rule 6 of Federal 
Criminal Procedure provided that: 

The court may direct that the indictment 
shall be kept secret until the defendant is in 
custody or has given bail and the clerk shall 
seal the indictment and in that event no person 
shall disclose the finding of the indictment ex- 
cept when necessary for the issuance and exe- 
cution of a warrant or summons. 

Except for minor stylistic revisions, this 
language is identical to that in the Rule which 
was eventually adopted. : 

q 9368 


87,972 


U.S. Tax Cases 


U.S. v. The Southland Corporation 


the framers was far better known that it 
now can be. 


The question remains whether the 
prosecutorial objectives here sought to be 
obtained justified the sealing of the indict- 
ment. This is a point on which great 
deference should be accorded to the dis- 
cretion of the magistrate, at least in the 
absence of any evidence of substantial pre- 
judice to the defendant. The Government 
should be able, except in the most extraor- 
dinary cases, to rely on that decision 
rather than risk dismissal of an indictment, 
the sealing of which it might have been 
willing to forego, because an appellate 
court sees thing differently, after the ex- 
penditure of vast resources at a trial and 
at a time when reindictment is by hypothesis 
impossible. Mastropieri has not even as- 
serted prejudice from the sealing of the 
indictment for 39 days after the statute had 
run. Obviosuly he had been on notice of 
the likelihood of indictment and could 
have begun his preparation for trial long 
before the end of the statutory period, see 
United States v. Watson, supra, 599 F. 2d 
at 1154. 


V. Mastropieri’s Argument that the Gov- 
ernment Forfeited its Right to Prosecute by 
Failing to Indict him on or before September 
30, 1982. An argument which can be dealt 
with much more swiftly is one made by 
Mastropieri that the Government forfeited 
its right to prosecute him by an agreement 
made on July 22, 1982. This reads in 
pertinent part: 


Eugene Mastropieri hereby waives and 
shall not assert the defense that any 
prosecution for any crime incident to the 
retention by and representation of the 
Southland Corporation by Eugene 
Mastropieri is barred by the statute of 
limitations, provided that any such 
prosecution shall be brought on or be- 
fore September 30, 1982. 


The background of the agreement was 
this: The Government feared in the sum- 
mer of 1982 that it might be having limita- 
tions problems with respect to Mastropieri ‘* 
but the latter wished to appear before the 
grand jury to present his side of the case. 


Government was Pagid to accom- © 


grand jury would not finish its delibera- 
tions by that date, the Government sought 
a further waiver which Mastropieri de- 
clined to give. 


After the indictment returned on March 
25, 1983, was unsealed, Mastropieri moved 
to dismiss it on the basis of his waiver. 
The district judge denied this, saying that 
“the defendant is not so clearly right in 
his argument ... that the issue can be 
decided on a motion to dismiss.” Characteriz- 
ing this as a “factual finding of ambiguity 
by the trial court,” and citing numerous 
inapposite decisions, Mastropieri asks that 
we dismiss the indictment because the 
Government breached a promise to indict 
him on or before September 30, 1982, if 
at all. 


We see no force whatever in this argu- 
ment. Mastropieri made a limited waiver 
of the statute of limitations; the Govern- 
ment did not promise anything. It is not 
asserting that Mastropieri has waived his 
right to contend that the indictment was 
found too late. He makes no contention 
that the indictment was not timely “found”. 
Although Mastropieri argues that it would 
have been untimely if we should determine 
that the date of unsealing rather than the 
date of finding controls, the Government, 
while disputing the argument, does not 
challenge his right to make it. Judge Sifton 
made no “finding” that the agreement 
meant what Mastropieri said. No legal con- 
sequences arise from his having denied 
Mastropieri’s motion on the ground that 
Mastropieri was not clearly right rather 
than, as we would have done, on the ground 
that he was clearly wrong. 


VI. Refusal to Charge a Violation of 26 
Ue) SiG. Si7207eas <a Resser Included 
Offense. 


Section 7202 of the IRC provides: 


Any person who willfully delivers or 
discloses to the Secretary any list, return, 
account, statement, or other document, 
known by him to be fraudulent or to be 
false as to any material matter, shall be 

fined not more than $10,000 ($50, 000 in 
the case of a corporation), or imprisoned 
not more than | year, or both. 


This crime being a misdemeanor, under 18 
nspiracy to commit it like- 
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jury did not find that they had committed 
the felony of conspiring to defraud the 
United States by impeding the functioning 
of the IRS, it might nevertheless find that 
defendants conspired to violate § 7207. 


We have held that a defendant is entitled 
to a lesser included offense instruction if: 


(1) all of the elements of the lesser of- 
fense (§ 7207) were also elements of the 
greater offense (§ 371), see United States 
v. Giampino, 680 F. 2d 898 (2 Cir. 1982), 
and, 

(2) the greater offense has one additional 
element not found in the lesser offense 
that the jury would be justified in finding 
the government had failed to prove be- 
yond a reasonable doubt. United States v. 
Garcia-Duarte, 718 F. 2d 42 (2 Cir. 1983). 


There is no dispute that the first condition 
was met; the elements of a conspiracy to 
file a return known to the maker to be 
fraudulent or false as to any material matter 
(§ 7207) would also constitute elements of 
a conspiracy to defraud the United States 
by impeding the functioning of the IRS. 
The debated question relates to the second 
condition, which the Government contends 
was absent. 


The Court said in Sansone v. United 
States [65-1 ustc { 9307], 380 U. S. 343, 350 
(1965): 


A lesser-included offense instruction is 
only proper where the charged greater 
offense requires the jury to find a disputed 
factual element which is not required for 
conviction of the lesser-included offense. 


In Keeble v. United States, 412 U. S. 203, 
208 (1973), the Court phrased the test as 
being whether “the evidence would permit 
a jury rationally to find [the defendant] 
guilty of the lesser offense and acquit him 
of the greater.’ See also United States v. 
Markis, 352 F. 2d 860, 865-67 (2 Cir. 1965), 
vacated on other grounds, 387 U. S. 425 
(1967). 


We fail to see what this additional ele- 
ment would be. Once the jury decided that 
Southland had filed a return taking a deduc- 
tion for legal expenses which it knew had 
not been incurred, as the jury would have 
had to do in order to find a violation of 
26 U. S. C.. § 7207, it would have decided 
every element necessary to convict South- 
land of defrauding the United States under 
18 U. S. C. § 371. This is particularly clear 
in light of United States v. Bishop [73-1 ustc 
7 9459], 412 U. S. 346 (1973), which held 
that § 7207 requires proof of the same de- 
gree of scienter as criminal tax felony stat- 
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utes using the adverb “willfully”, and 
consquently reversed the Court of Appeals 
for the Ninth Circuit which had reversed a 
district court for refusing to give lesser 
included offense instructions in a case where 
the defendant had been charged with violat- 
ing 26 U.S. C. § 7206. If, as held in Bishop, 
412 U. S. at 360-61, a conviction of defend- 
ants for violating § 7207 would have required 
proof of “bad purpose or evil motive” in 
the sense described in United States v. Mur- 
dock [3 ustc 1194], 290 U. S. 389, 394-95 
(1933), no more is needed to establish the 
‘Sntent to defraud” required by § 371. 


Defendants argue that the jury could 
have found that they agreed purposefully 
to file a false tax return in violation of 
§ 7207, without finding that they intended 
to defraud the United States of revenue. 
Even if such a finding by the jury were 
possible, it is of no aid to the defendants. 
The Government need not prove that the 
defendants intended to defraud the United 
States of revenue to establish a violation of 
§ 371. Conspiracy to defraud the United 
States includes attempts to “interfere with 
or obstruct one of its lawful governmental 
functions by deceit, craft or trickery, or 
at least by means that are dishonest. It is 
not necessary that the Government shall 
be subjected to property or pecuniary loss 
by the fraud, but only that its legitimate 
official action and purpose shall be defeated 
by misrepresentation ....” Hammerschmidt 
v. Umted States, 265 U. S. 182, 188 (1924). 
Accordingly, once the jury determined that 
the defendants violated § 7207 by deliber- 
ately filing a false tax return, it would also 
have decided that they conspired in violation 
of § 371 to defraud the United States by 
interfering with the lawful function of the 
IRS in ascertaining Southland’s legitimate 


tax deductions. 


Defendants argue that the indictment 
charged not broadly that they conspired to 
defraud the United States, which is all that 
the statute requires, but that they agreed 
that the defrauding should be accomplished 
“by impeding, obstructing and defeating 
the lawful functions of the Internal Revenue 
Service of the Treasury Department of the 
United States in the ascertainment, com- 
putation, assessment and collection of income 
taxes, to wit: by conducting their business 
affairs and financial transactions in a manner 
which would prevent the Internal Revenue 
Service from ascertaining the true and 
correct nature of business expense deduc- 
tions ....” But the means by which de- 
fendants did this was the filing of a return 
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which took a $96,500 deduction for legal 
fees to which the defendants knew the cor- 
poration was not entitled. This is precisely 
what the Government would have to prove 
to establish a conspiracy to violate § 7207. 
We see nothing to the contrary in Umited 
States v. Tarnopol, 561 F. 2d 466 (3 Cir. 
1977), on which Southland heavily relies. 


there was because of the judge’s having 


submitted a conspiracy count with an in-~ 


struction that the jury could bring in a 
guilty verdict if it found that defendants 
had acted in pursuit of any of three objec- 
tives when there was insufficient evidence 
with respect to one, namely, a conspiracy 


to defraud the United mee, under § 371. 
561 F. 2d at 474. ; 


The case had nothing to do with failure to 
The judgments of SoaeGea are aenanied. 


charge a lesser included offense; the reversal 
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Before Davis, BALDWIN and Nizs, Circuit Judges. 


Davis, Circuit Judge: Massachusetts Mu- 
tual Life Insurance Co. (Mutual) appeals 
from a decision of the United States Claims 
Court, Margolis, J., (5 Cl. Ct. 581 (1984)) 
granting the Government’s motion for sum- 
mary judgment. At issue is the proper 
treatment of a particular bad debt loss 
under the special provisions relating to the 
taxation of life insurance companies in the 
Internal Revenue Code of 1954, as amended, 
26 U. S. C. §§ 801-820 (1982).2 We affirm. 


I 


In 1950, Mutual loaned $2,500,000 to 
eco Consolidated Oils (TCO) ; as Batt. of 


deed of trust covering almost all of TCO’s 
gas and oil properties. Under the terms of 
each note, a default as to one creditor was 
a default as to all. 


On April 1, 1960, TCO was vita bles to 
meet its obligations. The creditors agreed 


to sell TCO’s property in an effort to re- 


cover the amounts due. At this point, TCO 


owed Mutual $1,976,461.41. From the sale, 


Mutual received $408,633.18. At that time, 
Mutual estimated that it might yet recover 


$25,426.00 and determined the balance. 


$1,542,405. 23, to be worthless debt. 


In 1961 and 1963, Mutual recovered a 
total of $18,245.13. Late in 1963, Mutual 


concluded tha it meat never recover fie 


, the $25,426 
| recover less the $18,. 
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The Internal Revenue Service (IRS) au- 
dited Mutual’s returns for the tax years 
1958-1970. The IRS assessed deficiencies 


in various amounts for several of the years, 


including 1961 and 1963. One of the items 
_ in contention between Mutual and the IRS 
was the proper treatment of the TCO bad 
debt loss written off in those years. Mutual 
paid the deficiencies and filed claims for 
refunds, which were, in all respects now 
relevant, denied. ~ 


Mutual then filed a timely petition in the 
United States Court of Claims seeking to 
recover the taxes paid (plus interest) relat- 
ing inter ala to the TCO bad debt loss. 
Mutual argued alternatively that the bad 
debt loss was deductible: (1) as an invest- 
ment expense under § 804(c)(1); (2) as an 
expense attributable to a “trade or busi- 
ness (other than an insurance business)” 
under § 804(c)(5); or (3) as an expense 
incurred by a partnership of which Mutual 
was a partner, also under § 804(c)(5). The 
parties filed cross-motions for summary 
judgment. The Claims Court (which suc- 
ceeded to the case on the demise of the 
Court of Claims) granted the Government’s 
motion, and denied Mutual’s. Mutual ap- 
peals from this decision only to the extent 
the Claims Court held the bad debt not de- 
ductible under the language relating to 
partnerships in § 804(c) (5). 


II 


Section 802(a)(1) imposes a tax on “life 
insurance taxable income.” The compli- 
cated formula for determining this amount 
involves a three-phase computation set 
forth in §802(b). Phase I consists of either 
the insurance company’s taxable investment 
income (computed under rules contained 
in § 804) or its gain from operations (com- 
puted as prescribed in § 809), whichever 
is smaller. If gain from operations is smaller, 
the insurance company pays a tax on that 
amount. If gain from operations is larger, 
then Phase II consists of one-half of the 
difference between this amount and tax- 
able investment income. Phase III consists 
of that portion of the remaining one-half 
of the excess which the insurance company 
distributes to its stockholders. Various de- 
tails of the insurance company taxation 
scheme have been considered in other cases 
and authorities. United States v. Atlas Ins. 
Coy \e5-uste 7 9407], 381) 9U. S3. 233; 
(1965); American National Ins. Co. v. United 
States [82-2 ustc 9597], 690 F. 2d 878, 
(Ct. Cl. 1982); 8 J. Mertens, The Law of 
Federal Income Taxation, §44A.01 (1978). 
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The question in this case is not whether 
the bad debt loss is deductible, but rather 
where in the phase I calculation it should 
be deducted. This is more than an academic 
problem. Mutual alleges that in the tax 
years in question, it was taxed only on its 
taxable investment income; accordingly, a 
loss deduction from its gain from operations 
would not lower its tax liability. More- 
over, the loss deduction may be crucial if 
the taxable investment income and gain 
from. operation are sufficiently close that 
the deduction determines which is greater. 


Mutual argues that the deduction should 
be allowed under § 804 in the calculation 
of taxable investment income. Taxable in- 
vestment income is composed of the insur- 
ance company’s investment yield plus its 
net capital gains less certain deductions. 
§ 804(a)(2). Investment yield is, in turn, 
gross investment income less certain de- 
ductions. Gross investment income, as de- 


fined in § 804(b), includes: 
(1) Interest, etc—The gross amount of 


income from(A) interest, dividends, 
rents and royalties, 
ok ER 


(2) Short term capital gam.... 


(3) Trade or business tncome—The 
gross income from _any trade or business 
(other than an insurance business) car- 
ried on by the life insurance company, 
or by a partnership of which the life 
insurance company is a partner. In com- 
puting gross income under this para- 
graph, there shall be excluded any item 
described in paragraph (1). 

The corresponding deductions listed in 
§ 804(c) which, when subtracted from gross 
investment income result in investment 
yield, are: 


(1) Investment expenses—lInvestment ex- 
penses for the taxable year. 


* * OX 


[(2)-(4) (Real estate expenses, Depreciation 
and Depletion]. . . 


(5) Trade or business deductions—The 
deductions allowed by this subtitle [A— 
Income Taxes] (without regard to this 
part) which are attributable to any trade 
or business (other than an insurance 
business) carried on by the life insurance 
company, or by a partnership of which 
the life insurance company is a partner. 
[This paragraph is subject to certain ex- 
ceptions not pertinent here.] 


Mutual’s contention is: it was a partner in 
a partnership created to arrange the loan 
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to TCO;? that the partnership itself was not 
engaged in the insurance business; and the 
deduction here is therefore allowed under 
the express Janguage of § 804(c)(5) in 
Mutual’s calculation of investment yield. 


The Government argues, on the other 
hand, that the bad debt loss is not deduct- 
ible under any provision of § 804(c). 
Rather, the Government says that the de- 
duction is allowable only in the computation of 
gain from operations in § 809. Gain (or 
loss) from operations is the amount by 
which the company’s revenue from all 
sources (including investments) exceeds (or 
falls short of) certain deductions listed in 
§ 809(d). The Government’s position is that 
the appropriate place to deduct bad debt 
losses is under § 809(d) (11): 


For purposes of subsections (b)(1) and 

(2) [gain and loss from operations], there 

shall be allowed the following deductions: 
x * x 


(11) Other deductions—Subject to the 

modifications provided by subsection (e), 

all other deductions allowed under this 

subtitle for purposes of computing taxable 

income to the extent not allowed as de- 

ductions in computing investment yield. 
Section 166, which is in the same subtitle as 
§ 809, allows a deduction for bad debts. The 
last portion of § 809(d)(11) confirms that 
§ 804(c) deductions are not to be included 
in §809(d) calculations—for that reason, 
both the Government and Mutual cannot be 
right. 

Til. 


Mutual’s sole argument to us is that it is 


entitled to the deduction under § 804(c)(5) 


because it lent the money to TCO as a 
partner in a partnership (which we assume 
for the purposes of this appeal to have been 
the case, and that this partnership was not 
itself engaged in the insurance business. 


This reasoning seems to have a certain 
literal appeal, but must fail when considered 


in the context of §804 as a whole. The 
Claims Court definitely ruled that Mutual 
could not take the deductions as attributable 
to a “trade or business (other than insur- — 
ance business)” when viewing Mutual’s 
making of the loan as a solo venture. 
Mutual has not appealed from this aspect 
of the decision and we must accept it as 
given. It would be surprising if Congress 
had intended to deny the deduction if one 


‘insurance company made the loan, but to 


grant the deduction solely because three 
companies made the loan in concert. We 
know of no reason why Congress should 
make that distinction, and Mutual gives us 
none. The absence of a ground to make the 
distinction strongly Pisses that none was 
desired. 


In addition, the statutory test, closely 
read, does not support the distinction. Mu- 
tual hinges its argument on the claim that 
the partnership whch entered into the TCO 
deal is an entity separate from any of the 
individual partners. Mutual must do so if 
it is to separate the partnership’s business: 
from its own insurance business. This: 
characteristic of partnerships, while neces-- 
sary to Mutual’s case in this aspect, proves. 
to be its achilles heel in another. Under the: 
specific terms of § 804(c)(5), the deduction. 
must be “attributable” to the partnership. 
Any deductible loss suffered by Mutual’ 
“attributable” to the separate partnership,, 
however, is attributable to Mutual’s invest-- 
ment in its partnership share. The bad debt. 
is not “attributable” to Mutual’s operation 
of a non-insurance trade or business in part-. 
nership form, but rather was incurred by 
the partnership as a separate entity.® 


The legislative history of § 804(c)(5) 
furthers this reading. Congress passed the 
precursor to §804(c)(5) as § 803(c)(6) of 
the Code in the Life Insurance Company 
Tax Act of 1955 (the 1955 Act)* Pub. L. 
No. 84-429, 70 Stat. 36. The Senate Report 


2The term partnership includes, when used 
in the tax code, ‘‘a syndicate, group, pool, 
joint venture, or other unincorporated organi- 
zation, through or by means of which any 
business, financial operation, or venture is 
carried on.’’ § 7701(a)(2). The Government dis- 
utes Mutual’s characterization of the con- 
z eous loans as a partnership. We 


it fits within the stat- 


for the purposes of this ap- 


reserve rate under § 805(b). The .IRS deter- 
mined that it is an ‘“‘other asset.’’ Thus, any- 
deductions attributable to this . . partnership. 
must relate to the company’s partnership. 
share, and not to the underlying real estate. 
The deduction, if otherwise allowable, would 
be an investment expense (§ 804(c)(1)) and not. 
a real estate expense (§ 804(c)(2)). 
_ #Congress further revised the provisions on 
life insurance companies in the Life Insurance 

Pub. L. j : 
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states specifically the purpose of the new 
provisions relating to non-insurance trades 
or businesses: 


The gross income of a life insurance com- 
pany under present law [t.e., prior to the 
1955 Act] is defined as interest, dividends 
and rents. This definition has been 
changed by expressly including ... (3) 
income derived from the operation of a 
noninsurance business. . . . Normally a 
life insurance company will only have 
income from a non-insurance business 
where it acquires a going business in 
foreclosing a mortgage. Income earned 
in this situation is considered to be simi- 
lar to mortgage interest. In some cases 
there is uncertainty as to the status of 
these items under present law. 


S. Rep. No. 1571, 84th Cong., 2d. Sess., re- 
printed in, 1956 U. S. Code Cong. & Ad. 
News 2253, 2258. The report later explains 
§ 803(c)(6), now § 804(c)(5): “Paragraph 
(6) of this subsection allows the deductions 
attributable to any trade or business, the in- 
come from which is included in the life 
insurance company’s gross investment in- 
come by reason of section 803(b)(2) [now 
§ 804(b)(3)].” Id., 1956 U. S. Code Cong. & 
Ad. News at 2264. Section 804(c)(5) is, 
therefore, directed not at losses incurred by 
the insurance company in the insurance 
business, but rather at losses incurred by 
an operational business run by the insur- 
ance company.* 


The legislative history does not indicate a 
separate rationale for the partnership lan- 
guages.° However, the reasoning of the rest 
of the provision applies equally to this 
provision. As in this case, multiple lenders 
may find themselves in joint possession of 
an ongoing enterprise. Section 804(c)(5) 


makes it clear that, despite their joint own- 
ership and “partnership” status (as defined 
in §7701(a)(2) of the tax code), they are 
entitled to the deductions as if they were 
the sole holders of the property. Thus, had 
the partnership of which Mutual was puta- 
tively a partner decided to foreclose on its 
loan and operate TCO’s oil and gas prop- 
erties, it would have been entitled to deduct 
under § 804(c)(5) its share of all the losses 
and expenses allowed by subtitle A which 
were attributable to that business (and 
which were not deductible under 
§ 804(c)(1)). 

The IRS regulations construing §§ 804 
and 809, which date back to 1960," support 
the result that the bad debt loss here is de- 
ductible under §809(d)(11) and _ not 
§ 804(c)(5). Treas. Reg. § 1.809-6(b) states 
that “a deduction for specific bad debts 
shall be allowed [under § 809(d)(11)] to 
the extent that such deduction is allowed 
under section 166 and the regulations there- 
under.” As noted supra, the loss may not, 
according to the statute, be deducted under 
both §§ 804(c)(5) and 809(d)(11). 


The regulations under § 804(c) reach the 
same result. Treas. Reg. § 1.804-4(b) (6) (i) 
recognizes that the deductions allowed un- 
der §804(c) correspond to certain items 
includible in § 804(b)’s calculation of “gross 
investment income.”’* By _ virtue of 
§ 804(b)(3), items included in § 804(b) (1) 
(“Interest, etc.”) are not to be included in 
§ 804(b)(3) (“Trade or business income’). 
Therefore, the regulation posits that, be- 
cause interest is included in gross invest- 
ment income under § 804(b)(1) and not 
804(b)(3), then the corresponding deduc- 
tions must be deductible, if at all, under 


5 Although other portions of the legislative 
history indicate that a foreclosure is not a 
necessary predicate to a deduction under 
§ 804(c)(5), they do confirm that the deduc- 
tions are attributable to businesses run by the 
insurance company and not to the insurance 
company’s own business, no matter what its 
character. See, S. Rep. 1571, swpra, 1956 U. S. 
Code Cong. & Ad. News at 2264; Treas. Reg. 
§ 1.804-4(b) (6) (iii), 26 C. F. R. § 1.804-4(b) 
(6) (iii) (1984) (a life insurance company which 
operates a radio station primarily to advertise 
its services may take deductions under 
§ 804(c)(5) for expenses and losses incurred 
by the station except to the extent attributable 
to the advertisement of the company). 

6 Prior to 1955, insurance companies were 
taxed only on their ‘‘free investment income’ 
—interest, dividends and rents. Unsatisfied with 
this formula, the Eighty-Third Congress ap- 
pointed a committee to study the taxation of 
insurance companies in depth. This study led 
to the changes in the 1955 Act, and culminated 
in the comprehensive 1959 Act. Many of the 
specific terms and phrases used in the statutes 
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came from this committee, which did not in 
its report specify its reasons for every item it 
proposed. Thus, the specific rationale behind 
the partnership language is not explicit. The 
committee did, however, propose the trade or 
business (other than insurance business) de- 
ductions because insurance companies which 
acquire a business through foreclosure should 
be able to take proper deductions attributable 
to the operation of those businesses. Staff Re- 
port on Taxation of Life Insurance Companies 
for Hearings Before a Subcommittee of the 
Committee on Ways and Means, 49, 83d. Cong., 
2d. Sess. (Comm. Print 1954). 

™The regulations were adopted soon after 
Congress passed the 1959 Act. IRS Regulations 
promulgated contemporaneously with the stat- 
ute they interpret are entitled to great weight. 
Commissioner v. Portland Cement Co. [81-1 
ustc ] 9219], 450 U. S. 156, 169 (1981). 

8 See S. Rep. No. 1571, supra, 1956 U. S. Code 
Cong. & Ad. News at 2258. (‘‘The deductions 
corresponding to these types of income are 
allowed.”) (Emphasis added.) 
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§ 804(c)(1) (“Investment expenses’). Be- 
cause a bad debt loss is attributable to 
accrued interest (even in a partnership), the 
deduction cannot be taken under § 804(c) (5). 
Accord, “Insurance Industry-Wide Exami- 
nation, Minutes of April 14-18, 1975, Meet- 
ing in Atlanta, Ga.,” reprinted in 3 T. Nash, 
Federal Taxation of Life Insurance Companies 
at App. 641-42 (1979). Mutual did not appeal 


that portion of the Claims Court’s decision 
denying the deduction under § 804(c)(1), 
and we have no reason to reject the Claims 
Court’s ruling on that issue. 


For these reasons, the decision of the 
Claims Court, orion as it has been oe 
pealed from, is affirmed. 


AFFIRMED. 


( 9370] Jack O. Duncan and Margary I. Duncan, Petitioners-Appellants v. Com- 
missioner of Internal Revenue, Respondent-Appellee. 


Wiaw'S: 
Court judgment. 


Court of Appeals, 9th Circuit, No. 84-7424, 3/28/85. Affg seated Tax 


[Code Secs. 61 and 6653(a)] 


Penalties, civil: Negligence: 


Assignment of income.—A negligence penalty was 


properly imposed upon a taxpayer who underreported his income and contended that 
he had assigned such income to a corporation, Back references: {| 322.28, Lae and 


5533.512. 


Jack O. Duncan, Woodinville, Wash., pro se. Glenn L. Archer, Jr., Assistant Attorney 
General, Department of Justice, Washington, D. C. 20530, for respondent-appellee. 


Before Goopwin, NELson and Hatt, Circuit Judges. 


Opinion 
Per Curiam: Jack Duncan appeals the 
tax court’s judgment that he owes addi- 
tional federal income taxes for 1980 and 
penalties for negligence or intentional dis- 
regard of rules and regulations. We affirm. 
Duncan’s assignment of his income to 
Professional and Technical Services did 
not deflect his tax liability. See Johnson v. 
United States, 698 F. 2d 372 (9th Cir. 1982). 
Imposition of a five percent penalty under 
R. C. § 6653(a) for negligence or inten- 


tional disregard of rules and regulations is 

appropriate in this case. Vnuk v. Commis- 

stoner [80-2 ustc § 9575], 621 F. 2d 1318, 

1321 (8th Cir. 1980). Imposition of sanctions 

for filing a frivolous appeal is also appro- 

priate. Fed. R. App. P. 38; 28 U. S. C. § 1912; 

DeWitt v. Western Pacific R.R., 719 F. 2d - 
1448, 1451 (9th Cir. 1983). We assess 

double costs and $1,000 as an economic 

sanction for abusive and vexatious multipli- 
cation of proceedings in this case. 


Affirmed. 


[9371] Joseph E. Simon and John P. Simon, Plaintiffs/Appellants v. United Sra tee 


of America, Defendants/Appellee. 


U.S. Court of Appeals, 9th Circuit, No. 83-6541, 3/26/85. 


[Code Sec. 7425] — 


Discharge of Liens: Notice—The taxpayers’ interest in property that they had pur- 
chased at a state (California) tax sale was subordinate to a federal tax lien because the 
county tax collector had failed to provide the IRS with written notice of the impending 
sale. In affirming the district court, the appellate court ruled that the failure of an IRS 


agent to inform the taxpayers of the notice requirement was not a sufficiently affirmative 


act to justify the application of the doctrine of equitable estoppel. Further, the taxpayers 
were not subrogated to the IRS in the surplus tax proceeds because they failed to meet 
the subr Sep requirements of state, law. Back renee leas 265,700" 
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Opinion 

ANDERSON, Circuit Judge: Joseph E. 
Simon and John P. Simon appeal the dis- 
trict court’s summary judgment in favor 
of the United States. The district court 
held that the Simons’ interest in property 
they had purchased at a state tax sale was 
subordinate to a federal tax lien. We affirm. 


I. BACKGROUND. The Simons pur- 
chased real property at a Los Angeles 
County tax auction sale. The property had 
been deeded to the State of California be- 
cause of the previous owner’s failure to 
pay delinquent property taxes. The county 
tax collector did not provide written notice 
of the sale to the Secretary of the Treasury 
or his delegate as required by 26 U. S. C. 
§ 7425(c)(1) (1976). Thus, the property 
was sold without distrubing the federal tax 
lien to which it was subject. 26 U. S. C. 
§ 7425(b)(1) (1976). 


The Simons purchased the property for 
$32,200.00. Of that sum, $13,597.43 was ap- 
plied to state and county property taxes 
and costs. The Internal Revenue Service 
levied upon and was paid the surplus of 
$18,602.57. The proceeds were applied to the 
tax lien, which was in excess of $200,000.00. 


The district court rejected the Simons’ 
claims against the Government of equitable 
estoppel, equitable subrogation, and arbi- 
trary and capricious denial of a petition 


for discharge of the federal lien. In grant-_ 


ing summary judgment to the Government, 
the court ordered that the Government be 
allowed to exercise its rights of distraint 
and sale to satisfy the tax lien. 


Il. DISCUSSION. In reviewing an order 
granting a motion for summary judgment, 
the standard of review is whether there is 
a genuine issue of material fact, and, if not, 
whether the moving party is entitled to 
judgment as a matter of law. MGM Grand 
Hotel, Inc. v. Imperial Glass Co., 533 F. 2d 
486 (9th Cir.), cert. denied, 429 U. S. 887 
(1976). 


A. Equitable Estoppel. It is undisputed 
that neither the Secretary of the Treasury 
nor his delegate were provided with writ- 
ten notice from the county tax collector of 
the impending sale. If proper notice had 
been given, the federal tax lien would have 
been discharged, although the United States 
would have retained the right to redeem the 
property. 26 U. S. C. § 7425(d)(1) (1976). 
The effect of not giving notice was that 
the Simons purchased the property subject 
to the lien.’ 26 WU. SGa18'7425(e ict 
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An IRS agent informed Joseph Simon 
that in view of the federal tax lien, the 
worst that could happen to the Simons if 
they purchased the property would be that 
the Government would exercise its right of 
redemption, and they would be reimbursed 
the purchase price. The Simons argue that 
the Government should be estopped from 
asserting the federal tax lien because of 
the agent’s failure to inform them that 
written notice was required and that the 
omission of notice would result in the lien’s 
not being discharged. 


In support of their claim of equitable 
estoppel, the Simons rely upon Schuster v. 
Commissioner, 312 F. 2d 311 (9th Cir. 1962). 
In Schuster, the IRS asserted that a bank, 
which acted as a trustee of an estate corpus, 
was liable for payment of taxes as a trans- 
feree despite the bank’s having distributed 
the corpus to the beneficiary in reliance 
upon a prior ruling by the Commissioner 
that the corpus was not deemed part of 
the decedent’s estate. While recognizing 
that estoppel should be applied against the 
Government with utmost caution and re- 
straint, the Schuster court nevertheless found : 


It is conceivable that a person might 
sustain such a profound and unconscion- 
able injury in reliance on the Commis- 
sioner’s action as to require, in accordance 
with any sense of justice and fair play, 
that the Commissioner not be allowed 
to inflict the injury. It is to be empha- 
sized that such situations must necessar- 
ily be rare, for the policy in favor of 
and efficient collection of the public 
revenue out-weighs the policy of the es- 
toppel doctrine in its usual and customary 
context. 


312 F. 2d at 317. In holding the Govern- 
ment estopped, the court noted that “[i]t 
is difficult to see what additional action the 
Bank might have taken to protect itself 
from liability, faced with the beneficiary’s 
demand for the corpus and the Commis- 
sioner’s determination that it was not tax- 
able .... This involved a sufficiently affrm- 
ative act on the Commissioner’s part.” Id. 
at 318. See also United States v. Ruby Co., 
588 F. 2d 697, 703-704 (9th Cir. 1978), cert. 
denied, 442 U. S. 917 (1979) (elements of 
estoppel include an affirmative misrepresen- 
tation or affirmative concealment of a ma- 
terial fact by the Government). 


We find that the agent’s not informing 
the Simons of the notice requirement was 
not a sufficiently affirmative act to out- 
weigh “the duty of all courts to observe 
the conditions defined by Congress for 
charging the public treasury.” Schweiker 
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v. Hansen, 450 U. S. 785, 788 (1981) (cita- 
tions omitted). Unlike the bank in Schuster, 
the Simons were not innocent third parties. 
See Manocchio v. Commissioner [83-2 ustc 
{ 9478], 710 F. 2d 1400, 1403 (9th Cir. 1983). 
As potential purchasers of the property, it 
was their responsibility to ascertain the 
facts and the legal requirements surround- 
ing the sale. In Schuster, the bank had 
relied upon the Commissioner’s express de- 
termination that the trust was not taxable; 
after the bank dispersed the corpus, how- 
ever, the Commissioner reversed his de- 
cision. This case involves a clear statutory 
requirement which has not been repealed. 
- It was entirely reasonable for the agent to 
have assumed that the Simons were aware 
of the notice requirement and that the sale 
was being conducted in accordance with the 
statutory provisions. 


B. Equitable Subrogation. The Simons 
contend they should be subrogated to the 
rights of the Government to the extent of 
the surplus proceeds. The Government has 
been unjustly enriched, argue the Simons, 
because it has received the proceeds from. 
the county tax sale and it has been allowed 
to foreclose upon its federal tax lien; thus, 
it is the beneficiary of two tax sales. 


The Simons’ subrogation rights are de- 
termined according to California law. See 
26:U. S. C. § 6323(i)(2) (1976). The pre- 
requisites of equitable subrogation are: 


(1) Payment must have been made by 
the subrogee to protect his own in- 
terest. 

(2) The subrogee must not have acted as 
a volunteer. 

(3) The debt paid must be one for which 

; the subrogee was not primarily liable. 


(4) The entire debt must have been paid. 


(S) Subrogation must not work any in- 
justice to the rights of others. 


Catto v. United California Bank, 20 Cal. 3d 
694, 576 P. 2d 466, 471 (1978) ; In re Forester, 
529 BE 2d W310 M315 -COthe Gir. 1976). 


We find that the Simons are not subro- 
gated to the right of the Government in 
the surplus proceeds because they have not 


-met the first, second and fourth require- 


ments. They were not acting to protect 
an existing interest; they did not believe 
they were paying the debt of another; they 
were purchasing property, and, as such, 
they were volunteers. Additionally, the en- 
tire tax lien was not paid. 


California Revenue and Taxation Code 
§ 4675 does not change our holding. Sec- 
tion 4675 provides that excess proceeds are 
to be distributed first to lienholders of 
record, of which the IRS, in this case, was 
one. Finally, the IRS was not unjustly en- 
riched in that the surplus proceeds and the 
proceeds from the sale of the property by 
the Government were to be applied to re- 
duce a legitimate federal tax lien. 


C. Denial of Petition. The IRS denied 
the Simons’ petition to discharge the prop- 
erty from the tax lien. See 26 U. S. C. 
§ 6325(b)(2)(B) (1976). In that the pro- 
ceeds from the sale of the property would 
be applied to reduce the substantial tax 
debt owed to the Government, the denial of 
the Simons’ petition was not “arbitrary, 
capricious, an abuse of discretion, or other- 
wise not in accordance with law.” 5 U. S. iG. 


§ 706(2)(A) (1976). 
The district court is AFFIRMED. 


[19372] Mr. Martin Borchert and Mrs. Rosemary Borchert, Dr. James F. Kyser 
and Mrs. Patricia A. Kiyser and Mr. Fred eee el Mrs. Miriam Selz, Appellants v. 


‘ United States of America, Appellee. 


U. S. Court of Appeals, 8th Circuit, No. 84-1241, 3/19/85. Affirming ep amet | 


decision of the district court. 


[Code Sec. 163(a)] 


Interest paid or payable: Loans for payment of: Guarantor’s payments. —Taxpayers 
who organized a partnership to construct and operate an apartment complex and ‘ 
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O. H. Storey, III, Hoover, Jacobs & Storey, Savers Federal Building, Little Rock, 
Arkansas 72201, for appellants. Thomas Preston, Department of Justice, Washington, 


D. C. 20530, for appellee. 


Before HEANey and McMILLIaN, Circuit Judges, and Merrepiru,* District Judge. 


Heaney, Circuit Judge: Martin Borchert, 
James F. Kyser, Fred Selz, and their spouses 
appeal from an order of the district court * 
granting summary judgment in favor of 
the United States. For reversal, the ap- 
pellants contend that the district court 
erred in disallowing deductions for certain 
alleged interest payments. For the reasons 
discussed below, we affirm. 


In 1970, the appellants organized a part- 
nership to construct and operate the Water- 
gate Apartments in Little Rock, Arkansas. 
To finance construction, the partnership ob- 
tained a loan from Modern American Mort- 
gage Corporation (Modern American). At 
the end of construction, the Federal National 
Mortgage Association (FNMA) _ purchased 
the loan from Modern American. As part of 
its commitment to purchase the loan, FNMA 
required a loan discount fee of $80,114. 


During the course of construction, the 
partnership sought to increase the amount 
of its mortgage loan. In connection with 
this plan, the partnership asked its con- 
tractor, Rock Steel Building Company (Rock 
Steel) to delay its final draw under the 
contract. Rock Steel agreed to do so, pro- 
vided that the partnership would guarantee 
a $160,000 loan which Rock Steel had 
obtained from Union National Bank of 
Little Rock. The partnership agreed to 
guarantee the note and paid a total of 
$16,493.48 as interest on Rock Steel’s in- 
debtedness to the bank. 


On their individual 1973 tax returns, the 
appellants claimed proportionate shares of 
the loan discount fee and the $16,493.48 
payment as interest expense deductions. 
26 U. S. C. §163(a). The Internal Rev- 
enue Service disallowed the deductions and 
assessed deficiencies. The appellants paid 
the deficiencies and filed claims for refunds, 
which were denied. The appellants then 
filed this action for a tax refund in the 
district court. 28 U. S. C. § 1346(a)(1). 
The government moved for summary judg- 
ment, arguing that the deductions were 
properly disallowed because the loan fee 
was paid from loan proceeds and because 
the payment was made on behalf of a third 


party. The district court agreed and granted 
summary judgment in favor of the goy- 
ernment. 


“A reviewing court should sustain a 
grant of summary judgment only when 
there is no genuine issue of material fact 
for the jury to decide and the movant is 
entitled to judgment as a matter of law.” 
Bouta v. American Federation of State, 
County, and Municipal Employees, 746 F. 2d 
453, 454 (8th Cir. 1984) (per curiam). 
Furthermore, “an adverse party may not 
rest upon the mere allegations or denials 
of his pleading, but his response, by aff- 
davits or otherwise * * *, must set forth 
specific facts showing that there is a gen- 
uine issue for trial. If he does not so 
respond, summary judgment, if appropriate, 
shall be entered against him.” Fed. R. Civ. 
P. 56(e). 


It is well settled that “[w]hen interest 
is withheld from loan proceeds (a dis- 
counted loan) the taxpayer is considered 
to have paid by note rather than with cash 
or its equivalent[,]” and cannot claim an 
interest deduction. Waélkerson v. Commis- 
sioner [81-2 ustc J 9657], 655 F. 2d 980, 982 
(9th Cir. 1981). Furthermore, if the “trans- 
action is the equivalent of a discounted 
loan,’ an interest deduction is also dis- 
allowed. Jd. The appellants argue that the 
district court erred in granting summary 
judgment because there was a genuine 
issue of fact whether the discount fee was 
paid from loan proceeds or separate funds. 
We disagree. 


In a deposition accompanying the gov- 
ernment’s motion for summary judgment, 
John Kooistra, Jr., the Executive Vice 
President of Modern American at the time 
the loan was made, stated his belief that 
the loan discount fee was withheld from 
loan proceeds. The closing statement re- 
flects that the discount fee was withheld 
from the proceeds. In a letter to appellants’ 
counsel, Kooistra explained that, in order 
to simplify matters and reduce the number 
of checks written at closing, “we withheld 
from the disbursement the sum of $111,740.42 
which totals the payments required to be 


* The HONORABLE JAMES H. MEREDITH, 
Senior United States District Judge for the 
Eastern District of Missouri, sitting by desig- 
nation. ‘ 
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1The Honorable George Howard, Jr., United 
States District Judge for the Eastern and West- 
ern Districts of Arkansas. 
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paid by the partnership to Modern Ameri- 
can Mortgage or Federal National Mort- 
gage Association * * *,” We have carefully 
reviewed the record and find no support 
for appellants’ contention that the loan 
discount fee was paid from sources other 
than the loan proceeds. 


We also find that the district court cor- 
rectly held that the $16,493.48 payment 


be claimed as an interest deduction. “It 
has long been established that for interest 
to be deductible under section 163(a), the 
interest must be made on the taxpayer’s 
own indebtedness, not the indebtedness of 
another.” Golder v. Commissioner [79-2 UsTc 
7 9451], 604 F. 2d 34, 35 (9th Cir. 1979). 


Accordingly, the judgment of the district 
court is affirmed. 


made on behalf of Rock Steel could not 


[7 9373] United States of America, Plaintiff-Appellee v. Barry Noel Horowitz, 
Defendant-Appellant. 


U. S. Court of Appeals, 9th Circuit, No. 84-1214, 4/2/85. 


[Code Sec. 7206] 


Crimes: Fraud and false statements: Indictment: Verdict——A second indictment (for 
filing false returns and assisting in the preparation of false returns). that was issued to 
cure defects in an earlier indictment—which was dismissed because of a prosecutor’s 
failure to present, as promised, exculpatory evidence to the grand jury—qualified for the 
exception to the limitations period under the savings clause of 18 U. S. C. § 3288. Although 
issued after the limitations period for issuing indictments had run, the second indictment 
was excused from the statute of limitations because it had merely corrected an irregularity 
in the first indictment and had been issued within six months of the first indictment. 
Also, the taxpayer’s claim that his proceedings were prejudiced by excessive pre-indict- 
ment delay was rejected because there was no evidence that a witness, who allegedly 
was unable to appear at the proceedings due to the delay, would present unique testimony 
or that memories of witnesses had faded. Also, inconsistent jury verdicts on a multi-count 
indictment were not grounds for reversing the taxpayer’s conviction. Finally, evidence was 
sufficient to warrant a jury finding of guilt beyond a reasonable doubt. Back references: 
{| 5714.07, 5714.11 and 5714.173. 


Gregory C. Diamond, Assistant United States Attorney, Las Vegas, Nev., for plain- 
tiff-appellee. William B. Terry, Goodman, Terry, Stein & Quintana, 520 South Fourth 
St., Las Vegas, Nev., 89101-6593, for defendant-appellant. 


Before KENNEDY, ALarcon, and NeELson, Circuit Judges. 
3288 does not apply to intentional prosecu- 


torial misconduct because that issue is not 
before us on this record. 


Opinion 
ALaArcon, Circuit Judge: Barry Noel Horo- 
witz (hereinafter Horowitz) appeals from 
the judgment entered following his convic- abs? 
tion for subscribing to a false income tax 
return in violation of 26 U. S. C. § 7206(1) 
(1982). 


We must decide whether an indictment 
may be refiled within six months after the 
expiration of the statute of limitations 
under 18 U. S. C. § 3288 (1982) where the 
earlier accusatory pleading was dismissed 
for a nonintentional failure to present ex- 
culpatory evidence to the grand jury. We 
have concluded that section 3288 covers a 
defect in the proceedings before the grand 
jury such as the nonintentional failure to 
present exculpatory evidence. We do not 
reach Horowitz’s contention that section 
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Horowitz raises the following issues on 
appeals ou 

One. The district court erred in failing 
to dismiss the second indictment as out- 
side the statute of limitations. 

Two. The district court erred in refus- 
ing to dismiss this matter because of pre- 
indictment delay. 

Three. The district court erred in deny- 
ing his motion for a new trial because 
the jury returned inconsistent verdicts. 

Four. This court must reverse because 
of the insufficiency of the evidence. 


© 1985, Commerce Clearing House, Inc. 
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II 
Pertinent Facts 


Appellant Horowitz operated a business 
known as Cactus Mountain Cleaners (here- 
inafter Cactus Mountain) in Las Vegas, 
Nevada. Cactus Mountain was a janitorial 
service specializing in kitchen clean-up for 
hotels in the Las Vegas area. 

An audit was conducted by the Internal 
Revenue Service (hereinafter the IRS) as 
a result of discrepancies between the gross 
income reported on Cactus Mountain’s 1975 
corporate tax return, its gross receipts, and 
the amount of income reported by Horowitz 
on his 1975 individual return. The audit 
disclosed a total of $36,590 of unreported 
income for the 1975 tax year. This unre- 
ported income resulted from the cashing 
of eight checks from the Stardust Hotel, 
and two checks from the Hacienda Hotel 
which were not reflected on Cactus Moun- 
tain’s corporate return or on Horowitz’s 
personal return. 

Horowitz was charged with subscribing 
to a false income tax return in violation of 
26 U. S. C. §7206(1) (Count I), and with 
aiding and abetting in the preparation and 
presentation of a false and fraudulent return 
in violation of 26 U. S. C. §7206(2) Count 
II), in an indictment returned by a federal 
grand jury on April 17, 1982.* This indict- 
ment was dismissed prior to trial on Horo- 
witz’s motion, however, because the court 
found that the government failed to present 
exculpatory evidence to the grand jury. A 
second indictment, identical to the April 7 
indictment, was returned on October 14, 
1982. Because the applicable statute of limi- 
tations had in fact expired on April 15, 
1982, the second indictment was filed pur- 
suant to 18 U. S. C. § 3288. 


Horowitz immediately filed a number of 
pretrial motions, including a motion to dis- 
miss because the indictment was outside 
the statute of limitations and a motion to 
dismiss due to preindictment delay. Both 
motions were denied. The jury found Horo- 
witz guilty of subscribing to a false income 
tax return, but acquitted him of aiding and 
abetting in the preparation and presentation 
of a false and fraudulent return. Horowitz’s 
post trial motion for the entry of a judg- 
ment of acquittal was denied. 


II 


Discussion 


A. Application of Section 3288 to a Non- 
intentional Failure to Present Exculpatory 
1 Count I alleged acts pertaining to Horowitz’s 
1975 personal income tax return, while Count 
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Evidence. Horowitz argues that the second 
indictment should have been dismissed be- 
cause section 3288's savings clause was 
never intended to apply to indictments 
which were dismissed for legal defects. He 
contends that section 3288 only applies to 
indictments which were dismissed because 
of technical irregularities concerning the 
grand jury. We disagree. 


Statutory interpretation is a question of 
law and therefore subject to de novo re- 
view. Dumdeang v. C. I. R. [84-2 ustc 
q 9707], 739 F. 2d 452, 453 (9th Cir. 1984). 

Section 3288 provides: 


Whenever an indictment is dismissed 
for any error, defect, or irregularity with 
respect to the grand jury, or an indictment 
or information filed after the defendant 
waives in open court prosecution by in- 
dictment ts found otherwise defective or 
insufficient for any cause, after the period 
prescribed by the applicable statute of 
limitations has expired, a new indictment 
may be returned in the appropriate juris- 
diction within six calendar months of the 
date of the dismissal of the indictment or 
information, or if no regular grand jury 
is in session in the appropriate jurisdic- 
tion when the indictment or information 
is dismissed, within six calendar months 
of the date when the next regular grand 
jury is convened, which new indictment 
shall not be barred by any statute of 
limitations. 


18 U. S. C. § 3288 (1982) (emphasis added). 


While the first clause of section 3288 ap- 
pears to be aimed at dismissals resulting 
from technical irregularities concerning the 
grand jury, the second clause is much more 
general. It expressly brings indictments 
dismissed for any cause within the scope of 
section 3288’s savings clause. The legisla- 
tive history of section 3288 supports this 
broad interpretation of the statute. ‘The 
sections [sections 3288 and 3289] concern 
cases where a new indictment is returned 
after a prior indictment has been dismissed, 
because of an error, defect, or irregularity 
with respect to the grand jury, or because 
it has been found otherwise defective.” 
S. Rep. No. 1414, 88th Cong., 2d Sess. 1 
(1964), Reprinted in 1964 U. S. Code Cong. 
& Ad. News 3257, 3258 (emphasis added). 


Contrary to Horowitz’s contention, the 
phrase “for any cause” does not bar reindict- 
ment when the original indictment was dis- 
missed for a legal defect or defects. In- 


United States v. Charnay, 537 F. 2d 341 


(9th Cir.), cert. denied, 429 U. S. 1000 


II alleged acts pertaining to Cactus Mounge i, Ss 
1975 corporate tax return. 
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(1976), we held that the statutory pro- 
vision for reindictment after dismissals “for 
any cause” allows reindictment after dis- 
missal due to legal defects in the original 
indictment. “[A] second indictment may 
properly be returned within the prescribed 
six-month period where the dismissal of 
the first indictment is due to a legal defect, 
as well as in those cases where the dis- 
missal results from defects or irregularities 
in the grand jury.” Jd. at 355. This inter- 
pretation is in keeping with the purpose of 
the statute, which is “to prevent the escape 
of those who had been seasonably indicted, 
but whose indictment was bad because of 
some corrigible mistake.” Id. (citing United 
States v. Strewl, 99 F. 2d 474 (2d Cir. 1938), 
cert. denied, 306 U. S. 638 (1939)). See 
also Umited States v. Macklin, 535 F. 2d 
191, 193 (2d Cir. 1976) (“§ 3288 was meant 
to apply whenever the first charging paper 
was vacated for any reason whatever’). 
We believe Charnay was correctly decided 
and is fully applicable under these facts. 


Horowitz argues that section 3288 should 
not be applied where the first indictment 
_ has been dismissed for intentional prosecu- 
torial misconduct. We cannot decide this 
question because there is no evidence of in- 
tentional prosecutorial misconduct in the 
record. 


It is undisputed that the Assistant United 
States Attorney (hereinafter AUSA) who 
originally handled the case promised Horo- 
witz’s counsel that certain allegedly ex- 
culpatory medical evidence would be 
presented to the grand jury. Shortly there- 
after, the case was reassigned to a second 
AUSA, who was informed of the agree- 
ment concerning the aforementioned medi- 
cal evidence. When the case was presented 
to the grand jury, the prosecutor did not 
present all of the exculpatory evidence in 
the agreement between the first AUSA and 
Horowitz’s attorney. 


The magistrate expressly found that al- 
though the prosecutor failed to present all 
of the exculpatory evidence to the grand 
jury as agreed, this failure “was neither 
flagrant conduct in the sense of its being 
malicious,” nor “intentionally designed to 

1 and jury’s api to exercise 


. agreed was a corrigible defect or irreg- 
: ularity avec by: the provisions of sec- 


istrate concluded that the prosecutor’s con- 
duct was ‘‘corrigible’ but fell short of 
prosecutorial “misconduct.” These find- 
ings and conclusions were reviewed and 
then adopted by the district court judge in 
dismissing the first indictment. 


The finding that the prosecutor’s failure 
to present exculpatory evidence to the grand 
jury was negligent but neither malicious 
nor intentional is factual, and cannot be 
disturbed unless clearly erroneous. See 
Umited States v. McConney, 728 F. 2d 1195, 
1200 (9th Cir.) (en banc), cert. denied, — 
U. S. — 105 S. Ct. 101 (1984); Bohemta, 
Inc. v. Home Ins. Co., 725 F. 2d 506, 508-09 
(9th Cir. 1984). No evidence was offered 
by Horowitz to prove that the prosecutor 
acted intentionally. The record supports 
the court’s finding that the second prosecu- 
tor did not intentionally fail to present all 
exculpatory evidence to the grand jury. 


Horowitz also asserts that the failure of 
the prosecutor to present exculpatory evi- 
dence is an abuse of the grand jury system 


which compels a per se reversal, a dis- 


missal of the indictment, and is a bar to 
further prosecution. 


Although this court has held that “the 
‘[d]ismissal of an indictment is required 
. in flagrant cases in which the grand 
jury has been overreached in some signifi- 
cant way.’” United States v. Cederquist, 
641 F. 2d 1347, 1352-53 (9th Cir. 1981), 
quoting United States v. Thompson, 576 
F. 2d 784, 786 (9th Cir. 1978), the failure 
of the prosecution to bring forth evidence 
favorable to the defendant does not present 
a basis to dismiss an indictment. Ceder- 
quist, 641. F. 2d at 1353, n. 3. See also 
United States v. Trass, 644 F. 2d 791, 797 
(9th Cir: 1981) (“[A]n indictment will not 
be dismissed simply because the prosecutor 
does not present the grand jury all avail- 
able exculpatory information, or all material 
bearing upon the ale of potential 
witnesses.”). 


The district court did not err in denying 
Horowitz’s motion to dismiss on the ground 
that the second indictment was returned 
after the statute of limitations had expired. 
The second prosecutor’s nonintentional failure 
to present all the exculpatory evidence as 
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B. Preindictment Delay—Necessity For 
-Showing Of Prejudice. Horowitz also con- 
tends that the district court erred in finding 
that he had not been prejudiced by exces- 
sive preindictment delay. He argues that 
the absence of Lisa, a witness whose testi- 
mony was allegedly material to his defense, 
was caused by the delay. He also argues 
that he was prejudiced because the memories 
‘of his other witnesses had dimmed as to 
certain material facts and events due to the 
extended passage of time between the 
‘events in issue and his indictment. 


Excessive preindictment delay can re- 
sult in the denial of due process of law 
which is guaranteed by the Fifth Amend- 
ment. United States v. Marion, 404 U. S. 
307, 325-26 (1971); United States v. Swacker, 
628 F. 2d 1250, 1251 (9th Cir. 1980). In 
‘considering whether an excessive delay re- 
‘quires the dismissal of an indictment, a 
‘court must first determine whether the de- 
fendant suffered actual prejudice because 
‘of the delay. United States v. Carruth [83-1 
‘usTc J 9247], 699 F. 2d 1017, 1019 (9th Cir. 
1983), cert. dented, — U. S. —, 104 S. Ct. 
698 (1984). While the length of the delay 
‘and the reason for the delay are factors 
to be balanced by the court, a finding of 
actual prejudice is a prerequisite to find- 
ing a due process violation. Cederquist, 641 
F. 2d at 1351; United States v. Titus, 576 
F. 2d 210, 211 (9th Cir.), cert. denied, 439 
D. S. 860 (1978). 


‘The burden of presenting proof of actual 
prejudice is on the defendant. Carruth, 699 
F. 2d at 1019. To establish actual preju- 
dice to the inability to locate a witness 


sufficient to warrant dismissal of an indict- ~ 


ment, a defendant must not only establish 
his inability to locate the witness, but also 
must demonstrate that the loss of ‘this 
witness and his or her expected testimony 
has prejudiced him. United States v. Mays, 
549 F. 2d 670, 677 (9th Cir. 1977). Such 
proof must be definite and not speculative. 
Carruth, 699 F. 2d at 1019. This means 
that the defendant must actually show that 
the loss of the witness has impaired his 
ability to defend himself meaningfully. 
Cederquist, 641 F. 2d at 1351. 


The record shows that Horowitz testi- 
fied that he could not have “willingly” 


dence of intentional prosecutorial misconduct 
am the instant case. We therefore do not here 
determine whether the phrase ‘‘for any cause’ 
nevertheless implicitly bars reindictment when- 
ever the original indictment was dismissed for 
such misconduct. ~ 
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participated in the acts charged since he 
was heavily drugged and sedated at the 


_ time of the alleged violations as a result of 


suffering serious injuries in an auto acci- 
dent. He argues that since Lisa took care 
of him from February 1, 1976, through 
June 30, 1976, while he was recuperating, 
she would have been the witness best able 
to testify to the effect of the medication on 
his conduct and memory. Although Lisa 
may have been the best source of the evi- 
dence concerning his mental and physical 
condition at the time these violations oc- 
curred, she was not the sole source of this 
information. Indeed, the record reveals a 
substantial amount of testimony covering 
the same facts which could have been re- 
lated by the missing witness. Nearly every 
defense witness described Horowitz’s mental 
and physical condition to the jury. One 
witness also testified that he had had al- 
most daily contact with Horowitz during 
the period in question. Evidence was pre- 
sented concerning the type and quantity of 
medication taken by the appellant. It is 
clear that rather than being unique, Lisa’s 
testimony would have been cumulative of 
the testimony presented through other de- 
fense witnesses. Thus, Horowitz has failed 
to demonstrate the loss of any evidence 
due to preindictment delay. 


Horowitz’s claim of actual prejudice due 
to the dimming of memories is likewise 
unsupported by the record. To establish 
actual prejudice on these grounds, the de- 
fendant must prove that the witnesses’ 
memories were impaired by the passage of 
time. See Mays, 549 F. 2d at 677. There is 
no evidence of memory loss on the part of 
any defense witness in the instant case. 
In fact, the record is replete with examples 
of their ability to remember key incidents 
and transactions. The testimony of each 
witness was clear, lucid and detailed. 


Mere assertions that the testimony of a 
missing witness might have been useful, or 
that witnesses’ memories may have faded 
with the passage of time is not “proof of 
actual prejudice” required by Umited States 
v. Marion. Mays, 549 F. 2d at 677 & n. 2. 
Since the required showing of actual prej- 


“udice is lacking, it is unnecessary for us to 


consider the length of, or the reasons for, 
the delay. Ttfus, 576 F. 2d at 212. The 


We note that this issue has been addressed 
at the district court level. See United States 
v. Serbo [81-2 usrc { 9656], 502 F. Supp. 288 
(E. D. Pa. 1980) (holding that dismissal of an 
indictment because of prosecutorial misconduct 
does not bar timely reindictment pursuant to 


18 U. S. C. § 3288). 
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motion to dismiss based on preindictment 
delay was properly denied. 


C. Inconsistent Verdicts. Appellant’s con- 
tention that the district court erred by re- 
fusing to grant his motion for judgment of 
acquittal or, alternatively, in not reversing 
the finding of guilt, on the grounds of incon- 
sistent jury verdicts, is equally lacking in 
merit. Inconsistent jury verdicts do not 
mandate reversal for it has long been the 
rule that consistency between verdicts is 
not required. See Umited States v. Powell, 
— U. S. —, 105 S. Ct. 471, 473 (1984), 
(citing Dunn v. United States, 284 U. S. 390 
(1932) ). A defendant can be convicted upon 
one or some of the counts but acquitted 
on another or others and the conviction will 
be sustained even though rationally incom- 
patible with the acquittal. Umited States v. 
Miller, 546 F. 2d 320, 325 (9th Cir. 1976) ; 
United States v. Livengood, 427 F. 2d 420, 
423 (9th Cir. 1970). The motion for judg- 
ment of acquittal was properly denied. 


D. Sufficiency of the Evidence. Horowitz's 
final contention is that there was insufficient 
evidence to support his conviction for sub- 
scribing a false individual tax return. In 
reviewing a claim of insufficient evidence, 
we must view the evidence and the infer- 
ences therefrom in the light most favorable 
to the government, and decide whether any 
rational jury could have found the essential 
elements of the crime charged beyond a 
reasonable doubt. United States v. Gomez- 
Soto [84-2 ustc J 9584], 723 F. 2d 649, 655 
(9th Cir.), cert. denied, — U. S. —, 104 
S. Ct. 2360 (1984); Swacker, 628 F. 2d at 
1254-55. We have gone over the entire record 
and conclude that there was sufficient rele- 
vant evidence to support Horowitz’s con- 
viction for subscribing a false individual 
tax return. 


There was ample evidence tending to 
prove that Horowitz willfully made and 
subscribed an individual income tax return 
that was false as to a material element, and 
that he did not believe such return was 
true and correct as to every material ele- 
ment. For example, there was evidence 
that the 1975 individual return was person- 
ally signed by Horowitz. Further, Horowitz 
acknowledged that certain income had been 
unreported. There was also evidence that 
$30,025 had not been reported on Horowitz’s 


1974 income tax return. All of this informa- 
tion was evidence from which the jury 
could have concluded that Horowitz was 
guilty of Count I. 


Horowitz correctly asserts that there was 
evidence that he was ill and often heavily 
sedated at the time the events at issue oc- 
curred. It is the exclusive function of the 
jury to weigh the credibility of the witnesses, 
resolve evidentiary conflicts, and draw rea- 
sonable inferences from the established 
facts. United States v. Ramirez-Rodriguez, 
552 F. 2d 883, 884 (9th Cir. 1977) (per 
curiam). The evidence was sufficient to 
convince a rational jury. that Horowitz 
was guilty of subscribing a false individual 
tax return. The jury was free to disbelieve 
evidence to the contrary. Horowitz has 
failed to demonstrate that the jury ignored 
his defense. 


IV 
Conclusion 


We conclude that section 3288 does not 
bar reindictment after the passage of the 
statute of limitations when the original in- 
dictment is dismissed for a legal defect such 
as the nonintentional failure to present ex- 
culpatory evidence to the grand jury. Since 
the second indictment was obtained within 
the six month statutory period, it was both 
timely and proper. Further, the district 
court did not err by refusing to dismiss the 
indictment on the grounds of excessive pre- 
indictment delay. Horowitz failed to prove 
that he was actually prejudiced by the 
preindictment delay. In the absence of 
proof of actual prejudice, preindictment de- 
lay cannot successfully support a motion to 
dismiss an indictment. 


In addition, contrary to appellant’s as- 
sertions, consistency between verdicts of 
a multi-count indictment is not required. 
The district court thus did not err by re- 
fusing to grant appellant’s motion for judg- 
ment of acquittal because of allegedly 
inconsistent jury verdicts. Finally, there 
was sufficient evidence from which a rational 
jury could have reasonably found Horowitz 
guilty of subscribing to a false income tax 
return. 


Accordingly, the judgment of the district 
court is AFFIRMED. 
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[7 9374] Rolling Rock Club, Plaintiff v. United States of America, Defendant. 
U. S. District Court, West. Dist. Pa., Civil Action No. 83-2466, 4/11/85. 


[Code Sec. 512(a)(3)—prior to amendment] 


Exempt organizations: Unrelated business income: Social club.—A tax exempt social 
club was properly denicd a dividends received deduction for certain tax years because the 
dividends received income constituted unrelated business income and the unrelated busi- 
ness income was not directly connected with the production of gross income. ‘The court 
found that the dividends received income was derived from a nonexempt function (in- 
vestment) which, by definition, could not be directly connected with the production of 
gross income. Therefore, because the dividends received income was nondeductible, 
the dividends received deduction attributable to such income was properly disallowed. 
The court rejected the taxpayer’s assertion that the disallowance of the dividends re- 
ceived deduction was a retroactive application of the 1976 amendment which specifically 
excludes the treatment of the dividends received. deduction as directly connected with the 
production of gross income. By looking to the legislative history of the Code provision, 
the court found that the 1976 amendment merely clarified the fact that the dividends 
received deduction was not directly connected to the production of gross income. Back 


reference: {| 3247.85. 


John K. Barry, Reed, Smith, Shaw & McClay, 747 Union Trust Bldg., Pittsburgh, 
Pa. 15219, for plaintiff. Thomas A. Daley, Assistant United States Attorney, Pittsburgh, 


Pa. 15219, Glenn L. Archer, Jr., 


Assistant Attorney General, Will E. McLeod, Depart- 


ment of Justice, Washington, D. C. 20530, for defendant. 


Memorandum Opinion 


MansMANN, District Judge: This matter 
comes before the Court on Cross-Motions 
for Summary Judgment. For the reasons 
set forth below, the Government’s Motion 
is granted and the Plaintiff's Motion is 
denied. 


Factual and Procedural Background 


Plaintiff, Rolling Rock Club, is a non- 
profit Pennsylvania corporation with its 
principal offices in Ligonier, Pennsylvania. 
Plaintiff was formed to maintain a social 
and recreational club for its members and 
is classified as an exempt social club under 
26 U.S. C. § 501(c) (7). 


For the tax years 1974 and 1975, Plaintiff 
claimed “dividends received deductions” 
under 26 U.S. C. § 243 which were claimed 
to be “directly connected with the produc- 
tion of income” under 26 U. S. C. §512 
(a)(3). On audit, the Internal Revenue 
Service disallowed the dividends received 
deductions claimed by Plaintiff for those 
years. Plaintiffs paid the amounts claimed 


126 U. S. C. § 512(a)(3), as in effect during 
the 1974 and 1975 tax years, provides in per- 
tinent part: 

Special rules applicable to organizations de- 
scribed in section 501(c)(7) .. .- 

(A) General rule.—In the case of an organiza- 
tion described in section 501(c)(7) .. . the 
term ‘unrelated taxable income’ means the 
gross income (excluding any exempt function 
income), less the deductions allowed by this 
chapter which are directly connected with the 
production of the gross income (excluding 
exempt function income) . 
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to be due and sttbsequently commenced 
this action pursuant to 26 U. S. C. § 7422 to 
obtain a refund in the amount of $329,918.57. 
Discussion 

The issue before this Court is whether, 
for the tax years 1974 and 1975, the divi- 
dends received deduction contained in 26 
U. S. C. §243 and claimed by Plaintiff is 
“directly connected with the production of 
gross income” within the meaning of § 512 
(a)(3), before its amendment in 1976.1 The 
1976 amendment to §512(a)(3) provided 
that § 243 deductions “shall be treated as 
not directly connected with the production 
of gross income’. The previous version, 
which was in effect at all times at issue, did 
not so specify. 


It is Plaintiff's contention that by dis- 
allowing § 243 deductions with respect to 
these tax years, the Government is apply- 
ing the amendment retroactively. The 
Government disputes this and contends that 
in disallowing the § 243 deductions it relied 


on 26 U. S. C. § 512(a) as enacted in 1969. 


(B) Exempt function income.—For the pur- 
pose of subparagraph (A), the term ‘exempt 
function income’ means the gross income from 
dues, fees, charges, or similar amounts paid by 
members of the organization as consideration 
for providing such members or their dependents 
or guests goods, facilities, or services in fur- 
therance of the purposes constituting the basis 
for the exemption of the onsanization to which 
such income is paid . 
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and its accompanying legislative history. 
Further, the Government submits that the 
1976 amendment to 26 U. S. €. § 512(a) (3) 
simply clarifies the statute. 


Our analysis of this issue will begin with 
the Tax Reform Act of 1969, Pub. L. 
91-172, December 30, 1969, 83 Stat. 487 
(1969) (‘1969 Act”). Under the 1969 Act, 
Congress, for the first time, imposed tax 
on unrelated business income with respect 
to tax exempt social clubs. 


Among oher things, the 1969 version of 
26 U. S. C. §512(a)(3) provided that with 
regard to tax exempt social clubs, “ ‘unre- 
lated business taxable income’ means the 
gross income (excluding any exempt func- 
tion income), less the deductions allowed 
by this Chapter [Chapter 1] which are 
directly connected with the production of 
gross income (excluding exempt function 
income)”. (The dividends received deduc- 
tion is a Chapter 1 deduction, and is con- 
tained in 26 U. S. C. § 243? 


Thus, this Court must decide whether 
Plaintiff, a tax exempt social club which is 
subject to tax on its unrelated business in- 
--come under 26 U. S. C. § 512(a)(3)(A), is 
entitled to claim the dividends received 
deductions for the tax years 1974 and 1975 
on the basis that such deductions are di- 
rectly connected with the production of 
gross income. 


In this connection, Plaintiff argues that 
it is entitled to claim the dividends re- 
ceived deduction for the aforementioned 
tax years because its dividend income is 
“ “directly connected’ to dividends that it 
received on those years from domestic 
corporation”. Plaintiff’s Brief at 6-7. Plaintiff 
further asserts that the “dividends re- 
ceived deduction is by definition ‘attribut- 
able solely’ to dividend income”. Id. at 8. 
And further, in the instant context that the 
“dividends, received deduction relates to 
the only nonexempt function activity Plain- 
tiff conducts, that is, producing passive in- 
vestment income’. Id. at 9. 


The 1969 version of § 512(a)(3) provided 
that a social club’s unrelated business in- 
come is subject to tax, less any Chapter 1 
deductions “which are directly connected 
with the production of gross income.” Thus, 
under the statute, a social club may not 
take a Chapter 1 deduction, in this case the 


dividends received deduction, without a 


direct connection to the production of such 
income. In order to better understand the 


meaning of the statute in this somewhat 
circuitous context, and to determine if 
Plaintiff is entitled to claim the dividends 
received deduction for the years at issue, 
we will examine the pertinent legislative 
history. 


Prior to the passage of the 1969 version 
of 26 U. S. C. §512(a)(3), both branches 
of Congress specifically discussed invest- 
ment income of tax exempt social clubs and 
the tax consequences thereof. 


In this connection, the House Ways and 
Means Committee report provided, inter 
alia: 


General reasons for change—Tax-ex- 
empt organizations not now subject to 
unrelated: busines income tax include... 
social clubs. . 


There is inequity in taxing certain ex- 
empt organizations on their ‘unrelated 
business income’ and not taxing others.... 


The bill also imposes a tax on invest- 
ment income of organizations which are 
exempt on the grounds of mutuality or 
common membership. Social clubs, for 
example, are operated for the benefit 
of members and any profit derived from 
rendering the services to members is 
used by the club for the benefit of the 
members. Therefore, where a social club 
has income from dividends ... , 
this income reduces the members’ costs be- 
low the actual costs or providing the per- 
sonal facilities made available by the or- 
ganization. Because of this, the bill would 
tax the social clubs . on all income 
other than that derived from rendering 
services to the members. This income would 
be treated and taxed as business income. 


H. Rep. No. 91-413 (Part 1), 91st Cong., 
1st Sess. at 47. (Emphasis added.) 


Similarly, the Senate Finance Commit- 
tee report provided, inter alia: 


Since the tax exemption for social clubs 
and other grouns is designed to allow 
individuals to join together to provide 
recreational or social facilities or other 
benefits on a mutual basis, without tax 
consequences, the sources of income of 
the organization are limited to receipts 
from the membership. Under such cir- 
cumstances, the individual is in sub- 
stantially the same position as if he had 
spent his income on pleasure or recre- 
ation (or other benefits) without the 
intervening separate organization. How- 
ever, where the organization receives 
income from sources outside the mem- 
bership, such as income from investments 

. upon which no tax is paid, the 


226 U. S. C. § 243(; 
poration may take a deduction of an amount 
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|) provides ‘that a cor- 


up Bo 85 per ‘cent of the dividends received 
from a domestic corporation. 
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membership receives a benefit not con- 
templated by the exemption in that untaxed 
dollars can be used by the organization 
to provide pleasure or recreation (or 
other benefits) to its membership. For 
example, if a social club were to receive 
$10,000 of untaxed income from invest- 
ments in securities, it could use that 
$10,000 to reduce the cost or increase the 
services it provides to its members. In 
such a case, the exemption is no longer 
simply allowing individuals to join together 
for recreation or pleasure without tax con- 
sequences. Rather, it is bestowing a sub- 
stantial additional advantage to the members 
of the club by allowing tax-free dollars to 
be used for their personal recreational or 
pleasure purposes. The extension of the 
exemption to such investment income 1s, 
therefore, a distortion of tts purpose. 


S. Rep. No. 91-552, 91st Cong., Ist Sess., at 
71. (Emphasis added) 


In Ye Mystic Krewe of Gasparilla v Com- 
missioner [CCH Dec. 40,052], 80 T. C. 755 
(1983), the tax court held that under the 
same version of § 512(a)(3), a social club’s 
income derived from interest and conces- 
sions is unrelated business taxable income 
within the meaning of the statute. With 
respect to §512(a)(3), after considering 
the legislative history, the Mystic Krewe 
Court stated: 


The purpose of that provision is to tax 
the income which a social club receives 
from its nonmember sources; thus such 
income cannot be used to subsidize the 
activities of members without being sub- 
ject to taxation. . . . To carry out the 
purpose of section 512(a)(3), the pro- 
duction of the concession income must 
be viewed as a separate activity and in 
determining the amount subjected to tax- 
ation, only the expenses directly connected 
with the production of such tmcome are 
deductible. 


Id. at 767. (Emphasis added.) 


Similarly, this Court finds that Plaintiff 
is not entitled to the dividends received 
deductions it claimed for 1974 and 1975. 
Plaintiff's dividends received income is de- 
rived from nonexempt function income. As 
such, “it cannot be used to subsidize the 
activities of its members without being 
subject to taxation” unless the deduction 
is “directly connected to the production 
of gross income [sic]. In the instant context, 


the dividends received deduction must be 
disallowed because these dividends are 
nonexempt function income which, by defi- 
nition, cannot be “directly connected with 
the production of gross income”, 1. e., itself. 
Thus, in conformity with § 512(a)(3), and 
in accord with Mystic Krewe, the dividends 
received income is not deductible but rather 
“only the expenses directly connected with 
the production of such income are deductible.” 

In finding that the dividends received 
deduction is not available to Plaintiff for 
the aforementioned tax years, this Court 
relied on the 1969 version of 26 U. S. C. 
§512(a)(3) and not the 1976 amendment 
which specifically precluded the treatment 
of the dividends received deduction as 
“directly connected to the production of 
gross income.” * 


Thus, this Court rejects Plaintiff’s asser- 
tion that the disallowance of the dividends 
received deduction was a retroactive appli- 
cation. Instead, in conformity with the 
Government’s position, we agree that the 
1976 amendment merely clarified the stat- 
ute. In this connection, the Senate Finance 
Committee report provided: 


For reasons indicated above, the com- 
mittee believes that the proposed Treas- 
ury regulations disallowing the dividends 
received deductions are consistent with 
the intent and structure of the provisions 
(sec. 512(a)(3) enacted in the Tax Re- 
form Act of 1969, which allows deduc- 
tions in the case of investment income 
of social clubs only in the case of 
deductions directly connected with the 
production of income. The bill specifically 
clarifies this point by providing that in these 
cases the dividends received deduction is 
not to be considered as directly connected 
with the production of gross income. . . 


The amendment as to income from 
nonmembers and investment sources, and 
amendments as to the corporate dividends 
received deductions are intended as clarifi- 
cations of existing law under the Tax 
Reform Act of 1969. 


S. Rep. No. 94-1318, 94th Cong., 2nd Sess., 
at 6 and 8. (Emphasis added.) 


Although the 1976 version of the statute 
may be more precise, the 1969 version was 
sufficiently clear, particularly taken in the 
context of its legislative history. 


3 The 1976 version of 26 U. S. C. § 512(a) (3) 
provides in pertinent part: 
_ (A) General rule.—In the case of an organiza- 
tion described in section 502(c)(7) ... the term 
‘unrelated business income’ means the gross 
income (excluding any exempt function in- 
come), less the deductions allowed by this 
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chapter which are directly connected with the 
production of gross income (excluding exempt 
function income) For purposes of the 
preceding sentence, the deductions provided by 
sections 243 . . . shall be treated as not directly 
connected with the production of gross income. 


(Emphasis added.) 
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This Court also rejects Plaintiffs con- 
tention that “Congress recognized that 
applying the amendment retroactively would 
negate its policy of equalizing tax treat- 
ment between exempt and nonexempt so- 
cial clubs with respect to investment 
income”. Plaintiff's Brief at 10. As stated 
above, this disallowance of the claimed 
dividends received deductions does not 
constitute retroactive application of the 
amendment. Additionally, although the 
Court agrees with both parties that a policy 
of the 1969 Act was to equalize the tax 
treatment between these two groups, we 
find no merit in Plaintiff’s argument as 
our reading of the 1969 version so provides 
for such tax equality consistent with the 
congressional purpose of tax neutrality. 


Therefore, based upon all of the fore- 


received deductions taken by Plaintiff for 
the tax years 1974 and 1975 were properly 
disallowed. Accordingly, the Plaintiff’s Mo- 
tion for Summary Judgment is denied and 
the Defendant’s Motion for Summary Judg- 
ment is granted. 


Order 


And now, this 11th day of April, 1985, 
in conformity with the foregoing Memo- 
randum Opinion, it is hereby ORDERED 
that the Plaintiff’s Motion for Summary 
Judgment is DENIED and the Govern- 
ment’s Motion for Summary Judgment is 
GRANTED.’ 


It is further ORDERED that Judgment 
is ENTERED in favor of the Government 
and against the Plaintiff. 


going, this Court finds that the dividends 


[7 9375] Florence Y. Barnes, Plaintiff v. United States of America, hei 
U. S. District Court, Cent. Dist. Ill, No. 84-2060, 3/27/85. 


[Code Sec. 101] 


Life insurance: Proceeds, taxability: Combined insurance-annuity policy—Payments 
made to a widow from a state university’s retirement system were excludable as “amounts 
received under a life insurance contract.” The survivor’s benefits were payable as a 
result of risk shifting and risk distribution, the provisions of the plan alleviated the 
potential financial burden of premature death, and the benefit fund was financially 


sound. Back reference: {| 913.037. 


Ralph Swanson, Sebat, Swanson, Banks, Lessen & Garman, 306 Adams Bldg., Dan- 


ville, Ill. 61832, for plaintiff. Frances Hulin, Danville, Ill. 61832, Angelynn C. 


Hall, 


Department of Justice, Washington, D. C. 20530, for defendant. 


Summary Judgment for Plaintiff 


Baker, Chief Judge: The plaintiff, Flor- 
ence Y. Barnes, seeks a refund of taxes and 
interest paid in connection with her 1978 


and 1979 federal income tax returns. The 


plaintiff claims that payments made to 
her as survivor’s insurance benefits under 
the State University’s Retirement System 


are “amounts received under a life insur- — 
. paid by reason of the | 


ance contract . 


death of the insured” which are exempt 
from gross income under the provisions 
of Internal Revenue Code S$ penne ee 


vyayF 


ovisions of 28 we ‘Spa: 


_ During the tax years 1978 and 1979, the 
plaintiff received payments from SURS as 
“survivor insurance benefits”. She excluded 
these from taxable income under the pro- 
visions of Internal Revenue Code § 101(a) 
(1954). The defendant assessed deficiencies 
against the plaintiff for the years 1978 and 


1979 together with interest. The deficiency 


assessments and the interests, in the total 
amount of $1706.94, were paid by the plain- 
tiff and a timely claim for refund was made 
with the Internal Revenue Service Center 
at Kansas City, Missouri. The claim for 
refund was disallowed and this suit fol- 


The issue > presented is: a narrow 
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Both the plaintiff and the defendant have 
moved for summary judgment under the 
provisions of Fed. R. Civ. P. 56. 


SURS has two aspects: first, it provides 
a retirement annuity to an employee; and 
' second, it provides survivor’s insurance 
benefits for the family of the employee after 
his death. As a condition of employment 
each employee of the University of Illinois 
contributes eight percent of his salary to 
SURS, seven percent goes to fund em- 
ployees’ retirement annuity, Exhibit D, Sec- 
tion 15-157(1) and (6), and one percent 


goes to fund the survivors’ insurance ben- 


efits, Exhibit D, Section 15-158. After her 
husband’s death, the plaintiff was paid the 
sum of $3,000 per year in monthly install- 
ments of $250. It was those sums that the 
plaintiff excluded from gross income and 
which are the subject of the deficiency 
assessments and claim for refunds which 
are the center of this suit. 


The parties are in agreement that in 
order for the amounts in controversy to 
be considered as received under an insur- 
ance contract it is necessary that the sur- 
vivor insurance benefits constitute “a binding 
arrangement of risk-shifting and risk dis- 
tribution”. Ross v. Odom [68-2 ustc J 9587], 
401 F. 2d 464, 467 (Sth Cir. 1968). It is the 
plaintiff's contention that risk-shifting and 
risk distribution are present while the de- 
fendant asserts that the survivor insurance 
benefits under SURS do not involve risk- 
shifting because (1) the university plan 
involves no risk since the amounts are 
entirely refundable; (2) the provisions of 
the plan do not alleviate the potential finan- 
cial burden of premature death; and (3) the 
survivors’ benefits are not payable in all 
events. 


The court is persuaded that the sur- 
vivor insurance benefits payable under SURS 
provide for risk shifting and risk distribu- 
tion as described in Ross v. Odom [68-2 
ustc { 9587], 401 F. 2d 464 (Sth Cir. 1968) 
and Commissioner v. Treganowan [50-1 ustc 
710,770], 183 F. 2d 288 (2d Cir. 1950), cert. 
denied 340 U. S. 853 (1950). In Ross the 
government raised the same issues that are 
raised here. The retirement system in ques- 
tion was the state employee’s retirement 
system of Georgia. That system had both 
a retirement pension for the employee and 
a survivor’s benefit for members of the 
employee’s family in case of his premature 
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death. The government contended that the 
payments under the survivor’s benefit as- 
pect of the Georgia program were taxable 
income but the Fifth Circuit Court of Ap- 
peals held that because of the presence of 
risk shifting characteristics the payments 
were excludable from income as life in- 
surance proceeds. The Georgia system is 
parallel to the Illinois system. It provides 
for employee and state contributions and 
risk-shifting occurs since the state bears 
a substantial cost of the plan which is not 
refundable. The facts of Treganowan indi- 
cate there is no merit in the government’s 
position that the employee must bear the 
risk of losing his contributions. In Tre- 
ganowan the decedent- had paid only $2,160 
in contributions from 1925 to 1941 because 
of credits from earnings in the fund and 
from 1941 through 1945 the decedent and 
his estate had made no contributions at 
all because of a surplus in the gratuity fund. 


The government’s argument that sur- 
vivor’s benefits are not payable in all events 
and therefore do not involve risk shifting 
is also without merit in light of Commuts- 
stoner v. Noel’s Estate [65-1 ustc J 12,311], 
380 U. S. 678 (1965) where flight insurance 
was held to have the attributes of risk 
shifting even though the proceeds were 
not payable in all events. 


The government’s point that the provi- 
sions of the plan do not alleviate the poten- 
tial financial burden of premature death 
escapes the court. Certainly any insurance 
payments upon the death of the contributor 
alleviate the financial burdens bound to 
be experienced by his survivors after his 
death. To argue otherwise seems nonsense. 


Finally, the government argues that SURS 
is not actuarily sound. Yet as argued by 
the plaintiff, and as pointed out in Ross v. 
Odom, 401 F. 2d at 468, the determining 
factor is whether SURS is hypothetically 
sound but is in fact financially sound. The 
annual report of SURS for the year 1979 
shows that the survivor’s insurance benefit 
fund was indeed financially sound. 


IT IS THEREFORE ORDERED that 
the Clerk enter summary judgment in favor 
of the plaintiff and against the defendant 
in the sum of $1,706.94 and costs of suit. 


IT IS FURTHER ORDERED that the 
cross-motion for summary judgment of the 
defendant be, and hereby is, denied. 
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[ 9376] Frederic G. Krapf, Jr., et ux., Plaintiffs v. United States of America, 
Defendant. 


U. S. District Court, Dist. Del., Civil Action No. 84-82 Lon.—(604 F. Supp. 1164.) 
[Code Sec. 7422] 


Refund action: District Court: Venue: Nonresident citizen——The proper venue for 
bringing a civil action for refund of federal taxes in a District Court against the United 
States is the judicial district in which the individual resides. A nonresident citizen, who 
at. one time did reside within the District of Delaware but currently resides in the 
Bahamas and is not a resident of any judicial district, is precluded from litigating such 
claim in any District Court by the venue provisions that govern the District Courts. 
However, the U. S. Claims Court exercises concurrent jurisdiction with the District 
Courts to hear federal tax refund suits and the present action was transferred to such 
court in the interest of justice. Thus, the Commissioner’s motion to dismiss for improper 
venue was denied. The controversy concerned the proper value of stock donated to 
charity for charitable deduction purposes. (P. Shaw, DC NY, 77-1 USTC {[ 9201, 422 F. 


Supp. 339, followed.) Back reference: {| 5781.4609. 
Robert E. Schlusser, Steven J. Stirparo, Schlusser and Reiver, 1102 West Street, 


Wilmington, Del. 19899, for plaintiffs. 


Richard G. Andrews, Assistant United States 


Attorney, Michael J. Salem, Department of Justice, Washington, D. = 20530, for 


defendant. 
Opinion 

LoncospArp!, District Judge: In this ac- 
tion, Plaintiffs, Frederick G. Krapf, Jr. and 
June B. Krapf, seek a refund of certain 
federal income taxes paid to the United 
States between 1976 and 1979. Presently 
before the Court is the United States’ 
motion to dismiss because of improper 
venue. 


The dispute in this case concerns the 
value of 26,000 shares of common stock of 
Mechtron Industries, Inc. which the Plain- 
tiffs donated to the University of Delaware 
in 1976. The Plaintiffs claim that the 
Mechtron stock should be valued at $10.00 
per share or $260,000 and that they are 
entitled to a charitable deduction in that 
amount. The United States contends that 
the stock is worth much less than the value 
attributed to it by the Plaintiffs. 


Under the provisions of 28 U. S. C. 
§ 1402(a)(1), the proper venue for a suit 
for a federal tax refund lies only in the 
judicial district in which the plaintff re- 
sides. Since this claim is premised upon 
a federal tax refund, it is apparent that 
venue is proper only in a district where 
Plaintiffs reside. Although Plaintiffs at one 
time did reside within the District of 
Delaware, they have since moved outside 
the District. In fact, the Plaintiffs are not 
residents of any judicial district since they 
currently reside in the Bahamas. 

1 The statute states in pertinent part: 

§ 1402. United States as Defendant 


(a) Any civil action in a district court against — 


the United States under subsection (a) of sec- 
tion 1346 of this title may be piece only: 
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‘to Plaintiffs’ 


Despite the fact that the venue provi- 
sions of 28 U. S. C. § 1402(a)(1) preclude 
litigation of Plaintiffs’ claim in any district 
court, Plaintiffs are not deprived of a 
forum. Under 28 U. S. C. § 1346(a)(1), 
the United States Claims Court exercises 
concurrent jurisdiction with the district 
courts to hear federal tax refund suits. 


The Plaintiffs argue that despite the 
ability of the Court of Claims to hear their 
suit, they should be able to avail them- 
selves of the same rights as resident citi- 
zens and have their case heard by a 
district court. At oral argument, however, 
Plaintiffs withdrew their constitutional ob- 
jections to the different treatment the venue 
statute afforded resident and non-resident 
citizens. Thus, the only remaining issue 
is the plain meaning of the federal venue 
statutes. 


There is no reason to presume that the 
plain meaning of the venue, statutes does 
not dispose of this issue. In Shaw v. United 


‘States [77-1 ustc $9201], 422 F. Supp. 339 


(S. D. N. Y. 1976), when faced with an 
identical fact situation, the Southern Dis- 
trict of New York ruled that non-resident 
citizens are not residents for the purposes 
of 28 U. S.C. § 1402(a)(1) and are thereby 
precluded from bringing suit in any United 
States District Court. Jd. at 341. Contrary 
assertions, such preclusion 
does not create a “venue gap” since the 


(1) Except as provided in paragraph (2), in 
the judicial 1 district where the plaintiff resides; 
. by a 


e case of a civil action . 


corporation . Cl) Ga 
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Plaintiffs are provided an adequate forum 
in the Court of Claims. Thus, this situation 
is not analogous to the cases cited by De- 
fendant which allowed non-resident aliens 
to bring suit in any federal district on the 
grounds that otherwise those plaintiffs 
would be completely deprived of a forum. 
See, Malajalian v. United States [74-2 ustc 
9767}, 504 F. 2d 842, 844 (1st Cir. 1974). 


For the foregoing reasons, the Court 
finds venue to be improper in this district. 
Improper venue, however, does not require 
this Court to dismiss the case. Title 28, 
section 1406(a) of the United States Code 
provides: “The district court of a district 
in which is filed a case laying venue in the 
wrong division or district shall dismiss, or 
if it be in the interest of justice, transfer 
such case to any district or division in 
which it could have been brought.” (em- 
phasis added.) The Defendant argues that 
transfer to the Claims Court would be im- 
proper since it is not a “district or division 
within the meaning of 1406(a).” Defend- 
ant’s argument is contrary to a recent 


Third Circuit decision which explicitly 
states that under 28 U. S. C. § 1406(a) a 
district court may transfer a case to the 
Claims Court “if it be. in the interest of 
justice.” Hondros v. United States Civil 
Service Com’n, 720 F. 2d 278, 299 (3d Cir. 
1983). In Hondros, the court stated that it 
is impossible to “conclude . . . that Con- 
gress intended to handcuff the federal 
courts by prohibiting them from trans- 
ferring a case improperly filed in the dis- 
trict courts to the Claims Court when the 
interests of justice so require.” Jd. at 299 
n. 41, 


In the present situation, the Defendant 
has not advanced, and the Court cannot 
foresee, any prejudice to the parties if this 
action is transferred to the Court of Claims 
rather than dismissed. Indeed, given the 
time that has expired since this action was 
instituted and the discovery which has been 
completed, it is in the interests of both the 
parties and the Court for this case to be 
transferred to the Court of Claims. The 
Government’s motion to dismiss is denied. 


[19377] Sherwin L. Steinberg, et al., Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, East. Dist. Mo., East. Div., No. 84-0864C(3), 2/22/85.—(606 F. 


Supp. 228.) 


[Code Sec. 57, prior to amendment by P. L. 98-369] 


Minimum tax for tax preferences: Stock option valuation: Restrictions on transfer.— 
The taxpayer was entitled to a refund of tax paid for 1978 under the minimum tax 
provisions. The IRS had incorrectly determined the amount of a tax preference resulting 
from the exercise of a qualified stock option under Reg. § 1.57-1(£)(3), having refused 
to reduce the market value of the stock to reflect restrictions on the sale of the stock 
for a period of two years. Reg. § 1.57-1(f)(3) was found to be inconsistent with the 
meaning of fair market value (under Code Sec. 57(a)(6) as then in effect) and was held 
invalid. Any reduction in value caused by restrictions on transfer, even if temporary, 
is properly considered when determining the fair market value of the stock. Back 
reference: {| 578R.50. 

Philip G. Kaplan, Blumenfeld, Snadweiss, Marx, Tureen, Ponfil & Kaskowitz, 168 
N. Meremac, St. Louis, Mo. 63105, for plaintiffs. Thomas E. Dittmeier, United States 
Attorney, St. Louis, Mo. 63101, Ludwig H. Adams, Mary Frances Clark, Department of 
Justice, Washington, D. C. 20530, for defendant. 


taxes they allege were illegally assessed and 


Memorandum 


Huneate, District Judge: This matter is 
before the Court on the parties’ cross-mo- 
tions for summary judgment. Plaintiffs’ 
motion for partial summary judgment will 
be treated as a motion for summary judg- 
ment because the parties have stipulated 


to the facts and only questions of law 


remain before the Court. 


Plaintiffs bring this action pursuant to 28 
U. S. C. §1346(a)(1) to recover income 
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collected. 


-On December 27, 1984, counsel for the 

parties appeared before the Court and oral 
argument was heard on the unsettled ques- 
tions of law. The parties have stipulated 
to the following facts giving rise to this 
dispute. 


Stipulation of Facts — 
1. Plaintiffs are husband and wife and 
reside in the County of St. Louis, State of 
Missouri. This action was commenced against 
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defendant United States of America, seek- 
ing a refund of $7,090.00 of income tax paid 
for 1978. 


2. At all times pertinent to this action, 
plaintiff Sherwin L. Steinberg was vice- 
president of sales of Carboline Company 
(Carboline). At that time, the common 
stock of Carboline was traded on the over- 
the-counter market. 


3. On February 6, 1974, pursuant to a 
qualified stock option plan under Section 
422(b) of the Internal Revenue Code, Car- 
boline granted plaintiff a written stock 
option to purchase 5,000 shares of its com- 
mon stock at $7.75 per share. The option 
price was equal to 100 percent of the price 
at which Carboline’s stock was traded on 
the over-the-counter market on the date the 
option was granted. The option could not 
be exercised until February 8, 1976, and 
continued for a period of three years or 
until plaintiff terminated his employment 
with Carboline. 


4. In order for the transaction to be 
exempt from the registration requirements 
of the Securities Act of 1933, plaintiff, at 
the time the option was granted to him, 
executed an “investment letter.” Under the 
pertinent rulings of the Securities and Ex- 
change Commission, the effect of the invest- 
ment letter was to prohibit plaintiff, for a 
period of two years after the stock was 
purchased, from selling the acquired shares 
except in a private placement, unless a reg- 
istration statement was in effect with 
respect to the shares or certain other condi- 


. tions were met. No registration statement 


was ever in effect with respect to the option 
stock. 


5. In February of 1976, there was a three 
for two stock split of Carboline common 
stock. Due to that split, plaintiff’s option 
to purchase Carboline stock was amended 
and the number of shares subject to the 
option was increased to 7,500. Since the 


number of shares increased by one-third, 


the option price was reduced by one-third, 
to $5.17 per share. 


6. On February. 13, 1978, plaintiff exer- — 


cised his rights under the option by pur- 
hasing 7,500 sh hea of i Bcttapest common 


e omay 
ris 


ae 


restricting the sale of the stock for a period 
of two years. 


8. For 1978, Carboline, as plaintiff’s em- 
ployer, filed with the Internal Revenue 
Service a Form 3921, Exercise of a Quali- 
fied or Restricted Stock option, reporting 
$102,750.00 as a tax preference item for 
plaintiff. The amount of $102,750.00 repre- 
sents the difference between the option price 
paid by plaintiff and the market value of 
the shares on the date of exercise. The 
market value was determined by computing 
the mean of the bid and asked price in 
the over-the-counter market of Carboline 
common stock. A copy of the Form 3921 
was filed by plaintiff with his 1978 federal 
income tax return. 


9. In a typed statement accompanying 
his federal income tax return for 1978, 
plaintiff acknowledged that Carboline had 
filed the Form 3921 with the Internal Reve- 
nue Service, but alleged that the fair market 
value of the option stock exercised did not 
exceed the option price of the stock. 


10. The Commissioner determined that 
the fair market value of the option stock 
was the mean between the bid and asked 
prices of stock on the date of the exercise 
of the option. The Commissioner claimed’ 
that the difference between that value and 
the option price was an item of tax prefer- 
ence. Thus, a deficiency was determined 
under the minimum tax provisions by including 
the $102,750.00 as a tax preference item. 


11. Plaintiffs paid the deficiency on Octo- 
ber 14, 1980. 


12. On October 12, 1982, plaintiffs timely 
filed a claim for the refund of $7,090.00. 
The claim for refund asserted that the 
amount of minimum tax due for 1978 should 
be $6,448.00, not $13,578.00. Plaintiffs as- 
serted that the market value of the stock 
should be reduced by one-third to reflect 
restrictions on the sale of the stock. 


13. Plaintiffs received an Internal Reve- 
nue Service notice dated June 22, 1983, 
allowing $7,076.51 of their claim and dis- 
allowing $13.49. 


14. Thereafter, the Internal Revenue Serv- 
ice sent a notice dated December 22, 1983, 
allowing $13.49 of had claim and dis- 
allowing $7,076.51. 
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Section 57 of the Internal Revenue Code 
provided that the measure of plaintiffs’ item 
of tax preference resulting from the exer- 
cise of a qualified stock option is “the 
amount by which the fair market value of 
the share at the time of exercise exceeds 
the option price.” (emphasis added). 26 
UWS. GC. § 57) (6). 


Plaintiffs argue that the rate at which 
comparable stock was being traded on the 
day the option was exercised is an inap- 
propriate measure of the fair market value 
of their stock because it does not take into 
consideration the restrictions on its transfer. 


Defendant’s authority for determining the 
fair market value of plaintiffs’ stock, with- 
out regard to the restrictions thereon, is 
Treasury Regulation § 1.57-1(f)(3) which 
provides that such restrictions should not 
be considered unless, by their terms, they 
will not lapse. 


Plaintiffs rely on two decisions of the 
tax courts which hold, in relevant part, 
that the treasury regulation relied upon by 
defendant is inconsistent with the meaning 
of fair market value as contemplated by the 
Internal Revenue Code, and is therefore 
invalid, and any reduction in value caused 
by restrictions on transfer (even if tem- 
porary) are properly considered when de- 
termining the fair market value of such 
stock. Gresham v. Commissioner [CCH 
Dec. 39,274], 79 T. C. 322 (1982) ; McDonald 
v. Commissioner [Dec. 40,030(M)], 83 T. C. 
T. C. M. (P-H) 7 83,197 (1983). 


Defendant further points out that Con- 
gress has recently adopted the position of 
the disputed treasury regulation disregard- 
ing temporary restrictions on transfer when 
determining fair market value in circum- 
stances such as this. Deficit Reduction Act, 
Pub. L. No. 98-369 (amending IRC § 57 
(a)). Plaintiffs counter that Congress’ ap- 
parent ratification of defendant’s position is 
not retroactive. 


The parties have further agreed that if 
the Court determines that Treasury Regula- 
tions Section 1.57-1(£)(3) is invalid or inap- 
plicable to this case, the fair market value 
of the Carboline stock in question would 
be determined by discounting the mean 
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trading price of the stock on the date of 
the exercise of the option by one-third, and 
plaintiffs will be entitled to the amount 
prayed for in their petition. 


Since this Court heard oral argument on 
this matter, the United States Court of 
Appeals for the Tenth Circuit reviewed the 
position taken by the Tax Court in the 
Gresham case which was relied on by plain- 
tiffs. Estate of Gresham v. Commissioner 
[85-1 ustc 9143], No. 83-1165, slip op. 
(10th Cir. Jan. 17, 1985). In a well-rea- 
soned opinion, the Tenth Circuit agreed 
with the Tax Court and found that Treas- 
ury Regulations Section 1.57-1(f)(3) is in- 
valid or inapplicable in cases such as the 
one before this Court. The appellate court 
held that the traditional willing buyer/will- 
ing seller test of fair market value is the 
appropriate measure in cases arising before 
26 IRC §57 was amended. IJd., slip op. at 12. 


After careful consideration of the argu- 
ments and memoranda of the parties, the 
Court is persuaded that the position taken 
by the Tax Court and the Tenth Circuit 
on this issue represents the better law. 
Accordingly, the Court finds that Treasury 
Regulations Section 1.57-1(f)(3) is inap- 
plicable to this case. 


As the parties have stipulated to the 
result should the Court so find, plaintiffs’ 
motion for summary judgment will be 
granted in the amount prayed for in plain- 
tiffs’ petition. 


Order 


A memorandum dated this day is hereby 
incorporated into and made a part of this 
order. 


IT IS HEREBY ORDERED that de- 


fendant’s motion for summary judgment be 
and the same is denied. 


Mie sSe HEREBY) -hUR RAE RO R= 
DERED that plaintiffs’ motion for sum- 
mary judgment be and the same is granted. 


IT IS HEREBY FURTHER ORDERED 
that judgment be and the same is entered 
in favor of plaintiffs in the amount of 
$7,076.51 plus prejudgment interest at the 
rate of 9.09% per annum, and costs. 
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[ 9378] David C. Ackerman, Plaintiff v. United States of America, Defendant. 
United States of America, Counterclaimant v. David C. Ackerman, Jerry D. Cooper, 
Marc A. Cooper, and Barbara Yablun, Counterclaim Defendants. 


Barbara H. Yablun, Counterclaimant v. United States of America, Counterclaim De- 
fendant. Barbara H. Yablun, Crossclaimant v. David C. Ackerman, Jerry D. Cooper, and 
Marc A. Cooper, Crossclaim Defendants. 


U. S. District Court, Cen. Dist. Calif., No. CV 82-5596-WJR(Gx), 1/17/85. 


[Code Sec. 6672] 


Penalties, civil: Failure to collect and pay over tax: Corporate officer or employee: 
Willfulness.—A chief executive officer, a vice-president and a corporate expediter were 
properly held liable for the full amount of the assessments entered against them with 
respect to the unpaid employment tax obligations of their corporation. With respect to 
the chief executive officer, the fact that he left the corporation prior to the date on which 
the quarterly tax return was due did not mitigate against a finding of willfulness. The fact 
that the vice president remained the dominant force throughout the corporation’s existence, 
and who may have been “‘more responsible” was irrelevant. Code Sec. 6672(a) looks only 
to “responsible persons,’ and not to “the most responsible person.” Finally, the chief 
executive officer could not simply turn his back on the problem. As a responsible person, 
he was considered to have acted willfully by acting with a reckless disregard of a known’ 
or obvious risk that withholding taxes may not have been remitted to the government, 
and his accountant verified that the IRS was not being paid withholding taxes due it. The 
chief executive officer was also content to rely ‘on the promises of the corporate expediter 
that additional capital would be injected into the corporation and that all of the corpora- 
tion’s problems would be cured. Back references: {| 5569.013 and 5569.014. ; 


Findings of Fact and 
Conclusions of Law 


Rea, District Judge: This action came on 
for trial before the Court, the Honorable 
William J. Rea, United States District 
Judge, presiding, on December 7, 1984, and 
the trial concluded on January 7, 1985. The 
plaintiff was represented by Harvey Tack, 
Esq. Barbara H. Yablun was represented 
by H. Andrew Wasmund, Esq. Jerry D. 
Cooper was represented by Cadoo, Treth- 
way, McGinn & Serena, with an appearance 
by Bernard Shoeps, Esq. Marc A. Cooper 
did not appear to contest the action. The 
United States of America was represented 
by Robert C. Bonner, United States Attor- 
ney, Central District of California, Charles 
H. Magnuson, Assistant United States At- 
torney, Tax Division, with an appearance 
by William J. James, Assistant United 
States Attorney. Having duly considered 
the evidence and being fully apprised in 
the premises, the Court makes Findings 
d Conclusions of Law as follows: 


him pursuant to 26 U. S. C. § 6672 with 
respect to the unpaid employment taxes of 
Classic Associates, Inc. The Government 
counterclaimed seeking to collect the balance 
of this assessment, and joined Jerry D. 
Cooper, Marc A. Cooper, and Barbara H. 
Yablun as additional defendants on its coun- 
terclaim, seeking to recover for similar 
assessments entered against these individ- 
uals, In addition, Barbara H. Yablun has 
filed a counterclaim against the Govern- 
ment for amounts paid by her and has 
cross-claimed against each of the other 
individual defendants. 


2. Classic Door & Cabinet Co., Inc., was 
formed by Jerry and Joyce Cooper, his 
wife, in November, 1974, and remained a 
dormant shell until 1978. In 1978 Classic 
Door & Cabinet Co. was renamed Classic 
Associates, Inc. (hereafter “Classic”) and 
commenced doing business as such. Jerry 
D. Cooper operated a construction business 
entitled, Standard American Builders prior 
to the activation of Classic Associates, Inc. 
Barbara ‘lele Yablun ance Mare AS _ Cooper 
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reviewed complaints filed against Jerry D. 
Cooper and Standard American Builders 
for poor workmanship, overcharging, and 
failing to finish jobs. As a result of the 
proceedings before the State Board, Jerry 
. D. Cooper lost his contracting license, as 
described in the immediately following find- 
ing, and Standard American Builders was 
prohibited from entering into any new 
contracts. Cooper then activated Classic 
Associates, Inc., and hired Ackerman as its 
president and licensed contractor. By rea- 
son of the activation of Classic Associates, 
Inc. and the availability of Ackerman’s li- 
cense, Jerry D. Cooper was enabled to 
continue with his endeavors in the building 
industry. ; 


4. On January 9, 1979, by stipulation of 
the parties and the order entered thereon, 
the Registrar of Contractors, Contractor’s 
State License Board, State of California, 
prohibited Jerry D. Cooper from serving 
as an officer, director, associate, partner, or 
responsible managing employee of any li- 
censed contractor commencing July 1, 1979, 
later extended to September 1, 1979. 


5. Ackerman was looking for employ- 
ment in the private sector and was interested 
in becoming associated with a business such 
as Classic Associates. On May 4, 1978, 
Ackerman entered into an employment con- 
tract with Classic providing that he would 
become the corporation’s chief executive 
officer and, subject to the control of the 
Board of: Directors, would have general 
supervision, direction, and control of the 
business and officers of the corporation. He 
was granted an irrevocable proxy signed 
by Jerry D. Cooper on behalf of Joyce 
Cooper, his wife, to vote all of Classic’s 
stock for a three-year period. 


6. Pursuant to the powers given to him, 
Ackerman issued a corporate memorandum 
on June 5, 1978, verifying that his approval 
would be required for all contracts, sub- 
contracts, permits, and the hiring of em- 
ployees. The memorandum also stated that 
he, Ackerman, was to respond to all public 
agency and customer complaints, engage in 
and approve all forms of public relations, 
represent Classic Associates as a member 
of the Association of Building Contractors, 
and that he would receive copies of master 
files on all contracts and regular reports 
from the superintendents and other officers. 


7. Jerry D. Cooper was given the title 
of “expeditor” by Classic Associates so 
that he could deal with lending institutions 
regarding loans and financing. Jerry D. 
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Cooper was an employee of Classic Asso- 
ciates, Inc. 


8. Ackerman became a signatory on the 
corporate bank accounts and executed checks. 


9. Until September, 1979, Ackerman con- 
tinued to carry out his duties as president 
of Classic. During the first part of 1979 
disputes arose, primarily between Acker- 
man and Jerry D. Cooper regarding the 
manner in which the business was being 
run. 


10. In February, 1979, Ackerman had a 
discussion with Abe Werber, an employee 
of Classic, and a former employee of 
Standard American Builders. Werber ad- 
vised Ackerman that he was going to re- 
sign and told him that the Internal Revenue 
Service was conducting an investigation 
with respect to the unpaid employment 
taxes of Standard American Builders, and 
that he, Werber, had been considered as 
a responsible person along with Jerry D. 
Cooper. Jerry D. Cooper was subsequently 
assessed for this liability in the amount of 
$217,000. Werber also advised Ackerman 
that none of the problems which had led 
to the decline of Standard American Builders 
had been cured. While discussing these 
matters with Werber, Ackerman asked 
Jerry D. Cooper to join the meeting. Jerry 
D. Cooper stated that Classic would not 
have the problems encountered by Stand- 
ard American Builders. Ackerman testified 
that although he was shocked to discover 
this information, he decided to continue to 
rely upon the method employed by Jerry 
D. Cooper and Standard American Builders 
for the payment of taxes to the Internal 


Revenue Service. 


11. Ackerman testified that he wunder- 
stood his responsibilities in connection with 
the collection of employment taxes, and 
this testimony was confirmed by Mr. Stol- 
lorow who had been his accountant during 
the years when Mr. Ackerman had oper- 
ated his own plumbing and heating con- 
tracting business. 


12. In or before May, 1979, Ackerman 
became aware that some of the checks 
made out to himself were returned NSF. 


13. In June, 1979, Ackerman had his 
own accountant review the corporate books 
and records and verified that, among other 
things, the Internal Revenue Service was 
not being paid withholding taxes due it. 


14. During the ensuing months, Cooper 
promised that additional capital would be 
injected into Classic and that all of the 


q 9378 


87,998 


U.S. Tax Cases 


Ackermanv. U.S. 


corporation’s problems would be cured and 
Ackerman was content to rely upon these 
promises. Throughout the summer, Acker- 
man continued to carry out his duties as 
president of the corporation, and he con- 
tinued to approve his own expense vouchers 
and receive wages through at least August 
of 1979. 


15. Despite the corporation’s problems, 
both Cooper and Ackerman took vacations 
during July and August of 1979. After 
these vacations, Ackerman again asked 
Cooper if he had the promised additional 
funds; and when he received a negative 
answer, Ackerman submitted his resigna- 
tion on September 18, 1979. 


16. Barbara H. Yablun was an employee 
of Classic Associates during its operating 
life. Her weekly salary was $650.00 


17. She was the corporate secretary-treas- 
urer and was authorized to execute corporate 
checks. Yablun occasionally prepared pay- 
roll and other checks and was involved 
in the day-to-day operation of the business 
throughout its existence. 


18. On April 30, 1979, Barbara H. Yab- 
lun executed the Employee’s Quarterly 
Federal Tax Return (Form 941) for Classic, 
showing her title as “Sec./Treas.” The first 
quarter return reflected an employment tax 
liability of $19,768.83. Yablun signed the 
return at the direction of Jerry D. Cooper. 


19. In executing all documents and checks 
on behalf of Classic Associates, Yablun 
acted only under the direction of Jerry and 
Marc A. Cooper and David Ackerman. 


20. Marc A. Cooper was the vice-presi- 
dent of Classic and, along with Barbara H. 
Yablun, Marc A. Cooper executed substan- 
tially all of the corporate checks. After 
Ackerman’s resignation, only Yablun and 
Marc A. Cooper could execute checks. 
Marc A. Cooper was also involved in the 
day-to-day operation of the business through- 
out its existence and was primarily respon- 
sible for supervising the construction work 
which was actually being performed. The 
job superintendents reported to Marc A. 
Cooper, and he approved purchases and 
invoices submitted i in connection with Clas- 

Marc A. Cooper 


Remote Fed- 


All of the corporate stock was held in his 
wife’s name. At all times, he physically oc- 
cupied an office on Classic’s premises and con- 
trolled Classic’s business much as he had pre- 
viously controlled Standard American 
Builders. He hired Classic’s staff—basically 
the entire staff from Standard American— 
reviewed contracts, obtained financing, and 
approved many of the decisions made by 
the corporate officers. 


22. Jerry D. Cooper hired all # Classic’s 
employees. He negotiated with Ackerman 
for him to receive a salary of $800 per week 
and maintained the balance of Classic’s em- 
ployees at the same salary levels they had 
for Standard American Builders. 


23. Jerry D. Cooper has previously been 
assessed in connection with his failure as 
a “responsible person” (as defined in 26 
U. S. C. Section 6671(b)) to collect, ac- 
count for, and pay over to the Internal 
Revenue Service the employment taxes of 
Standard American Builders. 


24. After Ackerman’s resignation, Yablun 
and Marc A. Cooper reported to Jerry D. 
Cooper with respect to any questions which 
they had concerning Classic’s financial op- 
erations. 


25. Jerry D. Cooper was the individual 
who dealt with Home Federal Savings and 
Loan Association and the banks with which 
Classic kept accounts. Jerry D. Cooper 
asked Marc A. Cooper and Barbara H. 
Yablun to execute corporate signature 
cards. He reviewed bank records and ap- 
proved or disapproved those checks sub- 
mitted to him by Yablun, Marc A. Gognes 
or the bookkeeper. 


26. At the end of the first quarter, 1980, 


‘Classic was investigated by the State of 


California for failing to pay Classic’s state 
employment taxes. Jerry D. Cooper re- 
quested his son to take full responsibility so 
that he, Jerry D. Cooper, would not be in- 
volved. Jerry D. Cooper explained that he 
could not risk being tied to the operations 
of Classic because he had entered into a 
consent decree with the State of California 
prohibiting him “. . . from serving as an 
officer, director, associate, partner or re- 
sponsible managing employee of any li- 
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four quarters of 1979, and the first quarter 
of 1980. . 


28. Any conclusion of law deemed to be 
a finding of fact is hereby found as a fact. 


Conclusions of Law 


1. Section 3402 of Title 26, United States 
Code, provides for the collection of federal 
income taxes by requiring every employer 
to deduct and withhold a specific percent- 
age of wages paid to an employee. Those 
responsible for corporate disbursements 
must, if they pay wages and salaries due 
employees, withhold the amounts due the 
United States therefrom. These amounts 
are more than simply a debt of the em- 
ployer; they constitute a special trust fund 
to be held for the United States. 26 U. S.C. 
§ 7501. Maggy v. United States [77-2 ustc 
7 9686], 560 F. 2d 1372 (9th Cir. 1977). 


2. If a responsible person, within the- 


meaning of Section 6671(b) of the Code, 
willfully fails to collect, truthfully account 
for, and pay over such tax, that person is 
liable for a penalty equal to the amount of 
the tax. 26 U. S. C. § 6672. The purpose 
of Section 6672 is to “protect government 
revenue by assuring that taxes for which 
workers are given credit are indeed col- 
lected.” Sorenson v. United States [75-2 ustrc 
{ 9694], 521 F. 2d 325, 328 (9th Cir. 1975). 


3. The statute has consistently been con- 
strued broadly. The reason for such liber- 
ality is that if the withheld taxes are not 
collected from the employer or from per- 
sons found liable under Section 6672, such 
tax is lost. In enacting § 6672, Congress 
intended to protect the revenue by permit- 
ting collection from those persons who 
caused the diversion of funds which re- 
sulted in the failure of the corporation to 
pay the withholding taxes. Sorenson v. 
United States [75-2 ustc f 9694], 521 F. 2d 
325, 328 (9th Cir. 1975); Maggy v. United 
States, supra. 


4. Sections 6671(b) and 6672 of the Inter- 
nal Revenue Code impose a duty upon all 
those connected or associated with an em- 
ployer such that they could have seen to it 
that the taxes were paid. Liability is not 
limited to corporate officers and will in- 
clude all those so connected with a corpo- 
ration as to be responsible for the per- 
formance of the act in respect of which the 
violation occurred. United States v. Graham 
[62-2 ustc J 9782], 309 F. 2d 210, 212 (9th 
Cir. 1962). The statute imposes liability 
upon those persons, inter alia, who have sig- 
nificant control over the businss affairs of 
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the corporation or who participate in deci- 
sions regarding what bills should or should 
not be paid and when. See, e. g., Turner v. 
Umited States [70-1 ustc J 9282], 423 F. 2d 
448, 449 (9th Cir. 1970); Bloom v. United 
States [59-2 ustc J 9772], 272 F. 2d 215 (9th 
Cir. 1959); Leuschner v. United States [64-2 
ustc { 9742], 336 F. 2d 246 (9th Cir. 1964). 


5. The control necessary to support lia- 
bility under § 6672 is simply the authority 
to direct or control the payment of corpo- 
rate funds. Wilson v. United States [57-2 
ustc J 10,040], 250 F. 2d 312, 316 (9th Cir. 
1958). There is no requirement in the stat- 
utory definition that responsible persons 
be the principal or dominant figures in the 
corporate hierarchy. — 


6. Although recognized indicia of status 
as a responsible person of a corporation 
include the holding of office, ownership or 
control of stock, execution of corporate re- 
turns, and authority to execute checks or 
direct payments from the corporate ac- 
counts, none of these factors need be pres- 
ent. Where one is in effect a de facto offi- 
cer or employee of a corporation, he may be 
a responsible person even though he holds 
no office and receives no direct remunera- 
tion. Pacific National Ins. Co. v. United 
States [70-1 ustc J 9238], 422 F. 2d 26, 30 
(9th Cir. 1970), cert. denied 398 U. S. 937 
(1970); Unsted States v. Grahaim [62-2 ustc 
{ 9782], 309 F. 2d 210 (9th Cir. 1962); Kap- 
pas v. United States [83-2 ustc J 9683], 578 
F. Supp. 1435, 1440-1441 (C. D. Calif. 1983). 


7. Even if a person is found to have had 
the status of a responsible person under 
the statute, he may avoid liability if he 
can show that his breach of duty was not 
willful. When a responsible person volun- 
tarily, consciously, and intentionally fails. 
to collect withholding taxes, or having col- 
lected the taxes, fails to see that they are 
safely held and paid over to the Govern- 
ment, his conduct is willful within the 
meaning of Section 6672. Sorenson v. United 
States [75-2 ustc J 9694], 521 F. 2d 325, 328 
(9th Cir. 1975). The presence of an intent 
to defraud or deprive the United States of 
the taxes collected or withheld for its ac- 
count is not required nor need bad motives 
be present. Bloom v. Umited States [59-2 
ustc 9772], 272 F. 2d 215 (9th Cir. 1959), | 
cert. denied, 363 U. S. 803; Barnett v. United 
States [79-1 ustc J 9318], 504 F. 2d 219 (9th 
Cir. 1979). 


8. In many cases, a finding of eillfalmesal 
has been based solely upon the voluntary 
pretense of other creditors over the United 
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States. Slodov v. United States [78-1 ustc 
1 9447], 436 U. S. 238, 98 S. Ct. 1778, 56 
L. Ed. 2d 251 (1978). Willful conduct 
within the meaning of the statute also 


includes a failure to investigate or to cor- 


rect mismanagement after notice that with- 
holding taxes have not been remitted to the 
Government. United States v. Leuschner 
[64-2 ustc J 9742], 336 F. 2d 246 (9th Cir. 
1964); Sorenson v. United States [75-2 ustc 
J 9694], 521 F. 2d 325 (9th Cir. 1975). 


9. Willfulness can be proven by showing 
a preference of other creditors over the 
United States either before or after the due 
date for the corporation to remit the with- 
held taxes. Willfulness can also be evi- 
denced by the risk or use of the withheld 
funds for other corporate purposes, regard- 
less of any expectation that adequate funds 
would be available at the due date. 


10. Responsible persons can, but are not 
required to, put the withheld funds in a 
segregated account. If they fail to do so, 
they assume the risk that the funds will be 
misapplied and are not excused from their 
duty or their liability under § 6672 by rea- 
son of subsequent financial misfortunes of 
the corporation. Any other result would 
be inconsistent with the purposes of Con- 
gress to protect the sources of revenue by 
permitting recovery of withheld taxes, which 
are held in trust, from responsible persons. 


11. The fact that a person leaves the 
corporation prior to the date on which the 


quarterly employment tax return is due - 


will not mitigate against a finding of will- 
fulness. The initial obligation arises at the 
time that the taxes are withheld from the 
wages of the employees. Newsome v. United 
States [70-2 ustc 9597], 431 F. 2d 742 
(5th Cir. 1970), cert den., 411 U. S. 986 
(1973); Barnett v. United States [79-1 ustc 
7 9318], 594 F. 2d 219 (9th Cir. 1979). 


12. The fact that there may be others 
who are also responsible or who may be, 
within the view of the finder of fact, “more 
responsible” is irrelevant. Section 6672(a) 
looks only to “responsible persons,” and 
not to “the most responsible person,” for 
satisfaction. There is no federal cause of 
action for contribution in —_ type of case. 


ke on ie aeobiadt 
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1976).” Kappas v. Umted States [83-2 ustc 
7 9683], 578 F. Supp. 1435, 1440 (C. D. 
Calif. 1983). 


14. The Court finds in if intel of defend- 
ant United States of America and against 
plaintiff ‘David C. Ackerman on the com- 
plaint. David C. Ackerman, Jerry D. 
Cooper, and Marc A. Cooper are entitled 
to a credit of $200 for monies heretofore 
paid by David C. Ackerman to defendant- 
counterclaimant United States of America 
on its judgment against them. 


15. Further, the Court finds in favor of 
counterclaimant United States of America 
and against counterclaim defendants David 
C. Ackerman, Jerry D. Cooper, and Marc 
A. Cooper on the counterclaim brought by 
the United States of America. David C. 
Ackerman, Jerry D. Cooper, and Marc A. 
Cooper are liable for the full amount of 


the assessments entered against them by 


the Internal Revenue Service with respect 
to the unpaid employment tax obligations 
of Classic Associates, Inc. The United 
States of America is entitled to the judg- 
ment prayed for in its counterclaim as 


against David C. Ackerman, Jerry D. 
Cooper, and Marc A. Cooper. 
16. Further, the Court finds against 


counterclaimant United States of America 
and for counterclaim defendant Barbara H. 
Yablun on the counterclaim brought by the 
United States of America. 


17. Further, the Court finds against 
countertisimant Barbara H. Yablun and for 
counterclaim defendant United States of 
America on Barbara H. Yablun’s counter- 
claim. 


18. Finally, the Court finds unnecessary 
any finding on Barbara H. Yablun’s cross- 
claim. Because no liability has been found 
against Barbara H. Yablun, the issue of her 
crossclaim is moot. 


. 19. Any findings of fact deemed to be a 
collin of law is hereby oe as 
a matter of law. 


LET JUDGMENT BE ENTERED 
ACCORDINGLY. ‘ 


Judgment 

The Court commenced trial in this action 

on December 7, 1984 and concluded the 

trial on January ds 1985. ms oe consid- 
red the ‘ed at 


Court Decisions—Cited 85-1 USTC 


O'Donnell v. U.S. 


IT IS HEREBY ORDERED AND 
ADJUDGED that plaintiff David C. Acker- 
man take nothing from defendant United 
States of America on the complaint. 


IT IS FURTHER ORDERED AND 
ADJUDGED: 

(1) that counterclaimant United States of 
America recover from counterclaim de- 
fendant David C. Ackerman the sum of 
. $61,315.69 (less $200 credit), plus interest 
-as provided for by law; 

(2) that counterclaimant United States 
-of America recover from counterclaim de- 


fendants Jerry D. Cooper and Marc A. 
Cooper the sum of $86,768.71 (less $200 
credit), plus interest as provided for by law; 


(3) that counterclaimant United States 
of America take nothing from counterclaim 
defendant Barbara H. Yablun; and 


(4) that counterclaimant Barbara H. Yablun 
take nothing from counterclaim defendant 
United States of America on her counter- 
claim. 


Counterclaimant to recover costs in the 
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{ 9379] C. H. O’Donnell, Plaintiff vy. The United States of America, Defendant. 
U. S. District Court, So. Dist. Fla., Case No. 84-2055-CIV-KEHOE, 3/26/85. 
[Code Secs. 3402, 6301 and 7422] 


Civil actions for refund: Conditions precedent to suit: Payment of entire tax: Returns: 
Confidentiality: False certificates: Constitutional rights—The district court lacked 
jurisdiction to hear the taxpayer’s suit because the taxpayer had not paid the assessed 
taxes and penalties in full prior to filing the complaint. The taxpayer’s petition also 
failed to state any cause of action upon which relief could be granted. He failed to pro- 
vide any factual basis to support his claim that the IRS’s communication with his em- 
ployer, which advised the employer to disregard the employee’s W-4 form, was an 
‘unlawful disclosure. In addition, the taxpayer’s claim that the IRS’s communication with 
‘his employer tortiously violated his constitutional rights was defective because the tax- 
‘payer failed to allege that he had exhausted his administrative remedies, as required by the 
‘Federal Tort Claims Act. With regard to the taxpayer’s other constitutional claims, the 
‘court noted that they were barred by the doctrine of sovereign immunity. Finally, the 
‘taxpayer’s attempt to enjoin the collection of tax was precluded by the Anti-Injunction 


Act. 
cand 5781.0265. 


Order of Dismissal 


Kewoe, District Judge: This matter arose 
before the court upon the Defendant’s mo- 
tion for a judgment on the pleadings, or in 
the alternative, summary judgment. The 
Plaintiff has responded in opposition and 
has requested oral argument. 


The Court has carefully reviewed the 
amended complaint, as well as the De- 
fendant’s motion and Plaintiff's response 
' with respect to the issue of jurisdiction. 
For the reasons discussed below, the Court 
has determined that the amended complaint 
should be dismissed for lack of jurisdic- 
tion, and for failure to state a cause of 
action, | 

According to the amended complaint, 
the Plaintiff determined at the conclusion 
of tax years 1979—1984 that he did not owe 
tax. His theory, as set forth in the com- 
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Accordingly, the petition was dismissed. Back references: {| 4942K.19, 5209.81 


plaint, is that because Plaintiff contracted 
to sell and deliver “his property,” (i.e. his 
labor, acquired by gift from God) to his 
employer, Eastern Airlines, and because he 
calculated that the salary consideration he 


-received for “selling” his labor was equal 


to the value of his labor, he owed no tax 
within the meaning of 26 U. S. C. § 6001. 
The Plaintiff instructed Eastern Airlines 
not to withhold income tax from his salary 
checks. 


The Internal Revenue Service received 
a copy of Plaintiff’s withholding instruc- 
tions from Eastern Airlines and informed 
Plaintiff that they were reviewing the W-4 
form. They also requested the Plaintiff 
to provide them with information which 
would support the tax withholding instruc- 
tion, and sent I. R. S. forms for that pur- 
pose. The Plaintiff responded. The Internal 
Revenue Service then sent a notice to 
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Plaintiff, informing him that they had de- 
termined that his tax withholding instruc- 
tion to Eastern Airlines was incorrect, and 


that the Internal Revenue Service would. 


sent a letter to Eastern concerning the 
proper withholding to be made. On March 
23, 1984, the Internal Revenue Service sent 
a letter to Eastern, which stated in pert- 
inent part: 


“We have determined that the [Plain- 
tiff's] Form W-4 is incorrect and does 
not conform with the requirements of the 
Internal Revenue Code Section 3402 and 
telated Employment Tax regulations. 
Therefore, disregard (or continue to dis- 
regard) this employee’s Form W-4 and 
withhold taxes as if the employee were 
single and claiming one withholding allow- 
ance until you receive a new Form W-4 
from your employee claiming no more than 
this number of withholding allowances.” 


This letter forms the crux of Plaintiff’s 
complaint. 


The Plaintiff raises four claims. First, he 
disputes the decision of the Defendants 
with regard to his tax liability, and claims 
that the administrative decision was made 
without due process of law. Second, he 
claims that the Defendant’s letter of March 
23, 1984 to Eastern Airlines disclosed con- 
fidential information without authority of 
law, thereby violating 26 U. S. C. § 6103. 
Civil damages for such a violation may be 
recovered under 26 U. S. C. § 7431. Third, 
Plaintiff claims that the Defendant’s “inten- 
tionally unlawful and grossly negligent” 
disclosure of false information concerning 
his tax liability to Eastern Airlines caused 
him to suffer monetary losses, mental 
anguish, loss of reputation and interference 
in his business relations with his employer. 
Fourth, Plaintiff claims that the disclosure 
violated his rights under the First, Fourth, 


Fifth and Ninth Amendments to the 
Constitution. 
Addressing these claims in turn, the 


Court notes that the Plaintiff cites 5 


U.S. C., Section 706(2), the Administra. 
tive Procedures Act, as a jurisdictional 
basis for his objection to the IRS deter- 
mination that he is subject to tax withhold- 
ing. However, it clear that the procedures 
for Sbtaiing agietal review of tax liabil- 


District Court is improper, and must be 
dismissed for lack of jurisdiction. Horne v. 
United States [75-2 ustc 13,096], 519 F, 2d 
51 (5th Cir. 1975). Group Life and Health 
Insurance Co. v. U. S. [81-2 ustc 9773], 
660 F. 2d 1042 (5th Cir. 1981), Republic 
Petroleum Corp. v. U. S. [80-1 uste { 9279], 
613. F. 2d 518 (5th Cir. 1980). As the 9th 
Circuit Court of Appeals held in Thompson 
v. United States, 308 F. 2d 628, 634 (9th 

Cir. 1962): : 


The Internal Revenue Act provides 
for complete and exclusive relief to tax- 
payers who feel aggrieved by the rulings 
of the Commissioner. Thus, it is clear 
that Congress has provided two, and 
only two, basic procedures by which a 
taxpayer may challenge the legality of a 
tax or an assessment: (1) he may decline 
to pay and, provided the proper steps 
are taken, he may have a determination 
of his problem before colllection and pay- 
ment of the tax. 26 U. S. C. § 6213. This 
is commonly known as the Tax Court 
route, the decision in which may be re- 
viewed on the record before the Court 

- of Appeals; or (2) the taxpayer may pay 
the disputed tax and after exhausting the 
procedures on his claim for refund, he 
may sue in the United States District 
Court to recover the taxes paid. 26 
USS Cat8'7422 2 [Citations omitted and 
emphasis supplied.] 


The Plaintiff has not asserted in his 
complaint that he has paid the tax and the 
penalty in full, and has even requested that 
the I. R. S. be enjoined from collecting the 
tax and penalty. Neither has the Plaintiff 
stated that he has exhausted the admini- 
strative procedures on a claim for a refund. 
Therefore, a suit in United States Dis- 
trict, Court (is, improper. 20... U.S) G; 
§ 7422(a). 


With respect to Plaintiff's second claim, 
the Court has carefully reviewed the com- 
plaint, and must conclude that the Plain- 
tiff has failed to state a cause of action 
under 26 U. S. C. §6103(a). The Plaintiff 
generally claims that the letter to Eastern 
Airlines concerning his tax liability was 
done “without authority of law.” He does 
not assert that the Defendants failed to 
follow the procedures set forth in the In- 
ternal Revenue Service statutes and regula- 
tions. In fact, taking all the facts alleged 
in the mea es a as true, the Plaintiff 
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the disclosure of certain tax information, 
“except as authorized by this title’ which 
refers to Title 26 U. S. C., the Internal 
Revenue Code. Code Section 3402(a) re- 
quires employers, such as Eastern Airlines, 
to withhold tax from wages in accordance 
with procedures prescribed by the Secretary 
of the Treasury. Code Section 3402(m) 
provides that “under regulations prescribed 
by the Secretary” an employee is entitled 
to additional withholding allowances or re- 
ductions in withholding. 


The Secretary has issued various regula- 
tions dealing with withholding, including 
26 C. F. R. Section 31.3402(£)(2)-l-e and 
(g). That regulation addresses circum- 
stances in which an employee’s wages ex- 
ceed $200 per week, yet the employee claims 
to be exempt from withholding. The Plain- 
tiff has not stated that the I. R. S. deviated 
from the prescribed course of action set 
forth in the regulation. 


Specifically, 26 C. F. R. Section 31.3402 
(£)(2)-1(g)(5) requires the IRS to furnish 
an employer with the information which 
the IRS furnished to Eastern Airlines. See 
Robinson v. A & M Electric, Inc. [82-1 ustc 
{ 9273], 534 F. Supp. 302, 303-304 (N. M. 
1982), aff'd 713 F. 2d 608 (10th Cir. 1983); 
Stonecipher v. Bray [81-2 ustc J 9614], 653 
F. 2d 398, 402-403 (9th Cir. 1981); Press v. 
McNeal, 568 F. Supp. 256, 259 (E. D. Pa. 
1983); Betlyon v. Shy [83-2 ustc { 9707], 
573 F. Supp. 1402, 1407 (D. Del. 1983). As 
the Plaintiff has not alleged that the De- 
fendant acted contrary to the procedures in 
the Code, Section 6103 does not bar this 
disclosure and the Plaintiff’s second claim 
fails to state a claim upon which relief may 
be granted. 


In regard to the plaintiff’s claim that 
disclosure of his tax liability status to his 
employer violated his constitutional rights, 
and was done either intentionally and 
negligently so as to cause him to suffer 
damages, the Court notes that the Plaintiff 
has not alleged that he has exhausted his 
administrative remedies, as set forth in the 
Federal Tort Claims Act, 28 U. S. C. 
§ 2671, et seq. This Act provides the exclu- 
sive remedy available to a claimant seeking 
recovery based on tortious conduct of an 
agency of the United States. 28 U. S. C. 
$2675(a) prohibits the filing of an action 
against the United States for money dam- 
ages for injury to or loss of property, or 
personal injury, caused by a Government 
employee acting within the scope of his 
employment unless the claimant has first 
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presented an administrative claim to the 
agency, and the claim has been finally de- 
cided. The Plaintiff has not alleged that 
he has presented such a claim and that the 
claim has been denied by the agency, and 
therefore this Court lacks jurisdiction over 
the Plaintiff's claim. 


As regards the Plaintiff’s claim based on 
the deprivation of his constitutional rights, 
the complaint names only the United States 
as a defendant. Agents of the Internal 
Revenue Service in their individual capaci- 
ties have not been named. The United 
States of America has not waived sovereign 
immunity with respect to actions based on 
constitutional torts, and therefore the 
Plaintiff's claims based on the violation of 
his constitutional rights must also be dis- 
missed for lack of jurisdiction. Title 28, 
United States Code, Section 1331, does not 
constitute a waiver of sovereign immunity. 
Garcia v. United States, 666 F. 2d 960, 966 
(Sth Cir. 1982). 


Finally, the Anti-Injunction Act, 26 
U. S..C. § 7421, provides that, except in 
certain circumstances, no suit for the pur- 
pose of restraining the assessment or col- 
lection of any tax shall be maintained in 
any court by any person. In order to 
avoid the application of the Act to his 
claim, a taxpayer must demonstrate: 


(1) Under no circumstances can the 
Government ultimately prevail and (2) the 
taxpayer will be irreparably harmed if the in- 
junction is not granted. Kemlon Products 
and Development Co. v. United States [81-1 
USTC { 9267], 638 F. 2d 1315 (5th Cir. 1981). 


As discussed above, the Court has no 
jurisdiction to consider the Plaintiff's con- 
stitutional and tort claims, and the Plaintiff 
has failed to state a cause of action under 
28 U. S. C. § 6103. Therefore, he cannot 
prevail on his claims as set forth in the 
amended complaint. Secondly, the Plain- 
tiff can sue for a tax refund under 26 U. S. C. 
§ 7422, so, no irreparable harm will occur 
if injunctive relief is denied. 


The principal purpose of the Anti-In- 
junction Act is to protect the Government’s 
need to assess and collect taxes as ex- 
peditiously as possible with a minimum of 
preenforcement judicial interference, with 
the collateral objective of protecting the 
collector from litigation, pending a suit for 
a refund. Bob Jones University v. Simon — 
[74-1 ustc J 9438], 416 U. S. 725, 726 (1974). 
Plaintiff specifically asks for injunctive re- 
lief in praying for a dissolution of the 
instructions from the IRS to Eastern con- 
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cerning the withholding of taxes on a sin- 
gle, one withholding allowance basis and 
restoration of Plaintiff's exemption claim in 
his W-4. Implicit in such an injunction 
would be the vacating of the $500.00 penalty 
for false statements concerning withhold- 
ing. If such relief is granted by the Court, 
collection of taxes would be effectively re- 
strained. Accordingly, the Act applies to 
the Plaintiff’s suit and bars jurisdiction 
over the Plaintiff’s complaint. 


It is therefore 


ORDERED AND ADJUDGED that 
the Plaintiff's complaint is DISMISSED 
for lack of subject matter jurisdiction, and 
for failure to state a cause of action with 
respect to his claim made under 26 U. S. C. 
§ 6103. The dismissal is without prejudice 
to the Plaintiff to file a second amended 
complaint with respect to his claim made 
under 26 U. S. C. § 6103. 


[7.9380] Gilbert Abramson, Plaintiff v. United States of America, Defendant v. 
Harold Weiss, Counterclaim-Defendant. 


U. S. District Court, East. Dist. N. Y., No. 81 CV 931, 4/2/85. 


[Code Sec. 6672] 


Civil penalties: Failure to collect and pay over tax: Responsible person.—The IRS 
was unable to collect unpaid employment taxes from the secretary/treasurer (who also 
was a board member and principal shareholder) of a corporation because he was not 
responsible for making payments. The company’s president actually handled all corporate 
financial matters and signed checks, with the secretary/treasurer being unaware of the 
president’s payment practices and having limited authority to issue checks and influence 
payroll matters. As for the president, the court determined the size of his liability and 
the amount of interest due, concluding that the deficiency for payroll taxes had been 
fully paid but that interest was due for late payments, and rejecting his argument that 


the government, rather than he, was responsible for the lateness of payments. 


reference: {] 5569.013. 


Harold Sacks, 122 East 42nd St., 
Archer, Jr., 


Back 


New York, N. Y. 10168, for plaintiff. Glenn L. 
Assistant Attorney General, D. Patrick Mullarkey, Richard M. Prendergast, 
Department of Justice, Washington, D. C. 20530, for defendant. 


John J. Flynn III, 


Goldstein & Zucker, 111 West 57th St., New York, N. Y. 10019, for counterclaim-defendant. 


Memorandum of Decision and Order 


NEAHER, District Judge: Following prior 
proceedings reported in Abramson v. United 
States, 39 Bankr. 237 (E. D. N. Y. 1984), 
the matters in issue are again before the 
Court after a bench trial held October 1 
and 2, 1984. The following constitutes the 
Court’s findings of fact and conclusions of 
law. Fed. R. Civ. P. 52(a). As earlier 
reported, 


“Plaintiff Gilbert Abramson invoked 
this Court’s jurisdiction pursuant to 28 
U.S. C. § 1346(a) (1) to challenge a pen- 
alty tax assessment against him under 
26 U. S. C. § 6672, by virtue of his status 
as Secretary-Treasurer of the now bank- 
rupt Hargil Advertising Associates, Inc. 
(Hargil).7 On June 16, 1980 the Internal 


1 Section 6672(a) provides in relevant part, 
“Any person required to collect, truthfully 
account for, and pay over any tax imposed by 
this title who willfully fails to collect such tax, 


or truthfully account for and pay over such — 


tax, or willfully attempts in any manner to 
evade or defeat any such tax or the payment 
thereof, shall, in addition to other penalties 


provided by law, be liable to a penalty eqeel: 
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Revenue Service (IRS) had invoked § 6672 
to collect $35,214.41 plus interest in with- 
held employee social security and income 
taxes, which Hargil had not paid for the 
fourth quarter of 1978 and the first three 
quarters of 1979. 


“By way of counterclaim, the govern- 
ment, relying on § 6672, also sought re- 
covery of the assessment from Harold 
Weiss, Hargil’s former President. Sub- 
sequently, the government amended the 
counterclaim to allege that Weiss had 
filed for a chapter 13 bankruptcy on 
March 12, 1980 and had been discharged 
on August 28, 1981. On August 26, 1982 
the IRS made a second assessment against 
Weiss, 22 of Amended Answer and 
Counterclaim, which reiterated the bases 
of the June 16, 1980 assessment.” 


to the total amount of the tax evaded, or not 
collected, or not accounted for and paid over.”’ 
Under § 6671(b), 

“The term ‘person’ as used in this subchapter, 
includes an officer or employee of a corporation, 
or a member or employee of a partnership, who 
as such officer, employee, or member is under 
a duty to perform the act in respect of which 
the violation occurs. ‘ 
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Id. at 237-38. The first issue is whether 
Abramson established by a preponderance 
of the credible evidence that he was not 
an individual responsible under § 6672 for 
collecting and paying over the taxes with- 
held from Hargil’s employees’ paychecks. 
Roth v. United States. [83-2 ustc { 9526], 
567 F. Supp. 496, 498 (E. D. N. Y. 1983), 
' aff'd 742 F. 2d 1434 (2d Cir. 1984); Silber- 
berg v. United States, 524 F. Supp. 744, 747 
(E. D. N. Y. 1981). 


“A responsible person may include any 
person who is associated with the cor- 
poration such that he has significant, 
albeit not necessarily exclusive, authority 
to see what bills should or should not be 
paid.” 

Gold v. United States [81-1 ustc J 9231], 506 
F, Supp. 473, 477-78 (E. D. N. Y. 1981), 
aff'd 671 F. 2d 492 (2d Cir. 1981) (citations 
and footnote omitted); accord Roth, supra, 
567 F. Supp. at 498-99 (“Stated differently, 
a responsible person has been construed to 
include any person with significant control 
over the corporation’s business affairs who 
participates in decisions concerning pay- 
ment of creditors or disbursal of funds.” 
(citations omitted)). 


“This type of case is especially de- 
pendent upon its facts. Prior decisions 
are principally useful for comparison on 
their facts and to illustrate the type of 
facts which are ordinarily highlighted and 
emphasized.” 


Bauer v. United States {76-2 ustc J 9720], 
543 F. 2d 142, 148 (Ct. Cl. 1976) (per 
curiam); see Godfrey v. United States [84-2 
usTtc 9974], 748 F. 2d 1568, 1575 (Fed. 
Cir. 1984); Neckles v. United States [76-2 
ustc § 9701], 579 F. 2d 142, 148 (5th Cir. 
1978) (per curiam); Feist v. United States 
[79-2 ustc f 9635], 607 F. 2d 954, 957 (Ct. 
Cl. 1979). 


The evidence discloses that Hargil com- 
menced business as an advertising agency 
in 1965. Abramson, who was the Secretary- 
Treasurer and a board member, owned 30% 
of the shares (capital contribution of $15,000). 
Weiss, who owned 70% of the shares 
(capital contribution of $50,000), was Presi- 
dent and a board member. Mrs. Weiss, 
who worked part-time as the ae 
was the third board member. 


Although there was no formal agree- 
ment, the witnesses were unanimous in 
their understanding of the division of labor 


2The Supreme Court has recognized that 
funds withheld from employees’ paychecks ‘‘can 
be a tempting source of ready cash to a failing 
corporation beleaguered by creditors.’’ Solodov 
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at Hargil. While office doors were always 
open for communications purposes, Weiss 
signed checks and handled all financial 
matters. He conceded his responsibility 
for paying the bills and that he had con- 
sciously preferred creditors in an effort to 
allow Hargil to overcome its cash flow 
problems.* His wife handled the bookkeep- 
ing, including the payroll, in consultation 
with the firm’s accountant, Marvin Feuer, 
who also confirmed that Abramson was 
not involved with Hargil’s finances. The 
Courts recognize the normal division of 
and limitations on authority exercised by 
various representatives of a particular busi- 
ness. Bauer, supra, 543 F. 2d at 149, 


Although both Weiss’ and Abramson’s 
names appear on Hargil’s bank account 
signature card, the checkbook was kept in 
Weiss’ desk because Abramson never in- 
fluenced who Weiss paid and never over- 
rode his decisions. Cf. United States v. 
McMullen [75-1 ustc 7 9489], 516 F. 2d 
917, 921 (7th Cir. 1975) (Responsibility 
for withholding taxes does not turn on the 
ministerial act of signing checks but on 
authority to control the disposition of funds.). 
Abramson functioned as the account execu- 
tive, handling sales and supervising sales 
personnel. He eventually supervised the 
accounts receivable when he discovered that 
money was not coming in. He only signed 
checks when Weiss was out sick or away 
on vacation, see Spang v. United States [82-1 
ustc J 9229], 533 F. Supp. 220, 225 (W. D. 
Okla. 1982), and then only to pay demands 
made by the New York Times and the 
New York Daily News becatise the creditors 
were Hargil’s largest and could put the 
corporation out of business. 


While the record contains evidence which 
casts minor doubts upon some of Abramson’s 
testimony, there was no evidence that Har- 
gil did not operate internally as the wit- 
nesses had testified. For many years Ab- 
ramson had represented himself as a college 
graduate, which fact, although a falsehood, 
hardly branded him not credible about the 
nature of his duties and responsibilities at 
Hargil. The record is also less than clear 
about when Abramson first learned that 
Hargil was delinquent in paying the IRS. 
He testified that he knew nothing of the 
delinquency until service of the assessment 
in November 1980, although Hargil had 
petitioned for bankruptcy in March 1980. 


v. United States [78-1 ustc { 9447], 436 U. S. 
238, 243 (1978) (citing United States v. Sotelo 
[78-1 ustc f 9446], 436 U. S. 268, 277 n. 10 (1978). 
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He changed his mind later in the trial, 
however, when he realized that he had 
talked to an IRS agent about this matter 
in March 1980 and not March 1981 as he 
had previously testified. To the best of 
Hargil’s accountant’s (Feuer’s) recollection, 
however, he spoke to Abraham “about the 
tax liability in the summer of 1979 prior 
to the bankruptcy; trying to outline the 
problem.” On cross-examination the gov- 
ernment narrowed the time frame of this 
conversation to August 1979. No one in- 
quired about the substance or extent of the 
conversation, which had occurred when 
Hargil was already behind in taxes by at 
least three, and quite possibly all four 
quarters at issue. On Hargil’s payroll ledger, 
defendant’s exhibit K, the last payroll was 
for the week ending August 17, 1979. If 
credited, Feuer’s testimony does not alter 
the fact that Abramson had neither input 
into nor influence over Weiss’ plan, which 
was already in place, to keep Hargil in 
business by preferring creditors over the 
United States. At best, therefore, Abram- 
son may have been negligent, see Kalb v. 
Umted States [74-2 ustc 9760], 505 F. 
2d 506, 511 (2d Cir. 1974), cert. denied, 421 
U. S. 979 (1975); however, such negligence 
stemmed from his lack of responsibility for 
and control over Hargil’s finances. 


Other circumstances also emphasize 
Abramson’s detachment from Hargil’s fi- 
nances. Weiss had contributed 70% of 


Hargil’s capital and loaned the business 


additional money in the sum of at least 
$75,000. As Weiss’ risk of financial loss 
was so much greater, it would be reason- 
able for him to assert almost exclusive 
control over Hargil’s fiiances. It appears 
that he did so in 1979 when he turned 
Hargil’s assets over to the creditors’ attor- 
ney. There was no evidence that Abramson 
had any input into that decision. 


Additionally, when Weiss and his wife 
were away on vacation, Abramson merely 
signed already prepared payroll checks. 


See United States v. Lumetta [73-1 vustc 
19386], 73-1 usrc J 9386 (E. D. Mo. 1973). 


He only signed other checks, always in 
ively small amounts (there was no 


the exact ones nor the 


would be paid and the amount he would 
be paid? 

“A. Not really. He could make sugges- 
tions. In other words, if we were in 
debt to a certain small newspaper that 
wouldn’t take our ad and we had an out- 
standing balance, he would say Harold, 
can we pay this bill. 

“Q. But you would make the determina- 
tion, you solely based on the business? 


tA Yess. 


Trial Transcript of October 2, 1984, vol. 1 
at 58-59. There was no evidence that the 
government had sent a tax delinquency no- 
tice or other type of tax bill at a time when 
Weiss was not present. Similarly, there 
was no evidence, for example, that Abram- 
son signed payroll checks or other checks 
when Weiss was available. 


In this case, Abramson’s limited access 
to Hargil’s checking account cannot be 
deemed discretion over deciding which 
creditors should be paid. To exercise such 
discretion, Abramson would have had to 
be obliged to compare the checking account 
journal with the payroll records. Cf. Hutch- 
inson v. United States [83-1 ustc { 9174], 
559 F. Supp. 890, 892 (N. D. Ohio 1982) 
(“In determining whether an individual is 
a responsible person, the proper analysis 
focuses on whether that person had and 
exercised authority as to what bills or cred- 
itors should or should not be paid, and 
when. Feist v. U. S. [79-2 ustc { 9635], 
221 (Ct. “Cla 531, 607MEX 2dN954. (CtaCl 
1979).” (emphasis added)). Payroil, how- 
ever, including the preparation and filing 
of tax returns (form 941), was the respon- 
sibility of Weiss, Mrs. Weiss, and possibly, 
the accountant. Bernardi v. United States, 
74-1 ustc $9170 (N. D. Ill 1973) (p. 
83,215), aff'd [76-1 ustc J 9133], 507 F. 2d 
682 (7th Cir. 1974), cert. denied, 422 U. S. 
1042 (1975); Cushman v. Wood [56-2 ustc 
7 9690], 149 F. Supp. 644, 645 (D. Ariz. | 
1956); see Barrett v. United States [78-2 
ustc § 9570], es F. 2d 449, 452 (Ct. Cl. 
1978). 


“Absent here is any evidence that [Abram- 
son] had or exercised any control of the 
collection, accounting for, and parent 
over of taxes.” 


y, SUPTA, 748 F. 2d at 1576. 


od 
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on March 25, 1980 he interviewed Abram- 
son. He conducted the interview in place 
of a colleague who was probably ill that 
day. In this type of case his job was to 
determine who were the individuals re- 
sponsible for collecting and paying over 
the withheld taxes. Benedetto did not 
remember what Abramson’s duties at Hargil 
were nor what answers Abramson had 
given. His practice was to ask the ques- 
tions on the form in numerical order and 
fill in the blanks with the interviewee’s 
answers. Of particular interest to the gov- 
ernment are questions 26 and 27, as follows: 


“26. Who was responsible for filing Form 
941 during the periods of delinquency? 
Name Mr. Weiss + Mr. Abramson 
Title 

Period All Periods 


“27. Who was responsible for paying 
withheld Federal taxes during the periods 
of delinquency? 

Name Mr. Weiss + Mr. Abramson 
Title 

Periods All Periods.” 


Abramson testified that he had never 
seen Defendant’s Exhibit E, which does 
not bear his signature, and that during the 
interview Benedetto wrotes notes on a 
yellow pad. He added, referring to ques- 
tion 27, that if he had been asked, he would 
have said that Weiss was responsible for 
withholding federal taxes during the delin- 
quency period. Concerning question 26, 
which Benedetto may have asked, at that 
time he did not know what form 941 was 
and he would probably have answered the 
question in the negative. Additionally, he 
did not recall being asked his daughter’s 
age. The wrong age appeared at the top 
of the form. 


The testimony does not concretely con- 
nect Abramson to the answers contained 
in Defendant’s Exhibit E. Benedetto’s ad- 
mitted function was to determine who the 
responsible person or persons were. His 
job was not merely to report data obtained 
from an interview. Notably too, although 
question 27 is phrased in terms of a con- 


3 At the outset, Weiss contends that the gov- 
ernment did not prove the notice of and demand 
for an assessed penalty required by 26 U. S. C. 
§ 6601(e)(2) as a prerequisite to collecting in- 
terest on the penalty. Paragraph 4 of Weiss’ 
*“‘Answer to Counterclaim”’ filed January 6, 1983, 
states: : 

“4, Denies knowledge or information suffi- 
cient to form a belief as to the allegations 
contained in Paragraph 23 applicable to the 
Plaintiff, GILBERT ABRAMSON, and denies 
each and every allegation set forth therein 
against the Counterclaim-Defendant, HAROLD 
WEISS, except admits that on or about August 
26, 1982, the Defendant through its duly au- 
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clusion of ultimate fact, there was no evi- 
dence that Benedetto had inquired about 
the subordinate facts relevant to determin- 
ing if Abramson were a responsible in- 
dividual under § 6672. The form itself does 
not contain such questions. Alternatively, 
Abramson may have thought himself re- 
sponsible for the taxes when asked ques- 
tion 27 and then changed his mind after 
obtaining legal advice. This event seems 
unlikely because the answer to question 26 
is contrary to the uncontroverted evidence. 
Whatever power Abramson may have had 
to sign checks, and whatever checks he 
may have signed, no witness mentioned 
Abramson in the context of responsibility 
for the preparation or signature of Hargil’s 
tax returns (form 941). Consequently, the 
individual who completed Defendant’s Ex- 
hibit E may have arrived at the answer to 
question 26 by referring to information 
other than the response he had reproduced 
as it was given, #.e., possibly conclusions 
or inferences drawn from answers noted 
on a separate sheet. 


Based on the foregoing, the Court finds 
that Abramson has met his burden of 
demonstrating that he was not a person 
responsible for collecting and paying over 
taxes withheld from Hargil’s employees. 
See Bauer v. United States, supra; Belcher 
v. United States, 60-2 ustc J 9708 (W. D. 
Va. 1960); Cushman. v. Wood, supra; see 
also Spang v. United States, supra; Sher- 
wood v. United States [65-1 ustc { 9530], 
246 F. Supp. 502, 505 (E. D. N. Y. 1965). 


The next issue concerns the govern- 
ment’s counterclaim against Weiss, in re- 
sponse to which, Weiss asserts a defense 
of estoppel. The record also raises an issue 
concerning exactly how much money 
Weiss owes the government.® 


“While the penalty imposed by section 
6672 is distinct from and not in substi- 
tution of the liability for taxes owed by 
the employer, it brings to the govern- 
ment only the same amount to which it 
was entitled by way of the tax. The 
Second Circuit has stated succinctly that 

thorized agents and employee, issued a@ pur- 
ported Notice of assessment and made a demand 
for. payment in the sum of $35,214.41.” (em- 
phasis added). : 

Defendant’s exhibit B, a certified copy of the 
IRS account of Harold Weiss, bears the entry, 
“08-26-82 First Notice.’’ Weiss’ argument does 
not refer to { 4 of his own pleading which, even 
if it does dispute that notice was sent, does 
not dispute that the demand was made. Weiss’ 
testimony about his own actions also permits 
the inference that notice was received, and 
defendant's exhibit B confirms that notice was 
sent. Consequently, the Court concludes that 
there is no merit to this contention. 
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the penalty ‘is simply a means of en- 
suring that the tax is paid.’ Botta v. 
Scanlon, 314 F. 2d 392, 393 (2 Cir. 1963). 
Section 6672’s ‘basic purpose is the pro- 
tection of governmental revenue. * * * 
It provides a remedy to prevent the un- 
necessary loss of tax funds by permitting 
the “taxing authority to reach those re- 
sponsible for the corporation’s failure to 
pay the taxes which are owing.”’ Mon- 
day v.. United States, 421 F. 2d 1210, 
1216 (7 Cir. 1970), and cases cited there- 


hay 

Newsome v: United States [70-2 ustc J 9597], 
431 F. 2d 742, 745 (5th Cir. 1970) (footnote 
omitted). In other words, although Weiss’ 
liability for the taxes withheld and not paid 
over is separate from Hargil’s, the govern- 
ment is entitled to collect no more than 
the amount Hargil withheld from its em- 
ployees’ paychecks and not paid over plus 
interest, i.e., the government may collect 
only once. Emshwiller v. United States [77-2 
ustc J 9744], 565 F. 2d 1042, 1047 (8th Cir. 
1977); Hartman v. United States [76-2 ustc 
79578], 538 F. 2d 1336, 1340 (8th Cir. 
1976); Gray v. United States [84-1 ustc 
7 9419], 586 F. Supp. 1127, 1131 (D. Kan. 
1984); Reid v. United States [83-1 vustc 
7 9397], 558 F. Supp. 686, 688-89 (N. D. 
Miss. 1983); see United States v. Pridgen 
[76-1 ustc J 9113], 403 F. Supp. 1109, 1110 
(S2 DAN. Y.1975): 


As the Court noted in its previous order, | 


by order of Judge Galgay of the Bank- 
ruptcy Court, Southern District of New 
York, Hargil’s trustee. made two payments 
of $24,473 each on November 17, 1982 and 
March 23, 1983 to satisfy the IRS claims. 
According to Defendant’s Exh. H, on July 
23, 1980 the government filed a secured 
claim for tax liabilities seeking a total of 
$48,946.17. This sum represented Hargil’s 
FICA and withholding liabilities for the 
fourth quarter of 1978 and the first three 
quarters of 1979 as follows: 


Interest to date of 


Quarter Tax Due bankruptcy petition 
BO te ie aie Ie 2,502.80 175.20 
OL (DO trers ae oe 14,100.11 775.51 
O/MOO RR ha aly 17,082.10 683.28 
OLTDy cet 8,570.74 214.27 
Lotaly swe ae 1,848.26, 


United States [83-1 ustc 9275], 703 F. 2d 


penalty assessed against Abramson has 
been abated by $10,440.11 and_ will 
shortly be abated by an additional 
amount of $24,473.08. The assessment 
against Weiss should also be abated by 
a similar amount of $34,913.19. The 
United States will, therefore, stipulate 
to a reduction of its counterclaims 
against each to the amount of the post- 
abatement liability against each, 1. e., 
$301.22, plus interest accruing as pro- 
vided by law on the original assessments 
(7. e., $35,214.41 plus lien fees) from the 
dates of the respective assessments 
against each individual to the various 
dates of payment.” 


By way of explanation, the government 
has attached three exhibits to its post trial 
memorandum of law. The first exhibit 
(GMEx. 1) summarizes the IRS balance 
sheet for Hargil as evidenced by defend- 
ant’s exhibits G 1-4, computer printouts of 
the credits and debits to Hargil’s account 
for the four quarters at issue. It appears 
that the government credited the payments 
received from the bankruptcy court against 
Hargil’s various liabilities (taxes, penalties. 
and interest) without any preference for 
reducing trust fund tax liabilities, 1. e., 
amounts for which a responsible corporate 
officer would be liable. 


“Indeed, the IRS’s policy is to aug- 
ment the personal liability of the respon- 
sible person by earmarking the taxes he 
collects and pays from current wages 
first to the past due direct corporate em- 
ployment tax, that is, the employer’s 
share of FICA taxes he thought were 
paid, but which the Government does not 
credit as paid. This policy prevails un- 
less the Government is notified in writing 
that the taxes are to be credited solely 
to current employment taxes. When pay- 
ment results from enforced collection 
methods, however, the IRS nevertheless 
refuses to honor the designation. IRS 
Policy Statement P-5-60, IRS Manual, 
MT 1218-56 (Feb. 25, 1976). a 


Slodov, supra, 436 U. +S. at 252 n. 15. As 
the second exhibit (GMEx. 2) illustrates, 
the IRS favors applying funds against non- 
trust fund liabilities, see Pike v. United 


States [83-2 ustc $9737], 723 F. 2d 232 


(2d Cir. 1983) (per curiam); Muntwyler v. 


1030, 1032 (7th Cir. 1983); Emshwiller, 
supra, 565 F. dx at 1046; Hewitt v. United 
Ste ‘ 
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F. Supp. 944, 952 (D. Conn. 1975), aff'd 
[76-1 ustc § 9278], 538 F. 2d 315 (2d Cir. 
1976). 


GMEx. 2 separates the total assessment 
for each quarter into taxes and additions 
' (interest and penalties}. It also contains 
the amount of the employer and employees’ 
contributions to FICA and the amount of 
income tax withheld from the employees’ 
paychecks. Concerning the fourth quarter 
of 1978, an overpayment credit of $38.94 
was applied to a bad check penalty of 
$31.05 and the remaining $7.89 to offset 
part of Hargil’s FICA contribution. Sim- 
ilarly, tax deposits of $1,089.47 for the first 
quarter of 1979 were applied entirely to 
offset part of Hargil’s FICA contribution 
for that quarter. The third exhibit (GMEx. 
3), which summarizes how the money from 
the banckruptcy court was applied to Hargil’s 
liabilities, also reflects and emphasizes a 
preference for satisfying non-trust fund 
liabilities. 

As long as Hargil’s liability for trust 
fund taxes was not paid in full, Weiss’ lia- 
bility as a responsible corporate officer did 
not abate, and interest continued to accrue 
upon. that liability. See 26 U. S. C. § 6601(e) ; 
Hill, Christopher, etc. v. U. S. Postal Service 
[83-2 ustc $9154], 535 F. Supp. 804, 810 
(D. D. C. 1982) (“The penalty assessment 
against the officer can be enforced by the 
Government until it has collected an amount 
equal to the payroll tax liability which 
gave rise to the penalty assessment. How- 
ever, the Government is entitled to only 
one recovery, so it must abate the officer’s 
penalty upon satisfaction of the original 
corporate payroll tax liability.”). Evidence 
in the record clarifies the issue of exactly 
when the accrual of interest ceased. 


A comparison between GMEx. 2 and de- 
fendant’s Exh. H reveals that although 
Hargil’s trust fund taxes for the fourth 
quarter of 1978 were $2,804.02, the gov- 
ernment sought only $2,502.80 from the 
bankruptcy court, thus explaining the refer- 
ence to $301.22. The government concedes, 
however, that Weiss is entitled to a credit 
of $921, presumably a refund from his 1979 
personal income tax return, which refund 
he refers to in the amount of $915.22. Sig- 
nificantly, if Weiss had directed the ap- 
plication of this sum to offset the $301.22 
remaining on his assessment of $35,214.41 
on April 1, 1983, the date the IRS received 
the second payment from the bankruptcy 
court, the assessment would have abated. 
Although this credit most certainly reduces 
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the amount of accrued interest, the Court 
need not coinsider it as against the assess- 
ment for trust fund taxes, because, as 
Weiss correctly contends, the amount of 
the assessment against him was not correct. 
See generally United States v. Lease [65-2 
ustc § 94781, 346 F. 2d 696, 700-01 (2d 
Cir. 1965). 


Hargil’s form 941 for the third quarter 
of 1979 (defendant’s Exh. L, p. 4) was 
completed by an IRS agent and shows 
total wages paid of $29,080.95 for the quar- 
ter. The officer incorrectly assumed that 
all of this amount was subject to FICA, 
a total of $3,565.32 ($29,080.95 x 12.26%), 
half of which, $1,782.62, represented Har- 
gil’s contribution and the other half the 
amount withheld from the employees’ pay- 
checks. 'Defendant’s Exh. K, Hargil’s pay- 
roll ledger sheets for the fourth quarter of 
1978 and the first three quarters of 1979, 
shows, however, that only $1,301.38 in 
FICA was withheld from employees’ pay- 
checks during the third quarter of 1979. 
The difference arose because Weiss’ salary 
was not subject to FICA withholding dur- 
ing the third quarter of 1979, yet the 
revenue agent had assumed that it was. In 
light of this evidence, the assessment for 
trust fund taxes for the third quarter of 
1979 was overstated by $481.24 ($1,782.62 — 
$1,301.38). 


This overassessment materially alters the 
balance sheet at the time the government 
received its second payment from the bank- 
ruptcy court on April 1, 1983. As noted 
above, the government applied $34,913.19 
from the bankruptcy court against unpaid 
trust fund taxes of $35,214.41, leaving a 
balance of $301.22. On this record, how- 
ever, if the assessment had been correct, 
the government would have applied the 
$34,913.19 against unpaid trust fund taxes 
of $34,733.17 ($35,214.41 — $481.24), result- 
ing in abatement of Weiss’ assessment, the 
remaining $180.22 to be applied against ac- 
crued interest. When this event occurred 
upon receipt of the funds from the bank- 
ruptcy court on April 1, 1983, interest on 
Weiss’ assessment would no longer con- 
tinue to accrue. As a result, the Court 
finds that the trust fund taxes due the 
government were fully paid on April 1, 
1983, and that the sum at issue concerning 
Weiss is interest upon an assessment of 
$34,733.17 from the date of the assessment, 
August 26, 1982, until the trust fund taxes 
were fully paid on April 1, 1983. This amount 
of interest is separate and apart from in- 
terest which continues to accrue on Hargil’s 
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unpaid balance as reflected in GMEx. 1 and 
defendant’s Exh. F, 


Concerning the claim of estoppel, Weiss 
related the events which led to an en- 
counter with an internal revenue officer 
named Ingrassia. By 1979 Hargil was in 
financial trouble and could not pay cred- 
itors on time. Weiss contacted his attorney, 
John Flynn, who contacted Irving Schwartz, 
attorney for Hargil’s newspaper creditors. 
To satisfy as much of Hargil’s indebted- 
ness as possible, in September 1979 Weiss 
turned the corporation’s assets and ac- 
counts receivable over to Schwartz, who 
was supposed to establish a schedule of 
payments. The first priority was taxes. 


Sometime in February 1980 Weiss re- 
ceived the first notice of assessment for 
Hargil’s trust fund taxes. While Weiss 
was in Flynn’s office, Flynn telephoned the 
IRS and Weiss spoke with a man whose 
name sounded like Ingrassia. 


“QO. Would you tell the court the gist 
of that conversation? 


“A. That I had received this notice of 
tax, that we knew that there was more 
than sufficient money that had been 
turned over to the attorneys. And that 
they would be paying it from there. He 
said as long as that was the circum- 
stance, that I had nothing to worry 
about, and I should’ let it ride.” 


Trial Tr. of October 2, 1984, vol. 2 at 108. 


In March 1980 Weiss was summoned to 
the IRS office on Church Street in Man- 
hattan. At that time he signed plaintiff’s 
Exh. 5 (erroneously referred to in the 
transcript as plaintiff’s Exh. 4), which is a 
consent by the signatory to pay the unpaid 
balance of Hargil’s trust fund taxes amount- 
ing to $35,214.41. Weiss also informed the 
individual, who presented plaintiff's Exh. 5 
(Weiss did not recall his name), of the 
earlier conversation with Ingrassia. He 


further explained that Hargil’s assets were 
with the creditor’s attorney and that he 
could ‘not obtain “that kind of money.” 


nO.qbhat’s fine, what did he say? 


“A. He said fine, as long as that’s what 
ft) was" elas , there would ee no harm in 


tually answered with plaintiff’s exhibit 4, 
“Notice of Adjustment”, dated June 9, 1981. 
It shows a correct assessment of $915 and 
a lien fee of $6. 


Weiss characterizes the government’s 
next move, joining him as a counterclaim 
defendant in this action, as overreaching 
and questionable conduct in light of the 
representations that had been made. After 
this event, he instructed Flynn to compel 
Hargil’s trustee to pay the taxes, which 
eventually resulted in the two payments 
from the bankruptcy court. As a result, 
Weiss asserts that he did everything pos- 
sible to make the problem disappear, and 
that interest accrued on his assessment only 
because he had relied on the government's 
previous assurances that he would not be 
held liable for Hargil’s trust fund taxes; 
i.e., inferentially, that the government would 
satisfy its claims out of Hargil’s assets as 
long as such assets were available. 


“TT Jo rise to the level of an, estoppel or 
abuse of discretion, the government must 
mislead the corporate officer, see Spivak 
v. United States [67-1 ustc 7 9158], [370 
F. 2d 612 (2d Cir. 1967)], or otherwise take 
action which justified the corporate of- 
ficer in not remitting the taxes. MoCarty 
v. United States [71-1 ustc. J 9232], 437 
F, 2d 961, 972, 194 Ct. Cl. 42 (1971).” 
Abramson, supra, 39 Bankr. at 239. This 
standard must be considered in light of 
the sequence of events and mindful that the 
burden of proving the defense of estoppel 
is on Weiss. 


Assuming the government made the rep- 
resentations Weiss claims, before they were 
made, Weiss had transferred Hargil’s assets 
to Schwartz and apparently thereby relin- 
quished control over them. At that time 
the trust fund taxes were overdue because 
Weiss had not honored his obligation to 
remit them in a timely manner. There 
was no evidence why Weiss did not, either 
through Hargil or personally, pay these 
taxes prior to surrendering control of Har- 
gil to the creditors’ representative. Presum- 
ably, the bankruptcy court assisted in the 
collection of some of Hargil’s overdue ac- 
counts receivable, which would explain the 
source of the money the government even- 
tually received from the bankruptcy court. 
But there was also no evidence of Weiss’ 
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at 953 (both discussing Tozier v. United 
States, 65-2 ustc {9621 (W. D. Wash. 
1965)). As a result of the transfer, Weiss 
rendered himself unable to control the col- 
lection of Hargil’s receivables and their 
subsequent disposition. His solution for 
coping with Hargil’s financial failure left 
him vulnerable to the possibility that inter- 
est would accrue on a valid trust fund tax 
assessment against him, although the capac- 
ity to abate that assessment, and thereby 
stop the accrual of interest on it, would 
lie in part with third parties, first Schwartz 
and later the bankruptcy trustee. In this 
respect, the case parallels the situation in 
which a taxpayer unsuccessfully has sought 
to avoid responsibility for paying the cor- 
poration’s trust fund taxes because at the 
time the taxes were due the corporation 
was in the hands of a receiver. See Guthrie 
v. United States [70-1 ustc 9607], 316 F. 
Supp. 1225, 1227 (E. D. Wis. 1970) (dis- 
cussing Tiffany v. United States [64-2 ustc 
7 9501], 228 F. Supp. 700, 702 (D. N. J. 
1963). 


In summary, Weiss could have avoided 
the interest by paying the trust fund taxes 
himself. Failing that, as a responsible per- 
son, he ran the’ risk that interest would 
accrue by expecting that someone else, first 
Schwartz and then the bankruptcy trustee, 
would pay these taxes. Consequently, 
Weiss’ own conduct, and not the represen- 
tations of the IRS, is responsible for the 
accrual of interest on the assessment. 


Anderson v. United States, 77-2 ustc J 9701 
(E. D. La. 1977), relied upon by Weiss, 
is distinguishable. There, the corporate 
officer and his lawyer asked the district 
IRS director to file a claim against the 
corporation in the bankruptcy court. Even- 
tually the IRS did so and was barred as 
untimely. The court reasoned as follows: 


“In this circuit, ‘reasonable cause’ may 
excuse a responsible officer for his ‘will- 
ful failure’ to collect, truthfully account 
for, and pay over taxes withheld from 
corporate employees. Newsome v. United 

_ States [70-2 ustc J 9597], 431 F. 2d 742 
(5th Cir. 1970). Reasonable cause has 
been found where the responsible officer 
relied upon the advice of his attorney. 


“T conclude that Anderson had reason- 
able cause for his failure to pay the 
withholding taxes to the government. Ander- 
son and his attorney justifiably assumed 
that the IRS, in compliance with its own 
policy and regulations, would pursue the 
funds of the corporation before assessing 
corporate officers. 
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“The government contends that its fail- 
ure to file a claim in the bankruptcy 
proceeding should be excused because the 
bankrupt corporation failed to file a with- 
holding tax return. 


“The bankruptcy rules did not require 
the IRS to declare precisely the sum due 
to it. [11 USC 93(d).] The claim of the 
IRS against the bankrupt taxpayer would 
have been preserved by the filing of a 
one line estimate of the bankrupt’s tax 
liability. I conclude that Anderson and 
his counsel were not unreasonable in 
their conviction that the IRS would take 
this simple step to secure its claim against 
the taxpayer.” 


In this case, the government filed a timely 
claim in the bankruptcy court, although it 
did not seek post-petition interest. Neither 
this deficiency nor the fact of the filing of 
the claim alter the conclusion compelled by 
Weiss’ testimony. Weiss twice represented 
to the IRS that attorneys held Hargil’s ~ 
assets and that they would pay the assess- 
ment. Compare Cooper v. United States [82-1 
uste J 9276], 539 F. Supp. 117, 121 (E. D. 
Va. 1982), affd 705 F. 2d 442 (4th Cir: 
1983). Mention of the bankruptcy court, 
whose protection apparently had not yet 
been sought, was conspicuously absent. 
From Weiss’ representations, the IRS agent 
would reasonably have concluded. that an 
attorney would pay Hargil’s trust fund 
taxes, thus his response to Weiss. On 
cross-examination, Weiss virtually conceded 
this point. 

“Q. And isn’t it correct that you testified 

they told you that as long as the assets 

were there to cover the taxes, to pay the 
taxes, he would not proceed against you? 


A. That’s right. [This question does not 
accurately reflect how Weiss had testified 
earlier. Infra at p. 18.] 


“QO. So, the statement that he made as 
long as the assets are there to pay the 
taxes that was only [made] on your rep- 
resentation to him that the assets were 
there, correct? 


A. Plus the fact that I [had] given him 
the name of the attorney who had the 
assets so he could check it. 


“Q. But his statement was based on your 
statement to hum, correct? 


A. That's right.” 
Trial Transcript of October 2, 1984, vol. 2 
at 121-22 (emphasis added). The agent was 
given no reason to believe that the govern- 
ment would be in the creditors’ line at the 
bankruptcy court while interest accrued on 


the assessment against Weiss. The govern- 
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ment’s representation was contingent upon 
Weiss’ representation, and as Weiss’ rep- 
resentation proved incorrect, his belief that 
the government would not pursue him was 
unreasonable, 


There was also no evidence that the 
agent had any reason to anticipate the 
other subsequent event, Abramson’s law- 
suit, which might affect the government’s 
position. Contrary to Weiss’ implicit prem- 
ise/assumption, rendered explicit on cross- 
examination, the government did not state 
that it would never pursue him. See Cash 
v. Campbell [65-1 ustc J 9428], 346 F. 2d 670, 
673 (Sth Cir. 1965); see also Johnson v. 
United States [79-2 ustc [9577], 602 F. 2d 
734, 739 (6th Cir. 1979); compare Teel v. 
United States [76-1 ustc [9190], 529 F. 2d 
903, 906 (9th Cir. 1976); Kalb, supra, 505 F. 
2d at 510. Given the existence of separate 
trust fund tax liabilities as between Hargil 
and Weiss, the filing of a claim against 
Hargil in bankruptcy was not inconsistent 
with the later tactic of responding to 
Abramson’s litigation by pursuing a respon- 
sible individual. Compare Spivak v. United 
States [66-1 ustc J 9394], 254 F. Supp. 517, 
524 (S. D. N. Y. 1966), aff'd [67-1 ustc 
{ 9394] 370 F. 2d 612 (2d Cir.), cert. denied, 
387 U. S. 908 (1967) (“The government 
should be able to enter into a compromise 
with the bankrupt taxpayer and effectively 
reserve its rights against responsible cor- 
porate officers under the Seater 6672 
statute.’”’). 


Finally, an additional circumstance clouds 
the reasonableness of Weiss’ actions. There 
was no evidence that Weiss vigilantly fol- 
lowed the progress of Hargil’s bankruptcy 
so as to avoid the accrual of interest on 
his trust fund tax liability. He apparently 


- 


never questioned the amount of the trust 
fund assessment until his post trial brief, 
even though the assessment was clearly too 
high. Significantly, Mrs. Weiss had pre- 
pared the very exhibit which demonstrated 
the error in the assessment, and Weiss had 
this evidence in his possession; yet, he 
never raised the issue. He was however, 
quick to remind the IRS that he did not 
have the money and that Hargil’s assets 


-were elsewhere. These events suggest that 


Weiss has never fully appreciated that he 
breached fiduciary duties owed to the United 


- States in 1979, and never took affirmative 


steps to rectify those breaches until 1982, 
when the government joined him as a 
defendant in this action.* 


Based on the foregoing, Weiss has not 
sustained his burden of demonstrating that 
the government is estopped from collecting 
post-petition interest on his assessment for. 
Hargil’s unpaid trust fund taxes. 


Accordingly, judgment is directed for 
plaintiff Abramson and against the United 
States for the payments he made in partial 
satisfaction of the June 1980 assessment, 


- with interest thereon computed from the 


dates the payments were made until the 
judgment is satisfied. See e.g., Hodge v. 
United States [79-1 ustc J 9128], 463 F. Supp. 
80, 82 (C. D. Cal. 1978); Cellura v. United 
States [65-2 ustc J 9635], 245 F. Supp. 379, 
382 (N. D. Ohio 1965). As against Abram- 
son, the counterclaim is dismissed, and as 
against Weiss, judgment is directed for 
the United States. Counsel will submit pro- 
posed forms of judgment, containing the 
appropriate a OMNIS st in conformity with 
this decision. 


SO ORDERED. 


[fT 9381] Paul H. and Patricia Coplin, Appellees v. The United States, Appellant. 
Robert E. O’Connor, et ux. Gladys E. O’Connor, Appellees v. The United States, Ap- 
pellant. Jon D. Coffin, Appellee v. The United States, weep Jack R. and Maria 
R. Mattox, Appellees v. The United States, Appellant. 
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suant to paragraph 2 of Article XV of the Implementation Agreement for the Panama 
Canal Treaty, income earned by a U. S. citizen from the Panama Canal Commission was 
exempt from Panamanian, but not U. S. taxation. The Court of Appeals rejected the 
lower court’s holding that since the U. S. did not present evidence as to the interpretation 
given the paragraph by Panama, the paragraph’s literal interpretation, which supported 
exemption from U. S. taxation, must control. In determining the meaning of treaties, 
‘the Court of Appeals could consider matters outside the record which would reflect the 
intent of the treaty parties. Therefore, the Court of Appeals gave effect to diplomatic 
records outside the record which showed that the treaty parties agreed that the treaty 
was not intended to create an exemption from U. S. domestic taxation. Back reference: 
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Andrew Barnard, Allan Mendelsohn, Ward & Mendelsohn, Marvin L. Szymkowic, 
1725 I St., Washington, D. C. 20006, Dwight A. McKabney, APO, Miami, Florida, John 
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Glenn L. Archer, Jr., Assistant Attorney General, Michael Paup, David English Carmack, 


Department of Justice, Washington, D. C. 20530, for appellant. 
Before RicH, BALDWIN, SMITH, Niks, and BISSELL, Circuit Judges. 


The government appeals from a decision 
of the United States Claims Court holding 
that United States citizens employed by 
the Panama Canal Commission are exempt 
from United States income tax. We reverse. 


’ Background 


These appeals were consolidated by or- 
der of this court dated October 22, 1984, 
and involve suits for the refund of federal 
income taxes. Paul Coplin, Robert O’Con- 
nor, Jon Coffin, and Jack Mattox are United 
States citizens and during the respective 
relevant tax years were employees of the 
Panama Canal Commission (Commission), 
an agency of the United States govern- 
ment. The wages they received from the 
Commission were included in computing 
their federal income tax for the years 
1979 (Coplin and Coffin), 1980 (Mattox), 
and 1981 (O’Connor and Mattox). Based 
on their understanding of an international 
agreement, the taxpayers filed claims for 
refund for the amount of tax paid with 
respect to income received from the Com- 
mission. The Internal Revenue Service 
denied each of their claims and these suits 
followed. 


On September 7, 1977, after years of 
negotiation, the United States and the 
Republic of Panama signed the Panama 
Canal Treaty, T. I. A. S. No. 10030. The 
Senate approved the treaty and it entered 
into force on October 1, 1979, restoring 
to Panama territorial sovereignty over the 
Canal Zone, Panama granted to the United 
States the right to manage, operate, and 
maintain the canal until the year 2000. Dur- 
ing this period the canal is to be operated 
by the Commission. The treaty provides 
for increasing participation by the Republic 
1985 Standard Federal Tax Reports 
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of Panama in the management of the canal, 
in preparation for its assumption of full 
responsibility for the canal’s operation when. 
the treaty expires. 


Because the Canal Zone would no longer 
be subject to United States territorial sov- 
ereignty, it was necessary to define the 
rights and legal status of the Commission 
and its employees vis-a-vis each country. 
These matters were to be governed by 
the Agreement Implementing Article III 
of the Panama Canal Treaty, Sept. 7, 
1977, United States-Panama, T. I. A. S. 
No. 10031 (Implementation Agreement). 
The Implementation Agreement contains 
twenty-one articles governing such sub- 
jects as registration of vehicles, exemption 
from import duties, and criminal jurisdic- 
tion. Article XV thereof deals with taxation 
of the Commission and its United States 
citizen employees: 


Article XV 
Taxation 


1.By virtue of this Agreement, the 
Commission, its contractors and sub- 
contractors are exempt from payment in 
the Republic of Panama of all taxes, fees 
or other charges on their activities or 
property. 


2. United States citizen employees and 
dependents shall be exempt from any 
taxes, fees or other charges on income 
received as a result of their work for 
the Commission. Similarly, they shall 
be exempt from payment of taxes, fees 
or other charges on income derived from 
sources outside the Republic of Panama. . 

3. United States citizen employees and 
dependents shall be exempt from taxes, 
fees or other charges on gifts or in- 
heritance or on personal property, the 
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presence of which within the territory 
of the Republic of Panama is due solely 
to the stay therein of such persons on 
account of their or their sponsor’s work 
with the Commission. 


4. The Coordinating Committee may 
establish such regulations as may be ap- 
propriate for the implementation of this 
Article. 


The dispute centers on the correct in- 
terpretation of the first sentence in para- 
graph two. The taxpayers claimed that, 
according to a literal interpretation, income 
earned by all United States citizens from 
the Commission was exempt from United 
States income taxation. 
contended that the provision was intended 
to bar only Panama, and not the United 
States, from taxing Commission employees. 
The court entered an order stating that 
all parties would be bound by relevant 
rulings in the Coplins’ case. On ‘cross- 
motions for summary judgment the Claims 
Court granted the Coplins’ motion and 
denied the government’s motion. Copliun v. 
United States [84-2 ustc J 9693], 6 Cl. Ct. 
115 (1984). On the basis of Coplin, the 
court entered judgment for the taxpayers 
in all four cases on July 31, 1984. 


Opinion 


This court has jurisdiction pursuant to 
28 U. S. C. §1295(a)(3). In reviewing a 
grant of summary judgment we determine 
whether there is not genuine issue of ma- 
terial fact and whether the movant is en- 
titled to judgment as a matter of law. 
D. M. I., Inc. v. Deere & Co., No. 84-1475, 
slip op. at 4 (Fed. Cir. Mar. 4, 1985). 


In the Claims Court the government ar- 
gued that the treaty language should not 
be construed literally because to do so 
would do violence to the intention of the 
signatories. The court recognized that it 
should not give literal effect to treaty lan- 
guage if it was persuaded that such lan- 
guage did not reflect the intention of the 
parties. Coplin, 6 Cl. Ct. at 127. The court 
observed that “the record is devoid of any 
statement of the official Panamanian posi- 
tion.” Id, at 146. Despite government ar- 


guments that the literal language did not 
reflect the intention | oe ae, adele ee 


The government’ 


* ‘COMUrtS: .. o. 


the government’s reply brief was delivered 
to the chambers of the panel members. 
In that brief the government informed the 
court that “[o]n February 25, 1985, the 
United States received a diplomatic note 
from the Panamanian Foreign Minister in 
which he confirmed that the Panamanian 
Foreign Ministry shared the United States’ 
view that the Implementing Agreement was 
not intended to affect United States taxa- 
tion of Commission employees.” Reply Br. 
at 6. The Foreign Minister enclosed letters 
from the Panamanian team that negotiated 
the Implementation Agreement. In those 
letters the Panamanian negotiators con- 
firmed that Paragraph 2, of Article XV 
was “discussed, negotiated and drafted ex- 
clusively with respect to the tax exemption 
that the Republic of Panama would grant 
to United States-citizen employees of the 
Commission and their dependents” and that 
the “provisions resulted from negotiations 
that did not deal with the United States[’] 
authority to tax the individuals mentioned 
therein.” Jd. In an appendix to the brief 
the government included the cable from 
the United States embassy in Panama trans- 
mitting the diplomatic note and the accom- 
panying letters to the State Department. — 


I. Motions to Strike 


Later that morning the appellees filed 
motions to strike all of the documents in 
the appendix to the reply brief as well as 
all references to them in the text of the 
reply brief. ; 


The general rule on supplementing ihe 
record with new evidence is that “appellate 
can act on no evidence which 
was not before the court below, nor receive 
any paper that was not used at the hear- 
ing.” Boone v. Chiles, 35 U. S. (10 Pet.) 177, 
208 (1836); cf. United States v. Miller, 80 
U. S. (13 Wall.) 576, 577 (1872) (evidence 
cannot be received in Supreme Court to 
contradict a finding of Court of Claims). 


Nevertheless, the Supreme Court has 
recognized a long established exception 
when construing the meaning of treaties. 
Reversing the judgment of a lower court 
on the question whether the validity of a 
grant of land was protected by certain 
treaties, the Supreme Court examined diplo- 
matic records outside the cecord, and peld 
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torious facts, of which the court can take 
regular judicial notice.’ United States v. 
Reynes, 50° U:"'S: (9° How.) 127, 147-48 
(1850) ; see generally Jones v. United States, 
137 U. S. 202, 214-16 (1890). In construing 
an extradition treaty the Court directed 
counsel’s attention to matter outside the 
record and invited counsel to conduct a 
further search through “available diplo- 
matic records and correspondence” in prep- 
aration for reargument of the case. Factor 
v. Laubenheimer, 290 U. S. 276, 295 (1933). 
Nor is our consideration of the cable barred 
because it was not “available” when the rec- 
ord closed in the lower court. In deter- 
mining the proper interpretation of a treaty 
provision, the Supreme Court relied on ex- 
pressions of intent in diplomatic corres- 
pondence dated more than a year after the 
appellate court decision and within a few 
days of argument before the Court itself. 
Sumitomo Shoji America, Inc. v. Avaglano, 
457 U. S. 176, 184 n. 9 (1982). Therefore, 
we deny the motions to strike. 


II. The Merits 


The court’s “role is limited to giving 
effect to the intent of the Treaty parties.” 
Sumitomo, 457 U. S. at 185; accord Great- 
Western Life Assurance Co. v. United States 
[82-1 ustc f 9374], 678 F. 2d 180, 183 (Ct. 
Cl. 1981) (treaties must be construed to en- 
force intent of contracting parties). Be- 
cause we deny the motions to strike, the 
record now reveals the intent of each gov- 
ernment. Since both treaty parties agree 
that paragraph 2 was not intended to create 
an exemption from United States domestic 
taxation, the trial court’s decision cannot 
be upheld. It is the government, not the 
taxpayers, which is entitled to judgment as 
a matter of law. Therefore, we reverse the 
decision of the Claims Court and direct that 
summary judgment be granted in favor of 
the appellant. 


III, Costs 
The government is denied its costs. 
REVERSED 
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[Code Sec. 511] 


Exempt organizations: Unrelated business income: Insurance services.—A charitable 
organization, formed to support educational projects and research in the legal field, did 
not earn unrelated business taxable income from an insurance fund-raising program. 
In order to participate in a group insurance plan, the charitable organization required its 
participants to assign the dividends accrued on such policy, which were otherwise re- 
fundable to the participants, to such organization. The court found that the charitable 
organization did not carry on a trade or business by conducting the insurance plan 
because it was not operated in a competitive, commercial manner. Back reference: 
{| 3237.09. 


[Code Sec. 170] 


Deductions: Charitable contributions: Annuity, insurance purchased from a charitable 
organization.—The Court of Appeals reversed and remanded a Claims Court decision 
that disallowed a charitable contribution deduction to participants in a charitable or- 
ganization’s insurance fund-raising program. In order to participate in a group insurance 
plan, the charitable organization required its participants to assign the dividends accrued 
on such policy, which, were otherwise refundable to the participants, to such organization 
which held the group insurance policy. The Court of Appeals found that the appropriate 
determination of whether a charitable deduction should be allowed was for the lower 
court to determine whether the relationship between the charitable organization and 
the participants was predominately of a business nature or whether the transaction had 
a substantial charitable component. Such determination must flow from an examination 
of all the pertinent circumstances surrounding the individual transaction. The Court 
of Appeals rejected the Claims Court’s test which required that the taxpayers affirmatively 
prove a charitable motivation of disinterested generosity. Back reference: ff 1864.301. 
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20006 for appellee. B. John Williams, 


Assistant Attorney General, Robert S. 


Pomerance, Gary R. Allen, Robert A. Bernstein, Department of Justice, Washington, 


D.C. 20530, for appellant. 


Before FRIEDMAN, Davis, and BENNETT, Circuit Judges. 


Davis, Circuit Judge: These are con- 
solidated appeals from the decision of the 
United States Claims Court, Kozinski, C. J., 
in American Bar Endowment v. United States 
[84-1 usre J 9204], 4 Cl. Ct. 404 (1984). In 
No. 84-988, the Government appeals from 
that portion of the ruling which held that 
appellee American Bar Endowment (the 
Endowment) earns no unrelated business 
taxable income from a fund-raising pro- 
gram in which the Endowment obtains 
a group insurance policy for its members 
and keeps (by assignment) the refunded 
dividends which accrue. In No. 84-1000, 
participating members of the Endowment 
(the individual taxpayers) appeal from the 
Claims Court’s decision that they may not 
deduct the premium dividends (which they 
assign to the Endowment) as charitable 
contributions. In No. 84-988, we affirm; 
in No. 84-1000, we reverse and remand for 
further proceedings in accordance with this 
opinion. 


Ve 
Background 


The American Bar Endowment is a 
charitable organization the purpose of 
which is to support educational projects 
and research in the legal field. The Endow- 
ment is the principal source of funds for the 
American Bar Foundation, a research or- 
ganization under the aegis of the American 
Bar Association (ABA). Although all 
members of the ABA are automatically mem- 
bers of the Endowment, the two organiza- 
tions are separate legal entities. Because 
the Endowment is devoted to furthering 
educational projects, the Internal Revenue 
Service (IRS) has determined that it is 
exempt from taxation under 26 U. S. C. 
§ 501(c)(3) (1982).* 


In the early 1950’s the Endowment es- 
tablished the insurance plan which is the 
crux of these cases. In the now-pertinent 
particulars the plan is similar to any insur- 
ance program in which a central organiza- 

roup policy for which the 
TS pay a portion of 

amount of cov- 


has grown from 12,000 to 55,000 partici- 
eer 


dends to which he or she might be entitled. 
These dividends represent the difference 
between the premiums paid by the partici- 
pants and the actual cost of coverage to 
the insurance company in terms of claims 
settlement, administrative expenses, and 
profits. Cf. Penn Mutual Life Ins. Co. v. 
Lederer [J usncl 1.331252, 0g: eo 2onmleo 
(1920): (“It is the essence of mutual insur- 
ance that the excess in the premium over 
the actual cost as later ascertained shall be 
returned to the policyholder.’) Members 
who refuse to assign their right to the divi- 
dends are, according to the terms of the 
plan, not entitled to participate. The terms 
of the assignment are plainly set forth 
above the signature line in the contract be- 
tween the participant and the Endowment. 


During the period at issue here (tax years 
1979-1981), the Endowment purchased poli- 
cies from two insurance companies: New 
York Life Insurance Co. (a life insurance 
policy) and Mutual of Omaha Insurance 
Co. (other policies, ¢.g., major medical and 
disability income insurance). The Endow- 
ment purchased the policies through a 
broker, James Group Service, Inc. The in- 
surance companies paid the broker a small 
percentage of the premiums as a commis- 
sion. 


The Endowment took sole responsibility 
for arranging the terms of the insurance, 
including the premiums and terms of cov- 
erage. Because the Endowment sought to 
maximize dividends, it had an incentive to 
set the premiums as high as possible with- 
out discouraging participation. The Endow- 
ment therefore set the premium at a level 
competitive with other insurance on the 
market; what the Endowment hoped is that 
it would benefit from the high dividends it 
could recoup as a result of the generally 
favorable morbidity and mortality experi- 
ence of the attorney participants. This 
strategy has been extraordinarily success- 
ful. In the twenty-eight years from its in- 
ception to the time of this suit, the plan 
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dowment employs approximately 40 people 
to administer the insurance plan. 


Each year in which the Endowment re- 
ceives a dividend on a group policy, which 
is more often than not, the Endowment 
notifies the participants as to the percent- 
age of the total premium paid on that 


policy which it subsequently recouped as a - 


dividend. These percentages are often as 
high as 30-40 percent, and sometimes 50 
percent or over. Along with the notice, 
the Endowment advises participants that, 
in its opinion, that portion of the individual 
participant’s payrment which the Endow- 
ment received as part of the dividend is a 
tax deductible charitable contribution for 
the participant. As the prospect of litiga- 
tion arose, the Endowment has included in 
the annual notice a caveat to the effect that 
the IRS does not necessarily share its views. 


These cases present two issues for our 
resolution. First, do the dividends which 
the Endowment receives from the insur- 
ance companies fall within the provisions 
concerning the taxation of the unrelated 
business income of otherwise tax-exempt 
organizations (such as the Endowment)? 
Second, are the participants in the Endow- 
ment’s insurance plans entitled to deduct 
from their gross income that portion of 
their insurance payments which the Endow- 
ment recoups in dividends? We deal with 
these questions in the context of the sepa- 
trate appeals to which they pertain. 


IT, 


The Government's Appeal—Taxability 
of the Endowment 


A. 


Congress has placed several provisions in 
the tax laws which grant beneficial treat- 
ment to charitable contributions. Of central 
importance are the tax forgiveness provi- 
sions in sections 170 and 501. Section 
170(a), with exceptions and limitations not 
relevant here, authorizes taxpayers to de- 
duct the value of charitable contributions 
from their gross income, thus allowing 
charitable donors to avoid taxation on that 
amount. Section 501(a) correspondingly 
exempts charitable organizations from tax- 
ation on the donations they receive. Under 
this arrangement, donations to charity are 


2See S. Rep. No. 2375, 81st Cong., 2d Sess. 
(1950), reprinted in 1950 U. S. Code Cong. Serv. 
3053, 3081 (‘‘The problem at which the tax on 
unrelated business income is directed is pri- 
marily that of unfair competition.’’); Treas. 
Reg. § 1.513-1(b), 26 C. F. R. § 1.513-1(b) (pur- 
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never taxed, either in the donor’s hands or 
in the charity’s pocket. 


In the Revenue Act of 1950, Pub. L. No. 
81-814, 64 Stat. 947, Congress modified this 
scheme to insure that a charitable orga- 
nization does not engage in a commercial 
enterprise and thus take unfair advantage 
of its tax-exempt status to the detriment 
of competing businesses subject to taxa- 
tion. The statute created an unrelated busi- 
ness income tax (unrelated business tax) 
on the income that a charitable organiza- 
tion receives from a trade or business 
unrelated to its charitable purpose.’ See sec- 
tions 511(a)(1), 512(a)(1). The term “un- 
related trade or business” (for the pur- 
poses of this tax) means 


any trade or business the conduct of 
which is not substantially related (aside 
from the need of such organization for 
income or funds or the use it makes of 
the profits derived) to the--exercise or 
performance of such organization of its 
. . . purpose or function constituting the 
basis for its exemption under section 501. 


Section 513(a). In-the Tax Reform Act of 
1969, Pub. L. No. 91-172, 83 Stat..941, Con- 
gress clarified the meaning of “trade or 
business”: “For the purposes of this sec- 
tion, the term ‘trade or business’ includes 
any activity which is carried on for the 
production of income from the sale of 
goods or the performance of services.” 
Section 513(c). 


The regulations interpreting section 513 
set forth a three-part test for determining 
whether a charitable organization’s activity 
generates income subject to the unrelated 
business tax: 


[G]ross income of an exempt organiza- 
tion subject to the tax imposed by section 
511 is includible in the computation of 
unrelated business taxable income if: (1) 
It is income from trade or business; (2) 
such trade or business is regularly car- 
ried on by the organization; and (3) the 
conduct of such trade or business is not 
substantially related (other than through 
the production of funds) to the organiza- 
tion’s performance of its exempt func- 
tions. . 
Treas. Reg. § 1.513.1(a), 26 C.F.R? § 
1.513-1(a) (1984). By stipulation of the 
parties, only part (1) of this test—whether 
the Endowment carries on a trade or busi- 
pose of unrelated business tax is to put ‘‘the 
unrelated business activities of certain tax 
exempt organizations on the same tax basis as 


the nonexempt business endeavors with which 
they compete’’). 
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ness by conducting the insurance plan—is 
at issue in the case regarding the Endow- 
ment’s tax liability. 


B. 


In a technical advice memorandum dated 
July 3, 1980, the IRS informed the Endow- 
ment that, in the IRS’ opinion, the insur- 
ance plan is an “unrelated trade or business” 
within the meaning of the statutory pro- 
visions imposing the unrelated business 
tax, and that the dividends constitute tax- 
able income. The IRS reasoned that the 
Endowment sells its services as a group 
policyholder, without which its members 
could not enjoy the benefits of the plan’s 
group rates. See G.C.M. 38940 (April 15, 
1982), reprinted in [1982-1983 Transfer 
Binder] IRS Positions Rep. 1127 (for a 
full exposition of the IRS’ reasoning). 
Based on this conclusion, the IRS con- 
ducted an audit and assessed a deficiency 
against the Endowment for the tax years 
1979 and 1980, plus interest on the 1980 
payment.* This was paid. The Endow- 
ment also paid taxes on the dividends it 
received in 1981. On July 15, 1982 the 
Endowment filed a claim with the IRS for 
a refund of these payments. The IRS dis- 
allowed the claim on August 6, 1982. This 
refund suit followed and trial was held, re- 
sulting in factual findings and legal rulings. 


In its opinion, the Claims Court under- 
took the rigorous task of parsing the relevant 
statutory provisions. As to the Endow- 
ment, the court deemed the appropriate 
query to be whether the Endowment “is 
‘operated in a competitive, commercial man- 
ner’.” 4 Cl. Ct. at 409 (quoting Disabled 
American Veterans v. United States [81-1 
ustc f[ 9443], 650 F. 2d 1178, 1187, 227 Ct. 
Cl. 474 (1981) (per curiam). If the insur- 
ance plan was found to be similar to a com- 
mercial, profit-making enterprise, the plan 
would fit within the definition of “trade or 
business” set forth in section 513(c) and 
the dividends would be income subject to 
taxation under the unrelated business pro- 
visions. Otherwise, they would merely be 
accumulated charitable funds and not sub- 
ject to taxation. 


that the relevant 
_ have been found 


mental fund-raising motivation of the pro- 
gram; and the knowledgeable approval of 
and consent to the program by the ABA’s 
members—compelled the conclusion that 
the Endowment does not operate in a 
competitive, commercial manner. 4 CI. Ct. 
at 410-11. Moreover, noting that section 
513(c) of the unrelated business provisions 


_requires taxation only of that income de- 


rived “from the sale of goods or the per- 
formance of services”, the court determined 
that the Endowment’s receipts have far ex- 
ceeded the value of any services which it 
might have performed in the course of its 
administration of the plan, and thus did not 
fit within the statutory definition of income 
from a trade or business. /d. at 411. Finally, 
the court noted that Congress’ primary pur- 
pose in enacting the unrelated business 
income tax was to compensate for the un- 
fair advantage that tax-exempt organiza- 
tions have when they compete in the 
marketplace with commercial enterprises. 
Because (1) the Endowment employs com- 
mercial underwriters and brokers rather 
than performing these functions itself, and 
(2) the Endowment seeks to raise the price 
of its insurance rather than undersell other 
plans, the Claims Court held that the En- 
dowment does not effectively compete with 
commercial, taxable insurance businesses, 
and therefore does not represent the sort 
of enterprise at which the unrelated busi- 
ness income tax provisions are directed. 
Td. at 413-14. 


G 


In No. 84-988, we affirm on the basis of ; 


Chief Judge Kozinski’s opinion that por- 
tion of the decision below which held that 
administration of the insurance plan does 
not constitute an unrelated trade or busi- 
ness to which the unrelated business tax 
applies. The court applied the correct stand- 
ard for determining whether the plan is a 
“trade or business” under section 513(c), 
properly found facts, and identified appro- 
priate and convincing reasons for conclud- 
ing that the Endowment did not meet the 
“competitive” and “commercial” criteria of 
Disabled American Veterans. We add only 
a few words in’response to some of the 
Government’s arguments on this appeal. 


The Government considers this case to 
be identical to cases from other courts in- 
_yolving the ap i tk 
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Agents of Michigan v. Commissioner [84-1 
ustc J 9177], 726 F. 2d 1097 (6th Cir. 1984); 
Carolinas Farm & Power Equipment Dealers 
v. United States [83-1 ustc J 9161], 699 F. 2d 
167 (4th Cir. 1983); and Lowistana Credit 
Union League v. United States [82-2 ustc 
1 9717], 693 F. 2d 525 (5th Cir. 1982). Chief 
Judge Kozinski found these cases to be in- 
apposite, primarily because they involved 
insurance plans run by business leagues 
rather than charitable organizations. He 
reasoned that, because donations by mem- 
bers to the organization are business deduc- 
tions and not charitable contributions, the 
receipts from their insurance plans could 
not be charitable contributions but must 
be income. We note an additional ground 
for distinguishing these cases: the business 
leagues received a stipend from the insur- 
ance companies for services provided to 
these companies, and not merely experience 
dividends which their members allowed 
them to keep. Their profits therefore fell 
within the definition of “trade or business” 
(“income from the . . . performance of ser- 
vices”) contained in section 513(c). Fur- 
thermore, the business leagues, in performing 
these services, directly competed with com- 
mercial enterprises—such as James Group 
Service, the Endowment’s broker—a situa- 
tion in which Congress said the unrelated 
business tax should be imposed. S. Rep. 
2375, supra; see also Treas. Reg. § 1.513-1(b), 
supra; Disabled American Veterans, 650 F. 2d 
at 1181 & n. 4. 


The Government also argues that the 
very factors evaluated by the Claims Court 
establish that the Endowment operated in 
a competitive, commercial manner. We are 
directed particularly to the fact that the 


Endowment set its rates “with reference 
to the rates for other insurance available 
in the market’’ and thereby maximized its 
receipts, i.e., the Endowment set out to 
make as much “profit” as possible. 4 Cl. 
Ct. at 406. The Government concludes that 
this objective is characteristic of a com- 
mercial enterprise and results in direct 
competition with other group insurance 
services. Unlike what some other courts 
may do, this court does not find “profits,” 
or the maximization of revenue, to be the 
controlling basis for a determination of 
whether the unrelated business tax provi- 
sions apply.“ We consider not only the 
amount of money the charitable organiza- 
tion receives, but the source and character 
of those funds. In this connection the 
Claims Court. specifically and permissibly 
rejected the Government’s contention that 
the dividends represent a payment for the 
Endowment’s services.* Because the En- 
dowment’s accumulation of funds was not 
the result of a commercial exchange, we 
agree with the Claims Court’s view that the 
dividends do not constitute “profits” which 
fall within the definition of section 513(c).® 
A charity should not be subject to taxation 
merely because its charitable solicitations 
are successful. This would, however, be the 
result if we adopted the IRS’ reasoning in 
this case. 


IIT. 
The Taxpayers’ Appeal—Deductible 
Charitable Contributions 

A. 


The taxpayers’ appeal concerns the effect 
of section 170 on the agreement to assign 
dividends to the Endowment. Section 


Compare, e.9., Louisiana Credit Union 
League, 693 F. 2d at 532 (intent to earn a 
profit determinative), with Iowa State Univ. v. 
United States [74-2 ustc { 9590], 500 F. 2d 508, 
517-18, (1974) (profits are evidence of a commer- 
cial purpose, but not conclusive). 

5 Compare Disabled American Veterans, 650 F. 
2d at 1187-88 ($5 contribution viewed as pay- 
ment in exchange for trinket of substantial 
value); Steamship Trade Assn. of Balto. v. Com- 
missioner [CCH Dec. 40,452], 81 T. C. 303, 312 
(1983) (‘‘Petitioner [a business league which 
administers its members’ employee vacation and 
annual income funds] clearly sells a service for 
which it receives a substantial sum of money’’), 
aff'd [85-1 ustc { 9291], No. 841099 (4th Cir. 
March 27, 1985). 

6 On the conclusion reached below, which we 
accept, our refusal to view the recouped divi- 
dends as payment for the Endowment’s services 
is consistent with the IRS’ own memoranda. In 
G. C. M. 38940 (April 15, 1982), reprinted in 
[1982-1983 Transfer Binder] IRS Positions Rep. 
(CCH) 71127 at 3444, the IRS stated that a 
group policy holder such as the Endowment 
“‘serves as group policyholder in exchange for 
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which the individual insured members agree to 
pay premiums and irrevocably assign their 
share of the premium refunds.’’ (emphasis in 
original.) In G. C. M. 38955 (June 29, 1982), 
reprinted in [1982-1983 Transfer Binder] IRS 
Positions Rep. (CCH) 11157, the IRS stated 
that a similar plan did not subject a charitable 
organization to taxation if it offered to dis- 
tribute the dividends to those participants who 
so requested. The IRS concluded that the offer 
of a rebate negated the presumption that the 
dividend was consideration for the organiza- 
tion’s services. In the present case, the Claims 
Court specifically found that the assignment of 
dividends was not an exchange for services, but 
rather reflected the intention of the member- 
ship to support the Endowment’s charitable 
activities. This case therefore falls within the 
rule of G. C. M. 38955, rather than G. C. M. 
38940. In any event, we fail to see how one 
plan competes any less with commercial group 
insurance plans than the other. If any differ- 
ence exists, the plan which offers to distribute 
the dividends presents the greater possibility of 
competition with taxed organizations. 
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170(a) provides: “There shall be allowed 
as a deduction any charitable contribution 
(as defined in subsection (c)) payment of 
which is made within the taxable year.” 
Section 170(c) provides only that a con- 
tribution is a “contribution or gift to or for 
the use of” certain types of organizations, 
of which the Endowment is one. The only 
real clue as to what Congress intended by 
the term charitable contribution is a com- 
ment regarding section 162(b),’ in which 
Congress said that charitable contributions 
are donations “made with no expectation 
of a financial return commensurate with 
the amount of the gift.” H. Rep. No. 1337, 
83d Cong., 2d Sess. (1954), reprinted tn 1954 
U. S. Code Cong. & Ad. News 4018, 4180; S. 
Rep. No. 1662, 83d Cong., 2d Sess. (1954), 
reprinted in id. at 4621, 4831. The issue on 
the taxpayers’ appeal is whether the re- 
quired payments of the dividends to the 
Endowment were deductible contributions. 


B. 


By a letter of August 7, 1980, the En- 
dowment informed its members that, under 
a ruling which the Endowment had re- 
quested, the IRS, beginning in tax year 
1980, would not allow participants to de- 
duct under Section 170 the dividend por- 
tion of their insurance premiums recouped 
by the Endowment as charitable contribu- 
tions. The individual taxpayers in this 
case, all of whom failed to deduct the por- 
tion of his dividend recouped by the En- 
dowment in 1981, filed a claim for a refund. 
In each case, six months passed without a 
response from the IRS. They then filed a 
timely complaint in the Claims Court which 
was consolidated with the Endowment’s 
case. A trial was also held on the individ- 
ual taxpayer’s case. 


The Claims Court recognized that a given 
transaction can possess dual characteristics, 
being at the same time a commercial 
transaction and a charitable contribution. 
The relevant question (according to the 
court) is the size of each of these com- 
ponents. Under the rule thought to guide 
such an inquiry, “the taxpayer must demon- 
strate that he bought goods or services for 

oe, their economic a ae with ae 


- however, by determining what a charitable 


value of the payment, then no dual payment 
situation arises because the charitable con- 


tribution portion of the payment is zero. In 


addition, under the Claims Court’s formu- 
lation, the taxpayer must prove that the 
payment was accompanied by a specific 
intention to make a charitable contribution. 


In an effort to determine the value of the - 


compensation received by the participants 
in the Endowment’s insurance plan, the 
Claims Court looked to the value of similar 
insurance plans available to each taxpayer. 
That was the critical test. In the Claims 
Court’s eyes, three of the taxpayers failed 
to prove that they were eligible to partici- 
pate in a cheaper insurance plan; they thus 
failed to establish the charitable contribu- 
tion component of their payments. One 
taxpayer demonstrated that he was eligible 
for cheaper insurance, but he failed to state 
that he knew of that insurance during the 
years in issue; the court found that he 
therefore failed to establish the requisite 
intent to make a charitable contribution. 
All the individual claims were thus dis- 
allowed. 


€. 


The taxpayers’ case is unusual. Neither 
side has cited, nor have we found in our re- 
search, any case in which the issue was the 
deductibility under section 170 of an assign- 
ment of insurance dividends to a charitable 
organization which held the group insur- 
ance policy. On appeal, the Government 
argues that the Claims Court’s decision 
correctly placed the burden of proving a 
charitable motive—which the Government 
argues is the sine qua non of a deduction 
under section 170—on the taxpayers. The 
Government also defends the court’s par- 
ticular method of determining charitable 
motive. We hold, however, that well es- 


tablished principles of tax law from this | 


circuit and elsewhere require that we reject 
the unitary approach of the court below 
and remand for consideration in accord- 


ance with those principles as they should be | 


applied to this unique situation. 

As noted supra, the tax. code dees not 
expressly define the term “charitable con- 
tribution. ” We can make some headway, 


contribution is not. _ First and foremost, a 


——— oe 
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the Court of Claims established that a dona- 
tion is not deductible if the donor antici- 
pates substantial economic benefit from the 
act. The court stated: 


It is our opinion that if the benefits re- 
ceived. [sic] or expected to be received, 
are substantial, and meaning by that, 
benefits greater than those that inure to 
the general public from transfers for 
charitable purposes’ (which benefits are 
merely incidental to the transfer), then in 
such case we feel the transferor has re- 
ceived, or expects to receive, a quid pro 
quo sufficient to remove the transfer from 
the realm of deductibility under section 170. 


Id. at 423 (emphasis in original) ; accord, Ot- 
tawa Silica Co. v. Umted States [74-2 ustc 
7 9822], 699 F. 2d 1124, 1132 (Fed. Cir. 
1983) (per curiam) (“The plain language [of 
Singer] clearly indicates that a ‘substantial 
benefit’ received in return for a contribu- 
tion constitutes a quid pro quo, which pre- 
cludes a deduction.”) 


In Singer, the taxpayer sold sewing ma- 
chines to schools at bargain prices with the 
(unrealized) expectation that those trained 
on Singer machines would later purchase 
Singer products. In Ottawa Silica, the tax- 
payer donated a parcel of land to a school 
district in anticipation of increasing the 
value of its surrounding holdings, which 
the taxpayer planned to divide into resi- 
dential lots. In each case the court ruled 
that the expectation of future benefits re- 
moved the donation from the term “chari- 
table contribution” as used in section 170. 


On the other hand, the courts and the 
IRS have recognized that, as a practical 
matter, one can transact business with a 
charitable organization in such a way that 
the quid pro quo, though more than “inct- 
dental to the transfer” under the Singer test, 
is never expected by either party to the 
transaction to have a substantial bearing 
on the amount of the gift. An oft repeated 
situation is the purchase of tickets to char- 
itable functions (e.g., dinners), the return 
for which (the meal and any entertainment) 
is nowhere near the worth of the price of 
admission. The IRS has taken the position 
on many occasions that the donor is en- 
titled to a deduction for the difference be- 
tween the amount of the donation and the 
fair market value of whatever is received 
(or at least expected) in return. Rev. Rul. 
67-246, 1967-2 C. B. 104 (price of tickets to 
charity ball deductible to the extent it ex- 
ceeds the fair market value of attending 
the function); Rev. Rul. 76-185, 1976-1 
C. B. 60 (agreement by which taxpayer 
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agreed to refurbish an old house in ex- 
change for use of the house for a term of 
years resulted in a deductible contribution 
to the extent that the renovation expenses 
exceeded the fair rental value of the prop- 
erty for the term of the lease). In Rev. 
Rul. 68-432, 1968-2 C. B. 104, 105, the IRS 
stated: 


Whenever the discrepancy between the 
size of the membership contribution and 
the potential monetary benefits is so great 
as to. make it reasonably clear that the 
payment is of a dual character, the [IRS] 
will give due consideration to the possi- 
ble separation on a uniform basis of that 
portion of the total payment that may 
properly be treated as a charitable con- 
tribution under section 170 of the Code. 


The courts have also adopted this rule. 
Marshall v. Welch [61-2 ustc J 9613], 197 
F. Supp. 874 (S. D. Ohio 1961) (donation 
to nursing home deductible in amount in 
excess of the cost of a wheelchair for 
donor’s son purchased by the home); 
Arceneaux v. Commissioner [CCH Dec, 
34,695(M)], 36 T. C. Mi. (CCH) 1461, 1464 
(1977) (“[T]o prevail, petitioners must 
show that the amount paid in 1972 to the 
[charity] exceeded the value of the services 
rendered by the adoption agency and that 
such excess was intended as a gift”) (em- 
phasis in original); Dejong v. Commissioner 
[Dec. 24,997], 36 T. C. 896, 900 (1961), aff'd 
[62-2 ustc 7 9794], 309 F. 2d 373 (9th Cir. 
1962) (deduction of contribution to school 
disallowed to the extent of the market value 
of education of taxpayer's children). 


In Rev. Rul. 67-246, supra, the IRS set 
forth two conditions for proving a charit- 
able component to a transaction in this con- 
text. First “an essential element is proof 
that the portion of the payment claimed as 
a gift represents the excess of the total 
amount paid over the value of the consid- 
eration paid therefor.” 1967-2 C. B. at 105. 
The IRS recognized, however, that under 
this formulation a person who enters into 
a bad bargain with a charity, (2. e., the pur- 
chase price exceeds the fair market value of 
the property or services received) might 
attempt to deduct the difference as a char- 
itable contribution. The IRS therefore ruled 
that evidence pertaining to the nature of 
the exchange is also critical: 


Another element which is important in 
establishing that a gift was made in such 
circumstances, is evidence that the pay- 
ment in excess of the value received was 
made with the intention of making a gift. 
While proof of such intention may not be 
an essential requirement under all cir- 
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cumstances and may sometimes be in- 
ferred from surrounding circumstances, 
the intention to make a gift is, neverthe- 
less, highly relevant in overcoming doubt 
in those cases in which there is a ques- 
tion whether an amount was in fact 
paid as a purchase price or as a gift. 


Id. The Court of Claims imposed a similar 


standard in Singer; the court denied the de- 
duction. as to the sales to schools because 
Singer expected an important business quid 
pro quo, and the sales were thus “of a busi- 
ness nature and not charitable.” 449 F. 2d 
at 424. Accord, Ottawa Silica, 699 F. 2d at 
1132 (the nature of the arrangement in 
that case “effectively destroyed the charit- 
able nature of the transfer.”) — 


In Rusoff v. Commissioner [CCH Dec. 
33,530], 65 T. C. 459 (1975), aff'd, 77-1 ustc 
719338 (2d Cir. 1977), the Tax Court con- 
sidered the question whether an arrange- 
ment by which a group of inventors as- 
signed to Columbia University one-half 
of their interest in a patent for a cigarette 
“filter resulted in a deductible contribution 
by the inventors. Columbia agreed to in- 
vestigate the development of the filter and 
defend the patent. The court looked to 
the circumstances surrounding the assign- 
ment, including “events surrounding the 
transfer and the legal documents executed 
by the parties,” in an effort to “expose the 
true nature of the transaction.” Jd. at 469. 
The Tax Court concluded that “the evi- 
dence in its entirety .. . clearly shows. that 
‘the transfer to Columbia was a business 
transaction, not a ‘chanitable contribution.” 


Id. 


19% 


As we have pointed out, the Claims 
Court in the instant case concluded that 
these standards require a definite compari- 
son between ,the cost of the Endowment’s 
insurance plan and the cost of other plans 
available to the particular taxpayers—and 
also that-the taxpayer has the burden of 
showing that the Endowment’s plan is 
more expensive. The theory underlying 
this position is that, if the Endowment’s 
insurance is the cheapest — available, then 
the taxpayers’ participation is “economi- 

MEY the baymnest 


the full price even absent the charitable 
contribution.” 4 Cl. Ct. at 415. Our diffi- 
culty with this comparison, as the precise 
litmus test of charitable vs. non-charitable 
transactions, is that it is an incorrect 
definitization of the proper standard. 


First, the Claims Court’s test requires 
that the taxpayers prove more than a char- 
itable transaction, as Singer requires, but 


actually affirmatively prove a charitable 


motivation of disinterested generosity.* In 
Singer, however, the Court of Claims ex- 
pressly rejected a pure motivational require- 
ment, noting, inter alia, that this requirement 


places too harsh a burden on taxpayers. 


449 F. 2d at 421-22. 


Second, the Claims Court’s comparison 
can support the opposite conclusion from 
the one it draws. By comparing the cost 
of different plans, the court below failed 
to take into account the fact that, in other 
plans, the participants are entitled to their 
dividends. This lowers the net cost to them 
of the insurance. To the extent that it is 
relevant, this comparison can be said to in- 
dicate that the participants voluntarily for- 
went a right to which they would otherwise 
be entitled as a consequence of their par- 
ticipation in the plan. 


Third, the Claims Court’s overly-precise 
formulaic test assumes that all partici- 
pants are purely “economic” persons, act- 
ing solely on a careful and detailed 
comparative investigation of pecuniary re- 
sults and expectations. That is by no 
means a universal assumption and there 
are many who may be able to show that 
they made a charitable donation of the 
dividends to the Endowment, without prov- 
ing that they deliberately and intentionally 
chose, after careful inquiry, the Endow- 
ment plan over other “better deals.” In 
life, an intention to enter into a charitable 
transaction is often intertwined with other 
motivations, including some that are non- 
charitable. 


Rather, the general Faestaee to be ‘pened 
according to Singer and Ottawa Silica is 
whether the transaction between the En- 
dowment and the taxpayers involving the 
assignment of dividends “was of a business 


424. pes determination 1 must flow an an 


nature and not charitable.” 449 F. 2d at — 
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stances surrounding the individual trans- 
action—there is no single-factor test.° For 
instance, the record in this case shows that 
several participants in the Endowment’s 
plan sought to evade or negotiate away 
the requirement that they assign the divi- 
dends. Some even sought to negotiate with 
the Endowment to remove the assignment 
clause from the contract.” A trial court 
might reasonably conclude that these 
individuals expected that the Endowment 
would provide the best possible insurance 
opportunity despite the assignment require- 
ment; that this expectation colored the 
transaction and outweighed other factors; 
that the transaction was therefore of a 
business and not a charitable nature; and 
that the taxpayer should be denied a deduc- 
tion. On the other hand, many participants 
may have entered the Endowment’s plan 
because of the notion that they could ac- 
commodate their insurance. needs and at 
the same time substantially support a 
worthy charitable goal (and, indeed, gen- 
erate a tax deduction). As to these indi- 
viduals, a trial court might draw the exact 
opposite conclusion, and decide that a 
deduction is proper.“ It should not be too 
difficult for participants of this latter type 
to present a prima facie case for the deduc- 


tion. In the light of the Endowment’s 
persistent and public efforts to enhance its 
charitable funds, it would be enough, until 
properly challenged, for participants sim- 
ply to make a sworn assertion that they 
wanted to aid that charitable endeavor and 
entered the Endowment’s plan because it 
enabled them to do so. The Government 
could, of course, controvert that position 
and suggest factors showing that the trans- 
action was basically business-oriented. 


As for the particular taxpayers involved 
in this case, the record is almost com- 
pletely bare as to the nature of their deal- 
ings with the Endowment outside of the 
fact that they did indeed participate in the 
Endowment’s plan and knew about the 
requirement to assign the dividends. We 
therefore reverse and remand for such 
further proceedings as are appropriate to 
determine whether the relationship be- 
tween the Endowment and the taxpayers 
was predominately of a business nature or 
whether the transaction did have a stb- 
stantial charitable component. 


For these reasons, No. 84-988 is affirmed 
and No. 84-1000 is reversed and remanded. 


AFFIRMED IN PART, REVERSED 
AND REMANDED IN PART. 


[7 9383] Wiley N. Hicks, Jr., et al. v. United States of America. 
U. S. District Court, No. Dist. Tex., Amarillo Div., No. CA2-79-120, 4/26/85. 


[Code Sec. 1348—Prior Law] 


Maximum tax on earned income: Capital as an income producing factor.—Following 
a trial in which a jury concluded that the taxpayers were entitled to treat income from 
their construction business as earned income subject to the then applicable maximum 
tax rate, the district court in this action directed a verdict for the government. Here, the 
district court concluded that, as a matter of law, capital, along with earned income, was 
an additional income-producing factor in the taxpayers’ business for the years in ques- 
tion. Because the taxpayers were responsible for providing a finished product at a stated 
price, their business involved the sale of goods and capital was deemed to be a material 
income-producing factor. Since capital was a material income-producing factor in their 
business, they could not take advantage of the limits placed on the taxation of earned 
income under former Code Sec. 1348, which at the time limited the effective rate of in- 
come tax on earned income to 50%. Back reference: {| 6099VQ.15. 


® Taxpayers seem to say that the only test is tive values, but also that of overall purpose, 


whether the value of the services rendered by 
the charity is greater than or equal to the 
claimed charitable donation—and that in the 
present case it is clear that Endowment’s sery- 
ices were worth much less than the assigned 
dividends. Like the Claims Court’s  single- 
factor formula, taxpayers’ position has the ad- 
vantage of simplicity but it flies in the face of 
the multi-faceted inquiry mandated by Singer- 


Ottawa Silica which looks at the entire trans- — 


action, including of course the factor of rela- 
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donative intent, etc. , 

1 The tenor of a negotiation, indeed the fact 
of a negotiation itself, may indicate that the 
resulting agreement is of a business and not 
a charitable character. Rusoff, 65 T. C. at 471. 
- For example, ‘“‘The magnitude of the 
economic benefit conferred upon the charity is 
itself strongly probative of a donative intent.’’ 
Mason v. United States [75-1 ustc { 9318], 513 
F.2d 25, 27 n. 9 (7th Cir. 1975) (per Stevens, J.). 


{ 9383 


88,024 


U. S. Tax Cases 


Hicks v. U.S. 


Order 


Porter, District Judge: By this action 
Plaintiffs seek a refund of taxes paid in 
1975 and 1976 in the amount of $11,156.63 
based on the limits placed on taxation of 
earned income under 26 USC § 1338 [1348] 
which at the time limited the effective rate 
of income tax on earned income to 50%. 
Plaintiffs contend that the earned income 
limitation applied because their income 
came from construction services in which 
capital was not a material income-produc- 
ing factor. Although the underlying facts 
of this case were largely undisputed, neither 
party filed a motion for summary judg- 
ment, and the case was tried to a jury 
which rendered a verdict in Plaintiffs’ favor. 
This cause is now before the Court on the 
Defendant’s renewed motion for directed 
verdict. After considering all of the evi- 
dence and arguments and briefs of counsel, 
the Court concludes that, as a matter of 
law, capital was an income-producing factor 
in the Plaintiffs’ business for the years 1975 
and 1976. For purposes of clarity it should 
be emphasized that the issue is not whether 
capital was a material income-producing 
factor to the exclusion of earned income, 
but rather whether capital was an additional 
income-producing factor, along with earned 
income. Hutcheson v. United States [82-1 
ustc f 9304], 540 F. Supp. 880, 882 (N. D. 
Ala. 1982). 


Treasury Regulation 
(1979) set general guidelines for answering 
the question that is currently before the 
Court: 


Whether capital is a material income- 
producing factor must be determined by 
reference to all the facts of each case. 
Capital is a material income-producing 
factor if a substantial portion of the gross 
income of the business is attributable to 
the employment of capital in the business. 

. In general, capital is not a material 
income-producing factor where the gross 
income of the business consists princi- 
pally of fees, commissions, or other com- 


pensation for greg services performed 


as an individual . . . (emphasis supplied) 


Courts have held mite an important in- 
is Lesher =the pesnes ae ae 


-Rather, 


§ 1.1348-3(a) (ii) 


producing factor. See, e.g., Gaudern v. 
Comm’r [CCH Dec. 38,504], 77 T. C. 1305 
(1981). In this case, the Hicks’ customers 
were buying not personal services but build- 
ings. The Hicks were not merely brokers 
on behalf of their customers; they were 
responsible for providing a finished product 
at a price certain. The Hicks did not merely 
arrange for subcontracts and materials and 
pass on those costs to their customers. 
the charges for a project were 
based on cost estimates including an antici- 
pated profit margin. While undoubtedly 
the profitability of the. Plaintiffs’ business 
depended significantly on their personal 
skills and efforts, their customers were not 
paying them “for personal services per- 
formed as an individual.’’ The Hicks’ busi- 
ness, therefore, essentially involved the sale 
of goods, not the rendition of personal serv- 
ices for their customers. 


It should also be emphasized that it is 
gross income of the business that should be 
considered in determining whether capital 
is a material income-producing factor. In 
this case the cost of goods sold is over 90% 
of the Plaintiffs’ gross business income. 
The capital used to finance the cost of 
goods sold is a form of capital within the 
statute, Moore v. Comm’r [CCH Dec. 35,823], 
71 T. C. 533, 539 (1979), and the source of 
that capital is irrelevant. 
United States [83-2 ustc. af90324; 718 F. 2d 
294, 297-98 (9th Cir. 1983). - 


The Court concludes, therefore, that, as 
a matter of law, capital was a material in- 
come-producing factor for the Plaintiffs in 
the years in question. It is therefore 


ORDERED that Defendant’s motion gor 
directed verdict be and hereby is 
GRANTED. Judgment shall enter in favor 


of Defendant in accordance with the terms - 


of this order. 


Judgment 

The court having granted defendant’s 
motion for directed verdict, it is hereby 
ORDERED, ADJUDGED, AND DE- 
CREED that plaintiff take nothing from 
this action, that the case be dismissed with 


1. prejudice, and. that | epiaintilts, pay” defend- 


ant’ s costs. 


Friedlander v. 
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[] 9384] William H. and Linda L. Johnson v. United States of America, Carl J. 
Butler, Revenue Agent, Internal Revenue Service. 


U. S. District Court, East. Dist. Pa., Civil Action No. 84-6236, 3/27/85. 


[Code Sec. 7609] 


Summons: _ Third-party summons, special: Ex parte proceeding: Enforcement.—The 

_ taxpayers’ petition to quash a third-party summons was denied, and an award of attorney’s 
fees and costs was granted. The government had filed a sworn declaration of its Special 
Agent that established all of the requisite elements of a prima facie case for enforcement 
of summons. The taxpayers, on the other hand, failed to adduce any basis for an eviden- 
‘tiary hearing or discovery. Every argument raised by the taxpayers as to why the summons 
should be quashed had already been clearly and concisely dealt with and rejected by the 
courts. In addition, the imposition of sanctions was warranted under Rule 11 of the Federal 
‘Rules of Civil Procedure, because the taxpayers’ form petition raised issues already dealt 
‘with, and it was filed solely for the purposes of delay. They could not possibly have’ 
believed, after reasonable inquiry, that the petition’s allegations were “warranted by 
existing law” or a good faith argument for the extension, modification, or reversal of 


existing law. Back references: {] 5924.65 and 5930D.10. 


Memorandum and Order 


Houyett, District Judge: Presently before 
me is a petition to quash a summons issued 
by the Internal Revenue Service to the 
Vice President of the Ephrata National 
‘Bank requesting information concerning the 
‘financial affairs of petitioners William H. 
-and Linda L. Johnson. The IRS is cur- 
rently investigating the federal income tax 
liability of the Johnsons for the years 1981 
‘through 1983. The United States filed a 
‘motion for summary denial of the petition 
-and a motion for summary enforcement of 
‘the summons, and has requested an award 
‘of attorney’s fees and costs. For the rea- 
‘sons which follow, the petition to quash 
will be denied and the government’s request 
for summary enforcement and for an award 


of attorney’s fees and costs will be granted, . 


The relevant facts in this case can be 
summarized as follows. On November 29, 
1984, Carl J. Butler, a special agent with 
the IRS, issued a “third party record- 
keeper” summons to the Ephrata National 
Bank to obtain information which the bank 
possessed relating to the Johnsons’ finan- 
cial transactions for the years in question. 
Such “third party recordkeeper’” summons 
are authorized by 26 U. S. C. § 7609(a) (3). 


In order to establish a prima facie case 
for enforcement, the government must 
show that (1) the investigation is being 
conducted. for a legitimate purpose; (2) the 
information sought is relevant to that pur- 
pose; (3) the information is not already in 

1 Petitioners assert that the government lacks 
subject matter jurisdiction over them; that the 
IRS failed to follow the administrative steps 
required by the Code; that the petitioners are 
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the possession of the IRS, and (4) the 
administrative steps required by the IRS 
have been followed. See United States v. 
Powell [64-2 ustc § 9858], 379 U. S. 48, 
57-58 (1964); Godwin v. United States [83-1 
ustc § 9379], 564 F. Supp. 1209 (D. Del. 
1938). The government has filed a sworn 
declaration of Special Agent Butler that 
establishes all of the requisite elements of 
a prima facie case for enforcement of the 
summons. The burden therefore shifts to 
the petitioners to disprove the existence of 
a valid purpose or to show that enforcement 
of the summons would be an abuse of the 
court’s process or would otherwise be im- 
proper. United States v. Powell, 379 U. S. 
at 58; Byasse v. United States, No. 84-2415 
slip op. (E. D. Pa. Sept. 26, 1984). Specific- 
ally, the party opposing an IRS summons 
must come forward with specific facts, 
under oath, from his or her own resources, 
demonstrating that a triable issue exists on 
a legally sufficient defense, in order to 
justify an evidentiary hearing. Universal 
Life Church, Hidden Valley Congregation v. 
United States [83-2 ustc [9681], 573 F. 
Supp. 181, 183 (W. D. Va. 1983); Godwin 
v. United States, 564 F. Supp. at 1215. 


The petitioners have failed to adduce 
any basis for an evidentiary hearing or 
discovery. They raise in their petition a 
virtual “laundry list” of conclusory asser- 
tions as to why the summons should be 
quashed. Every contention raised by the 
petitioners has been decisively rejected by | 
the courts. See Uhrig v. United States [84-2 - 
immune from the operation of the Internal 


Revenue Code; that the government is guilty of 
bad faith; and that the government has unclean 


hands. i 
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ustc 79694], 54 A. F. T. R. 2d 5738 
(D. Md. June 30, 1984);. Byasse, supra; 
Smith v. United States [84-1 ustc J 9504], 
54 A. F. T. R. 2d 5182 (M. D. Pa. 1984). 
The petition here is virtually identical to 
the ones filed in Uhrig, Smith, and Byasse, 
copies of which are attached to the gov- 
ernment’s brief.” Each argument raised by 
the petitioner in the case at bar has been 
clearly and concisely dealt with by the 
courts in these cases. There is no reason 
for this court to repeat this discussion. 
The petition must be dismissed because 
it is completely lacking in merit. 


The government has asked for the im- 
position of sanctions. It asserts that the 
petition submitted by the petitioners in 
this case is a patently frivolous form peti- 
tion brought solely for the purpose of 
delay in contravention of Rule 11 of the 
Federal Rules of Civil Procedure. Alter- 
natively, if this portion is not accepted, 
the government has requested that sanc- 
tions be imposed if the petitioner con- 
tinues to prosecute this action on frivolous 
grounds. 


I agree with the government that the 
imposition of sanctions is warranted in 
this case. Under Rule 11 of the Federal 
Rules of Civil Procedure, the petitioners’ 
signing of the petition constituted a certifi- 
cation that: “to the best of his [their] 
knowledge, information, and belief formed 
after reasonable inquiry it is well grounded 
in fact and is warranted by existing law or 
a@ good faith argument for the extension, 
modification, or reversal of existing law, and 
that it is not interposed for any improper 
purpose, such as to harass or to cause un- 
necessary delay or needless increase in the 
cost of litigation . . . [Emphasis added.]” 


As the Advisory Committee Notes state, 
the standard is the same for unrepresented 
parties, but a determination as to what is 
reasonable must take into account any 
special circumstances of the pro se litigant. 


_ The petitioners here have filed a form 
~ petition which is virtually identical to those 
submitted in the cases cited above, raising 
issues which have all been conclusively 


addition — to the three cases cited jepave, 


dealt with by the courts. The filing of this 
identical petition cannot be attributed to 
mere coincidence, and the petitioners could 
not possibly have believed, after reasonable 
inquiry, that the petition’s allegations were 
“warranted by existing law or a good faith 
argument for the extension, modification, 
or reversal of existing law.” While I recog- 
nize that the petitioners should be held to 
a less stringent standard because of their 
pro se status, I find that they fail to meet 
their burden of proof because petitioners 
must have been aware of the existing case- 
law in order to obtain copies of the petition 
which they used. Even if they were not 
aware, a reasonable inquiry directed to the 
source from which the identical form peti- 
tion was obtained would have readily un- 
covered the status of such petitions in the 
courts. Under these circumstances, I can 
only conclude that the petition was filed 
solely for the purpose of delay. An award 
of attorney’s fees and costs is an appro- 
priate sanction. 


Accordingly, the government’s request 
for attorney’s fees and costs will be granted. 
The government shall submit within two 
weeks appropriate affidavits so that a deter- 
mination may be made as to the appropriate 
attorney’s fees and costs. ; 


An appropriate order follows. 


Order 


NOW, March 27, 1985, upon considera- 
tion of the petition to quash the Internal 
Revenue summons, respondent’s motion for 
summary enforcement of the third party 
recordkeeper summons, the memoranda of 
law and affidavits submitted by the parties, 
and for the reasons set forth in the accom- 
panying memorandum, IT IS ORDERED 
that: 


‘1. The petition to quash the Internal 
Revenue summons is DENIED. 


2. The motion for summary enforcement 
of the summons is GRANTED and the 
summoned parties shall comply with the 
summons served upon them at a reasonable 
date, time, and place to be set by the In- 
ternal Revenue Service. 


proof. “Under United States v. Garden State 
National Bank [79-2 ustc { 9632], 607 F. 2d 61, 
71 (3d Cir. 1979), 

4 vh i 
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3. It is further ORDERED that the 
government’s attorney’s fees and costs shall 
be assessed against the petitioners, and the 
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government within two weeks shall submit 
appropriate affidavits so that a determina- 
tion of the appropriate fees may be made. 


Richard D. Grant and Jeremiah R. Nead. 


U. S. District Court, Dist. Vt., Civil Action No. 82-353, 3/29/85. 


[Code Sec. 6672] 

100-percent penalty: Responsible person: Willfulness: Admissions.—The IRS was 
entitled to summary judgment on issues relating to (1) whether a corporate president 
was a person responsible for collecting, accounting for, and paying over withholding 
taxes, and (2) whether he willfully failed to do so. He conceded, in response to the 
government’s requests for admissions, that he was a responsible officer within the mean- 
ing of Code Sec. 6672. Moreover, by his inaction, he also failed to present any evidence 
to the court to repel a clear and inescapable inference that the corporation’s trust funds 
had been used to satisfy other creditors. Back references: {] 5569.013 and 5569.014. 


Sheila Ware, United States Attorney, Jonathan B. Forman, Assistant United States 
Attorney, Department of Justice, Washington, D. C. 20530, for plaintiff. Fred I. Parker, 
Langrock, Sperry, Parker & Wool, P. O. Box 721, Burlington, Vt. 05402-0721, for Richard 


D. Grant, Jeremiah R. Nead, 530 Old Troy Road, Rensselaer, N. Y. 12144, pro se. 


Memorandum of Decision 


Howden, District Judge: This is a fed- 
eral tax case arising from the failure of 
Avicon Corporation (Avicon) to fully pay 
the federal income and Federal Insurance 
Contribution Act (FICA) taxes withheld 
from its employees during the second and 
third quarters of 1976. The United States 
seeks to reduce to judgment the assess- 
ment by the Internal Revenue Service 
made against the defendant Grant in the 
amount of $6,306.62, plus accrued interest 
and additions provided by law. It seeks 
to recover $5,730.60 plus interest and addi- 
tions on the assessment by the government 
against defendant Nead. By motion with 
supporting documents and written argu- 
ment filed November 9, 1984, the United 
States moved for summary judgment in 
favor of the plaintiff against defendant 
Grant, as provided in Fed. R. Civ. P. 56. 
The government does not seek summary 
judgment against defendant Nead, as it 
recognizes that at this time, there are “gen- 
uine issues of material fact” regarding his 
liability. 

Defendant Grant has filed no memo- 
randum to oppose the government’s mo- 
tion within the time period prescribed by 
Local Rule 9 of this court. Despite this 
shortage, the court directed hearing on the 
motion on December 18, 1984. On the gov- 
ernment’s request, adjournment of the hear- 
ing was granted with leave extended to 
both parties to file additional affidavits and 
supplemental memoranda on or before 
February 1, 1985. No further submission 
has been made by defendant Grant or the 
plaintiff. : 


* 1985 Standard Federal: Tax Reports 


Statement of Facts 


The following facts are admitted. They 
are derived from Grant’s answer to the 
Complaint and responses made to the gov- 
ernment’s request for admissions. 


Richard Grant was president of Avicon 
during the periods pertinent to this case. 
He owned stock in and was a director of 
Avicon during that period. Grant had the 
authority to sign checks drawn on Avicon’s 
checking account with the Chemical Bank 
Eastern, N. A. in Albany, New York. He 
frequently signed checks on that account to 
pay corporate creditors. 


Grant’s main source of income during the 
relevant period was Avicon. He was pres- 
ent at Avicon’s office on a day-to-day basis. 
He had the authority to hire and discharge 
employees. 


Grant made a loan to Avicon and per- 
sonally guaranteed two loans made to the 
corporation. He also had complete access 
to the books of the company, including the 
corporate checkbook and payroll records. 
He had general control over the business 
affairs of Avicon and participated in de- 
cisions concerning payment of creditors 
and disbursement of corporate funds. He 
also had the authority to direct which 
creditors of Avicon, including the United 
States, would be paid over the period in 
suit, that is, from April 1, 1976 through 
September 30, 1976. 


Grant was responsible for filing the Em- 
ployer’s Quarterly Federal Tax Return, 
Form 941, for the second and third quarters 
of 1976, and he had a duty to pay over to 
the United States withholding and FICA 
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taxes withheld from Avicon’s employees 
from April 1 to October 1, 1976. 


March 27, 1978, a delegate of the Secre- 
tary of the Treasury made an assessment 
against Grant pursuant to 26 U. S. C. § 6672, 
claiming his willful failure to collect, truth- 
fully account for, and pay over withholding 
and FICA taxes due and owing from 
Avicon for the second and third quarters 
of 1976. 


Against these factual concessions the nes 
fendant’s response to the government’s re- 
quests to admit included some exculpatory 
statements. 
quest of Grant to admit that he paid 
creditors of Avicon while federal tax lia- 
bilities of the corporation were accruing 
and unpaid during the period April 1, 
through September 30, 1976, the defendant 
stated the facts underlying the request 
were “[n]ot known; however if other credi- 
tors were paid while federal employment 
tax .liabilities were unpaid, it was totally 
without my knowledge.” 


Further responding, Grant denied knowl- 
edge that withheld funds and FICA taxes 
due and owing from Avicon were not be- 
ing remitted to the United States. He 
went on to state that Jeremiah Nead, the 
treasurer of Avicon “prepared all checks 
for my signature and was instructed that 
taxes were first priority for payment.” 


In denying that he preferred other credi- 
tors over the United States, Grant re- 
sponded further: 


At all times I believed that all tax 


obligations had been paid. In fact, the 


Corporate bank (Chemical Eastern) au- 
thorized payment of all taxes at that 
time; however, it applied funds in the 
Corporate account to other obligations 
and returned a Corporate check which 
was written to pay taxes. In no instance 
did I knowingly use funds to prefer other 
creditors over the United States. 


As President of the Corporation, I may 
have been responsible for the matters 
enumerated; however, I relied upon Jere- 

- miah Nead, the Corporate Treasurer, to do 
those ‘things according to my instruc- 
tions, which were to see that all taxes 

_ were paid as npigsty 3 items. 


In reply to the plaintiff’s re- - 


1319-20 (2d Cir. 1975). Moreover, the 
court should resolve ambiguities against 
the movant. Id. At the outset, the burden 
resides with the government to demon- 
strate the absence of any material issue 
genuinely in dispute. Adikes v. H. S. Kress 
& Co, 398 U. S. 144, 157 (1970); Patrick, 
supra, at 15; 

Rule 56(e) Fed. R. Civ. P. 
the provision: 

When a motion for summary judgment 
is made and supported as provided in 
this rule, an adverse party may not rest 
upon the mere allegations or denials of 
his pleading, but his response, by afh- 
davits or as otherwise provided in this 
rule, must set forth specific facts show- 
ing that there is a genuine issue for trial. 
If he does not so respond, summary 
judgment, if appropriate, shall be en- 
tered against him. 

See e.g. First National Bank of Arizona v. 
Cities Service Corp., 391 U. S. 253, 289 
(1968) ; Dressler v. MV Sandpiper, 331 F. 2d 
130, 133 (2d Cir. 1964) (Kaufman, J.); 
C. Wright, Law of Federal Courts, (4th ed.) 
§ 99 at 667-668 (1983). 

Disposition of the motion presented un- 
der Rule 56 turns on whether the record 
at hand justifies adjudication of some or 
all of the issues as a matter of law. Fed. R. 
Civ. P. 56(c); Law of Federal Courts, supra, 
§ 99 at 666. . 


The Internal Revenue Code of 1954 pro- 
vides a statutory framework for the 
withholding of certain federal taxes by em- 
ployers from the wages of their employees. 
Specifically, § 3402 requires the withhold- 
ing of federal income taxes from the wages 
of employees. The employees’ taxes thus 
withheld are to be collected by the em- 
ployer and placed in a special trust fund 
for the benefit of the United States, in 
accordance with certain prescribed pro- 
cedures. Section 6672 provides for the re- 
covery of withheld taxes, when they are 
unpaid by the employer. That section pro- 
vides: 
(a) General Rule—Any person required 
to collect, truthfully account for, and pay 
‘over any tax imposed by this title who 
willfully fails to collect such tax, or 
truthfully account for and Pay over such 
tax, or willfully attempts in any manner 
to evade fo} defeat any such tax or the 
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Thus, in order to be liable under this sec- 
tion, the individual must be the person 


within the corporation “responsible” for the © 


collection, accounting for and paying over 
of the taxes withheld. Beyond that, the 
responsible person must have “willfully” 


- failed to collect, account for or pay over 


the taxes. Here, the issue of non-compli- 
ance is not in dispute, The issues that re- 
main are (1) whether Grant was a person 
“responsible” for performance of the fidu- 
ciary obligations, and (2) if so, did he will- 
fully fail to perform the duties imposed 
upon him by the tax code. 


1. Responsibility. In Monday v. United 
States [70-1 ustc $9205], 421 F. 2d 1210, 
1214-1215, (7th Cir. 1970), cert. denied, 400 
U. S. 821, the court described who, within 
a corporation, could be held responsible for 
the collection of taxes, withheld from 
wages: 

Liability attaches to those with power 

and responsibility within the corporate 

structure for seeing that the taxes with- 
held from various sources are remitted 
to the Government. . . . This duty is 
generally found in high corporate officials 
charged with general control over cor- 
porate business affairs who participate in 
decisions concerning payment of creditors 
and disbursal of funds. 

(citations omitted.) 


Defendant Grant had responsibility for 
performing the duties imposed under the 
tax code. He suggests, however, that he 
should not be liable for the corporation’s 
non-compliance, as he delegated this respon- 
sibility to another corporate officer. In 
his Answer to Requests for Admissions, 
719, quoted above, Grant accepts that he 
may be responsible, but would have his 
liability excused on the strength of his reli- 
ance upon Jeremiah Nead, the Corporate 
Treasurer, whom he instructed “to see that 
“all taxes were paid as priority items.” 


While Grant may have delegated the ad- 
ministrative responsibility for the collection 
of the tax on behalf of the government, 
such a delegation does not absolve him of 
the legal responsibility for the tax collec- 
tion, imposed under the tax code. As the 
Court of Claims stated in White v. United 
States [67-1 ustc { 9250], 372 F. 2d 513, 516 
(1967): 

In reaching a determination with re- 
spect to the person or persons upon whom 
to impose responsibility and liability for 
the failure to pay taxes, the courts tend 
to disregard the mechanical functions of 

_ the various corporate officers and instead 
emphasize where the ultimate authority 
for the decision not to pay the tax lies. 
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[A] responsible person is most fre- 
quently defined as a person who has 

“the final word as to what bills or credi- 

tors should or should not be paid and 

when.” 

(citations omitted.) See also, Harrington v. 
United States [74-2 ustc J 9772], 504 F. 2d 
1306 (1st Cir. 1974) (Evidence supported 
finding that majority shareholder of cor- 
poration had responsibility for paying and 
accounting for federal income and social 
security taxes withheld from employees, 
despite shareholder’s contention that re- 
sponsibility had been delegated to minority 
shareholder.) 

Mr. Grant’s concessions in response to 
the government’s requests, supra, establish 
that he is a responsible officer within the 
meaning of the tax code. More particularly, 
this defendant has admitted he had the duty 
to collect and pay over the taxes withheld 
and was responsible for filing the quarterly tax 
returns within the meaning of the applicable 
statute. See, Kalb v. United States [74-2 
ustc $9760], 505 F. 2d 506, 511 (2d Cir. 
1974), cert. demed, 421 U. S. 979 (1975). 
There remain no questions of fact to be 
submitted for trial on this issue. The gov- 
ernment’s motion for summary judgment 
is granted as to this issue. 


2. Willfulness. Responsibility alone does 
not establish liability under 26 U. S. C. 
§ 6672. The failure to perform as required 
by the tax code must be “willful.” In 
Kalb v. United States, supra, 505 F. 2d at 
511, the Court of Appeals quoted with 
approval, the definition of willfulness set 
forth in Monday, supra, 421 F. 2d at 1216: 
Under § 6672 the term refers to “ ‘voluntary, 
conscious and intentional—as opposed to 
accidental—decisions not to remit funds 
properly withheld to the Government.’” 
The court also observed that “[c]onduct 
amounting to no more than negligence is 
not willful for purposes of § 6672.” Id. 
(citation omitted). In the Section 6672 con- 
text, it is not necessary that evil motive 
or intent to defraud be proven in order to 
establish willfulness. However, willful con- 
duct may also reside in a reckless disregard 
for obvious or known risks. Jd. Finally, 
Judge Hayes’ opinion in Kalb further points 
out: 

Willful conduct also includes failure to 

investigate or to correct mismanagement 

after having notice that withholding taxes 
have not been remitted to the Govern- 
ment. 

Id. at 511, (citations omitted). 


The government asserts that Grant will- 


fully failed to pay over the tax. It argues 


q 9385 


Le 


88,030 


U.S. Tax Cases 


U.S. v. Grant 


that in his answer to the government’s 
complaint, Grant admitted that the nonpay- 
ment was willful. Paragraph 6 of the Com- 
plaint states: 

On March 27, 1978, a delegate of the 
Secretary of the Treasury made an as- 
sessment in accordance with law against 
Richard D. Grant for a 100 percent pen- 

. alty in the amount of $6,306.62 pursuant 
to the provisions of Section 6672 of the 
Internal Revenue Code of 1954, by reason 

-of his willful failure to collect, truth- 
fully account for, and pay over withhold- 
ing and Federal ‘Insurance Contributions 
Act taxes due and owing from Avicon 
Corporation for the second and third 
quarters of 1976. 

Grant answered this allegation: “Admitted.” 


Construing this ambiguity against the 
movant, as we must, this aspect of the 
pleading cannot fairly be read as an admis- 
sion of willfulness. Rather, it may consti- 
tute merely an admission that on the date 
stated, an assessment was made, alleging 
the stated wrongdoing. We afford it that 
construction, but that interpretation does 
not resolve the problem. 


There is no dispute that Grant had the 
authority to direct which creditors of the 
Avicon Corporation would be paid during 
the quarterly periods in suit. His admis- 
sions included authority to determine 
whether taxes withheld for the United 
States were to be remitted as directed by 
the taxing statute. Grant went further to 
explain that the corporate bank, the Chem- 
ical Eastern, had authorized payment of 
all taxes but nonetheless had applied Avi- 
con’s funds to satisfy other obligations: 
Indeed, Grant pointed out that the bank 
returned a corporate check written to pay 
taxes. He has presented nothing to the 
court to repel the clear and inescapable 
inference that Avicon’s trust funds were 
applied to other creditors, and the check 
written to remit the trust obligations to 
the government was returned to the cor- 
porate trustee unsatisfied. 


Unlike Kalb v. United States, supra, which 
involved a motion for a directed verdict, 


™~ : \ 


the court’s concern here is with the govern- 
ment’s motion for summary judgment. In 
this context, Judge Alvin Rubin, writing 


‘for the Fifth Circuit Court of Appeals in 


Mazo v. United States [79-1 ustc { 9284], 
591 F. 2d 1151 (5th Cir. 1979), cert. dented, — 
444 U. S. 842 is persuasive and on point: 


The issue of willfulness is necessarily 
directed to the state of the responsible 
person’s mind, a subjective determination. 

5 This determination is usually factual, and 
“if sufficiently controverted, would pre- 
clude the granting of summary judgment 
on penal liability” [citing Teel v. United 
States [76-1 ustc $9190], 529 F. 2d 903, 
905 (9th Cir. 1976)]. However, as the 
court held in Teel, supra, evidence that 
the responsible person had knowledge of 
payments to other creditors after he was 
aware of the failure to pay withholding 
tax is sufficient for summary judgment 
on the question of willingness. 


As shown in the margin,’ Kalb v. United 
States, supra, 505 F. 2d at 511, is to the 
same effect. (Willful conduct includes fail- 
ure to investigate or correct mismanage- 
ment after notice that withheld funds have 
not been remitted to the United States.); 
Johnson v. United States [83-1 ustc J 9214], 
565 F. Supp. 253, 257-58 (S. D. Tex. 1983) 
(Failure of person responsible under 26 
U. S. C. § 6672 who knew of payments to 
other creditors sufficient to support sum- 
mary judgment on issue of willfulness.) 


In sum, the government has made an 
appropriate showing that there is no gen- 
uine material issue for trial on the Secre- 
tary’s assessment against the defendant 
Grant. Grant, by his responsive pleading, 
affidavit or otherwise, has not brought for- 
ward any specific fact to make it appear 
that there remain genuine issues for trial. 
On this posture of the record, the United 
States is entitled to summary judgment 
on the assessment made by the delegate of 
the Secretary of the Treasury on March 
27, 1978 against the defendant Richard D. 
Grant as provided in Rule 56(c) Federal 
Rules of Civil Procedure. 


It is SO ORDERED. 


1 This aspect of the record is akin to the pre- 
d ni ted the court in Kalb 
F 


government, and that he participated in the 
arrangement by signing checks while knowing 
that withholding taxes were not being paid. 
The court Pasgite Kalb’s, Mab aiiew nag es pa, 
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U. S. Bankruptcy ‘Court, Mid. Dist. Tenn., Case Nos. 381-01490, 382-02267, 4/23/85. 


[Code Secs. 163 and 166] 


Interest: Deductibility by corporation or stockholders: Bad debt: Guarantors.—Hav- 
ing reviewed ledgers and cancelled checks and considered trial testimony, the court was 
persuaded that interest payments on a loan were actually made by the taxpayers and were 
deductible: Deductions could not be claimed for interest paid on a second loan, because 
the taxpayers were not obligated to make the payments, having made them on behalf of 
a corporation which they owned and which actually applied for the loan. Arguing that the 
corporate form should be disregarded, the taxpayers claimed that the corporation was 
created only to help the taxpayers avoid usury laws and was not a viable entity; the loan 
was, in fact, obtained by the taxpayers for their own, rather than corporate, needs. The 
court refused to ignore the corporate form because the corporation served a valid business 
purpose. Alternatively, a bad debt deduction could not be claimed for the taxpayers” 
guarantee of the corporation’s obligation to pay interest because they were unable to show 
that recovery from the corporation of payments made on its behalf was impossible. Back 
references: {| 1416.1177, 1416.16 and 1631.348. 


[Code Sec. 6213] 


Waivers: Deficiency notice: Increased deficiency—Waiver of a deficiency notice re- 
mains effective even after the deficiency is recomputed; a second waiver is not required. 
Failure of the Commissioner to accept a waiver did not invalidate it, the waiver form 
having stated that acceptance would be invoked by the district director. Acceptance by a 
revenue agent was tantamount to acceptance by the district director, the agent having 
been delegate of the director for accepting waivers. Back references: {[ 5322.856 and 
5322.879. 


[Code Sec. 6013] 


Joint returns: Innocent spouse.—Innocent spouse status’ was unavailable to a woman 
who sought to avoid tax liability for excess deductions claimed by her husband, but failed 
to disclose the amount of her adjusted gross income(AGI) for the year before the year of 
the repudiated deductions. Without the AGI figure, the court could not determine 
whether the woman’s tax liability exceeded 25% of her AGI. Also, in seeking to avoid 
liability for unreported gain on the sale of land, she failed to convince the court that she 
neither knew nor had reason to know of the omission from gross income. She was aware 
of her husband’s ownership and sale of the land and was a cosigner on the underlying 
note. Also, she was involved in her husband’s business, handling such tasks as. book- 
keeping, bill payments and property management. Back reference: {[ 5020.64. 


[Code Sec. 61] 


Who is the taxpayer: Corporation v. individual—Losses from the operation of a 
motel were deductible by the taxpayers rather than by a corporation they created for the 
purpose of protecting the motel’s name. Other than serving as a vehicle for naming the 
motel, the corporation was not used to transact business, whether for the motel or other- 
wise. Neither ownership nor a lease of the motel was transferred to the corporation, and 
the corporation did not have stock, officers or directors. Back reference: {[ 321.2095. 


[Code Sec. 461] 


Tax accounting: Year deductible: Foreclosure loss.—The loss on the foreclosure of 
a mortgage could be claimed in the year of the foreclosure rather than in the later year 
when litigation resolved the size of the mortgaged land’s basis. Though the amount of the 
land’s basis was challenged after foreclosure, there was an ascertainable basis at the time 
of the foreclosure. An altered basis figure may be reflected in an amended return. Back 
reference: {| 2907.445. 
[Code Sec. 48] 


Investment tax credit: Motel furnishings.—An investment tax credit for motel fur- 
nishings and equipment was denied because the taxpayers failed to keep records showing 
how long property was placed in service and how much money was paid for the property. 
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The taxpayers also were unable to establish the property’s useful life. Back reference: 


1 559.2798. 


Mark Westlake, First American Center, Nashville, Tenn. 37238, Dougias A. Brace, 
David B. Herbert, Life Casualty Tower, Nashville, Tenn., 37219, for Joyce Barry. William 


Ha Lassiter jine 


Life Casualty Tower, Nashville, 


Tenn. 37219, for Richard Hunt. E. 


Franklin Childress, Jr., Assistant United States Attorney, Nashville, Tenn. 37203, Robert 
Welch, Department of Justice, Washington, D. C. 20530, for Internal Revenue Service. 


Memorandum 


Lunoin, Bankruptcy Judge: The debtors, 
Joyce B. Barry and Richard E. Hunt, filed 
Chapter 11 petitions on May 5, 1981, and 
July 15, 1982, respectively. The United 
States os America. through the Internal 
Revenue Service (“IRS”), filed Proofs of 
Claim for income taxes, penalties, and in- 
terest for the years 1972, 1974, 1975, and 
1976. This court has jurisdiction to deter- 
mine the debtors’ various objections to the 
tax claims. See 11 U. S. C. § 505(a) (1). 


The following constitute findings of fact 
and conclusions of law pursuant to Bank- 
ruptcy Rule 7052. This is a core proceed- 
108128, Us S; G8 Lo7(by@yice): 


For all years in question, both debtors 
signed joint federal income tax returns. 
Their revenues and expenses were mostly 
derived from the construction and opera- 
tion of motel properties in Tennessee and 
Florida. The debtors were divorced in 
1977. Additional facts will be set out as 
they pertain to specific issues below. 


I. 


__Interest-on Hollywood Federal N ote 
for Years 1974 and 1975 


The debtors have objected to the reduced 
amount of deductible interest allowed by 
the IRS on a loan incurred at Hollywood 
Federal Savings and Loan (“Hollywood”) 
in connection with the construction and 
operation of a Ramada Inn at the Fort 
Lauderdale, Florida airport. The IRS al- 
lowed an I. R. C. §163 deduction of 
$88,386.87 for 1974 and $79,993.61 for 1975. 
The debtors claim $138,246.09 for 1974 and 
$142,263.58 for 1975. The IRS based its al- 
lowance on statements received from Holly- 
wood. [Exhs. 3 and 4]. However, these 
statements concern a loan #28040 in the 
name of M. J. B. Prime, Inc. or Morris Clen- 


denin. The IRS failed to explain how these 
entities are connected with the debtors’ af- 
fairs. The debtors offered Hollywood’s 
ledgers of the account history of a loan 
#28660 and copies of their checks paid to 
Hollywood during the appropriate time. 
[Exhs. 1 and 2]. After considering the 
ledgers, cancelled checks, and the trial 
testimony, this court sustains the debtors’ 
objection on this issue and finds that the 
debtors are entitled to their claimed in- 
terest deductions. 


0G 
Form 4549 Waiver for 1972 Tax Year 


Debtor Joyce Barry argues that the 
IRS’s claim for 1972 should be barred 
against her because the assessment was 
made without the issuance of a “Notice of 


Deficiency.” I. R. C. §6501(a) states that 


no tax may be collected without assess- 
ment made within three years of the filing 
of the tax return or the due date for the 
tax return, whichever is later. I. R. C. 
§ 6213(a) prohibits assessment until a 
Notice of Deficiency has been mailed to the 
taxpayer. It is undisputed that no such 
document was mailed for 1972. However, 
the IRS. states that a proper waiver of 
notice as provided in I. R. C. §.6213(d) ’ a 
was executed. 


On February 17, 1975, both debtors signed 
a consent to the immediate assessment and 
collection of taxes on IRS Form 4549 for 
the year 1972. This assessment showed tax 
owing by the debtors of $152,434.12. (Exh. 
15). There seems to be no dispute that this 
consent to assessment would have been 
valid had the matter ended there. How- 
ever, the tax due was later reduced to 
$150,005.217 and a new Form 4549 was 
signed by Richard E. Hunt on March 25, 
1975. (Exh. 16). Joyce Barry never signed 


_to the capital gains and ordinary income with 


reference to the sale of the Holiday Inn and 
in lent credit adjustment. bid _ (Tr. at 174). 
the chi 
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a new waiver form for the amended assess- 
ment and thus contends that she never 
made a valid waiver. We find her argu- 
ment to be without merit. 


The policy of the IRS is set out in its In- 
ternal Revenue Manual at § 424(12).2(2) 
(Exh. I): “If an error was made in com- 
puting the deficiency, overassessment, or 
penalty shown on a waiver previously ob- 
tained, it will not be necessary to obtain a 
new waiver if correction of the error is in 
favor of the taxpayer (less tax due or 
higher refund due).” 


_ The purpose of the Internal Revenue 
Manual is simply to aid the internal ad- 
ministration of the IRS and its provisions 
are not binding on taxpayers. See U. S. 
uv. Mapp [77-2 ustc J 9607], 561 F. 2d 685 
(7th Cir. 1973). However, this policy is 
not inconsistent with any statute or regu- 
lation and we believe its application to 
these facts does not violate the debtor’s 
substantive statutory rights. It is difficult 
to sympathize with the taxpayer on this 
issue. She signed forms consenting to an 
assessment of $152,434, but now wishes 
‘to argue that she never agreed to a cor- 
‘rected assessment of $150,005. While we 
would not say that a new assessment for 
lower taxes never needs a new waiver, we 
find that the first waiver was effective and 
Joyce Barry was not prejudiced by the 
failure to get her signature on the second 
c<assessment notice. 


The debtors also assert that the waiver 
‘was never “accepted” by a properly au- 
thorized delegate of the Secretary of Treas- 
ury. They rely on Steiner v. Nelson [58-2 
ustc J 9871], 259 F. 2d 853 (7th Cir. 1958) 
where the court ruled that the Commis- 
sioner did not “accept” a waiver and, there- 
fore, the taxing authorities were not 
relieved of their statutory obligation to give 
notice before assessment and collection. How- 
ever, the waiver in Steiner contained a pro- 
vision stating that “this waiver of restrictions 
is subject to acceptance by the Commis- 
sioner on the basis of the settlement here- 
inbefore proposed and if not accepted, it 
will be of no force or effect.” Steimer at 
856. The waivers here stated “it is under- 
stood that this report is subject to accept- 
ance by the district director.” Both waivers 
were signed by a revenue agent. A rev- 
enue agent is a delegate of the district 


director authorized to accept waivers. His 
signature is sufficient “acceptance” of this 
waiver. Moore v. Cleveland Railway Co. 
[40-1 ustc $9180], 108 F. 2d 656, 661 (6th 
Cir. 1941); Treas. Reg. § 1.6213; Testimony 
of Mr. Phillips at 181-182. Cf. Holbrook 
v. United States [61-1 ustc J 9113], 284 F. 
2d 747 (9th Cir. 1960) (no written consent 
to waiver by Commissioner is necessary). 


LET. 
Interest Payments to Investor's Realty Trust 


The debtors assert they may deduct in- 
terest payments made to Investor’s Realty 
Trust (“IRT”) of $191,704.57 and $65,238.90. 
for 1974 and 1975 respectively. The pay- 
ments to IRT, made from the debtors’ per- 
sonal funds,* were the direct obligations of 
Hunt-Florida Enterprises, Inc., a corpora- 
tion formed by the debtors to develop and 
operate motels in Florida. The debtors 
testified that Hunt-Florida Enterprises was 
formed solely to avoid Florida usery re- 
strictions on personal loans. (Tr. at 135). 
Richard Hunt claims that these interest 
payments were made pursuant to his per- 
sonal guaranty and were in the course 
of his business of developing and operating 
motels and, therefore, the payments should 
be deductible on his personal return. 


In a case involving very similar facts, the 
United States Court of Appeals for the 
Tenth Circuit has ruled that a taxpayer is 
not entitled to interest expense deductions 
for amounts personally paid on a loan 
made to the taxpayer’s wholly owned cor- 
poration. Crouch v. United States [82-2 ustc 
7 9651], 692 F. 2d 97 (10th Cir. 1982). In 
Crouch, the taxpayer built a luxury apart- 
ment complex in Florida. A corporation 
was formed to avoid interest limitations on 
loans to individuals. The taxpayer executed 
a personal guaranty of payment on the 
corporate note and then made payments 
on the indebtedness. The holding of the 
Crouch court is directly on point: 


Interest payments are deductible only if 
made with respect to debts of the tax- 
payer. Here the named borrower under 
the contract, mortgage, and mortgage 
note was Seventeen Ventures, Inc. Crouch’s 
argument that the debt was personal to 
him is based upon the unconditional loan 
guaranty and the circumstances surround- 
ing the loan transaction. He contends 
that the lender knew the corporation 


de re eo A Se ee 


3The amounts claimed are per a statement 
from IRT (Exh. 5). The debtor could only 
show cancelled checks payable to IRT from per- 
sonal funds of $115,928.48 in 1974 and $5,291.67 
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in 1975 (Exh. 6). However, Mr. Hunt testified 


that all payments came from his personal funds. 
(Tr. at 132-135). 
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could not make the payments and in- 
tended that Crouch make those payments 
personally during 1970. In essence, Crouch 
is urging the court to disregard both the 
corporate entity and the form in which 
the transaction was cast. This the trial 
court refused to do, and we agree with 
its conclusion. 
Under the Internal Revenue Code, bright- 

line choices are available to taxpayers with 
regard to the form in which to operate 
businesses . Courts have consistently 
interpreted Moline Properties to preclude 
ignoring the corporate form when adop- 
tion of that form has served a business 
purpose. See, e.g., Lane v. United States 
[82-1 ustc J 9113], 535 F. Supp. 397 (S. D. 
Miss. 1981); George Sarkisian [CCH Dec. 
38,941(M)], 43 T. C. M. (CCH) 1074 
(1982); Robert M. Modeer [CCH Dec. 
38 '855(M)], 43." TonG.e Mia(CGE ia 78e 
(1982). Incorporation for the sole purpose 
of avoiding state usury laws has been held 
to be a business purpose. William B. Strong 
[CCH Dec. 33,748], 66 T. C. 12 (1976); 

aff'd mem. A ustc 9240] 553 F. 2d 
94 (2d Cir. 1977); accord Collins v. United 
States [75-1 ustc 1 2146), 386 F. Supp. 17, 
21 (S. D. Ga. 1974), aff'd per curiam 
[75-2 ustc $9553], 514 F. 2d 1282 (Sth 
Cir. 1975); Dawd Es Bolger {CCH Dec. 
31,883], 59 T. C. 760, 766 (1973). Crouch 
urges that we disregard the form in which 
the loan transaction was cast to permit 
him to receive the tax benefit of interest 
paid. We may not do so... Crouch has 
received benefits associated with incor- 
poration; he cannot now disown the burdens 
associated therewith. 


Crouch at 99-100 (emphasis added). See 
also Lane v. United States [82-1 ustc J 9113], 
535 F. Supp. 397 (S. D. Miss. 1981). 


The debtor cites cases such as Parker v. 
Commissioner [CCH Dec. 32,489(M)], 33 
T. C. M. 289 (1974) and Gamble v. Commis- 
stoner [CCH Dec. 24,444(M)], 19 T. C. M. 
1343 (1960) for the proposition that “if the 
taxpayer’s guarantee of a corporation’s debt 
is related to the taxpayer’s trade or busi- 
ness, payments pursuant to that guarantee 
are properly deductible.” (Debtors’ brief 
at 3.) These cases do not involve ordinary 
interest deductions as are here claimed, 
but rather are concerned with whether a 
guarantor may deduct loan payments as 
business bad debts. Although the debtors 
hz : pleade t briefed the “bad debt” 
the citations to 


rtion ore this ( 


A bad debt deduction may be taken when 
the guarantor is unable to recover his pay- 
ments from the principal debtor. See Put- 
nam v. United States [57-1 uste J 9200], 352 
Um Syi82e le ea idie2de 1446 775 Soe (Ct slrA5 
(1956); In re Vaughan [83-2 ustc J 9642], 
719 F. 2d 196 (6th Cir. 1983). The deduc- 
tion may be either a business or non-busi- 
ness deduction depending on whether the 
guarantee was made to advance or preserve 
profit-making activity of the taxpayer’s 
trade or business. See Harsha v. United 
States [79-1 ustc $9168], 580 F. 2d 884 
(10th Cir. 1979); Estate of Mann [84-1 ustc 
7 9454], 731 F. 2d 267 (Sth Cir. 1984). 


The bad debt deduction suggested by the 
debtors fails because of the rule that “the 
guarantor cannot take a business or loss 
deduction until the taxable year in which 
it can show that there is no recourse against 
the principal obligor.” National Can Corp. 
v. United States [81-2 ustc § 9551], 520 F. 
Supp. 567, 580 (N. D. Ill. 1981) aff'd, [82-2 
ustc J 9572] 687 F. 2d 1107 (7th Cir. 1982). 
The debtors have offered no proof showing 
that their interest payments resulted in bad 
debts recognizable in 1974 or 1975. In 
order to qualify for the bad debt deduction 
for these years, the debtors must show that 
the underlying obligations of Hunt-Florida 
Enterprises were worthless at the time the 
payments were made. Estate of Mann [84-1 
ustc J 9454], 731 F. 2d 267 (5th Cir. 1984); 
Horne v. Commissioner [75-2 ustc { 9744], 
523 F. 2d 1363 (9th Cir. 1975). In Holland 
v. Commissioner [84-1 ustc 9260], 728 F. 
2d 360 (6th Cir. 1984) the Sixth Circuit 
noted that a taxpayer must explain why 
the corporation would be unable to pay 
back the debt, usually by pointing to a 
particular fact or circumstance which shows 
the worthlessness of the debt. “Generally 
this burden is met by showing that some 
identifiable event occurred during the course 
of the year which effectively demonstrates 
the absence of potential value .. . the 
unsupported opinion of the taxpayer alone 
that the debt is worthless will not usually 
be accepted as proof of worthlessness.” 
Holland at 362, quoting Dustin v. Commis- 
stoner [CCH Dec. 29,900], 53 T. C. 491, 
501-502 (1969) aff'd, [72-2 ustc { 9610] 
467 F. 2d 47 (9th Cir. 1972). The debtors 
have not proven the worthlessness of the 
debt and herd deduction is se ccoedibely not 
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The debtors alternatively claim that after 
execution of a “Mortgage Modification Agree- 
ment” on September 30, 1975, they became 
jointly obligated with Hunt-Florida Enter- 
prises and accordingly may deduct interest 
payments pursuant to that obligation. The 
IRS concedes that the taxpayers would be 
entitled to interest deductions after that 
time “if they could show that they were 
personally liable for the debt.” (IRS brief 
at 16.) From examination of the new note 
and agreement (Exh. 8), we find that the 
debtors did become personally liable on 
the note and may accordingly deduct in- 
terest payments made after September 30, 
1975 pursuant to the modification agree- 
ment. See Williams v. Commissioner [CCH 
Dec. 13,718], 3 T. C. 200 (1944). Exhibit 
6 indicates one payment of $2,500 which 
becomes deductible as interest. 


IV. 
Innocent Spouse—Joyce Barry Only 


Debtor Joyce Barry argues that she is 
not liable for tax on the gain from the sale 
of the Ft. Lauderdale Ramada Inn or for 
taxes resulting from the overstatement of 
deductions relating to the Inn because she 
was an “innocent spouse” as defined in 
I. R. C. §6013(e)(1)(e) with respect to 
these items. This Code section provides: 


(e) SPOUSE RELIEVED OF .LI- 
ABILITY IN CERTAIN CASES.— 


(1) In General—Under regulations pre- 
scribed by the Secretary, if— 


(A) a joint return has been made 
under this section for a taxable year, 


(B) on such return there is a substan- 
tial understatement of tax attributable to 
grossly erroneous items of one spouse, 

(C) the other spouse establishes that 

- in signing the return he or she did not 
know, or had no reason to know, that 
there was such substantial understate- 
ment, and 

'(D) taking into account all of the facts 

and circumstances, it is inequitable to 
hold the other spouse liable for the defi- 
ciency in tax for such taxable year 
attributable to such substantial under- 
statement, 


then the other spouse shall be relieved 
of liability for tax (including interest, 
penalties, and other amounts) for such 
taxable year to the extent such liability 


ustc { 9454], 731 F. 2d 267 (5th Cir. 
(value of collateral is a factor in consideration 
of worthlessness of debt). Further, debtor’s 
post-trial brief (p. 4) asserts that Hunt-Florida 
Enterprises, Inc. did not become 
until September of 1977. t 

5 If Adjusted Gross Income for the pre-adjust- 
ment year is $20,000 or less innocent spouse 
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1984) . 


insolvent 


is attributable to such substantial under- 
statement. 


At the time of trial innocent spouse 
status was only claimed for the gain on 
the motel sale since the Code provisions 
then in effect gave relief only for omissions 
from gross income. The Tax Reform Act 
of 1984, Pub. L. 98-369, amended I. R. C. 
§ 6013 to provide relief for any “grossly 
erroneous” items of one spouse which cause 
an understatement of tax. A grossly erro- 
neous item includes “any claim of a. deduc- 
tion by such spouse in an amount 
for which there is no basis in fact or law.” 
I. R. C. § 6013(e)(2)(B). Joyce Barry now 
claims that the 1984 amendment applies 
and entitles her to innocent spouse status 
with regard to approximately $200,000 of 
expense deductions claimed in 1974 which 
were disallowed by the IRS. 


We agree with the debtor’s contention 
that the 1984 amendments apply to this 
controversy. However, the amendments 
provide that relief is only available when 
the understatement of income, unless at- 
tributable to the omission of items, exceeds 
specified percentages’ of the spouse’s in- 
come in the “pre-adjustment year.” I. R. C. 
§ 6013(e)(4). The “pre-adjustment year” 
is the last taxable year that ended prior 
to the date the deficiency notice was mailed. 
In this instance, no deficiency notice was 
mailed (see Issue II). The debtors have 
not argued or proven what year is the 
pre-adjustment year in this proceeding nor 
have they demonstrated that they fall 
within the required percentages for appli- 
cation of the 1984 Amendments. If we 
assume that the waiver made in 1975 oper- 
ates as a deficiency notice replacement for 
purposes of this section then 1974 is de- 
noted as the pre-adjustment year. The 
tax liability attributable to the disallowed 
deductions must then be compared with 
Joyce Barry’s Adjusted Gross Income 
(“AGI”) for that year. See AM. JUR. 2d 
A Complete Analysis of the 1984 Tax Reform 
Act, 9 742, p. 231 (1984). Ms. Barry has 
offered no evidence as to either the amount 
of tax liability attributable to the dis- 
allowed deduction or the amount of her 
AGI for 1974. Without such proof, inno- 
cent spouse status must be denied with 
respect to the excess deductions. ; 


relief from liability will apply only if the tax 
liability caused by the understatement exceeds 
10% of AGI. I. R. C. § 6013(e)(4)(A). If AGI 
for the pre-adjustment year is over $20,000, the 
liability caused by the understatement must © 
exceed 25% of AGI. I. R. C. § 6013(e)(4)(B). 
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The “percentage of AGI” test does not 
apply to omitted items so we must further 
analyze the innocent spouse claim with 
respect to the sale of the Inn. The amend- 
ments do not disturb the basic require- 
ment for relief that the spouse be found 
“innocent” as defined in § 6013(e)(1)(C). 


The party claiming relief must satisfy all 
elements of the statute. We hold that 
debtor Joyce Barry failed to satisfy the 
requirements of subsection (C). The bur- 
den of proof is on the debtor to show that 
she neither knew or nor had reason to 
know of the omission and that she did 
not benefit from it. S. Rep. P. L. 91-679, 
p. 3; Jackson v. Commissioner [CCH Dec. 
36,074], 72 T. C. 356, 360 (1979). The reso- 
lution of this issue depends on “essentially 
factual and subjective determinations, based 
upon the evidence presented and the rea- 
sonable inferences to be drawn there- 
from.” Lubrano v. Commissioner [CCH Dec. 
40,921(M)], 47 T. C. M. 855 (1984). In 
Shea v. Commissioner [CCH Dec. 41,283(M) ], 
48 T. C. M. 304, 308 (1984), the Tax Court 
stated that “the standard to be applied 
in determining whether a taxpayer had rea- 
son to know of omissions is whether a 
reasonable person under the circumstances 
of the taxpayer at the time of signing the 
return could be expected to know of the 
omissions.” “Knowledge” as contemplated 
by the statute means knowledge of the 
transactions underlying the understatement 
but not necessarily knowledge of the de- 
tails and tax consequences of the transac- 
tions. See Quinn v. Commissioner [75-2 usTc 
9 9764], 524 F. 2d 617 (7th Cir. 1975); 
McCoy v. Commissioner [CCH Dec. 31,291], 
57 T. C. 732 (1972). Significant participa- 
tion in business affairs or bookkeeping is 
a factor to consider. See Sanders v. United 
States [75-1 ustc J 9297], 509 F. 2d 162 
(5th Cir. 1975). Barnhill v. Commissioner 
[CCH Dec. 40,236(M)], 46 T. C. M. 577 
(1983). 


The evidence in this proceeding shows 
that Joyce Barry was involved enough in 
her husband’s construction/development busi- 
ness to overcome her innocent spouse claim. 
During the course of their marriage, she 
handled some DRS tae ae bills, was 


the owners of the hotel’s ground lease 
(Tr. at 25, 27). It certainly cannot..be 
doubted that she knew of her husband’s 


interest in the property. Ms. Barry knew — 


that the property had been disposed of 
though she claimed some confusion about 
the circumstances: 


Q. What do you know about the dis- 
position of that property? 
_ A. I thought that the books or who- 
ever just took it back for the loan. 


Tr. at 23. 


This proffered ignorance of the details 
of the hotel sale does not enable Joyce 
Barry to claim innocent spouse status. We 
are convinced that she is an intelligent 
woman who at the very least had reason 
to inquire about the disposition of the 
property where she was a co-signor on the 
underlying note. She cannot close her eyes 
and feign ignorance of this transaction. 
Terzian v, Commissioner [CCH Dec. 36,348], 
72 T. C. 1164, 1170 (1979). “Where the 
facts of a transaction are in the possession 
of the spouse seeking relief, or reasonably 
within her reach, her lack of knowledge of 
the legal tax consequences of such trans- 
actions is insufficient to base a claim for 
relief under section 6013.” Lynch v. Com- 
missioner [CCH Dec. 40,002(M) ], 45 T. C. M. 
1125, 1143 (1983). In light of our holding 
on the knowledge issue, we need not decide 
whether Joyce Barry received “significant 
benefit” from the omitted items. See Treas. 
Reg. § 1.6013-5(b). 


V. 


Rodeway Inn Loss in 1976—Corporate or 
Personal? 


In 1976 the debtor, Richard E. Hunt, 
sustained a loss of $39,748.19 in connection 
with the operation of the Nashville Rode- 
way Inn. Although the IRS had allowed 
similar losses in 1974 and 1975, it denied 
the 1976 loss on the ground that the busi- 
ness was transferred to a corporation dur- 
ing that year. The general rule relied on 
by the IRS is that after property or con- 
tracts are transferred to a corporation 
which proceeds to conduct business, the 
corporation must be recognized for tax 
purposes. See Moline Properties, Inc. v. 
Commissioner [43-1 ustTc J 9464], 319 U. S. 


436 (1942). 
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assert (and the IRS did not rebut) that: 
(1) the Inn, its assets, and the underlying 
property were not transferred to the cor- 
poration; (2) no leases or other contracts 
regarding the Inn were granted to or by 
the corporation; (3) the corporation had 
“no stocks, officers or directors; (4) al- 
though a corporate checking account may 
have temporarily existed (see Tr. at 161), 
its activity was minor; and, (5) Mr. Hunt 
held legal title to the property. 


The uncontroverted testimony of Mr. 
Hunt shows the extent of the corporation’s 
activity: 

Q. Now, the Internal Revenue Service 
has testified that they disallowed a de- 
duction for you in 1976 because of the 
fact that beginning in 1976 or late 1975 
you operated this motel as a corporation, 
Is that correct? 


At mYies! 


Q. It’s correct that they disallowed it 
for that reason? 


A. Yes. 


Q. And they rely on a charter which 
they said you obtained on December 18, 
1975. Would you tell the Court under 
what circumstances you acquired a cor- 
porate charter on December 18, 1975? 


A. I was trying to find a name, a 
trade name, whatever, for the motel. And 
I applied for a charter to protect the 
name. 


Q. Did you do anything else in 1975 or 
1976 in regard to that charter by in any 
way activating that business as a corpo- 
ration? 

A. I did not activate the corporation. 


Q. Now, prior to the time that the 
charter was obtained, did you use any 


kind of an E. I. or an identification 
number? 
A. Yes. I used the same number I 


had been using for years in my Lebanon 
businesses. : 


Q. Did you have a payroll account 
during that period of time? 

A. Yes: 

Q. What name did you carry the pay- 
roll account in prior to January 1, 1976? 

A. Richard E. Hunt. 


Q. And tell me when was the first time 
you opened up a corporate account. 


A. I officially asked for a federal I. D. 
number and a state I. D. number, fran- 
chise-excise number, sometime in ’80. 

Q. Sometime in 1980? 

A. Yes. And so changed the numbers, 
both numbers. 
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Q. But as far as any corporate bank 
account, did you have any corporate 
bank account prior to 1980? 

A. I may have had the name inprinted 
on an account, but I never ran a cor- 
poration as such. 


Q. You never ran any checks through 
that corporation? 


A. Not to my knowledge. 


Q. You said the property was owned 
by you individually. I’m talking about 
the land that was deeded to you in- 
dividually. Did you ever deed the land 
to a corporation? 

A. We originally in one of the charters 
may have discussed an agreement where- 
by a corporation would run the motel 
and leased it from me individually. But 
that was never activated. 


Tr. at 124-126. 


Although the general rule is that the 
corporate entity should not be ignored, this 
rule does not apply where the corporation 
has been wholly inactive with regard to the 
transactions sought to be taxed. See Blue 
Flame Gas Co. v. Commissioner [CCH Dec. 
30,020], 54 T. C. 584 (1970); Bystry v. 
United States [84-2 ustc J 9838], 596 F. 
Supp. 574, 578 (W. D. Wis. 1984) (‘merely 
filing articles of incorporation with a vague 
intention of operating business activities 
through the corporation does not suffice 
to make income from the business attribut- 
able to the corporation’). The testimony 
of the IRS agent who disallowed the de- 
duction reveals that she did ascertain the 
existence of a corporation, but found no 
other evidence indicating that the corpora- 
tion acted in any way to operate the motel. 
Tr. at 58-59. Though the IRS has a low 
burden of proof in showing that the cor- 
poration met the Moline Properties standard 
of “carrying on of business,” they offered 
no evidence by which we may find that the 
corporation should be the responsible tax- 
payer for the operations of the Nashville 
Rodeway Inn in 1976. 


VI. 


When to Recognize Clearview Shopping 
Center Loss 


In 1974, the debtors acquired land in Mt. 
Juliet, Tennessee to construct a shopping 
center known as the Clearview Plaza. The 
debtors mortgaged the property in con- 
sideration of a construction loan of ap- 
proximately $1.4 million dollars from First 
and Mid-South Mortgage Corporation 


(“Mid-South”). On September 9, 1976 the 


mortgage was foreclosed and the property 
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was deeded by trustee’s deed to Mid-South. 
(See Exh. 23). However, the debtors ob- 
jected to the value assigned to the property 
and the resulting litigation was not settled 
until March 8, 1978 when the debtors 
executed a note to Mid-South for $288,750. 
In May of 1978, the property was finally 
resold by Mid-South. The debtors argue 
that the loss should be recognized in 1976, 
the year of foreclosure. 
that the loss should not be recognized until 
1978 when the litigation ended. 


In Helvering v. Hamel, 311 U. S. 504 
(1941) the Supreme Court announced the 
rule that the event of foreclosure is a “sale” 
for purposes of gain or loss recognition: 
“TSjince the foreclosure contemplated by 
the decree was foreclosure by sale and the 
foreclosed property had value which was 
conclusively established by the sale for the 
purposes of the foreclosure proceeding, the 
sale was the definitive event establishing 
the loss within the meaning and for the 
purpose of the revenue laws.” 311 U. S. 
Si2 


Gain or loss is determined by comparing 
the amount realized at the foreclosure sale 
with the property’s adjusted basis. Harris 
v. Commissioner [CCH Dec. 33,173(M)], 34 
T. C. M. 597 (1975). Though the amount 
realized was disputed by the debtors, both 
the amount realized and the property’s 
basis were ascertainable on the day of the 
foreclosure sale. 


The foreclosure sale date will normally 
be the time for determining the relevant 
figures and subsequent litigation should 
not change that result. If a subsequent ap- 
peal or other litigation changes the tax 
effects or amounts determinated at the time 
of foreclosure then this may be reflected 
in amended or subsequent returns. See 
Treas. Reg. § 1.165-1(d). We believe that 
the tax consequences of this transaction 
were sufficiently final in 1976 for loss rec- 
ognition purposes.® 


The IRS claims 


VIE. 
Investment Tax Credit 


The debtors contend that they are en- 
titled to an investment tax credit for 
furnishings and equipment purchased for 
the Nashville Rodeway Inn and allegedly 
placed into service in 1974. The following 


items are listed by the debtors as qualify- 


ing for the investment tax credit: 
-” Elevators:™, 22 F ee ksctnne ot niate $ 42,514.20 


Window Air Conditioners ....... 54,877.80 
Hotel Furnishings & Carpeting.. 232,624.03 
Kitchen Equipment ............. 15,951.53 
PExtures* 2% soto meee eee as 1,250.00 
OthernCarpetinig: Bots.ceeeease bens ey) 
Cabinets ys. 50s aC ahs aot RIG SE Be 11,250.00 
Phone Equipment ............... 59,370.15 

"TOT AMG mes cicvan teenies te ore ae ere . $419,450.43 

(Exh. 26). 


The burden of proving entitlement to the 
credit is on the taxpayer. Welch v. Helver- 


ing [3 ustc $1164], 290 U. S. lll, 78 


L. Ed. 2d 212 (1933); Ruplinger v. Com- 
missioner [CCH Dec. 41,109(M)], 47 
T. C. M. 1430 (1984). The debtors’ proof 
consists of cancelled checks, records from 
some suppliers, and Mr. Hunt’s testimony. 
The debtors offered no records of the re- 
tirement or disposition of any item listed 
above. 


The Treasury Regulations require tax- 


‘payers claiming an investment credit to 


meet certain recordkeeping requirements." 
Treas. Reg. § 1.47-(e) (1) (i) states: 


Record requirements. In general, the 
taxpayer must maintain records from 
which he can establish, with respect to 
each item of section 38 propa ty; the 
following facts: 


(a) The date the property is disposed 
of or otherwise ceases to be section 38 
property; 


(b) The estimated useful life* which 
was assigned to the property under para- 
graph (e) of § 1.46-3; 


6 There is authority that no deduction is al- 
lowable for that part of a loss for which the 
taxpayer has a reasonable claim for reimburse- 
ment. See Parmelee Transportation Co. v. 
United States [65-1 ustc { 9683], 351 F. 2d 619 
(Ct 965) ; BOE eee Biots) v. Gomiissioner 


R. O’Dell & Sons Co., Inc. v. Commissioner 
[48-2 ustc {| 9350], 169 F. 2d 247 (3d Cir. 1948). © 
7 These regulations are a part of the regula- 
tions dealing with determining the recapture of 
investment tax credit when investment credit 
property is prematurely disposed. However, 
the rules and examples of the regulation are 
I taxpayers who take the credit 
i 


—— 
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(c) The month and the taxable year 
in which the property was placed in serv- 
ice,” and; 


(d) The basis (or cost) actually or 
reasonably determined of the property. 


The regulations Taise presumptions that 
the facts are adverse to a taxpayer who 


fails to maintain the required records. 
Treas. Reg. § 1.47.-(e)(1) (iii) example 1, 
2, and 3 


The regulations require that a taxpayer 
be treated as having disposed of, in the 
taxable year, any investment credit prop- 
erty which the taxpayer cannot establish 
was still on hand at the end of that year.” 
This causes the recapture of credits taken 
in previous years. I. R. C. §47. Here, the 
debtors have not maintained records by 
which we can determine which of the as- 
sets were still on hand after one year, two 
years, three years, etc. It simply is not 
enough for a taxpayer to show that some 
assets were purchased and placed into serv- 
ice. Here the debtors are claiming the 
Investment Tax Credit many years after 
the fact. Under these conditions, they 
must submit evidence by which we can 
find that the items in question were in 
service for the required time periods. See 
Lysek uv. Commissioner [CCH Dec. 
33,431(M)], 34 T. C. M. 1267, 1281 (1975) 
aff'd, 583 F. 2d 1088 (9th Cir. 1976). 


Even if the recapture regulations cited 
above do not compel a disallowance of the 
credit there are other reasons why the 
credit should be disallowed. The debtors 
must show credible evidence by which a 
decision can be made as to useful lives. 
Easter v. Commissioner [65-1 ustc § 9108], 
333 F. 2d 968 (4th Cir. 1964); Hawkins v. 
Commissioner [83-2 ustc [9475], 713 F. 2d 


347 (8th Cir. 1983). The debtors have not 
assigned or proven useful lives for the 
items claimed. The only evidence in the 
record concerning useful lives is the testi- 
mony of Mr. Hunt on cross-examination by 
the IRS. He testified that the elevators 
would last “five, ten years with repairs,” 
air conditioners “hopefully: five years,” 
cocktail lounge equipment “less than five 
years,” and that “less then five percent” of 
the carpet lasted five years while “some 
amount” of carpeting lasted less than three 
years. No testimony was given concerning 
any of the other items listed. No evidence 
was offered as to the actual lives of these 
assets even though Mr. Hunt testified 
some ten years after these assets were 
purchased. We find that the debtors have 
not carried their burden of proof on this 
issue. 


Also, the evidence offered by the debtors 
in Exhibit 26 is far from compelling. For 
example, $232,624.03 claimed as Hotel 
Furnishings & Carpeting is based on pur- 


chases from “International Interiors Inc.” 


Although some of the purchases are 
itemized, $178,675.32 of the total is lumped 
together under the heading “Original Con- 
tract.” We cannot speculate as to what 
this might include.“ We conclude that the 
evidence offered by the debtors does not 
provide any reasonable basis for determin- 
ing the amount of investment qualifying 
for the credit. See Factor v. Commissioner 
[60-2 ustc J 9551], 281 F. 2d 100 (9th Cir. 
1960) (when the taxpayer fails to maintain 
proper records, the court may “bear 
heavily if it chooses upon the taxpayer 
whose inexactitude is of his own making”). 


An appropriate order will be entered. 


% of Basis 
Qualifying 

Useful Life for Credit 
3 years or more but less than 5 years.. 33% 
5 years or more but less than 7 years.. 66% 
MeV CATS "OL. MOLEt ae cee oan 100 

Mr. Hunt testified that the property de- 
scribed in Exhibit 26 was placed into service 
in 1974. He stated that the hotel was opened 
in August of that year and that ‘‘I could not 
open the business without these items.’’ Tr. at 
167. 

10 Treas. Reg. § 1.47-1(e) (1) (iii) example 1: 

Corporation X, organized on January 1, 1964, 
files its income tax return on the basis of a 
calendar year. During the years 1964 and 1965, 
X places in service several items of machinery 
to which it assigns estimated useful lives of 
8 years. X places the items of machinery in a 
composite account for purposes of computing 
depreciation. When X’s 1966 return is being 
audited, X is unable to establish whether the 
items placed in service in 1964 and 1965 were 
still on hand at the end of 1966. Therefore, 
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for purposes of paragraph (a) of this section, 
X is treated as having disposed of, in 1966, all 
of the items of machinery placed in service in 
1964 and 1965. 

11 Because of our holding that the taxpayers 
have not supplied sufficient evidence by which 
to make a reasonable estimate of the allowable 
tax credit, we need not address the IRS's other 
objections. These arguments include: (1) the 
window air conditioners do not qualify as § 38 
property because they are structural compon- 
ents; (2) some carpeting and cabinets may not 
qualify because they are structural components; 
(3) debtors have not shown whether any of the 
claimed items were expensed on previous re- 
turns; (4) without other documentation, it is — 
impossible to determine whether amounts on 
eancelled checks went for the purchase of 
qualifying items; (5) some purchases may have 
been for property used at the Ft. Pierce, 
Florida Ramada Inn; and (6) the telephone 
equipment amount resulted from a lease agree- 
ment which does not qualify for the credit. 
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Order 


For the reasons stated in the memoran- 
dum filed contemporaneously herewith, IT 
IS ORDERED, ADJUDGED and DE- 
CREED that (1) debtors’ claimed interest 
deductions of $138,246.09 and $142,263.58 
for 1974 and 1975, respectively, in connec- 
tion with the Hollywood Federal Savings 
and Loan indebtedness are SUSTAINED; 
(2) Joyce Barry’s claim that the IRS’s 
assessment for 1972 should be barred be- 
cause the I. R. C. § 6212 ninety (90) day 
notice of deficiency was neither issued nor 
properly waived is DENIED; (3) debtors’ 
claimed deductions of $191,704.57 and 
$65,238.90 for 1974 and 1975, respectively, 


| U.S. Tax Cases. 
U. S. v. Bourbonnais 


relating to payments made to Investor’s 
Realty Trust are DENIED, except that a 


$2,500 interest deduction shall be allowed 
for 1975; (4) Joyce Barry’s claim that she 
was an “Innocent Spouse” as defined in 
Tae" ACs § 6013(e) (1) (E) with regard to 


certain transactions is DENIED; (3) the 


Rodeway Inn loss of $39,748. 19 in 1976 
shall be allowed on debtors’ personal re- 
turn; (6) the loss from foreclosure of the 
Clearview Shopping Center property shall 
be allowed in 1976; and (7) debtor’s claim 
for investment tax credit in 1974 is 
DENIED. 


IT IS SO ORDERED. 


[7 9387] United States of America v. Robert C. Bourbonnais a/k/a Robert C. 


Clermont. 


US. District Court, East. Dist. Va., 
2/5/85. 


Richmond Div., Criminal No. 79-00029-01-R, 


[Code Secs. 6332 and 7203] 
Crimes: Failure to file returns: Costs: Collection: Surrender of property: Taxpayer's 


property in possession of third party: Federal district court—A federal district court. 


was required to surrender to the IRS funds that it had improperly collected from the 
taxpayer because such funds were subject to levy, had been properly levied upon, and 
had been demanded by the IRS. As part of the taxpayer’s sentence for willfully failing 
to file an income tax return, he was required to pay as part of the costs of prosecution 
the cost of the investigation leading to his indictment. However, the order imposing 
such costs was vacated because a subsequent decision by the Court of Appeals (CA-4) 
determined that the statutes which empowered a district judge to assess costs of prose- 
cution did not authorize the inclusion of the cost of investigation leading to indictment. 
In the meantime, it had gained an interest in such funds held by the court by 
levying upon the funds and had made a demand for the funds to be surrendered 
to it. Back references: {5371.25 and 5709.069. 


Opinion and Order 


Wariner, District Judge: Presently be- 
fore the Court is defendant’s Fed. R. Crim. 
P. 35(a) motion for correction of sentence. 

The government has timely responded. The 
matter is ripe for adjudication. 


On June 5, 1979 defendant was convicted 
of willfully failing to file an income tax 
return in violation of 26 U. S. C. § 7203. 
As part of his sentence defendaat was 
ord 


Subsequent to imposition of sentence, the 
United States Court of Appeais for the 
Fourth Circuit in United States v. Vaughan, 
636 F. 2d 921 (4th Cir. 1980), considered 
the statutes which empower a district judge 
to assess “costs of prosecution” against a 


defendant in an income tax criminal case 
and determined that the statutes did not 


authorize the inclusion of the cost of in- 
vestigation leading to indictment. See 18 


UsS. €..§:3651;°28-Us SS. €s§1920- 


The United States, does not contest bast 


_ 


i 
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prosecutor did question whether the 
Vaughan decision should be given retroac- 
tive application.2 The holding in Vaughan 
neither expanded nor changed the law in 
any way, rather, it explained the applicable 
statutes. See generally, Bouie v. Columbia, 
378 U. S. 347 (1964). To apply Vaughan 
in this case is not to retroactively apply 
a change in the law; it would be correcting 
my etror in interpreting the statute. There- 
fore, pursuant to Fed. R. Civ. P. 35(a), the 
illegal portion of the sentence imposed 
against defendant on June 5, 1979 requiring 
him to pay the costs of prosecution in the 
amount of $11,810.94 is VACATED. The 
remainder of the sentence imposed against 
defendant on June 5, 1979 remains in full 
force and effect. 


Under the now vacated provision defend- 
ant had paid $12,010.94 into court. That 
amount represents full payment of the im- 
position of costs plus an inadvertent over- 
payment of $200.00. On the basis of 
Vaughan, defendant has moved that the 
total amount of money paid into the court, 
plus interest, be returned to him. 


The United States contends that the 
funds held by the District Court may not 
be returned to defendant and that this 
Court must remit the money to the Internal 
Revenue Service (IRS) in partial satisfac- 
tion of an IRS lien that was placed against 
defendant’s funds in the possession of the 
District Court on July 10, 1984. Defendant 
contends that he made a demand to the 
Clerk of the Court and to his probation 
officer on July 9, 1984 for a refund of the 
money and that, since this demand pre- 
dated the IRS levy upon the funds, he is 
entitled to a return of the money. 


Defendant was advised by me on July 9, 
1984 in open court that he may be entitled 
to a refund of the money paid into court 
and he was urged to take action in his own 
interest. Defendant waited until January 3, 
1985 to file this motion for a refund. Be- 
cause this January 3 motion is the only 
demand that has any legally operative ef- 
fect, the lien imposed by the IRS predates 
defendant’s demand by over five months. 


Even if this Court accepted defendant’s 
contention that he made demands for the 
money prior to levy by the IRS, the Court 
would be compelled nevertheless to remit 
the money to the IRS. 


26 U.S. C. § 6332(a) states: 


Except as otherwise provided in subsec- 
tion (b), any person in possession of (or 
obligated with respect to) property or 
rights to property subject to levy upon 
which a levy has been made shall, upon 
demand of the Secretary, surrender such 
property or rights (or discharge such ob- 
ligation) to the Secretary, except such 
part of the property or rights as is, at 
the time of such demand, subject to an 
attachment or execution under any ju- 
dicial process. 


The exceptions listed in subsection (b) are 
inapplicable in this case and the property 
is not and has not been subject to an attach- 
ment or execution under any judicial 
process. Section 6332(a) unequivocally re- 
quires that defendant’s money in the con- 
trol of the District Court and levied on by 
the IRS be handed over to the IRS in 
partial satisfaction of its lien. 


This reading of the levy statute is 
bolstered by a decision of the Fourth Cir- 
cuit. In Simpson v. Thomas, 271 F. 2d 450 
(4th Cir. 1959) defendants were arrested 
for violation of Internal Revenue laws. At 
the time of their lawful arrest money that 
was in their possession was seized and held 
by a marshal for safekeeping. The money 
was subsequently levied on by the Internal 
Revenue Service and the Marshal delivered 
the money to the IRS. The Fourth Circuit 
found that the Marshal’s actions were ap- 
propriate. The Court held: 


When a tax lien attaches to property, 
the United States becomes in a sense a 
co-owner with the taxpayer of the prop- 
erty to the extent of the lien. The tax- 
payer then ceases to have an unconditional 
right to obtain or retain possession of 
the property. The substantive rights of 
the United States and of the taxpayer 
are in no sense dependent upon the na- 
ture of the immediate custody of the 
property or the identity of the custodian. 
If it appeared that money in the posses- 
sion of a marshal had been stolen, no 
good reason appears why the law should 
require its return to the thief upon his 
discharge from custody. Nor do we see 
any reason why the United States Mar- 
shal may not recognize the United States 
as the owner of an interest in the prop- 
erty in his custody. 


So far as we can find, it has been 
uniformly held that property held by a 
marshal, or other custodian, for safe- 
keeping is subject to an otherwise valid 
tax lien for taxes claimed to be due from 
a prisoner from whom the property was 


2No issue was raised by the United States 
that, there having been no appeal, the question 
is foreclosed. 
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obtained. This conclusion has been 
reached though the seizure of the prop- 
erty was, itself, illegal, so that its sup- 
pression for use as evidence was required. 
Id. at 452 (citations omitted). 


The holding in Simpson is applicable by 
analogy to the case at bar. When the 
Internal Revenue Service, on July 10, 1984, 
levied upon the defendant’s money held by 
the District Court, the IRS gained an in- 
terest in the property. Although, ad- 
mittedly, the imposition of the particular 
costs was subsequently found to be not 
permitted by statute, defendant has not 
shown any reason why the money obtained 
from the illegal sentence should be treated 
any different from property illegally seized. 


Further, defendant suffers no direct loss 
from this Court’s determination that the 
money must be paid to the IRS. A debt 
of defendant’s, which defendant does not 


contest is legally due, is being reduced by 
the full amount of money defendant paid 
into the court. If the money were refunded 
directly to defendant it would be immedi- 
ately subject to levy and seizure by the 
IRS. Thus, the fund is to be applied in 
part payment of an obligation of de- 
fendant’s. 


Accordingly, W. Farley Powers, Jr., 
Clerk of the United States District Court 
for the Eastern District of Virginia, is 
ORDERED to issue a check payable to 
the Internal Revenue Service in the amount 
of $12,010.94, collected under the illegal 
portion of the sentence imposed on June 
5, 1979. The check is to bé mailed to Denis 
Martin, Revenue Officer, Internal Revenue 
Service, P. O. Box 10085, Richmond, Vir- 
ginia, 23240. 


And it is so ORDERED. 


[7 9388] yeu A. Perez and Nancy C. Perez, Plaintiffs v. United States of America, 


et al., Defendants. 


U. S. District Court, So. Dist. Fla., Case No. 84-1891-Civ-King, 12/00/84 


[Code Secs. 6103 and 7431] 


Damages: Unauthorized disclosures: Disclosures: Returns and return information: 
Information to employees of business entities —After a careful reading of the record, the 
court ruled as a matter of law that the disclosures by a Special Agent (and certain John 
Doe persons who were also Special Agents) of the taxpayers’ tax return information to 
employees of AT&T, to a hospital, and to the taxpayers’ employers were not 
unauthorized disclosures. Therefore, the government’s motion for summary judgment 


was granted. Back references: {| 5209.757 and 5786A.06. 


Order Granting Defendants’ Motions 
For Summary Judgment 


Kine, District Judge: THIS CAUSE 
arises before the Court upon the Defendant 
UNITED STATES’ Motion to Dismiss 
Plaintiffs’ Complaint or, in the alternative, 
for Summary Judgment and upon the 
Defendant Girard’s Motion to Dismiss the 
Complaint or, in the alternative, for Sum- 
mary Judgment. This Court has jurisdiction 
pursuant to 26 U. S. C. §§ abn 7431; 28 
Ui ,SoGd8$ 1331; 1340. 


Plaintiff claims that the United States 
violated 26 U. S. C. §§ 6103 and 7431, the 
Privacy Act (5 U. S. C. § 552), the United 
States and Florida constitutions, and 
Florida libel law when Special Agent 
Girard (and certain “John Doe” defendants 
who are also Special Agents) made unlaw- 
ful disclosures of tax return information 
to employees of AT&T and. Baptist Hos- 
pital, the employers of the Plaintiffs, Jose 
and Nancy Perez. The Defendants’ posi- 
tion, on the other hand, is that no un- 
authorized disclosures were made in 

i ons cited by 
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being fully advised, the Court finds as a 
matter of law that the alleged acts com- 
plained of do not constitute an unauthorized 
disclosure of Plaintiffs’ tax return informa- 
tion within the letter and spirit of 26 
U.S. C. §§ 6103 and 7431. Furthermore, the 
- Court finds that Plaintiffs have also failed 
to allege a claim upon which relief can be 
granted under the Privacy Act, 5 U. S. C. 
§ 552 et seq., or the United States Consti- 
tution. 


Therefore, having decided this matter in 
favor of the Defendants, finding Summary 
Judgment to be in order for the above 


mentioned reasons, the Court finds it un- 
necessary to decide the state law claims. 
Furthermore, the Court finds Plaintiffs’ 
allegations against the alleged John Doe 
Defendants to be also without merit. Ac- 
cordingly, it is 

ORDERED and ADJUDGED that the 
Defendants’ Motions for Summary Judg- 
ment be, and they are, GRANTED. Ac- 
cordingly, it is 

ORDERED and ADJUDGED that the 
Plaintiffs’ Complaint be, and it is, DIS- 
MISSED. 


[f 9389] Donald E. Moore v. District Director of Internal Revenue Service and 
Robert French, Revenue Officer, Internal Revenue Service, Indianapolis Office. 


U. S. District Court, So. Dist. Ind., Indianapolis Div., No. IP 83-616-C, 5/31/84. 


[Code Sec. 7422] 


Civil suits: Actions for refund: Refund claim not filed.—The taxpayer’s suit for the 
refund of a penalty assessed for filing a false W-4 form was dismissed for lack of jurisdic- 
tion. The taxpayer failed to meet the statutory prerequisites for the suit because there was 
neither evidence nor allegation in the amended complaint that he had filed a claim for 
refund with the IRS, that the IRS had rendered a decision on, the claim, or that the 
statutory time period for consideration of the claim had run. The court awarded at- 
torneys” fees and costs to the IRS because it found that the taxpayer’s suit was meritless 


and brought to harass the government. Back reference: {| 5781.207. 


Donald E. Moore, Route #1, Box 150, Markleville, Ind. 46056, pro se. David F. 
Tudor, 53 North Sixth Street, Moblesville, Ind. 46060, for Internal Revenue Service. 


Order 


STECKLER, District Judge: This case is 
before the Court on defendants’ motion to 
dismiss. Before the Court ruled on the 
motion, plaintiff filed an amended complaint 
and defendants filed an answer. The de- 
fendants asserted the same affirmative de- 
fenses in their answer as they had argued 
in their motion to dismiss. Therefore, the 
Court will treat the answer as a renewal 
of and reference to the motion to dismiss. 


Plaintiff had been assessed a $500 penalty 
under 26 U. S. C. § 6682 for allegedly filing 
a false W-4 Form. Plaintiff filed suit to 
enjoin the collection of the penalty claiming 
that the assessment was unconstitutional 
and that collection would constitute irrep- 
arable harm. The Court clearly lacked 
jurisdiction to enjoin the collection. 26 
Upson C28 7421 (a) aakiley vaOs lok. 1183-1 
ustTc J 9254], 566 F. Supp. 21 (D. C. Ohio 
1983). Before an order of dismissal was 
_ issued, the penalty was collected and plain- 
tiff filed an amended complaint for refund. 


Although not specified in the amended 
complaint, plaintiff is seeking a refund of 
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the collected penalty pursuant to 26 U.S. C. 
§ 7422. He claims that the penalty is un- 
constitutional. However, there is no evi- 
dence or allegation in the amended complaint 
that plaintiff has filed a claim for refund 
with the IRS. Filing a claim for refund is 
a prerequisite for maintaining a suit for a 
refund of a wrongfully assessed tax or 
penalty. 26 U. S. C. § 7422; Hampton v. 
Umited States [75-1 ustc J 9315], 513 F. 2d 
1234 (Ct. Cl.), cert. denied, 423 U. S. 837 
(1975). Even if plaintiff has filed a claim 
for refund, he cannot file suit until the IRS 
has rendered a decision on the claim or the 
statutory time period for consideration of 
the claim has expired. 26 U. S. C. § 6532; 
Lewis v. Sandler [74-2 ustc $9520], 498 
F. 2d 395 (4th Cir. 1974). Noncompliance 
with the statutory prerequisites deprives 
the Court of jurisdiction. 


Defendants also have requested that they 
be awarded costs and attorney fees. An 
award of attorney fees is appropriate when 
the losing party has “acted in bad faith, 
vexatiously, wantonly, or for oppressive 
reasons.” Alyeska Pipeline Service Co. v. 
Wilderness Society, 421 U. S. 240, 258-59 
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(1975). Such an award is appropriate here. 
The law is well settled regarding injunc- 
tions against the IRS and claims for re- 
funds. The Court also notes that this is not 
the only action plaintiff has filed against 
the Government. Although the Court does 
not wish to discourage the filing of valid 
claims, it does not wish to encourage the 
filing of meritless actions brought in an 
attempt to harass the Government. Plain- 
tiffs claim clearly falls under the second 
category. 


THEREFORE, IT IS ORDERED that 
defendant’s motion to dismiss is GRANTED 
and plaintiff’s action is DISMISSED: De- 
fendants are awarded reasonable attorney 
fees and the costs of this action. Defendants 
should submit a bill of costs and an affidavit 
on attorney fees within ten (10) days from 
the date of this order. 


LLALS SOLORDERED! 


[7 9390] Roig Commercial Bank, Plaintiff v. Jose Torres Dueno, Internal Revenue 


Service, et al., Defendants v. Julio Rodriguez Gomez, et al., Co-defendants v. Luz E. 
Santana Pefia, ‘et al., Counter-claim defendants. 


U.S. District Court, Dist. P. R., Civil No. 82-2524 HL, 3/14/84. 


[Code Sec. 6337] 


Suits by nontaxpayers: Redemption: Jurisdiction—Sovereign immunity operated as 
a bar to a redemption action against the United States and its officers or agents who 
acted in their official capacity when selling property at a public auction. Leave to 
amend a complaint, however, was granted to a plaintiff so that it could pursue its rights 
against third parties under Code Sec. 6337. Back reference: {[ 5376A.38. S 


Julio C. Rivera-Velazquez, P. O. Box H, Humacao, P. R. 00661, for plaimet ‘Viewer 
M. Agrait Defillo, P. O. Box 1953, Hato Rey, P. R. 00919, for defendants Jose R. 
Crespo and Gladys Rodriguez. Edward J. Snyder, Assistant United States Attorney, 
Paige E. Reffe, Department of Justice, Washington, D. C. 20530, for Internal Revenue 


Service. 


Opinion and Order 


Larritre, District Judge: The defend- 
ants, Internal Revenue Service, José Torres 
Dueno, and Ramén Rivera D’Ambrosse, 
have moved this Court to dismiss the com- 
plaint of Roig Commercial Bank (Roig 
- Bank) on the grounds that the claim for 


relief is really one against the United States 


of America, and as such, is barred by the 
doctrine of sovereign immunity, and fur- 
thermore, that the complaint fails to state 
a specific statute giving this Court juris- 
diction. The complaint against the United 
States is hereby dismissed, and for the 
reasons stated below, plaintiff will have 
fifteen days from notification of this order 
to amend its: alia ek: 


Roig Bank also has complained against 
Julio Rodriguez Gémez and his wife, Gen- 
oveva Cuadrado, and José R. Crespo and ~ 
his wife, Gladys Rodriguez, who purchased 
the property at the public sale. Roig Bank 
is not challenging the LOI mt tax debt 
that gave rise to the lien. 


It eis oes that the United States of 
America may not be sued, unless by a 
specific federal statute or the Constitution, 
it consents to suit. U. S. v. Sherwood, 312 
US 584 (1941). Section 6337 alleged in 
the complaint does not specifically waive 
such sovereign immunity. Furthermore, a 
waiver of immunity “cannot be implied but 
must be unequivocably expressed.” U. S. 


v. Mitchell, 445 US 535, 538 (1980), quoting 
OE SOeu King [69-1 ustc Wiser 395 US 
1,4 (1969). 
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However, the dismissal of the claims 
against the IRS officials does not end this 
action. The federal case clearly indicates 
that an asserted right to redeem under 
26 USC 6337 can be vindicated in the 
federal district courts. See, Di Foggio v. 
U. S. [79-2 ustc J 9448], 484 F. Supp. 233 
(E. D. Ill. 1979); Johnson v. Gartlin [72-1 
ustc { 9370], 334 F. Supp. 438 (E. D. Va. 
1971) ; Guthrie v. Curnutt [70-1 uste J 9168], 
417 F. 2d 764 (10th Cir. 1969). 


The issue of whether the requirements 
of 26 USC 6337 were properly applied can 
be decided without including the IRS or 
any federal employees as individuals in 


88,045 


this suit. An action under this section can 
be said to create a right under federal law, 
and therefore, jurisdiction may be based 
on 28 USC 1331 (federal question), with 
the claim for relief based on section 6337, 
against the buyers, to quiet title to the 
property. 

All claims against the United States, its 
agencies and employees are hereby dis- 
missed. 

Plaintiff is hereby granted fifteen days 
from notification of this order to amend 
its complaint to properly allege jurisdic- 
tion consistent with this order. 

IT IS SO ORDERED. 


[7 9391] United States of America, et al., Plaintiffs v. Kretz Equipment Co., et al., 


Defendants. 


U. S. District Court, No. Dist. Ind., Hammond Div., Cause No. H 82-681, 3/7/85. 


[Code Sec. 7602] 


Summons: Enforcement: Production of business records: Partnership: "Sie pro- 
prietorship: Privilege against self-incrimination—Third-party recordkeepers for a part- 
nership could not assert a privilege against compelled self-incrimination where a summons 
sought production of business records. (J. Bellis, SCt, 417 US 85, followed.) The 
contents of business records voluntarily made available for inspection are not 
the product of compulsion, do not pertain to, and are not held by, the taxpayers individ- 
ually, so that the act of producing those records is not testimonial and potentially 
incriminating. (S. Fisher, SCt, 76-1 ustc { 9353, 425 US 391, followed.) The owners 
of a sole proprietorship farm operation asserted their individual right against compelled 
self-incrimination and did not act as third-party recordkeepers for another entity con- 
cerning the testimonial effect flowing from the act of producing business records of the 
sole proprietorship. The act of producing the business records of the sole proprietorship 
through enforcement of the summons would compel the owners to admit that the records 
exist, they are in their possession, and they are authentic. (U.S. v. Doe, SCt, 104S. Ct. 
1237, a nontax case, followed.) However, the owners in this case waived their privilege 
against self-incrimination as to the effect of the testimonial conduct and admitted such 
facts when they went to the IRS office with sealed boxes that purportedly contained 
the documents summoned and refused to turn them over to the IRS on the basis of 
their Fifth Amendment privilege. Thus, the court granted enforcement of the summons 
and the owners were ordered to produce such records. Back references: {| 5924.509 and 
5924.855. 


Robert G. Nath, for plaintiffs. James G. Richmond, Goldsmith, Goodman, Ball & 
Van Bokkelen, 3737 45th Street, Highland, Ind. 46322, for defendants. 


Order 


KANNE, District Judge: Respondents filed 
a Request for Non-Production of Records, 


those records, and the act of producing 
them would incriminate respondents in vio- 
lation of their Fifth Amendment rights. 


based on their Fifth Amendment right 
against self-incrimination, on March 7, 1984. 
Respondents have collectively refused to 
produce certain records, statements, and 
receipts which the petitioners summoned 
for the purposes of both a civil and criminal 
tax investigation. Respondents refused to 
produce those records on the grounds that 
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On June 9, 1982, petitioner Bartochowski 
served respondents with several summons 
seeking books and records relating to the 


_Kretz Equipment Company, and the books 


and records relating to the farm operation 
of Frank D. and Margaret Kretz, Donald 
T. and Janice M. Kretz, and James J. and 
Cherri M. Kretz. The records sought were 
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for the taxable years 1978, 1979, 1980 and 
1981. 


On November 3, 1983, respondents met 
with petitioner Bartochowski. The individual 
respondents brought several sealed boxes 
of records with them. They alleged that 
those boxes contained the documents sum- 
moned but refused to turn them over to 
petitioners on Fifth Amendment grounds. 
(Petition for Order to Show Cause Why 
Respondents Should Not be Held in Con- 
tempt and to Enforce Order of the Court, 


16.) 


This court entered an order on December 
2, 1983, directing respondents to deliver 
all records for which no Fifth Amendment 
privilege was claimed to petitioners. The 
court also ruled that, with regard to the 
remaining records, respondents had asserted 
a timely claim of Fifth Amendment privilege. 
The court ruled however, that those rec- 
ords along with a written statement justi- 
fying the Fifth Amendment claims were 
to be turned over to the court, for an 
“in camera’ inspection to determine the 
validity of respondents’ claims. 


The court now finds that the sales re- 
ceipts, statements, and records of Kretz 
Farm operations, the individual respond- 
ents, and Kretz Equipment Company, are 
not privileged under the Fifth Amendment, 
and must be turned over to the petitioners. 


The leading case in this matter, one 
which the parties were specifically ordered 
to address, is United States v. Doe, — U.S. 
—, 104 S. Ct. 1237 (1984). The respondent, 
in Doe, owned a sole proprietorship. He 
was served with subpoenas demanding pro- 
duction of certain business records pertain- 
ing to his proprietorship. The records were 
sought pursuant to an ongoing investiga- 
tion of corruption in awarding county and 
municipal contracts. Respondent filed mo- 
tions to quash the subpoenas on the grounds 
that production of the business records 
would violate his Fifth Amendment right 
against compelled self-incrimination. 


Prior to its ruling in Doe, the Supreme 


Court had specifically “declined to reach 
th of whether the Fifth ae 


The Supreme Court had previously ruled 
that a third-party recordkeeper could not 
assert a Fifth Amendment privilege on 


- behalf of the business entity. Because the 


records in question, neither pertained to, 
nor were held by, the taxpayer individually, 
the act of producing those records was not 
testimonial and potentially incriminating. 
See Bellis v. United States, 417 U. S. 85 
(1974), Fisher v. United States [76-1 ustc 
7 9353], 425 U. S. 391 (1976). 


The issue, as presented to the Doe Court, 
and as raised in this matter, is whether or 
not a sole proprietorship’s records, held by 
an individual are privileged. As previously 
held in Fisher, the contents of the business 
records, whether of a corporation or a sole 
proprietorship, are not privileged if those 
records were voluntarily made in connec- 
tion with the operation of the business; and 
were not the product of compulsion. In 
other words, a summons presented to a sole 
proprietor does not compel him to make new 
records, or restate them, but rather, it re- 
quires him to produce those records which 
he has already made. 


In Doe, the Supreme Court stated “As 
we noted in Fisher, the Fifth Amendment 
protects the person asserting the privilege 
only from compelled self-incrimination, 425 
U. S. at 396, 96 S. Ct. at 1573, where the 
preparation of business records is voluntary, 
no compulsion is present. A subpoena that 
demands production of documents ‘does not 


compel oral testimony; nor would it or-| 


dinarily compel the taxpayer to restate, re- 
peat, or affirm the truth of the contents of 
the documents sought’ Id. at 409, 96 S. Ct. 
at 1580.” 


The real issue then, both in the Doe 
case and in the case at bar, is whether the 
act of producing those records, is itself testi- 
monial. In Fisher, the Court ruled that 
where a third-party recordkeeper produces 
the records in question, the owner of the 
records has not engaged in an act which 
could be considered testimonial. 


Having reached this point of the analysis, 
the Doe Court was faced with the situation 
in which the owner of business records was 
asked to turn over the records. The issue 
then, was whether, in the situation where 


the individual Himself held the records, the 
: é er was testi- — 
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to admit that the records exist, that they. are 
in his possession, and that they are authentic. 
The communications, if made under com- 
pulsion of a court decree, would violate 
[respondent’s] Fifth Amendment rights 
Speers OFS. Ct at. b24gen) hie 


In contrast to the ruling in Doe, the 
Court, in Fisher, found “the act of produc- 
tion would have only minimal testimonial 
value and would not operate to incriminate 
the taxpayer.” See Doe, 104 S. Ct. at 1242. 


The effect of the Fisher and Doe rulings 
is that respondents, in this case, must show 
two things in order to prevail on their 
request for nonproduction. First, respond- 
ents must show that they are not asserting 


a Fifth Amendment privilege claim on be- 


half of a business entity such as a “cor- 
poration, partnership, or other collective 
entity.” See Bellis v. United States, 417 
U. S. 85 (1974). This means, in essence, 
that respondents must show they are assert- 
ing their individual right against compelled 
self-incrimination and are not acting as 
third-party recordkeepers for another entity. 
Secondly, respondents must show that there 
is something inherently testimonial in the 
act of turning over their individual records, 
since respondents cannot rely on the asser- 
tion that the contents of the records them- 
selves are protected. United States v. Doe, 
104 S. Ct. 1237 (1984). 


Both respondent and petitioner agree 
that Kretz Equipment Company is a part- 
nership (see Affidavits of James Kretz, 
13, 6, Donald Kretz, [3, 6). Therefore, 
under the ruling in United States v. Bellis, 
the individual respondents, as third-party 
recordkeepers, for the partnership may not 
assert a Fifth Amendment privilege. The 
respondent Kretz Equipment Company is 
hereby ordered to turn its summoned records 
over to the petitioners. 


Petitioners assert that the Kretz Farm 
operation is also a partnership, and, should 
be compelled to turn over its records. Indi- 
vidual respondents disagree, contending “Kretz 
Farm Operations” is petitioner’s label at- 
tached to an individual farm, owned and 
run solely by Frank and Margaret Kretz. 
Thus, respondents contend that the farm 
business must be characterized as a sole 
proprietorship and is not subject to the 
ruling in Bellis. 


The court now finds that part of peti- 
tioner’s purpose in investigating the indi- 
vidual respondents is to determine if the 
Kretz Farm operation is, in fact, a partner- 
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ship and not a sole proprietorship. Pre- 
sumably, the records which petitioners 
summoned are necessary to make that 
determination. At this point, petitioners 
have not proven that the Kretz Farm is a 
partnership. Petitioners cannot now show 
that respondents’ farm is a partnership and 
therefore that the records should be turned 
over under the ruling in Bellis, when the 
existence of a partnership is precisely what 
they are attempting to prove with the 
records. Thus, for the purposes of this — 
motion, the records of the farm operation 
will be treated as the records of a sole 
proprietorship. 


Since the respondents are not third-party 
recordkeepers of eithér their own records 
and/or the records of the sole proprietor- 
ship—but rather are asserting their indt- 
vidual privilege against self-incrimination as 
to the summoned records, respondents can- 
not be compelled to turn those records over 
to petitioners, if the act of production is 
testimonial. 


In the Doe case, the Court determined 
the act of producing the records was testi- 
monial because, as the Court of Appeals 
had noted, ‘The most plausible inference 
to be drawn from the broadsweeping sub- 
poenas is that the Government [is] unable 
to prove that the subpoenaed documents 
exist—or that the appellee even is somehow 
connected to the business entities under 
investigation —....” 104 S. Ct. at 1237, 
n. 12. Thus, by producing the records, the 
respondent in Doe would have “tacitly con- 
ceded the existence of the papers demanded 
and their possession or control... .” Doe, 
104 S. Ct. 1242 citing to Fisher, 96 S. Ct. at 
1581 (425 U. S. at 410). Furthermore, 
production of the records in Doe would 
have indicated that, in the respondent’s 
belief, ‘the papers were those described in 
the subpoena.” Id. 


Respondents, in this case, however, may 
not assert their privilege against self-in- 
crimination based on a claim that the act 
of producing the summoned documents 
would, in effect, be a concession or testi- 
mony on their part that the documents 
exist, are in their possession, and are those 
the petitioner is seeking, since respondents 
have admitted those facts already. - 


Respondents arrived at the offices of peti- 
tioner Bartochowski with sealed boxes 
which purportedly contained the documents 
summoned. Respondents, in effect, stated 
that those boxes contained the documents 
requested but then refused to turn them 
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over on the grounds that to do so would 
violate their privilege against self-incrimina- 
tion. However, by producing the sealed 
boxes, respondents admitted that that docu- 
ments existed, that they possessed them, 
and that the papers were those described 
in petitioner’s summons. 


Thus, by producing the documents, re- 
spondents waived their privilege of self- 
incrimination as to testimonial conduct 
. indicating the existence and control of the 
documents. The only other possible basis 
for respondents’ Fifth Amendment claims is 
that the contents of the records produced 
are privileged. As the Court noted in 
Fisher, 425 U. S. at 409-410, the claim of 
privilege with regard to the contents of 
the records summoned is without merit. 


[T]he preparation of all of the papers 
sought in these cases was wholly volun- 
tary, and they cannot be said to contain 
compelled testimonial evidence, either of 
the taxpayers or of anyone else. The tax- 
payer cannot avoid compliance with the 
subpoena merely by asserting that the 
item of evidence which he is required to 


proabes contains incriminating writing, 
whether his own or that of someone else. 


Id. 


Reaffirming its position in Fisher, the 
Court in Doe stated: 

Respondent does not contend that he 
prepared the documents involuntarily or 
that the subpoena would force him to 
restate, repeat, or affirm the truth of 
their contents. The fact that the records 
“are in respondent’s possession is irrele- 
vant to the determination of whether the 
creation of the records was compelled. 


104 S. Ct. at 1242. | 


Having found no valid basis for respond- 
ents Fifth Amendment claims of privilege 
against self-incrimination, the court now 
orders respondents to turn over those 
records which they submitted to this court 
for an in camera inspection to petitioners. 


IT IS THEREFORE ORDERED that 
Respondents’ Request for Non-Production 
of Records is DENIED and respondents 
are ordered to deliver the summoned records 
to petitioners by Monday, March 11, 1985. 


[9392] Milo L. Boday and Nance L. Boday, Plaintiffs-Appellants v. United States 
of America, Defendant-Appellee. Ann T. Cleaty, Plaintiff-Appellant v. United States of 
America, Defendant-Appellee. Mark H. Clements, and Virginia C. Clements, Plaintiffs- 
Appellants v. United States of America, Defendant-Appellee. 


U. S. Court of Appeals, 9th Circuit, Nos. 84-3735, 84-1767, 84-1837, 5/13/85.**—(759 


F. 2d 1472.) 


[Code Sec. 6702] 


Civil penalties: Frivolous return: Constitutional objections —Taxpayers, who sub- 
mitted incomplete tax returns containing Fifth Amendment objections to disclosing: 
financial information, were properly fined for filing frivolous returns. A judicial hearing 
after imposition of the fines sufficed to honor the taxpayers’ due process right to a hear- 
ing on the propriety of the fines. The court also ruled that the frivolous return penalty is not 
a criminal sanction, and that the taxpayers lacked standing to argue that the term “friv- 
olous” is unconstitutionally vague because they engaged in prohibited conduct—filing in- 
complete returns. Finally, enactment of Code Sec. 6702 did not violate the origination 
clause (Art. 1, Sec. 7 of the U. S. Constitution) requiring origination of the tax laws in 
the House of Representatives. Although the House bill adopting Code Sec. 6702 was 
replaced by a Senate bill, the Senate version was merely an amendment. Back refer- 
ence: {| 5595G.02. 


Milo L. Boday, Sedro Woolley, pro se. Carleton D. Powell, Steven I. Frahm, De- 
par pent of Justice, Washington, D. C. 20530, for defendant-appellee: 


- Before Farris, BoocHever, and Norris, Circuit Judges. 
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IRS properly assessed $500 frivolous re- 
turn penalties against them; (2) the fifth 
amendment does not apply to their claims; 
(3) they are not entitled to a hearing before 
imposition of the section 6702 penalty; and 
(4) they lack standing to challenge the 
constitutionality of I. R. C. § 6702. The 
Bodays and Clearys also contend that the 
district courts erred by holding that Con- 
gress enacted section 6702 constitutionally. 
In view of our prior decisions the fifth 
amendment contentions are frivolous, al- 
though we have not previously specifically 
so interpreted section 6702. We also have 
not previously passed on the remaining is- 
sues. We now affirm the district courts’ 
awarding of summary judgment to the 
United States. 


Facts 


Appellants each filed a Form 1040 for 
1982 that included their names, addresses, 
and filing status,’ but asserted a fifth 
amendment objection in place of any finan- 
cial information. 


The IRS assessed each appellant a $500 
frivolous return penalty under section 6702. 
Appellants each paid the required fifteen 
per cent of their assessed penalties and filed 
claims for refunds with the IRS. The IRS 
denied their claims. 


Taxpayers then filed suits for refund in 
their respective district courts. The district 
courts granted the government’s motion for 
summary judgment. 


I. Standard of Review 


In reviewing summary judgments, we 
view the evidence in the light most favor- 
able to the party against whom summary 
judgment was rendered. Fine v. Barry & 
Enright Productions, 731 F. 2d 1394, 1396 
(9th Cir.), cert. denied, 105 S. Ct. 248 (1984) ; 
Retaml Clerks Union Local 648 v. Hub Phar- 
macy, Inc., 707 F. 2d 1030, 1033 (9th Cir. 
1983). We must determine whether the 
district courts correctly found that no gen- 
uine issue of material fact existed and that 
the government was entitled to judgment 
as a matter of law. Fine, 731 F. 2d at 1396; 
Retail Clerks, 707 F. 2d at 1033. We may af- 


1Cleary did not indicate her filing status on 
her tax return. 

2 Appellants maintain that under Garner v. 
United States [76-1 ustc { 9301], 424 U. S. 648, 
650 (1976), they are entitled to fifth amendment 
protection because they asserted the privilege 
against self-incrimination in response to specific 
questions on their tax forms. Appellants’ reli- 
ance on Garner is misplaced. Garner did not 
address whether certain types of information 
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firm a summary judgment on any ground ap- 
pearing in the record. Fine, 731 F. 2d at 1396. 


II. Fifth Amendment Privilege 


Appellants contend that their assertions 
of the fifth amendment privilege against 
self-incrimination are not frivolous. Ap- 
pellants’ contention is without merit. 


Appellants provided no financial in- 
formation on their tax forms. A tax return 
that contains no information upon which 
tax liability can be assessed cannot be 
justified under the fifth amendment unless 
the taxpayer shows “substantial hazards 
of self-incrimination that are real and ap- 
preciable, and [has] reasonable cause to 
apprehend such danger.” Edwards v. Com- 
misstoner [82-2 ustc f 9472], 680 F. 2d 1268, 
1270 (9th Cir. 1982) (per curiam), (citing 
United States v. Neff [80-1 ustc 7 9397], 
615 F. 2d 1235, 1239 (9th Cir.), cert. denied, 
447 U. S. 925 (1980)). Taxpayers cannot 
make blanket fifth amendment claims, but 
must assert their privilege specifically. 
Neff, 615 F. 2d at 1238.? 


Appellants failed to meet their burden 
because they offered no specific evidence 
to support their fifth amendment claims. 
They merely suggested hypothetical situa- 
tions in which responses to some of the 
Form 1040 questions might tend to in- 
criminate the taxpayer. Generalized fear 
of criminal prosecution is an insufficient 
basis for a fifth amendment claim. Edwards, 
680 F. 2d at 1270. This court has not previ- 
ously considered whether assertion of a 
groundless fifth amendment claim is 
“frivolous” under section 6702, The Eighth 
Circuit, however, has held that a tax return 
without financial information filed on a 
baseless fifth amendment claim was “frivo- 
lous” under section 6702. Baskin v. United 
States [84-2 ustc | 9673], 738 F. 2d 975, 
977 (8th Cir. 1984) (per curiam). We 
agree. The district court properly rejected 
appellants’ fifth amendment claims in up- 
holding the IRS assessment of frivolous 
return penalties against appellants. 


III, Due Process 


Appellants contend that the IRS cannot 
determine that their fifth amendment 


requested on the tax form could be so neutral 
as to bar assertion of the fifth amendment. 
Garner, 424 U. S. at 650 n. 3. The questions 
appellants refused to answer here do not suggest 
incriminating responses and the context in 
which they answered the questions does not 
“alter the non-incriminating nature of the ques- 
tions.’’ Milazzo v. United States [84-1 ustc 
] 9167], 578 F. Supp. 248, 251 (S. D. Cal. 1984) ; 
see Neff, 615 F. 2d at 1239-40. 
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claims are frivolous without a judicial 2d Sess. 277-78 (1982), reprinted in 1982 


hearing. Cleary further contends that she 
was entitled to a hearing because the sec- 
tion 6702 sanctions are criminal penalties. 
These contentions are without merit. 


In Fuentes v. Shevin, 407 U. S. 67, 90-92 
& n.24 (1972), citing Phillips v. Commis- 
stoner [2 ustc J 743], 283 U. S. 589, 596-97 
(1931), the Supreme Court noted that the 
United States could collect its internal 
revenues by summary administrative pro- 
ceedings if taxpayers have adequate oppor- 
tunity for a later judicial determination of 
their legal rights. See also Stonecipher v. 
Bray [81-2 ustc J 9614], 653 F. 2d 398, 403 
(9th Cir. 1981), cert. demed, 454 U. S. 1145 
(1982); Tavares v. United States [74-1 ustc 
7 9240], 491 F. 2d 725, 726 (9th Cir. 1974) 
(per curiam), cert. denied, 420 U. S. 925 
(1975). 


In these cases appellants each paid 
fifteen per cent of the assessed penalty 
($75.00) and filed claims for refund with 
the IRS. When the IRS rejected their 
claims, appellants filed actions in district 
court to obtain a “judicial determination of 
[their] legal rights.” Phillips, 283 U. S. at 
595. We have not previously decided 
whether section 6702 penalties can be as- 
sessed without a hearing but Stfonecipher 
supports this procedure. In Stonecipher, 
we held that the tax statute adequately 


protected the taxpayer’s due process right © 


by allowing him to contest liability in Tax 
Court prior to paying the disputed tax or 
to sue for refund in district court. Stone- 
cipher, 653 F. 2d at 403. In addition, the 
Eighth Circuit recently upheld the consti- 
tutionality of the section 6702 penalty as- 
sessment procedure. Baskin, 738 F. 2d at 
977 (citing Phillips). We likewise reject 
appellants’ contention that they were de- 
prived of due process because a portion 
of the section 6702 penalty was assessed 
before they were afforded a judicial hearing. 


Similarly, Cleary’s argument that she 
was entitled to a hearing because section 
6702 imposes a criminal penalty fails. Since 
the original revenue law of 1789 courts 
have upheld civil sanctions imposed by 
- Congress. Helvering v. Mitchell [38-1 ustc 
99152], 303 U. S. 391, 400 (1938). 


clearly prohibited conduct. 


Con-. 
tion 6702 to. dries Senseh -TEFRA was constitutionally enacted. A 


ayaa of district courts, Saas nee 


U. S. Code Cong. & Ad. News 781, 1023-24. 
Section 6702 functions remedially, not 
punitively. See Helvering, 303 U. S. at 401. 
Moreover, Congress instituted a civil col- 
lection procedure for section 6702 penalties, 
providing taxpayers who pay fifteen per cent 
of the assessed penalty with a hearing in 
district court. 28 U. S. C. § 6703(c) (1982); 


_see Helvering, 303 U. S. at 402. Finally, 


Congress has provided for criminal sanc- 
tions in other sections of the tax statute, 
making clear its intention to create a civil 
sanction under section 6702. See I. R. C. 
§§ 7201-7341; see Helvering, 303 U. S. at 
404-05. Cleary’s contention ~that section 
6702 penalties are criminal sanctions lacks 
merit. 


IV. Standing 


Appellants contend that the statute’s use 
of the term “frivolous” is unconstitu- 
tionally vague. The district courts correctly 
held that appellants lack standing to chal- 
lenge section 6702 on this basis. By filing 
1040 forms without adequate financial in- 
formation on the basis of blanket fifth 
amendment claims, appellants engaged in 
Edwards, 680 
F. 2d at 1270. “A plaintiff who engages in 
some conduct that is clearly proscribed 


cannot complain of the vaguenes of the law ~ 


as applied to the conduct of others.” Vil- 


lage of Hoffman Estates v. Flipside, Hoffman 


Estates, Inc., 455 U. S. 489, 495 (1982). 


V. Origination Clause 


The Bodays and Clements also contend 
that the Tax Equity and Fiscal Responsi- 
bility Act of 1982 (TEFRA), Pub. L. No. 


97-248, 96 Stat. 324, which added section 


6702 to the Internal Revenue Code, was un- 


constitutionally enacted. Appellants argue 


that although the bill originated in the 
House, the Senate completely amended the 
content of the bill, thus violating article I, 
section 7 of the United States Constitution. 
Their contention is without merit. 


Article I, section 7, clause 1 requires that 
“Tajll Bills for raising Revenue shall origi- 
nate in the House of Representatives.” We 
have not previously decided whether 
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ustc 7 9561], 571 F. Supp. 739, 742 (E. D. 
Mich. 1983), appeal dismissed, 734 F. 2d 14 
(6th Cir. 1984), the court held that TEFRA 
was constitutionally enacted, reasoning that 
nothing in article I, section 7 states that 
the Senate may not amend revenue raising 
bills by substituting the text of those bills. 
Frent, 571 F. Supp. at 742. As long ago 
as 1911 the Supreme Court addressed a 
similar contention to that raised by appel- 
lants. The Court stated: 


It is contended in the first place that 
this section of the act is unconstitutional, 
because it is a revenue measure, and 
originated in the Senate in violation of 
§7 of Article I of the Constitution, pro- 
viding that “all bills for the raising of 
revenue shall originate in the House of 
Representatives, but the Senate may pro- 
pose or concur with amendments as on 
other bills.’ The history of the act is 
contained in the Government’s brief, and 
is accepted as correct, no objection being 
made to its accuracy. 


This statement shows that the tariff 
bill, of which the section under consider- 
ation is a part, originated in the House 
of Representatives and was there a gen- 
eral bill for the collection of revenue. As 
originally introduced, it contained a plan 
of inheritance taxation. In the Senate 
the proposed tax was removed from the 
bill, and the corporation tax, in a 
measure, substituted therefor. The bill 
having properly originated in the House, 
we perceive no reason in the constitu- 
tional provision relied upon why it may 
not be amended in the Senate in the 
manner which it was in this case. The 
amendment was germane to the subject- 
matter of the bill and not beyond the 
power of the Senate to propose. 


Flint v. Stone Tracy Co. [41-1 ustc { 9428], 
220 U. S. 107, 142-43 (1911). 


We conclude that TEFRA was constitu- 
ticnally enacted. 


AFFIRMED 


[7 9393] Expoimpe, a Panamanian Corporation, Plaintiff v. United States of America, 


and Forty Two Thousand Seven Hundred Ninety Eight and 95/100 Dollars in United 
States Currency ($42,798.95), Defendants. 


U. S. District Court, So. Dist. Fla., Case No. 83-2983-Civ-Spellman, 4/24/85. 
[Code Secs. 6532 and 7426] 


Civil suits: Actions by nontaxpayers: Wrongful levy: Application of statute: Statute 
of limitations.—The statute of limitations for wrongful levy barred an action by a 
Panamanian corporation that was seeking to recover funds initially seized from a bank 
account pursuant to a DEA seizure warrant and then levied upon by the IRS. The 
court held that it was unnecessary for the DEA to institute forfeiture proceedings prior 
to the disbursement of the funds because the IRS’s levy reaches property in the hands 
of a government agency and, following the levy, the government’s claim to the funds 
was based upon the levy and not the original seizure. Further, the court rejected the 
corporation’s argument that its suit should not be barred because it did not have notice. 
There is no requirement that third parties be given notice of a levy and, in addition, the 
record in the instant case indicated that the corporation did have notice but failed to 
take the proper steps to preserve its rights. Back references: {[ 5498.25, 5784K.02 and 
5784K.26. 


Memorandum Opinion and Order Granting 
Motion to Dismiss and Order 
of Dismissal 


SPELLMAN, District Judge: This case was 
filed as a “Petition for Remission” by 


2d 27 (3d Cir. 1984); Auwne v. United States 
[85-1 ustc { 9175], 582 F. Supp. 1132, 1135 (D. 
Ariz. 1984); Ueckert v. United States [84-2 ustc 
J 9583], 581 F. Supp. 1262, 1264 (D. N. D. 1984) ; 
Brennan v. Commissioner [84-1 ustc { 9379], 581 
F. Supp. 28, 30 (E. D. Mich. 1984), aff’d [85-1 
ustc § 9130], 752 F. 2d 187 (6th Cir. 1984) (per 
curiam); Stamp v. Commissioner [84-1 ustc 
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Expoimpe, a Panamanian corporation. Ac- 
cording to the petition, Expoimpe buys and 
sells various currencies including United 
States dollars. Expoimpe seeks the return 
of $42,798.95 seized by the Drug Enforce- 


| 9259], 579 F. Supp. 168, 171 (N. D. Ill. 1984); 
Kloes v. United States [84-1 ustc { 9251], 578 
F. Supp. 270, 272-73 (W. D. Wis. 1984); Milazzo, — 
578 F. Supp. at 252-53; Tibbetts v. Secretary of 
the Treasury [841 usrc { 9200], 577 F. Supp. 
911, 914 (W. D. N. C. 1984); Bearden v, Com- 
missioner [84-1 ustc { i 575 F. Supp. 1459, 
1460-61 (D. Utah 1983). 
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ment Administration from an account at 
Banco de Iberoamerica in Miami, Florida, 
pursuant to a Seizure Warrant dated June 
29, 1982, issued by a United States Magis- 
trate. No forfeiture proceedings were ever 
instituted and Expoimpe requests an im- 
mediate return of the funds. 


The United States filed a motion to dis- 
miss in which it argued that this Court did 
not have jurisdiction over the currency in 
question and that any action by Expoimpe 
to recover the funds is barred by the statute 
of limitations. According to the United 
States, approximately one week after the 
seizure, the Internal Revenue Service levied 
the funds based on a tax assessment of a 
woman named Susie Schuster. In accord- 
ance with this Court’s Order of February 
14, 1985, the United States has submitted 
affidavits establishing that the funds in 
question were indeed levied by the Internal 
Revenue Service on July 7, 1982. 


The United States contends that since 
the funds were levied by Internal Revenue 
Service, Expoimpe’s request for the return 
of the money is governed by the statutory 
provisions concerning wrongful levy and 
that this action is barred by the time limi- 
tations contained in 26 U. S. C. § 6532(c). 
For the reasons stated below, this Court 
agrees. 


The exclusive remedy for a third party 
who claims an interest in property that has 
been levied by the United States, is an ac- 
tion for wrongful levy pursuant to 26 
U.S. C. § 7426. That provision waives 
sovereign immunity and defines the kind 
of relief that can be granted. The doctrine 
of sovereign immunity would bar suit ex- 
cept under this provision. Since it has been 
established that the funds were levied by 
the I. R. S., the only way that this Court 
could have jurisdiction to grant the re- 
quested relief is if Expoimpe’s “petition” 
is considered an action for wrongful levy. 


Suits for wrongful levy are governed by 
the time limitations in Section 6532(c) 
which provides that suit must be filed 
within nine months of the date of levy 
unless a request is made for return of the 
Property. _If such a request is made, the 
i ypich, to He suit is "extended 


that Expoimpe had with the Internal 
Revenue Service during this period was a 
letter written by its attorney to the I. R.S. 
dated August 20, 1982 in which he protests 
that the “levy on the bank account ‘Expo- 
impe’ is wrongful...” Even if this could 
be considered a formal request for return 
of property which would toll the statute of 
limitations, it could not hold the statute 
beyond 12 months of its submission, or 
beyond August 20, 1983. Thus under the © 
statutory provisions governing wrongful 
levy, the instant action is time-barred. 


Expoimpe argues that it should not be 
barred from pursuing this suit for several 
reasons. First, it argues that the provisions 
of the I. R. S. Code should not govern 
this action. According to Expoimpe, the 
real issue here is the failure of the United 
States to institute forfeiture proceedings. 
Because such proceedings were not insti- 
tuted, and the United States did not re- 
ceive the Court’s permission to otherwise 
disburse the funds, Expoimpe is entitled to 
their return. Under this theory, the Inter- 
nal Revenue Service had no authority to 
levy funds that were being held by the 
DEA subject to forfeiture. The Court finds 
that this argument is completely aout 
merit. 


When a taxpayer fails to pay his taxes 
within 10 days of notice and demand, the 
Internal Revenue Service is authorized to 
collect the tax “by levy upon all property 
and rights to property (except property as — 
is exempt under section 6334) belonging to 
such person or on which there is a lien pro- 
vided...” 26 U.S. C. § 6331. The exemp- 
tions to this provision are listed in Section 
6334(a) of Title 26 and include such items 
as wearing apparel, personal effects, unem- 
ployment compensation and workers com- 
pensation. The all-pervasive reach of the 
power to levy is underscored by subsection 
6334(c) which provides that “[n]otwith- 
standing any other law of the United 
States, no property or rights to property 
shall be exempt from levy other than the 
property specifically made exempt in sub- 
section (a).” Thus, the power of the 
I. R. S. to levy “reaches all property — 
whether in possession of the owner or in 
the possession of third parties or agencies.” 
Eield uv, United States [59-1 ustc 15, 220), 
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United States). It therefore was not im- 
proper for the I. R. S. to levy funds that 
had been previously seized by the Drug 
Enforcement Administration. 


Because the funds were levied by the 
I. R. S., there is no longer a need to insti- 
tute forfeiture proceedings. The United 
States is not claiming any right to maintain 
the funds on the basis of the original 
seizure. Rather, its claim rests entirely 
upon the levy by the Internal Revenue 
Service. Accordingly, whether the United 
States properly has the funds depends 
upon the validity of the levy and must be 
tested in procedures properly instituted 
pursuant to the Internal Revenue Laws. 
See United States v. Freedman [71-2 ustc 
7 9523], 444 F. 2d 1387, 1388 (9th Cir. 
1971). 


Expoimpe also argues that the statute of 
limitations should not bar this action be- 
cause it did not receive notice that its 
funds had been levied by the I. R. S. In- 
deed, Expoimpe claims that it first learned 
that its money had been seized by the 
J. R. S. when its attorney received a copy 
of the Motion to Dismiss filed by the 
United States. This argument is also with- 
out merit. 


There is no duty upon the United States 
to notify possible third party claimants 
when property has been levied. Dieckmann 
v. United States [77-1 ustc J 9224], 550 F. 
2d 622, 624 (10th Cir. 1977). Rather, the 
law imposes a duty upon property owners 
to exercise reasonable care in protecting it. 
“Congress in fixing the nine-month period 
in section 6532 within which an action may 


be brought assumed that owners of prop- 
erty would exercise reasonable diligence in 
looking after it.” Jd. The nine month 
period provides an opportunity for some- 
one of reasonable diligence to discover a 
levy and to lay claim to the property. The 
limitations period begins to run from the 
date of levy and “exceptions or expansion 
of consents to be sued are not to be im- 
plied.” Jd. Because there is no duty to 
give notice, the lack of knowledge of a 
third party does not toll the statute of 
limitations. 


Moreover, notwithstanding the repre- 
sentations made by Expoimpe in its plead- 


ings that it did not know of the I. R. S. 


levy, the record in this matter indicates 
that it was on notice of the levy. The at- 
torney that Expoimpe hired to represent 
the corporation in this matter, Mr. Ray- 
mond Takiff, wrote a letter to the Internal 


Revenue Service in August of 1982 in which 


he complained of the levy on the Expoimpe 
bank account. Thus, Expoimpe’s agent 
had notice but apparently failed to take 
the proper steps to present Expoimpe’s 
claim. 


In sum, this Court finds that this “peti- 
tion” must be treated as a suit for wrong- 
ful levy pursuant to 26 U. S. C. § 7426. 
Because Expoimpe failed to bring this ac- 
tion within the time provided by section 
6532(c), this Court does not have juris- 
diction. Accordingly, the defendant’s Mo- 
tion to Dismiss is GRANTED and this 
cause is DISMISSED. In light of this 
ruling, all other motions that are presently 
pending are moot. 


[7 9394] Clinton D. Tucker, Plaintiff v. The United States, Defendant. 


U.S. Claims Court, No. 619-82T, 5/10/85. 


[Code Secs. 446, 6653, 7422 and 7429] 


Jeopardy assessments: Reasonableness: Evidence: Penalties, civil; Fraud: Burden of 
proof.—A taxpayer who operated a restaurant on a cash-only basis, was involved in 
business ventures outside the country and failed to maintain books and records did not 
prove that the IRS’ jeopardy assessment against him was arbitrary or capricious or that 
deficiency assessments were erroneous. Also, civil fraud penalties were properly imposed— 
the taxpayer failed to file returns for 15 years, maintained no books and records, failed to 
establish personal or business bank accounts and transferred money out of the country. 
Back references: {| 2767.10, 5533.339, 5781.56 and 5784T 033. 
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Opinion 

Gipson, Judge: This individual income 
tax refund suit stems from a Notice of 
Jeopardy Assessment and Right of Appeal 
issued on May 4, 1981, by the District 
Director of Internal Revenue, Oklahoma 
City, Oklahoma, to plaintiff herein, Clinton 
David Tucker, for unpaid income taxes, 
penalties, and interest for the calendar 
years 1979 and 1980 in the total amount 
of $272,147.97. The civil fraud penalties 
were imposed by the District Director pur- 
suant to 26 U. S. C. § 6653(b) upon his 
determination that there was probative evi- 
dence to the effect that Mr. Tucker in- 


tended to fraudulently evade his individual . 


income taxes in 1979 and 1980. Specifically, 
defendant seized through the jeopardy as- 
sessment $272,147.97 from plaintiff in satis- 
faction of the following alleged unpaid 
obligations owed to the Internal Revenue 
Service: 


Item _ 1979 1980 Total 
Tax liability ... $5,781.00 $174,438.00 $180,219.00 
Penalty (50%).. 2,891.00 87,219.00 90,110.00 
Interest ........ 729.33 1,089.64 1,818.97 
Total ee ee $9,401.33 $262,746.64 $272,147.97 


At the trial on the merits of plaintiff's 
claim, he continued to seek a refund of the 
entire amount ($272,147.97) seized by the 
IRS as a result of the execution of the 
jeopardy assessment. The defendant, how- 
ever, as a result of the trial, has modified 
its original deficiency determination of in- 
come taxes for 1979 up to $7,120 from 
$5,781, and down to $68,529 from $174,438 
for 1980, plus the appropriate civil fraud 
penalty and interest. Thus, this suit not 
only concerns a taxpayer’s request for an 
income tax refund, but it also embraces the 
question of whether the plaintiff specifically 
intended to fraudently evade such taxes 
respecting the taxable years 1979 and 1980, 
Jurisdiction of this action is premised upon 


, §§ 1491 and 1346, Title 28 U.S. C. 
The threshold issues presented are three- 
fold: 


() Whether the Commissioner’s jeopardy 
de “assessment was arbitrary and 
as ‘to Sh Alpe (Ng to 


(2) If the Commissioner’s deficiency as- 
sessment is entitled to the presumption of 
correctness, has the plaintiff met his burden 
of proving, by a preponderance of the cred- 
ible evidence, that the deficiency assessment 
was erroneous and he is therefore entitled 
to a full refund as claimed? And, 


(3) If the plaintiff did in fact underpay 
his income taxes for the taxable years 
1979 and/or 1980, has the defendant met 
its burden of proof, 7.e. by clear and con- 
vincing evidence, that the plaintiff fraudu- 
lently intended to evade his individual 
income taxes for one or both of those years, 
entitling the Commissioner to assess appro- 
priate penalties under 26 U. S. C. § 6653(b)? 


For the reasons expressed hereinafter, 
the court concludes that the Commis- 
sioner’s assessment was neither arbitrary 
nor capricious and is therefore entitled to 
the presumption of correctness; that the 
plaintiff has failed to meet his burden of 
proof that the jeopardy deficiency assess- 
ment was incorrect with respect to certain 


items; and finally, that the defendant has’ 


met its burden of proof, ze, by clear and 
convincing evidence, that the plaintiff spe- 
cifically intended to fraudulently evade his 
income taxes for each of the taxable years 
1979 and 1980 upon which appropriate pen- 
alties may be assessed. 


Facts 


The following background facts, found 


pursuant to RUSCC 52(a), are either pro- 
posed by the plaintiff without objection by 
the defendant, or are specifically found by 
the court. 


Plaintiff, Clinton D. Tucker, also known 
as Tommy Tucker, is a high school gradu- 
ate and was an officer in the Naval Air 
Corp during World War II. In 1958, Mr. 
Tucker purchased a house, which he sub- 
sequently converted into a restaurant sup- 
per club known as Tommy’s Continental, 
which was located at 7030 South Lewis, 
Tulsa, Oklahoma. The restaurant was op- 
erated strictly as a supper club in that it 
served neither breakfast nor lunch. 


Beginning in 1958, plaintiff, and later his 
wife, lived in the restaurant through Au- 
gust 1980 and during said period subsisted 
pail faba the food prepared. in con- 
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nection with the operation of the restau- 
rant. Throughout the period of time that 
plaintiff maintained his supper club, he 
operated it exclusively with cash. That is, 
generally, he accepted only cash from his 
customers, except in rare instances when 
he would take a check, and he regularly 
paid his suppliers with cash unless he nego- 
tiated a customer’s check to a creditor in 
payment of an account. Additionally, the 
plaintiff maintained no bank checking ac- 
count(s) in which to deposit receipts from 
his restaurant business or by which he 
would pay operating expenses. Moreover, 
plaintiff failed to maintain books and rec- 
ords, as required by § 6001, Title 26 U. S. C, 
and to record therein the receipts and 
expenses from the operation of the restau- 
rant business. 


In late 1969 or early 1970, plaintiff re- 
ceived a cash distribution from the estate 
of his mother, Margaret Tucker, in the 
amount of $23,634.98. This amount was 
remitted to plaintiff in the form of a check 
from his brother, Mr. William F. Tucker, 
who was a co-executor of the estate of 
Margaret Tucker. Plaintiff cashed this 
check, at the Fourth National Bank of 
Tulsa, Oklahoma, receiving virtually the 
entire amount in $100.00 bills. 


In 1979, the first tax year in issue in 
this litigation, plaintiff executed a promis- 
sory note to Fox Henderson, dated May 4, 
1979, in the sum of $80,000.00 at a stated 
interest rate of 8% per annum due in one 
year. Following the execution of this note, 
Mr. Fox Henderson negotiated and cashed 
six cashier’s checks to his order in the 
total amount of $80,000 at the Republic 
National Bank in Tulsa, Oklahoma. The 
cashier’s checks were processed by the 
bank on Monday, May 7, 1979, for the 
reason that the transaction occurred after 
2:00 p.m. on Friday, May 4, 1979. 


In June, 1979, about a month after plain- 
tiff executed the promissory note of $80,000, 
supra, he became acquainted with one Carlos 
DeMello. Upon meeting Mr. DeMello, at 
a dinner party at plaintiff’s supper club in 
celebration of DeMello’s wedding, plaintiff 
expressed an interest in pursuing business 
opportunities in the Caribbean. Mr. De- 
Mello was currently residing on the island 
of Anguilla, British West Indies, and during 
the dinner party invited plaintiff and his 
wife to be his guests on the island. There- 
after, in September 1979, plaintiff and his 
wife traveled to the island of Anguilla and 
accepted the hospitality of Mr. DeMello 
for two or three weeks. During this visit, 
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plaintiff and Mr. DeMello decided to jointly 
undertake a fishing venture by using an 
existing Anguillan company known as An- 
guilla Sea Products, Ltd. 


Desirous of facilitating the business of 


- Anguilla Sea Products, plaintiff, in Septem- 


ber, 1979, established an Anguillan entity 
known as Merit Leasing, Ltd. This com- 
pany was originally established to permit 
plaintiff, an alien, to conduct a boat leasing 
business with respect to which it would 
lease certain boats to Anguilla Sea Products 
on the island of Anguilla. However, the 
business concept originally envisioned by 
plaintiff and Mr. DeMello in the fall of 
1979 was subsequently changed in or about 
November, 1979, to the extent that Merit 
Leasing, Ltd. never became a viable, op- 
erating entity. Instead, it ended up owning 
the stock of Anguilla Sea Products (Tr. 
39-40, 171). Indeed, for the pertinent period 
herein, Merit Leasing, Ltd. never acted in 
any capacity other than as the alter ego 
of plaintiff in that it provided plaintiff with 
a bank account, outside of the United States, 
through which he conducted his personal 
activities on the island of Anguilla. 


However, in order to expand the fishing 
operations of Anguilla Sea Products, it was 
agreed by plaintiff and Mr. DeMello that 
the former would provide the necessary 
funds with which to commence business 
operations. Accordingly, from late Sep- 
tember 1979, through to September 1980, 
plaintiff transferred thousands of dollars 
from Oklahoma through a bank in Miami, 
Florida, to Anguilla to finance the Anguil- 
lan fishing venture. It is, for the most part, 
the source of these funds (t.e., taxable or 
non-taxable) that is the gravamen of this 
tax refund suit. 


With respect to the expenditures in issue, 
during the taxable year 1979, plaintiff trans- 
ferred $28,986.20 to Anguilla for investment, 
which defendant contends represents tax- 
able income for that year, and the court so 
finds. Conversely, plaintiff contends that a 
preponderance of the evidence shows that 
said funds have a non-taxable source, and 
therefore are not taxable. The $28,986.20 
expended emanates from four transactions. 
First, on September 28, 1979, plaintiff, 
acting through his alter ego, Merit Leasing, 
Ltd., purchased a cashier’s check from the 
United Bank, Tulsa, Oklahoma, payable 
to Anguilla Sea Products, Ltd. in the 
amount of $9,500.00. Second, on the same 
day and again through Merit Leasing, Ltd., 
plaintiff purchased another cashier’s check 
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from Woodland Bank, Tulsa, Oklahoma, 
also payable to Anguilla Sea Products, Ltd. 
in the amount of $9,500.00. Both of these 
checks were sent to Mr. DeMello at the 
Iranian National Bank in New York, New 
York. Two months later, plaintiff, acting 
through his alter ego, Merit Leasing, Ltd., 
made a third transfer by telegraphing on 
November 27, 1979, a deposit of $4,993.10 
into the account of Anguilla Sea Products, 
Ltd., at the Bank of America in Anguilla. 
Then, on December 14, 1979, plaintiff tele- 
graphically transferred the fourth transac- 
tion whereby, through the use of Merit 
Leasing, Ltd., he deposited another $4,993.10 
into the account of Anguilla Sea Products 
at the Bank of America in Anguilla. (Plain- 
tiff admitted that Merit Leasing served no 
business purpose and all funds transferred 
through Merit Leasing to Mr. DeMello and 
Anguilla Sea Products were totally plain- 
tiffs monies.) (Tr. 165-170.) 


Similarly, the defendant contends, and 
the court so finds, that during the taxable 
year 1980 plaintiff also incurred investment 
expenditures that represent unreported tax- 
able income in the amount of $94,390.00, in 
addition to receiving certain miscellaneous 
interest income of $1,107.38, and income in 
the amount of $60,000 in United States 
currency contained in an attache case, as 
allegedly admitted to Mr. DeMello. (See 
Attachment A.) As was contended with 
respect to the 1979 expenditures, plaintiff 
also avers that the 1980 expenditures stem 
from a nou-taxable source; with respect 
to the income of $60,000 cash in the attache 
case, plaintiff simply asserts a categorical 
denial; and with respect to the interest in- 
come, plaintiff says naught. 


In early January, 1980, plaintiff went to 
the island of Anguilla for approximately 
two weeks to discuss with Mr. DeMello the 
status of the business of Anguilla Sea 
Products, Ltd. As the plaintiff and Mr. 
DeMello were. contemplating the purchase 
of a large fishing vessel, plaintiff took with 
him to Anguilla approximately $20,000.00 
in cash. Upon reaching Anguilla, the plain- 
tiff and Mr. DeMello decided ‘not to pur- 
chase a boat at that time. Instead, plain- 

ei d the $20,000.00 in a Certificate 

the Bank of America| in 


and Trust Company of Tulsa to the City 
National Bank of Miami, Florida, in care 
of Carlos DeMello. This money, $29,997.00: 
in total, was forwarded to Mr. DeMello, 
who was then in Miami, to finance the 
purchase of a boat located in Florida which 
was to be sailed to Anguilla in working 
condition. A couple of weeks later, on Feb- 
ruary 14, 1980, plaintiff wire transferred 
an additional $7,000.00 from the First Na- 
tional Bank and Trust Company of Tulsa 
to the City National Bank of Miami, Flor- 
ida, care of Carlos DeMello. The purpose 
of this transfer was to finance the purchase 
of fishing equipment for the boat previously 
purchased in January, 1980. r 


Thereafter, in April 1980, Mr. Tucker 
went to Anguilla to check on the operation 
of Anguilla Sea Products, Ltd. While in 
Anguilla, plaintiff stayed with Mr. De- 
Mello, who informed plaintiff that addi- 
tional operating capital was needed for the 
fishing business. As plaintiff did not have 
funds available at that time to advance to 
Mr. DeMello, plaintiff and Mr. DeMello 
borrowed $15,000.00 from the Bank of 
America in Anguilla which was placed into 
Anguilla Sea Products, Ltd. as operating 
capital. Additionally, in June 1980, plain- 
tiff and Mr. DeMello borrowed another 
$10,000.00 from the Caribbean Commercial 
Bank of Anguilla for further operating 
capital to maintain Anguilla Sea Products. 
The vessel purchased in January, 1980, was 
used as security for the loan. 


' Shortly thereafter, and during the sum- 
mer of 1980, Mr. DeMello located a second 
fishing vessel which he sought to purchase 
with plaintiff for Anguilla Sea Products, 
Ltd. In that connection, the plaintiff, on 
July 14, 1980, wire transferred another 
$8,000 from the First National Bank and 
Trust Company of Tulsa to the City Na- 
tional Bank of Miami, Florida, care of 
Carlos DeMello, to purchase an engine for 

the second boat. And, in addition, on — 
August 14, 1980, plaintiff wired $12,000 
to Mr. DeMello to complete the refitting 


of the second boat. A week later, on Aug- 


ust 21, 1980, Mr. Tucker again wire trans- 
ferred $7,000 to the City National Bank of 
Miami, care of Carlos DeMello, this time 
to finance repairs of the engine of the 


boat hep ier in aauaty 1980. 
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To effectuate this move, plaintiff decided 
to close and sell his supper club. In antici- 
pation of’closing his establishment, plain- 
tiff, in July or August 1980, sold various 
assets including, but not limited to, a grand 
piano, kitchen equipment, chairs, a phone 
booth and other inventory for cash. And, 
it was about this time in 1980 that plaintiff 
purchased an AMC jeep in Tulsa for $8,500. 


Also during July, 1980, Mr. DeMello 
‘offered plaintiff an opportunity to acquire 
-a $100,000.00 certificate of deposit from the 
Agrindustrial Bank of Commerce, Ltd., in 
Costa Rica bearing a due date of June 2, 
1981, at a bargain. The certificate of de- 
‘posit was given to plaintiff by Mr. DeMello 
under an agreement between them where- 
by in exchange for a $50,000 advance to 
Mr. DeMello from plaintiff, DeMello would 
pledge to plaintiff the certificate of deposit. 
Plaintiff in turn borrowed $75,000 from his 
brother-in-law, Mr. C. H. Colpitt, from 
which he iunded the $50,000 advance. Such 
loan was supported by two promissory 
notes® both dated August 20, 1980, given 
to Mr. Colpitt by plaintiff, in the amount 
of $50,000.00 and $25,000.00, respectively. 
‘The funds were transmitted by two checks 
in the same respective amounts, containing 
the same date and both of which were 
made payable to C. D.-Tucker and were 
drawn by C. H. Colpitt. 


Subsequent to the foregoing, plaintiff 
cashed (endorsed) the two checks to his 
order which represented the $75,000.00 loan 
from Mr. Colpitt, at the Union National 
Bank, the drawee bank of the two afore- 
mentioned checks. Concomitantly there- 
with, Mr. Tucker converted the $75,000 
cash into eight cashier’s checks, also to his 
order. Of the eight cashier’s checks, seven 
were drawn bearing a face amount of 
$9,999.00, and the remaining check was 
in the amount of $5,000.00. However, these 
cashier’s checks reflected C. H. Colpitt 
Prod. Co. as purchaser and C. D. Tucker 
as payee. 


On or about September 3, 1980, plaintiff 
moved to the island of Anguilla on a per- 
manent basis. When he moved, plaintiff 
took with him to Anguilla the eight cash- 
jer’s checks totalling to $74,993.00. Upon 
reaching Anguilla, plaintiff gave Mr. De- 
Mello five of the $9,999.00 cashier’s checks, 


or approximately $50,000.00, pursuant to 


plaintiff's and Mr. DeMello’s agreement, 


supra, regarding the $100,000.00 certificate 
of deposit drawn on the Agrindustrial Bank 
of Commerce, Ltd., which Mr. DeMello had 
pledged to plaintiff in exchange fcr an 
advance of $50,000. Additionally, on Sep- 
tember 9, 1980, plaintiff deposited one cash- 
ier’s check in the amount of $9,999.00 in 
the bank account of Anguilla Sea Products. 
A few days later, on September 16, 1980, 
plaintiff deposited $16,899.00 into the 
bank account of Merit Leasing, Ltd. This 
$16,899.00 deposit was comprised of the 
two remaining cashier’s checks that ema- 
nated from the Colpitt loan, $9,999.00 and 
$5,000.00, respectively, and additional cash 
amounting to $1,899.00 that Mr. Tucker 
brought with him from Oklahoma. 


Later, during the fall of 1980, plaintiff 
became concerned about the efficacy of the 
$100,000 certificate of deposit which had 
been pledged to him by Mr. DeMello to 
secure the $50,000 advance. Following a 
confrontation with Mr. DeMello during 
which Mr. DeMello attempted to convince 
plaintiff of the validity of the certificate 
of deposit, plaintiff attempted to place An- 
guilla Sea Products in the hands of a 
receiver under Anguillan law. Because 
plaintiff was unable to accomplish this ob- 
jective, ultimately, he was forced to insti- 
tute legal action in February or March of 
1981 against Mr. DeMello on the island 
of St. Kitts-Nevis in order to recover 
amounts owed to him on both the certifi- 
cate of deposit and a promissory note for 
$30,563.50, which was then due, that Mr. 
DeMello had previously given him on April 
8, 1980. This note purported to represent 
Mr. DeMello’s investment in Anguilla Sea 
Products Ltd. As a result of plaintiffs 
filing this action, Mr. DeMello was caused 
to be incarcerated for a short period of 
time in St. Kitts-Nevis, and was only re- 
leased when plaintiff did not post a prose- 
cution bond of $20,000.00 that was required 
of all aliens filing legal matters on the 
island of St. Kitts-Nevis. 


On or about November 12, 1980, the 
$20,000.00 certificate of deposit that was 
originally purchased in January, 1980, was 
conyerted into cash by Mr. Tucker. The 
conversion to cash of the certificate of de- 
posit yielded interest earnings in the amount 
of $1,107.38 in 1980. On that same day, 
plaintiff deposited the $1,107.38 into his 


Merit Leasing, Ltd. bank account at the 


2The two notes were unsigned and were 
offered and received into evidence without ob- 
jections from the defendant. 
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Bank of America and subsequently depos- 
ited the $20,000.00 principal into the same 
account on November 17, 1980. In March 
of 1981, plaintiff moved back to Tulsa, 
Oklahoma, and a few months later, in July 
1981, he sold his restaurant which yielded 
a gross sales price of $550,000. Plaintiff 
utilized a small portion of those proceeds 
and repaid, by cashier’s check dated July 
18, 1981, Mr. C. H. Colpitt $50,000.00 of 
the outstanding $75,000.00 loan originally 
made on August 20, 1980 (as evidenced by 
the Purchaser’s Copy). There was also 
offered and received in evidence a Purchas- 
er’s Copy of a cashier’s check dated July 
17, 1981, purporting to evidence that plain- 
tiff paid Mr. Fox Henderson $30,000.00, 
discussed infra. , 


During the years starting from 1965 
through 1980, Mr. Tucker did not file a 
federal income tax return (Joint Exhibit 1). 
With regard to the years 1965 through 
1978, he also stipulated that he did not 
file a tax return despite the fact that he 
had sufficient gross income requiring him 
to file. Moreover, plaintiff stipulated that 


during the years 1970 through 1980, he did 


-not maintain any bank accounts in which he 
deposited receipts from his business or 
from which he paid his business expenses. 


Discussion 


Plaintiff strenuously contends that he has 
proven, by a preponderance of the evidence, 
that he had no taxable income for 1979 and 
only $20,849 in taxable income for 1980. 
Incongruent though it may be, he further 
contends, inter alia, that he is entitled to a 
full refund of $272,149.97 of assessed taxes, 
penalties, and interest because the defend- 
ant’s jeopardy deficiency assessment was 
arbitrary and capricious and thus not en- 
titled to the presumption of correctness. 
_ Also, the plaintiff argues that the defendant 
has not proven, by clear and convincing 
evidence, that plaintiff fraudulently intended 
_ to evade his income taxes, for the years in 
issue to the extent that the defendant would 
be entitled to impose the 50% fraud penalty 
pursuant to 26 U. S. C. § 6653(b). On the 


other hand, the defendant | argues, inter alia, 


assessment is entitled 


fraudulently intended to evade by under- 
paying his individual income taxes for the 
taxable years 1979 and 1980. The court 
will address each of the three main issues 
seriatim. 


Deficiency Assessment—Entitlement to 
the Presumption of Correctness 


It is well settled that the Commissioner's 
deficiency determination has the support of 
the presumption of correctness which ob- 
tains unless or until it is overcome by credi- 
ble evidence. Consequently, in a tax re- 
fund suit the taxpayer has both the burden 
of proving, by a preponderance of the 
evidence, that the deficiency is incorrect, 
and the correct amount of the refund to 
which he is entitled to recover. Welch v. 
Helvering [3 ustc 7 1164], 290 U. S. 111, 
115 (1933); United States v. Janis [76-2 
ustc § 16,229], 428 U. S. 433, 440 (1976); 
Carson v. United States [78-1 ustc { 16,280], 
560 F. 2d 693, 695-696 (5th Cir. 1977). 


However, in cases involving alleged ille- 
gal income activity upon which plaintiff 
relies, and which this is not, the Commis- 
sioner has not been permitted to rely on 
this presumption of correctness where he 
has not been able to proffer any substantive 
evidence that directly links the taxpayer 
to the specific tax-generating activity from 
which the disputed taxable income was 
derived and upon which the notice of de- 
ficiency was based. It is reasoned that 
absent such direct substantive evidence, the 
assessment is naked and without a rational 
basis. Gerardo v. C. I. R. [77-1 ustc J 9322], 
552 F. 2d 549, 553 (3d Cir. 1977). 


The Second Circuit held, for example, 
in Llorente v. C. I. R. [81- 1 ustc { 9446], 
649 F. 2d 152 (2d Cir. 1981), cited to by 
plaintiff, that the presumption of correct- 


“ness evaporated when the Commissioner 


assessed the taxpayer income taxes based 
on an allegation. that the taxpayer spent 
money to purchase cocaine, but there was 
no evidence to support an inference that 
the taxpayer actually received or expended 


funds in the sale or purchase of cocaine. 


In that regard, the court stated: 


[t]he evidence of record must at least 
Tink the taxpayer unth some tax-generating 
a as ne nerettes or sale of the 
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a showing that the taxpayer’s involve- 
ment was sufficient to support an infer- 
ence that he received or used funds in 
the course of his engagement in the 
unlawful activity. (Emphasis added.) 


Id. at 156. See also Weimerskirch v. C. I. R. 
- [79-1 ustc J 9359], 596 F. 2d 358 (9th Cir. 

1979); Carson v. United States [78-1 ustc 
1 16,280], 560 F. 2d 693 (Sth Cir. 1977); 
Gerardo v. C. I. R. [77-1 ustc 9322], 552 
Ree daa On (od Cire 1977) oe recently, 10 
Anastasato, et al. v. C. I. R. [CCH Dec. 
41,925(M)], T. C. M. (P-H) 785,101 (T. C. 
March 6, 1985), the Tax Court assumed, 
without deciding, that the exception to the 
presumption rule applies regardless of 
whether the alleged unreported income is 
from legal or illegal sources where the 
Commissioner fails to introduce substantive 
probative evidence linking the taxpayer to 
the specific income-tax-generating activity, 
and the taxpayer challenges the notice of 
deficiency on the grounds that it was issued 
arbitrarily. 


It is against this background and the 
above cases cited to by the plaintiff that 
he contends that the defendant’s assessment 
should not be presumed correct because it 
relied, in justifying the issuance of the 
jeopardy assessment, almost exclusively on 
spread sheets by IRS special agents that 
were based on the unsubstantiated hearsay 
of Mr. DeMello, a vindictive former busi- 
ness associate of plaintiff. Further, the 
plaintiff avers that the assessment was 
arbitrarily and capriciously executed be- 
cause of the defendant’s agent’s own con- 
cession at trial whereby he reduced plain- 
tiff’s income taxes for the taxable year 1980 
by $105,914.00. This is true, he contends, 
when certain expenditures with respect to 
which Mr. DeMello related to the govern- 
ment, and upon which the jeopardy assess- 
ment was based, could not be proven to 
have emanated from a taxable source. And, 
based on the evidence aduced at trial, the 
agent’s revised determination yielded a re- 
duction in tax and penalties for 1979 and 
1980 in the aggregate net amount of 
$156,862.50 from the original assessment. 
Moreover, the plaintiff avers that defendant 
did not compute the assessment based on 
plaintiff’s correct filing status, 7. e., married 
filing jointly with two exemptions, to which 
the defendant now concedes the plaintiff is 
entitled. 


Contrastingly, the defendant argues that 
the naked-assessment cases, relied on by 
plaintiff, are totally inapposite to this case 
because certainly there is a wealth of irre- 
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futable evidence “link[ing] the taxpayer with 


‘some tax generating acts,” infra. More im- 


portantly, as the defendant notes, the plain- 
tiff's own expert witness at trial even 
conceded that there were unidentified funds 
representing adjusted gross income of at 
least $20,848.59 for 1980, with a related 
tax liability of $4,632. 


It is sufficient to say, in- view of this 
record, that any notion that the naked- 
assessment cases are applicable here is 
thoroughly misplaced. First, it is indis- 
putable, even by the plaintiff’s own testi- 
mony, that he owned and operated a supper 
club in Tulsa, Oklahoma, from 1958 to 
1980, a period of 22 consecutive years. Thus, 
the plaintiff is, without .a doubt during the 
years in issue, linked to a specific income- 
generating activity with respect to which he 
failed to maintain books and records and, 
for the most part, operated exclusively in 
cash. In fact, the restaurant operation 
grossed income sufficient to require the 
plaintiff, by his own stipulation, to file an 
income tax return, which he did not do, 
from 1965 to 1978. And, as the plaintiff’s 
own expert testified, the evidence shows 
that Mr. Tucker had income of $20,848.59 
which was taxable in 1980. 


Second, at the trial, Mr. Goodwin, the 


‘IRS agent responsible for issuing the jeop- 


ardy assessment against plaintiff, testified, 
with regard to the existence of fraud re- 
specting the underpayments for 1979 and 
1980, that he based his conclusion on sev- 
eral facts, all of which were supported by 
substantial documentary evidence introduced 
at the trial. In that connection, Mr. Good- 
win testified that he considered the fact that 
he found no evidence that the taxpayer 
filed tax returns for a number of years (and 
the evidence does show that Mr. Tucker 
admitted having failed to file income tax 
returns for the taxable years 1965 to 1980). 
He also considered, according to his testi- 
mony, the fact that monies were being 
transferred out of the United States by 
wire transfer. These monies that were be- 
ing wire transferred were in denominations 
of $9,999 which indicated an awareness of 
the $10,000 limitation above which one 
would be required to file an appropriate 
federal form for such transfers. See 31 
C. F. R. §103.22(a) (1979). With regard 
to the foregoing, the agent had relevant 
bank records which indisputably evidenced 
these multiple wire transfers and cashier’s 
checks at the time he executed the defi- 
ciency jeopardy assessment. Such docu- 
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ments were in fact submitted into evidence 
at the trial. 


Third, and finally, Mr. DeMello, the indi- 
vidual responsible for providing the defend- 
ant some of the information upon which the 
assessment was based, did in fact testify 
at trial, subject to the plaintiff’s extensive 
cross-examination, regarding many of the 
expenditures and some of the sources of 
income that the defendant relied on in cal- 
culating the jeopardy assessment. Cf. Del- 
lacroce v. Commissioner [CCH Dec. 41,440], 
83 T. C. 269, 284 (1984). Thus, it is 
patently clear to this court that the collec- 
tive evidence-supporting defendant’s jeop- 
ardy assessment, notwithstanding defend- 


ant’s concessions at the trial, supra, was not. 


at all “naked,” but-rather was supported by 
substantial creditable and persuasive evi- 


dence, documentary and testmonial, most of 


which was introduced into evidence and 
connected the plaintiff with an apparent and 
admitted income-producing supper club 
business during the taxable years 1958 to 
1980. Since the facts upon which the jeop- 
ardy assessment was predicated were in- 
dubitably rationally based, this court is 
compelled, at the threshold, to give the 
Commissioner’s determination the benefit 
of the presumption of correctness. We hold, 
therefore, that the cases cited to by plaintiff 
are not on point. 


We now address the second issue—as to 
whether plaintiff has met his burden of 
_ proof, by the appropriate quantum (i.¢., a 
preponderance), that the jeopardy assess- 
ment was erroneous. 


Plaintif’ 's Burden—Proof That Expenditures 
Emanated from Non-Taxable Sources 


Our analysis begins with a fundamental 
observation of incomé tax law, and that is— 


[i]t is the duty of the taxpayer to 
keep. ‘books and records of his income 
for the purpose of determining the cor- 
‘rect amount of income taxes due and 
payable, and if he fails to do’ so HEY 
the computation shall be made in accordance 

— with such methods as in the opinion’ of the 
G ommissioner ‘does clearly reflect the in- 
j _ Our system of taxation of 
nded bom the basic. Deas 


When the taxpayer fails to obey the re- 
quirements of the law and maintains no 
books or reocrds and has no method of 
accounting, some reasonable basis must be 
used, and the Commissioner must resort to 
various sources of information to determine 
such income and tax liability. In such cir- 
cumstances the reasonable reconstruction of 
income by the Commissioner will be pre- 
sumed correct, with the burden on the tax- 
payer to “disprove such computation even 
though crude. (Emphasis added.) 


Bretond uv. United States [63-2 ustc J 9716], 
323 F. 2d 492, 496 (5th Cir. 1963). 


This is a classic case in which subject 
rule is designed to apply. Here, the tax- 
payer has deliberately and admittedly failed 
to maintain records.over the period 1958 
through 1980, and also admitted failing to 
file a return, when he was required to so 
do for the period 1965 through 1978. More-- 
over, the evidence warrants this court to 
find ‘that plaintiff also failed to file a return 
for the taxable years 1979 and 1980. The 
Commissioner has, therefore, properly against 
this background reconstructed the plaintiff’s 
income, because of his intentional failure to 
maintain any books and records for the 
years 1979 and 1980, by using the expendi- 
tures method supplemented by the specific 
item method of proof.’ The expenditures 
method of income reconstruction is based 
on the assumption that the amount by which 
a taxpayer’s expenditures exceed all prov- 
able non-taxable sources of funds for the 
same period, such excess is taxable income. 
Such non-taxable sources include loans, 
gifts, inheritances or other assets on hand 
at the beginning of the taxable period. See 
Taglianetti v. United States [68-2 ustc { 9479], 
398 F. 2d 558, 562 (Ist Cir. 1968), aff'd 
[69-1 ustc 19295], 394 U. S. 316 (1968). 
“The specific item “method [of proof] is, 
however, direct in its operation. The usual 
strategy with [this] method is for the Gov- 
ernment to produce evidence of the receipt 
of specific items of reportable income by the 
[taxpayer] that do not appear on his i income 
tax return or appear in diminished amount.” 
United States v. Horton [76-1 ustc 19219], 
526 F. 2d 884, 886 (5th Cir. 1976), reh. 
denied, 529 F. 2d 523, cert. deneid, 429 U. S. 
820. (1976). The Commissioner’ Ss determina- 
tion under these: methods is. presumptively 
correct and the plaintiff has the burden of 
proving, by a preponderance of the evidence, 
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that the determination was erroneous. Bre- 
land, 323 F. 2d at 496. 


. In the instant case, the plaintiff has not 
challenged the propriety of the defendant’s 
use of the expenditures method to recon- 
struct his income for the years at issue. 
Rather, all that the plaintiff urges on this 
court is that his expenditures for 1979 and 
1980 were derived totally from non-taxable 
sources; thus, for such years, it is argued 
that he received no reportable income that 
was taxable. Specifically, the plaintiff con- 
tends that in all of 1979 and up until August 
1980, he had available to him—cash inher- 
ited at his mother’s death in 1969 in the 
amount of $23,634.98 that he hoarded in his 
home in Tulsa prior to 1979; additional 
cash of a non-specified amount that he also 
accumulated: from his restaurant operation 
and hoarded in his home over the years 
prior to 1979; and cash from an $80,000 loan 
that he received from Fox Henderson on 
May 7, 1979. Next, the plaintiff contends 
that on or about August 20, 1980, his non- 
taxable funds were further supplemented by 
a loan in the amount of $75,000 that he 
received from his brother-in-law, Mr. C. H. 
Colpitt. With the exception of the Colpitt 
loan, which is conceded, the defendant con- 
tended at the trial that the evidence is 
fatally deficient respecting the existence of 
the alleged cash hoard and the Henderson 
loan, and did not give credence to either. 
Moreover, the defendant maintains that an 
additional $60,000 in cash was brought by 
the plaintiff to Anguilla in July or August 
of 1980, which sum also constitutes unre- 
ported taxable income of the plaintiff for 
_ such year by the specific item method of 
proof. Each of these alleged sources of 
non-taxable funds (the pre-1979 cash hoard, 
and the Henderson and Colpitt loans) will 
be addressed seriatim by the court, along 
with the $60,000 specific income item Wee 
in the attache case): 


(i) Inheritance—1969: Plaintiff Sather 
and defendant does not dispute, that in or 
about 1969 he received $23,634.98 by check 
as a distribution from his mother’s estate. 
However, in addition, he also urges this 
court to find, that upon receipt of the inheri- 
tance check in 1969, he cashed it and 
received all one hundred dollar bills (with 
the exception of some small change) and 
secreted and hoarded this money in his 
home, i.e., the supper club, until 1979 for 
approximately 10 years. And it is further 
asserted that he did not spend any of said 


funds until he began to finance his fishing 
venture in 1979 i in Anguilla. Contrastingly, 


1985, Standard Federal Tax x Reports: ? 


a ahs ahi si af Qo SS 


the defendant argues that plaintiffs cash 
hoard story, that Mr. Tucker did not ex- 
haust his entire inheritance prior to 1979, 
is incredulous, especially in light of his 
testimony that he “[q]uite regularly” bor- 
rowed money to operate his restaurant, 
some of which he was unable to pay back, 
and that he and his wife were living off 
leftovers from the restaurant. Additionally, 
the defendant argues that the plaintiff’s tes- 
timony, that he did not deposit the inheri- 
tance in a bank because the interest income 
was of no importance to him, flies squarely 
in the face of Mr. Tucker’s later action 
when, in Anguilla, he invested $20,000 in a 
certificate of deposit when those funds were 
not immediately needed for its initial pur- 
pose of purchasing a fishing boat. As a 
result of acquiring the certificate of deposit 
and holding same for several months, plain- 
tiff earned interest in excess of $1,100. 


For the reasons expressed below, and 
premised on the evidence adduced at trial, 
the court finds that the plaintiff did not 
have the $23,634.98, which he inherited 
from his mother, available to him for use 
after 1978. The court makes this finding 
based on the following facts and circum- 
stances: At the trial, the plaintiff’s brother, 
Mr. William Tucker, testified that on two 
occasions while in his brother’s home he 
saw plaintiff’s so-called cash hoard consist- 
ing of the inherited funds. The first occa- 
sion was a few years (1972 or 1973) after 
the distribution when the plaintifi’s home 
was burglarized and plaintiff called his 
brother who came over. Despite the bur- 
glary, during which his desk was ransacked 
and its contents were strewn over the floor, 
including an envelope which contained 
plaintiff’s inheritance, the money was over- 
looked by the burglars. Plaintiff showed 
the scene of the burglary to his brother, 
Mr. William Tucker, who testified that he 
could not pin down the date that he viewed 
the funds (i. e., the burglary) but according 
to the plaintiff's testimony such event either 
occurred in 1972 or 1973 (Tr. 27, 131). 


Mr. William Tucker also could not pin 
down the precise date of the second occa- 
sion he saw plaintiff’ s cash hoard, except to 
say that it was in the late 1970's. However, 
the plaintiff testified that it occurred in 
approximately 1978 (Tr. 27). At that time, 
plaintiff's brother testified, he again viewed 
the plaintiff's cash hoard when he was in 
the plaintiff's house examining some water 
damage caused by a leaky roof. The wit- 
ness testified that his attention was directed 
by Blasnts to an envelope of money 
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“stashed” in the speaker of his hi-fi. Plain- 
tiff’s brother, however, testified that “he did 
not really have any idea of knowing what 
the amount of the money was” (Tr. 133). 
Thus, except for the plaintiffs self-serving 
testimony, no witness has testified that he 
saw a hoard of cash in the possession of 
plaintiff in 1979, the initial tax year here in 
question. Nor did any witness (excepting 
plaintiff regarding the $23,634.98 inheri- 


tance) testify to a specific amount of funds © 


viewed as a cash hoard in either 1979 or 
in any years prior thereto. 


Additional evidence warranting an infer- 
ence that plaintiff had no cash hoard on 
January 1, 1979, is the fact that the plaintiff 
testified that after 1970 he borrowed money 
from several people to help himself out. In 
fact, in 1974, plaintiff borrowed money to 
pay off his mortgage and during and there- 
after that period he “[q]uite regularly” bor- 
rowed money to pay the expenses of the 
restaurant. Plaintiff admitted that he was 
unable to repay some of these loans (Tr. 
138-141). Mr. Tucker also testified that he 
and his wife were eating the leftovers from 
the restaurant and “existing” but not “mak- 
[ing] enough to live on that well” (Tr. 138). 


In response to the court’s questions as 
to why he did not deposit his inheritance in 
the bank where it would be insured and 
earn interest, especially after the restaurant 
had already been burglarized, Mr. Tucker 
stated that he chose not to put it in the 
bank and that the interest on $23,000 for 
approximately 9 to 10 years was of no 
importance to him (Tr. 178-180). Yet, as 
previously explained, this alleged apathy is 
inconsistent with Mr. Tucker’s later action 
in Anguilla when he invested $20,000 in a 
certificate of deposit at the Bank of America 
and earned thereon substantial interest in- 
come. Thus, it would strain credulity for 
this court to find given the foregoing cir- 
cumstances, and so it does not, that plaintiff 
had available for use in 1979 and thereafter 
the funds from the 10-year old inheritance 
in light of the facts that — (i) no witness 
other than plaintiff testified to actually 
knowing the amount of the alleged cash 
hoard as of the end of 1978, and (ii) plain- 

fa ed to keep the alleged cash hoard 
. a bank, ‘So as to earn inte rest, 


gested to the court) to “hide” such funds 
and the fact that the restaurant had, at least 
once, been burglarized. See Gene R. Peters 
[CCH Dec. 37,711(M)], 41 T. C. M. (CCH) 
955 (1981); Salladay v. C. I. R. [CCH Dec. 
41,908(M)], T. C. M. (P-H) 7 85,086 (T. C. 
February 26, 1985). This court does not 
feel compelled to accept plaintiff’s testimony 
even though it appears to be uncontroverted. 
Quock Ting v. United States, 140 U. S. 417, 
420-21 (1891). 


(ii) Other Accumulated Cash—Unspeci- 
fied: In addition to the inherited funds, 
plaintiff contends that his aggregate cash 
hoard also included accumulated profits 
that he managed to save from income earned 
prior to 1979 from the operation of his 
supper club business. The defendant, on 
the other hand, gave no credence to this_ 
contention, arguing that plaintiff has neither 
stated nor established specifically the amount 
of any such savings, nor did plaintiff’s 
expert witness include an amount as a 
source of funds emanating from savings 
from the operation of the supper club. Fur- 
thermore, the defendant argues, plaintiff’s 
contention as to the existence of such a 
cash-hoard source is at variance with his 
testimony that he could not make any 
money at his business (Tr. 31, 138). 


For reasons similarly expressed in re- 
jecting plaintiff’s so-called inheritance cash 
hoard argument, supra, the court is also un- 
persuaded that plaintiff has carried his burden 
of proving, by a preponderance of the evi- 
dence, that he had a separate cash hoard 
from. the operation of the restaurant as of 
December 31, 1978, available for use in 1979 
and 1980. The record is clear that plaintiff — 
has proffered no evidence respecting the 
amount of any such cash hoard or, for that 
matter, plaintiff has not even presented an 
estimate or “ballpark” figure of the amount 
of any such alleged accumulation. More-. 
over, as previously observed, plaintiff’s own 
expert witness did not factor the alleged — 
non-taxable cash hoard from the operation 
of the restaurant in his opinion testimony 
of the amount of Mr. Tucker’s net income 
on the expenditure basis. Thus, plaintiff's 
argument is surprisingly unsupported even 
by his own expert witness’s testimony. It 
is patently clear to this court that such as- 
sertion by plaintiff is no more than an after- 

t for any unexplained expenditures 
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“savings” were a source of non-taxable 
funds available to plaintiff in 1979 and 1980. 
See Gene R. Peters [CCH Dec. 37,711(M)], 
41 T. C. M. (CCH) 955 (1981); Salladay 
[CCH Dec. 41,908(M)], T. C. M. (P-H) 


785,086 (T. C. February 26, 1985). 


(Gii) Fox Henderson Loan: The remaining 
source of non-taxable funds that plaintiff 
avers he had available for use in 1979 
through August 1980 was a loan in the 
amount of $80,000 that he received from 
Fox Henderson on or about May 4, 1979. 
Plaintiff testified that the purpose of this 
loan was to enable him to go into, the guest 
house business in the Caribbean. The de- 
fendant argues against the existence of the 
loan, as a source of plaintiff's Caribbean 
investment, by stating that at the time 
plaintiff allegedly received the loan (May 
7, 1979), “he had never been to the Carib- 
bean, had no specific plans for any business, 
and had not even met Mr. DeMello” (since 
Mr. DeMello testified that he first met the 
plaintiff the night of his wedding dinner 
party at Mr. Tucker’s supper club in June, 
1979). 


For those reasons, the investigating rev- 
enue agent testified that he did not credit 
plaintiff with having received the alleged 
loan, which would have explained the source 
of expenditures in the amount of $80,000 
to have emanated from a non-taxable 
source. In substance, the agent testified 
that he could not trace, by any document- 
ary evidence, the proceeds of the alleged 
loan to and from the plaintiff as the source 
of any of the specific expenditures identi- 
fied in this case, as he could with the Col- 
pitt loan, infra. 


While there arguably may exist a modi- 
cum of documentary evidence from which 
one, viewing the evidence with tunnel vision, 
may contend that plaintiff received an 
$80,000 loan from Henderson in early May 
1979, this court is nevertheless constrained to 
conclude and therefore finds that, viewing 
the evidence in the aggregate, plaintiff has 
failed to carry his burden with respect 
thereto by a preponderance of the evidence. 
This conclusion is compelled because this 
court is convinced that once all of the rel- 
evant probative evidence is considered, in- 
cluding the credibility of the plaintiff, the 
collective evidence reasonably supports an 
inference that the alleged Henderson loan 
was not. in fact made. The evidence sup- 


4Mr. Henderson did not testify at the trial 
despite the fact that a subpoena was issued 
because the return of service reported — ‘after 
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portive of our finding, including contra evi- 
dence, is discussed hereinafter. 


It is true and the court recognizes, as 
previously expressed, that the record con- 
tains a dearth of indicia of a loan from Mr. 
Henderson to plaintiff. First, there is a 
promissory note (Pltf’s Ex. 3) dated May 
4, 1979, containing plaintiff's handwritten 
name promising to pay Fox Henderson 
$80,000, plus 8% interest, due in one year. 
Second, Mr. Henderson’s deposition was 
read into the record* wherein he testified 
that he made a loan to the plaintiff in 1979, 
and that a note was executed during the 
month of May in 1979. Mr. Henderson was 
not sure if the loan to plaintiff was from 
him or his company, Crown Construction 
Company, but he stated that he owned his 
company 100 percent. Mr. Henderson did 
not recall knowing, at the time of the loan, 
specifically why plaintiff needed the money 
but he testified that he understood the 
plaintiff used the loan to enter into a 
venture in Anguilla. Mr. Henderson also 
stated that he gave plaintiff cash that he 
obtained from a bank vault at the Republic 
Bank and Trust Company and that he re- 
ceived a partial repayment of the loan in 
the amount of $30,000 on or about July 31, 
1981. 


In addition to the foregoing, plaintiff in- 
troduced into evidence, in further proof of 
the loan, Plaintiff’s Exhibit 58, six cashier’s 
checks drawn on the Republic Bank and 
Trust, each of which was payable to Fox 
Henderson, with his closely-held corpora- 
tion, Crown Construction, as the drawer. 
Five of the six checks were drawn in the 
amount of $9,000 each and the sixth was 
for $35,000, or a total of $80,000. Also each 
check apparently had been cashed (and 
processed on May 7, 1981) in that they con- 
tained a handwritten endorsement. There 
is also in evidence only the face of a cashier’s 
check dated July 17, 1981, payable to Fox 
Henderson in the amount of $30,000 with 
Clinton D. or Dorothy Lee Tucker as 
drawer. The back of the cashier’s check 
was not offered into evidence by plaintiff 
to establish the fact that Henderson en- 
dorsed the check and to at least lay the 
predicate for an inference that plaintiff 
received the loan and that the proceeds 
from the repayment check were received by 
Henderson. In fact, no documentary evi- 
dence was adduced that establishes that 


due search and diligent attempts Fox Daniel 
Henderson was not found in Tulsa.’ 
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Henderson in fact received $30,000 from 
plaintiff. 


Against the foregoing background, and 
as added indicia of a loan, Mr. Tucker tes- 
tified at trial that after Mr. Henderson ob- 
tained the cash for the loan from the 
Republic National Bank, he handed the bank 
bag containing the $80,000 in cash to plain- 
tiff either in the lobby of the bank or in his 
car. The plaintiff further testified that he 
then put the $80,000 in a safety deposit box 
at the United Bank within a short time of 
his receipt of the cash (Tr. 144, 186). How- 
ever, the Internal Revenue Agent, Jim 
Goodwin, testified that he went to several 
banks in Tulsa, including the United Bank, 
to determine if there were savings accounts, 
checking accounts or safety deposit boxes 
in the plaintiff's name. At the banks he 
visited, the agent first inquired if there 
was banking activity by Mr. Tucker. If 
there was, he then issued a subpoena for 
any such records. The agent did not issue 
any subpoena for the records at the United 
Bank because there was no banking activity 
by plaintiff in that bank (Tr. 261-263). The 
agent did, however, locate a safety deposit 
box at the First National Bank of Jenks. 
However, at no time did plaintiff testify 
that he placed the Henderson loan proceeds 
in a safe deposit box in any bank other 
than the United Bank.® 


Mr. Tucker testified that he signed an 
entry card on each occasion that he with- 
drew funds from the safety deposit box in 
which he had deposited the $80,000 Hen- 
derson loan proceeds. However, no such 
entry cards or any bank records were in- 
troduced in evidence by plaintiff to, prove, 
the ultimate fact, that he had a safety de- 
posit box at the United Bank in which he 


could have placed and secured the loan 
proceeds. Thus, the absence of proof of a 
safety deposit box at the United Bank 
in the name of the plaintiff belies the 
plaintiff's testimony that he received an 
$80,000 cash loan from Mr. Henderson 
which plaintiff could have put in said safety 
deposit box. Had such evidence been ad- 
duced, coupled with the other indicia of the 
Henderson loan, certainly the totality of 
the evidence would have been significantly 
more creditable. Surprisingly, the plaintiff 
failed to adduce this most cogent evidence. 
It is axiomatic, therefore, that where a 
party fails to introduce evidence within his 
ability to produce, such failure gives rise 
to an inference that the evidence, if pro- 
duced, would be unfavorable to the party’s 
position in the litigation. Estate of Mabel 
Lloyd Ridgely v. United States [67-2 ustc 
q 12,481], 180 Ct. Cl. 1220, 1231 n. 5 (1967). 
The criticality of such omission is under- 
scored by the fact that plaintiff has failed 


‘to establish, by one scintilla of documentary 


evidence, a significant traceable connec- 
tion from the cashing of the Henderson 
checks by Henderson to plaintiff’s receipt 
and possession of the proceeds thereof. 
Additionally, and assuming arguendo a 
safety deposit box at the United Bank, 
plaintiff has also failed to specifically con- 
nect the alleged $80,000 proceeds in said 
putative safety deposit box to specific 
monetary transfers to Anguilla (similar to 
the manner in which the Colpitt loan pro- 
ceeds have been so traced, infra). 

Also, with regard to the alleged $30,000 
repayment to Henderson, supra, the plaintiff 
only introduced into evidence the face of 
the cashier’s check and not the back. Thus 
there is no documentary evidence in the 


5In fact, when the court inquired of plaintiff 
relative to the receipt of the alleged Henderson 
loan and the placement of the proceeds in a 
safe deposit box at the United Bank, the ques- 
tions and answers were as follows: 

Q. Do you recall where you were when you 
received the $80,000? 

A. Almost, Your Honor... . 
Republic National Bank with Mr. Henderson. 
I went into the lobby. Mr. Henderson left with 
a bank officer. He came back . . . with a Re- 
public National Bank sack. He either handed 


sack of maorigy’ ua the lobby or in his_ 


I went to the © 


Q.. What did you do with the $80,000? 
A. I put it in a safety deposit box. [Tr. 184]. 
* * * 


Q. So your testimony is that the entire 
$80,000 did not stay in the safe deposit box 
outside of a year? 

A. No, sir. By the middle of 1980 T had used 
nearly all the funds I had. 

Q. What bank was this that you deposited the 
$80,000 in the safe deposit box? 

A. The United Bank. 

Q. That bank is located where, sir? 

= Essentially 71st and Lewis in Tulsa. 


es Bi you sign an entry ticket when you 
ur safety deposit box on each oc- 
realy at which time hes meat 


entered 
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record establishing the fact that Mr. Hen- 
derson actually endorsed and negotiated 
the $30,000 cashier’s check (see PItf’s 
Ex. 4). Again, plaintiff’s failure to intro- 
duce this evidence causes this court to 
conclude that such evidence, if produced, 
' would have been unfavorable to him. Jd. 


Hence, as the Tax Court has stated on 
facts quite analogous to those presented 
herein, where the court rejected the existence 
of a loan between the taxpayer and his father 
because a direct link was missing: 


[w]e are not bound to accept as gospel 
petitioner's testimony (or that of his 
father), even though tt was not directly 
contradicted; we are entitled to take into 
account whether the testimony ts 1m- 
probable, unreasonable, or questionable. 
Quock Ting v. United States, 140 U. S. 
417, 420-421 (1891); Leong v. Commis- 
stoner [CCH Dec. 34,232(M)], T. C. 
Memo. 1977-19, affd. without published 
opinion 573 F. 2d 1291 (2d Cir. 1977). 
Nor are we bound to conclude that the loan 
was made merely because a note and re- 
ceipts ... were executed; we think the note 
and the receipts were mere window dress- 
ing. Transamerica Ins. Co. v. Womack, Inc. 
[73-1 ustc J 9146], (E. D. Va. 1972, 31 
AFTR 2d 73-471, 73-1 ustc { 9146), 
affd. per curiam [74-1 ustc { 9326] (4th 
Cir. 1974, 33 AFTR 2d 74-999, 74-1 
ustc 79326). (Emphasis added.) 
DEAWar Green San Coal eke = | CEH Vpec! 
40,974(M)], 47 TCM (CCH) 1016 (1984). 
See also Mills v. C. I. R. [68-2 ustc J 9579], 
399 F. 2d 744, 749 (4th Cir. 1968); United 
States v. Hemphill, 78-1 ustc { 9429; Rus- 
sell A. Bufalino v. Commissioner [CCH 
Dec. 33,758(M)], 35 TCM (CCH) 494, 
500 (1976). 


Similarly, in this case we are disinclined 
to “accept as gospel” the testimony of 
Messrs. Tucker and Henderson because 
the collective creditable evidence leads us 
to believe that the alleged loan is im- 
probable and questionable since we are also 
convinced that the probative evidence ad- 
duced, supra, is also “mere window dressing.” 
We are dubious as to the existence of said 
loan because of, but not limited to, the 
following facts and circumstances: 


(i) it is most unlikely that a non-relative 
would loan $80,000 totally unsecured, given 
plaintiff's business and financial history; 


(ii) it is most peculiar that Henderson 
would draw checks (cashier’s) to his order 
on his closely-held corporation, endorse and 
cash same and then give the $80,000 in 
cash to plaintiff. Logic would compel any 
1985 Standard Federal Tax Reports © 

er, : 


reasonable business man to simply draw a 
check to the order of the borrower to evi- 
dence the initial step, t.e., transfer of the 
proceeds of the loan; 


(iii) Henderson did not appear to testify 
at the trial in that the marshall’s return of 
service indicated that he could not be 
found; 


(iv) plaintiff’s failure to introduce bank 
entry signature cards with regard to his 
alleged safety deposit box at the United 
Bank establishing the fact of the rental 
of a box in 1979 and 1980, and multiple 
entries coinciding with expenditures in 
1979 and 1980 which the Service contends 
are taxable funds (particularly inasmuch as 
no evidence was proffered to the effect that 
such entry signature card(s) were un- 
available) ; 


(v) the improbability that a person 
would borrow $80,000 and permit it to sit 
totally idle for approximately five months 
(and permit portions of it to sit idle for 
approximately 7 to 14 months on a worse- 
case scenario and 6 to 8 months on a best- 
case scenario), with 8% interest. accruing 
without putting it in an interest-bearing 
account; and 


(vi) finally, where one seeks to prove 
repayment of a loan by check, one would 
not introduce into evidence only the face 
of the check. (Pltf’s Ex. 4.) One would 
also offer the back of the check to prove 
that it was endorsed and negotiated as a 
predicate for inferring receipt of the pro- 
ceeds thereof. Plaintiff's failure is most 
strange, particularly whereas in the Colpitt 
loan he included the back of the check 
to prove his endorsement. See PIltf’s 
Exs. 6 and 9. Also see Pitf’s Ex. 58, Crown 
Construction’s checks to the order of 
Henderson. 


After thoroughly reviewing all of the 
evidence and evaluating the credibility of 
Mr. Tucker, we are not persuaded that 
plaintiff has proven by a preponderance of 
the evidence that he received an $80,000 
loan in cash in May of 1979 from Mr. Hen- 
derson. Because of such failure, we find 
that the Service was correct in its refusal 
to credit certain expenditures in 1979 and 
1980 in the aggregate amount of $80,000 
as emanating from a non-taxable source. 


(iv) Colpitt Loan: From about August 20, 
1980, to the end of December 1980, the — 
plaintiff contends that the source of $75,000 
of his remaining 1980 expenditures was 
funded by a loan of $75,000 that he received 
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from his brother-in-law, C. H. Colpitt. The 
defendant acknowledges and effectively con- 
cedes this loan as a non-taxable source of 
money expended by the plaintiff during the 
taxable year 1980. (See Defendant’s Ex- 
hibit 11.) 


The court agrees with both parties that 
the evidence is sufficiently probative to find 
that the Colpitt loan existed and notes that 
the proof supportive of said loan is mark- 
edly distinguishable from the proof of the 
Henderson loan because the funds from 
‘Colpitt to plaintiff can be _ specifically 
traced by documentary evidence in the 
record. Mr. Tucker and Mr. Colpitt both 
testified that in August of 1980 plaintiff 
borrowed $75,000 from the latter. Evidence 
supporting said loan were two promissory 
notes each dated August 20, 1980, one for 
$50,000 and the other for $25,000, payable 
on demand at 8% interest to C. H. Colpitt 
by C. D. Tucker.* Unlike the cash proceeds 
used to effect the alleged Henderson loan, 
Mr. Colpitt gave plaintiff two checks, pay- 
able to the order of C. D. Tucker dated 
August 20, 1980, in the amount of $50,000 
and $25,000 respectively. The backs of 
each of these checks show that plaintiff 
endorsed them at the Union National 
Bank, the drawee, on August 20, 1980 
(Pltf’s Exs. 6, 9). Then, the record sub- 
sequently reflects that the plaintiff purchased 
eight cashier’s checks from the Union Na- 
tional Bank payable to the order of C. D. 
Tucker. Seven of the eight checks were 
for $9,999 each and the eighth check was 
in the amount of $5,000, which totalled to 
$74,999. (See Pitf’s Exs. 28-32, 46, and 
Deft’s Exs. 4, 5, 7.) Defendant’s Exhibit 6 
shows that the checks numbered 46217 and 
46213 for $9,999 each were deposited on 
September 8, 1980, into the Anguilla Sea 
Products account at the Caribbean Com- 
mercial Bank in Anguilla, West Indies. 
Four of said checks for $9,999 each and 
numbered 46211, 46214-46216 were deposited 
on September 8, 1980, to Carlos DeMello’s 
account at the Caribbean Commercial Bank 
(Deft’s Ex. 7). The bank account that 
plaintiff maintained at the Bank of America 
in the name of Merit Leasing reflected a 
deposit of $16,899 on September 16, 1980, 
with respect to which plaintiff testified that 
approximately $15,000 represented the de- 
posit of the remaining two cashier’s checks 
for $10,000 and $5,000 respectively (Tr. 76 


and Pitf’s Ex. 46). Lastly, the evidence also. 
_ shows the face of a cashier’s check dated | 


*Neither of the notes received in evidence 
without objections of defendant was signed by 


q9394 | 5 


not ew 


July 18, 1981, payable to C. H. Colpitt for 
$50,000 from Clinton or Dorothy Lee 
Tucker, which plaintiff testified represented 
a partial repayment of the Colpitt loan. 


Since the Colpitt loan proceeds can be 
traced from checks drawn by Mr. Colpitt 
directly to Mr. Tucker and from the latter 
directly to deposits made into Anguillan 
banks, the court is convinced that the evi- 
dence is sufficiently probative to find. that 
the plaintiff has satisfied his burden of 
proving, by a preponderance of the evi- 
dence, that he received in August 1980 a 
$75,000 loan from his brother-in-law, C. H. 
Colpitt. 


$60,000 Cash m Attache Case. Solely on the 
testimony of Carlos DeMello, the defendant 
attributes $60,000 in cash, allegedly pos- 
sessed by plaintiff in 1980 in an attache 
case, as taxable income to plaintiff in the 
taxable year 1980. Specifically, Mr. DeMello 
testified that on the plaintiff’s final trip to 
Anguilla, before permanently moving there, 
plaintiff “came in with a substantial amount 
of cash in his black attache case.” This 
event occurred approximately in July or 
August of 1980 at the airport in St. Martin 
where the two men stayed over night be- 
cause of an airplane delay. Mr. DeMello 
testified that he and plaintiff were discussing 
putting the attache case in an airport locker 
when Mr. Tucker showed him the cash in 
the attache case and said that “it was over 
$60,000.” Mr. DeMello stated that he could 
not tell how much was in the case because 
he and plaintiff only “glanced through it.” 
(Tr. 348-349.) 


However, Mr. DeMello did testify that 
the briefcase was a “normal attache case” 
in which he saw “hundred dollar bills” and 
that the case was “full.” And, Mr. DeMello 
stated that he did not count the money be- 
cause he only saw the top row of it. Finally, 
Mr. DeMello testified that he did not know 
where the cash and/or attache case ended 
up after plaintiff put it in the airport locker. 
(Tr. 382-384.) 


Mr. Tucker, on the other hand, testified 
that in either August or September of 1980 
he took a brown attache case to Anguilla 
but he “had no money in it.” (Tr. 462.) 
The plaintiff argues that Mr. DeMello’s 
testimony should not be given any credence 
because he is not a credible witness. First, 
the plaintiff stresses that Mr. DeMello is a 
vindictive ex-business associate of his be- 
plaintiff (Pltf’s Exs. 5, 8). However, Colpitt 
testified that the original was signed (Tr. 117). 
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cause plaintiff had caused Mr. DeMello to 
be incarcerated for approximately two weeks 
over an alleged debt dispute in the Carib- 
bean, and within two days after Mr. De- 
Mello was released from jail he went to 
Tulsa with records of Anguilla Sea Products, 
Ltd. to talk to special agents of the Internal 
Revenue Service. Second, the plaintiff con- 
tends, as shown through the defendant’s 
summary witness, that $60,000 in one- 
hundred dollar bills would not have filled 
even ten percent of a briefcase that Mr. 
DeMello testified was full. Third, plaintiff 
argues that Mr. DeMello’s testimony is in- 
consistent with the fact that less than 30 
days before the alleged incident the plain- 
tiff borrowed $75,000 from his brother-in- 
law. Fourth, the plaintiff avers that defend- 
ant has only selected a portion of Mr. 
DeMello’s original testimony to the Internal 
Revenue Service to include as income; that 
is, the defendant did not go forward at trial 
with $40,000 in certificates of deposit and a 
second jeep of which Mr. DeMello told the 
special agent. (The inference suggested is 
that the defendant did not include the said 
certificates of deposit and the second jeep 
because there was no proof and the same 
treatment is appropriate regarding . the 
$60,000 for the same reason(s).) 


Contrastingly, the defendant contends 
that plaintiff’s bland denial is not worthy of 
belief and that the incident, $60,000 in a 
black attache case, was simply a component 
of the plaintiffs grand scheme to. sur- 
reptitiously take money out of the country 
without being detected. Moreover, the 
defendant argues that plaintiff’s testimony 
on this issue is no more credible than his 
testimony was about his cash hoard. 


_ In deciding whether or not the operative 
facts support a finding that plaintiff brought 
$60,000 in cash to Anguilla on or about 
August 1980, it must be kept in mind that 
the Commissioner’s determination is pre- 
sumptively correct and it is the plaintiff’s 
burden to show by a preponderance of the 
evidence that this determination is incorrect. 
Welch v. Helvering [3 ustc [ 1164], 290 U. S. 
111, 115 (1933); United States v. Janis [76-2 
ustc $16,229], 428 U. S. 433, 440 (1976). 
With respect to the threshold question as 
to where plaintiff obtained the $60,000 in 
cash in 1980, given his self-serving testimony 
regarding the low profitability of the supper 
club business, it is clear that it is not the 
defendant’s burden to so show. Even as- 
suming arguendo that the defendant must 
go forward with the evidence on this issue, 
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which it does not until such time as plaintiff 
rebuts the presumption with creditable evi- 
dence, all that it would be required to es- 
tablish is a likely source from which such 
income could have emanated, and not the 
specific source. Since proof of a likely 
source (1. e., plaintiff's supper club business 
which also provided entertainment) from 
which the court could find that the $60,000 in 
cash evolved, would be sufficient in a criminal 
case, @ fortiori, it is sufficient in a civil 
fraud case. Holland v. Umited States [54-2 
ustc { 9714], 348 U. S. 121, 138 (1954). We 
view the statement made by plaintiff, as 
testified to by Mr. DeMello, that plaintiff’ 
had $60,000 in cash in the attache case, to 
be an admission against his interest that 
plaintiff would not have made unless it 
were true. Because the plaintiff categori- 
cally denies bringing the $60,000 in cash to 
Anguilla in 1980, the testimony of plaintiff 
and Mr. DeMello are diametrically op- 
posed to each other. Thus, the question 
becomes one of credibility for the court to 
decide given the obvious fact that one of 
them did not testify truthfully on this issue. 
Markham v. Holt, 409 F. 2d 542, 544 (5th 
Cir. 1969); State of Louisiana, et al. v. M/V 
Testbank, 564 F. Supp. 729, 734 (E. D. La. 
1983). 


While it is arguable that Mr. DeMello 
had a motive to fabricate the $60,000 cash 
in the attache case, so as to obtain revenge 
from plaintiff for causing him to be incar- 
cerated in connection with an alleged debt, 
the plaintiff obviously has a more vexing 
motive. That is, plaintiff not only seeks the 
refund of the tax on the $60,000 plus the 
50% fraud penalty thereon and deficiency 
interest that he paid the IRS under the 
jeopardy assessment, he also seeks the re- 
fund of the entire $272,147.97 in taxes, pen- 
alties, and interest assessed. Though 
plaintiff vigorously attempted to impeach 
Mr. DeMello, by asserting various innuendos, 
including, but not. limited to, the conten- 
tion that he had been or was presently 
under investigation by United States author- 
ities because he was allegedly connected 
with the sale of illegal arms, the fact is 
that there is not one scintilla of evidence 
in the record that Mr. DeMello has ever 
been indicted or convicted of any crime 
in the United States (or in any other 
jurisdiction). While it might be true, as 
plaintiff contends, that Mr. DeMello may 
have had several “brushes” with the law, 
nothing is contained in the record that 
would lead this court to conclude that he 
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is unworthy of belief.’ Mr. DeMello, al- satisfied with the’ sufficiency of the evi- 


though beyond the reach of a United States 
subpoena, voluntarily came to the United 
States and testified in this case subject to 
the pains and penalties of perjury, if he 
were proven to have testified falsely. It 
does not appear that he had anything to 
gain monetarily or materially by not tes- 
tifying truthfully. On this record, this court 
sees no significant motive in Mr. DeMello 
to obtain ‘revenge by testifying falsely. 
Even assuming that revenge was his intent, 
ab initio, by cooperating with the Internal 
Revenue Service in 1981, the exposure of 
Mr. Tucker to the investigation by the spe- 
cial agent (t. ¢., a potential criminal in- 
vestigation) was probably more emotionally 
traumatic and grievous to plaintiff than the 
loss of several thousands of dollars would 
be. Thus, it appears to this court that Mr. 
DeMello obtained his ‘pound of flesh,” if 
that was his objective, prior to the trial of 
this case by causing a criminal investiga- 
tion of plaintiff. In any event, this court is 
aware of no evidence that existed at the 
time Mr. DeMello testified that would con- 
taminate the believability of his testimony. 


Despite plaintiff's vigorous attempt to 
discredit the testimony of Mr. DeMello by 
demonstrating that a briefcase filled with 
one hundred dollar bills, totalling to 
$60,000, would only take up approximately 
ten percent of the space therein and would 
not be “full” as DeMello testified, the truth 
is that the record reflects that Mr. DeMello 
did not testify as to how the bills were 
arranged in plaintiff's attache case. Mr. De- 
Mello simply testified that he glanced at it 
and only just saw the top row. The court 
agrees with Mr. Goodwin’s observation at 
the trial that “[t]here could have been 
something underneath the bills.” (Tr. 431.) 
Additionally, the fact that plaintiff borrowed 
$75,000 from his brother-in-law at or near 
the time plaintiff brought the $60,000 into 
Anguilla is not, as plaintiff argues, incon- 
sistent, given plaintiff’s testimony that he 
“Tqjuite regularly” borrowed money. The 
plaintiff admittedly dealt exclusively with 
cash and thus carrying cash is quite con- 
sistent with plaintiff's proclivities. Finally, 
the fact that the Commissioner was not 


dence with respect to all of the items of 
which Mr. DeMello originally informed the 
IRS special agent, and therefore did not 
charge plaintiff with such income, does not 
mean, as plaintiff would urge on this court, 
that Mr. DeMello lied at trial about the 
existence of the $60,000 as admitted to Mr. 
DeMello by plaintiff, or that the Commis- 
sioner’s determination based on Mr. De- 
Mello’s testimony is not presumptively cor- 
rect. Plaintiffs shortfall here is that he has 
not overcome the fact that “. .. [t]he 
burden is with the taxpayer to show, with 
respect to each item, that the Commissioner 
was wrong in his determination.” Hoffman 
v. C. I. R. [62-1 ustc J 9218], 298 F. 2d 784, 
788 (3d Cir. 1962). In Hoffman, the court 
stated that: 


. .. it has long been recognized that 
where error has been shown by the tax- 
payer which does not affect the entire 
deficiency but only a separate part of it 
and if error does not reveal a careless 
or arbitrary attitude on the part of the 
Commissioner, then the presumption of 
correctness remains with the other items 
composing the deficiency determination. 

Id. Contrary to plaintiff’s contention, this 
court is of the opinion that the evidence 
here requires the finding that such conduct 
(excluding items from income where the 
evidence was weak) by the Commissioner 
demonstrated an attitude of reasonableness 
and carefulness rather than one of arbi- 
trariness as urged by plaintiff. 


In determining whether plaintiff would 
have been motivated to testify less than 
truthful with regard to his possession of 
the $60,000 cash in the attache, this court 
has considered his demeanor on the stand 
as well as the background facts in this case. 
In this connection, we observe that the 
evidence in the record portrays plaintiff as 
a man with an insatiable appetite to conceal 
and mislead the government with respect 
to his income and deductions. As an exam- 
ple, for 15 consecutive years (1965 through 
1980), Mr. Tucker did not file an income 
tax return even though he admits his gross 
income was sufficient to require him to file 
an income tax return for 13 of those. 15 
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years. Moreover, plaintiff maintained no 
business records relating to the operation 
of his restaurant, despite the legal require- 
ment that tax returns and records are, re- 
spectively, required to be filed and kept. 
26 U. S. C. § 6001 (1982). Besides, plain- 
tiff admittedly dealt exclusively in cash, 
maintaining no checking account and ne- 
gotiating checks payable to himself over to 
third parties. 


With respect to the possible source(s) 
of the $60,000 in cash, on this record and 
given the bent of taxpayer, we believe that 
that evidence as a whole may be said to 
reasonably support an inference that the 
$60,000" “likely” emanated (in whole or in 
part) from the sale of the restaurant assets 
by plaintiff for cash in July or August of 
1980, and/or from the operation of the 
supper club. Such assets included, but were 
not limited to, a grand piano, kitchen equip- 
ment, chairs, a phone booth, and miscel- 
laneous inventory (Tr. 66). Since plaintiff 
introduced no evidence as to the amount of 
the proceeds received from the sale of said 
assets or the net gain therefrom, this court 
can only presume that such evidence, if 
submitted, would have been unfavorable to 
plaintiff's position in this lawsuit. Estate of 
Mabel Lloyd Ridgely v. United States, 180 
Ct. Cl. at 1231 n. 5 (1967). 


Finally, although plaintiff listed in his 
pretrial submission that he would call Mrs. 
Tucker as a rebuttal witness to Mr. De- 
Mello’s testimony, she was not called to 
testify at the trial, from which the court 
can only draw a negative inference (re- 
garding the $60,000 cash in the attache 
case) in view of her intimately close re- 
lationship with plaintiff. Jd; Hageny v. 
United States, 215 Ct. Cl. 412, 440, 570 F. 
2d 924, 936 (1978). 


Given the foregoing facts and circum- 
stances bearing on the credibility of plain- 
tiff and Mr. DeMello, and having judged 
the demeanor of each, the court finds Mr. 
DeMello to be creditable and sees no valid 
basis for discounting his testimony as un- 
worthy of belief. On the other hand, the 
evidence as discussed, supra, leads this court 
to conclude that plaintiff was highly mo- 
tivated to testify so as to assure the refund 
of the entire amount claimed. For example, 
when the court notes the number of in- 
stances (approximately 110) in which plain- 
tiff responded—I don’t remember or I don’t 
recall—to a question, one could reasonably 
be left with the distinct impression that he 
might have engaged in selective amnesia. 
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Since plaintiff failed to overcome the 
presumption of the correctness of the Com- 
missioner’s determination and prove by a 
preponderance of the evidence that the 
inclusion of the $60,000 in cash as income 
is error, the court finds, therefore, that 
plaintiff did in fact have $60,000 in the 
attache case which was income to him in 
1980 from one or both of the likely sources, 
supra, 


Fraud. Turning to the final issue presented, 
26 U.S. C. § 6653(b) (1) provides that if an 
underpayment in income taxes is due to 
fraud, “there shall be added to the tax 
[due] an amount equal to 50% of the 
underpayment.” This 50% addition to the 
tax in the case of fraud is a civil sanction 
“provided primarily as a safeguard for the 
protection of revenue and to reimburse the 
Government for the heavy expenses in- 
curred as a result of investigations and the 
loss resulting from the taxpayer’s fraud.” 
Helvering v. Mitchell [38-1 ustc { 9152], 
303 U. S. 391, 401 (1938). As stated by the 
Court of Claims, “[t]he term ‘fraud,’ as 
used in the statutory provisions authorizing 
the assessment of civil fraud penalties 
against taxpayers, means intentional wrong 
doing on the part of a taxpayer motivated 
by a specific purpose to evade a tax known 
or believed to be owing.” Irolla v. United 
States [68-1 ustc J 9222], 182 Ct. Cl. 775, 
779, 390 F. 2d 951, 953 (1968). The question 
of fraud is one of fact and the government 
has the burden of proving fraud against the 
taxpayer by means of clear and convincing 
evidence. 182 Ct. Cl. 778-79, 390 F. 2d 
at 953. 


The government’s burden is often a 
difficult one because the state of the tax- 
payer’s mind, a subjective condition, is 
crucial in determining the existence or 
absence of the essential element of fraudu- 
lent intent. 182 Ct. Cl. 779, 390 F. 2d at 
953. However, the government may meet 
its burden of proof on the issue of fraud by 
using circumstantial evidence. 182 Ct. Cl. 
at 779, 390 F. 2d at 953-54. In this connec- 
tion, the taxpayer’s entire course of con- 
duct may establish the requisite fraudulent 
intent. Stone v. Commissioner [CCH Dec. 
30,767], 56 T. C. 213, 224 (1971); Otsuki v. 
Commissioner [CCH Dec. 29,807], 53 T. C. 
96, 106 (1969). The failure to file tax re- 
turns, without more, is not proof of fraud. 
Stoltzfus v. United States [68-2 ustc 9499], 
398 F. 2d 1002, 1005 (3d Cir. 1968), cert. 
denied, 393 U. S. 1020 (1969). But the fail- 
ure to file returns for an extended period 
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is “persuasive evidence’ of an intent to 
defraud the government. Jd. at 1005. A 
pattern of non-filing, when coupled with 
affirmative evidence of an intent to de- 
fraud, warrants the imposition of the fraud 
penalty. Jd. Goodman v. C. I. R. [CCH 
Dec. 41,987(M)], T. C. M. (P-H) 85,151 
(T. C. March 28, 1985). Also, courts have 
held that indicia of fraud includes the 
failure to furnish books and records. Lollis 
Uy Crt. Ro [79-1 costes 9579), 595, eRe 
1189, 1192 (9th Cir. 1979). 


In light of these’ legal principles, we now 
examine the evidence to determine if the 
defendant has carried its burden of proving, 
by clear and convincing evidénce, that Mr. 
Tucker fraudulently intended to evade his 
income taxes for the taxable years 1979 
and 1980, and conclude that he has. 


For 15 years, from 1965 through 1980, 
Mr. Tucker continuously failed to file an 
income tax return despite his own stipula- 
tion that his gross income was sufficient 
to require him to do so for 13 of those 
years, and the evidence so shows for the re- 
maining two, 7. ¢., 1979 and 1980. The plain- 
tiff has offered this court absolutely no 
plausible explanation as to why he failed 
to file a tax return for 15 years, and in 
particular for 1979 and 1980. Though re- 
quired by law, the plaintiff maintained no 
books and records for that period. Further- 
more, plaintiff operated exclusively in cash 
and maintained neither a personal check- 
ing nor a savings account. Nor did he 
maintain a business checking account to 
pay the bills of his restaurant business 
for any years in issue.* To the extent 
checks were given to plaintiff, he ad- 
mittedly negotiated them over to third 
parties, rather than depositing them into a 


bank account. Plaintiff’s attempts to trans- 
fer funds out of the country undetected by 
using the name of his alter ego, Merit 
Leasing, Ltd., rather than his own name, 
are cogent evidence of fraud. Also pro- 
bative of the ultimate fact is plaintiff’s 
admission to the court that Merit Leasing, 
Ltd. served no significant business pur- 
pose. Finally, plaintiff forwarded funds to 


his business partner, Mr. DeMello, in New — 


York or Florida to be transferred to An- 
guilla in amounts slightly below $10,000 
so as to avoid the banking reporting re- 
quirements. See 31 C. F. R. § 103.22(a) 
(1979). All of the foregoing factors, taken 
together, illustrate clearly and convincingly 
that plaintiff's entire underpayment of in- 
come taxes for the taxable years 1979 and 
1980 were due to fraud, and we so find. 


Conclusion 


Given the foregoing opinion, plaintiff is 
entitled to a partial income tax refund for 
the taxable year 1980 only. Inasmuch as 
a detailed tax, penalty, and interest calcu- 
lation is required before this court can 
enter an appropriate judgment in favor of 
plaintiff, the court HEREBY issues a Call 
on the Internal Revenue Service, pursuant 
to RUSCC 34(d)(1)(B) and 28 
§ 2507(a), for a calculation of the precise 
taxes, interest, and penalties for which the 
plaintiff is obligated regarding each of the 
taxable years 1979 and 1980, as well as the 
refund due plaintiff (including taxes, penalty, 
and interest), consistent with this opinion, 
for the taxable year 1980. Said Call shall 
be filed in this court no later than 30 pee 
from the date of this opinion. 


ITIS SO ORDERED. 


[19395] ‘Thomas Connell, Je., Petaoner Vv. pied States of America, et al., Re- 


- spondents. 


U. S. District Court, District of Golumbigs Civil Action No. 83- 2315, 5/17/84. 
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Memorandum and Order 


Hocan, District Judge: This matter is 
before the Court on the motion of respond- 
ents to dismiss plaintiff’s petition to quash 
Internal Revenue Service summons brought 
under 26 U. S. C. § 7609(b) (2). The Court 
has considered plaintiff's motion, defend- 
ant’s opposition and the supporting memo- 
randa of the parties. Plaintiff seeks to 
quash the summons issued to the Chesa- 
peake and Potomac Telephone Company 
(“C and P”) to produce, mter alia, certain 
of its records reflecting plaintiff’s employ- 
ment with and compensation received from 
C and P. Plaintiff contends that this Court 
has jurisdiction to hear and determine his 
petition since C and P is a “third-party 
recordkeeper.”” While a telephone company 
may be included as third-party record- 
keeper under Section 7609(a)(3)(c) since 
it extends credit through issued credit 
cards, it has that status, for purposes of the 
application of § 7609(b)(2) only when the 
records subpoenaed correlate to the credit 


extending function. Here, the records 
sought relate to plaintiff's employment 
with C and P and do not relate to credit 
cards or simliar devices extended to plain- 
tiff. Umted States v. New York Telephone 
Co. [82-2 ustc J 9438], 682 F. 2d 313 (2d 
Cir. 1982); cf. United States v. Exxon Co. 
[78-2 ustc 9537], 450 F. Supp. 472 (D. 
Md. 1978). When the records only relate 
incidentally to the taxpayer and are really 
kept for purposes of the business, no third- 
party recordkeeper relationship exists and 
a taxpayer has no rights that would arise 
from such a relationship. United States v. 
Manchel, Lundy & Lessin [81-2 ustc J 9597], 
477 F. Supp. 326, 329 (E. D. Pa. 1979). 


Accordingly, as this Court lacks subject 
matter jurisdiction over plaintiff’s claim, it 
is hereby this 16th day of May, 1983, 


ORDERED that the petition be and 
it hereby is dismissed pursuant to Rule 
12(b)(1) of the Federal Rules of Civil. 
Procedure. 


_ [1 9396] Associated Obstetricians and Gynecologists, P. C., Petitioner-Appellant v. 
‘Commissioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 6th Circuit, No. 83-1593, 5/14/85. Affg 46 TCM 613, Dec.. 


40,242(M), TC Memo. 1983-380. 
; [Code Sec. 167] 


Deductions: Depreciation: Art works: Useful life and salvage value—A federal’ 
court of appeals affirmed a Tax Court holding that a taxpayer was not entitled to 
depreciation deductions and investment tax credits with respect to certain works of art: 
displayed in the taxpayer’s medical clinic. Although the court noted that the useful life: 
of an asset can rarely be determined with mathematical precision, the taxpayer failed to. 
justify its estimate of a 10-year useful life for each of the many works of art involved. 
Back reference: {[ 1715.115. 


Patricia K. Ganier, Joseph A. Sowell, Charles A. Trost, Waller, Lansden, Dortch 
and Davis, 2100 One Commerce Place, Nashville, Tenn. 37239, for petitioner-appellant. 
Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Richard W. Perkins, 
Mary L. Fahey, Department of Justice, Washington, D. C. 20530, Joel Gerber, Internal 
Revenue Service, Washington, D. C. 20224, for respondent-appellee. 


Before ENGEL, KENNEDY and WELLForD, Circuit Judges. 


Per CurtamM: The taxpayer, Associated 
Obstetricians and Gynecologists, P.C. (AOG), 
appeals from a judgment of the United 
States Tax Court affirming the Commis- 
sioner’s determination of deficiencies in the 
taxpayer’s federal corporate income taxes 
‘for 1976 and 1977. The sole issue in this 
case is whether certain works of art dis- 
played by the taxpayer in its medical 
offices are depreciable property entitling 
the taxpayer to depreciation deductions and 
investment tax credits for the tax years in 
issue. For the reasons set forth in the Tax 
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Court’s opinion, Associated Obstetricians and’ 
Gynecologists, P.C. v. Commissioner [CCH 
Dec. 40,242(M)], 46 T. C. M. 613 (CCH): 
(1983), we affirm. 


The facts of this case are recited in detail 
in the Tax Court’s opinion. We summarize 
briefly only the most pertinent facts here. 


During the years 1973 through 1977, 
AOG purchased over seventy works of art 
to be displayed in its medical offices in 
Nashville, Tennessee. This artwork con-. 
sisted of paintings, sculpture, pottery and. 
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batik prints, ranging in price from $40 to 
$7,000. The total cost of artwork acquired 
over this five-year period was $75,410.32. 
The Tax Court found expressly that none 
of the works was purchased for investment 
or was used for any personal or nonbusiness 
purpose. 


On its 1976 and 1977 federal corporate 
income tax returns, AOG claimed deduc- 
tions for depreciation of the art objects 
purchased to decorate its offices. In deter- 
mining the depreciation deductions, AOG’s 
accountant generally selected useful lives of 
10 years, the same period selected for the 
interior design scheme, office furnishings 
and medical equipment. The salvage value 
of the objects purchased in 1973, 1974 and 
1975 generally was estimated to be 10 per- 
cent of the cost of each item. Works pur- 
chased in 1976 and 1977 were estimated to 
have no salvage value at the end of their 
useful lives. AOG also claimed investment 
credits for items purchased in 1976 and 1977. 
The credits were computed on the same 
basis used to compute the depreciation de- 
ductions for each item. 


In a notice of deficiency dated March 6, 
1980, the Commissioner determined that the 
amounts of the depreciation-deductions and 
investment credits allocable to the art ob- 
jects were not allowable “because it has 
not been established that these art objects 
had a determinable useful life or that any 
amount is otherwise allowable under section 
167.” AOG petitioned the Tax Court for 
a redetermination of taxes, and the Tax 
Court affirmed the Commissioner’s deter- 
mination of deficiency. 


We perceive no error of law in the Tax 
Court’s opinion. A taxpayer claiming error 
in an IRS determination that certain assets 
are not depreciable must prove not only the 
error but also the reasonableness of the 
depreciation claimed. See Campbell v. Com- 
missioner [74-2 ustc J 9770], 504 F. 2d 1158, 
1164 (6th Cir. 1974); Potts, Davis & Co. v. 
Commissioner [70-2 ustc J 9635], 431 F. 2d 
1222, 1225 (9th Cir. 1970); Pohlen v. Com- 
missioner [48-1 ustc J 9148], 165 F. 2d 258, 
2597 (5th Cir: 1948). Therefore, the Tax 
Court was correct in. rats that the Bete 


‘in quality, value and condition. 


the art objects had determinable useful 
lives and what those useful lives were. See 
Hawkins v. Commissioner [83-2 ustc J 9475], 


713 F. 2d 347, 353 (8th Cir. 1983). 


The Tax Court found that AOG had 
failed to meet the burden of proving that 
the art objects have 10-year useful lives. 
Because these findings of fact are not clearly 
erroneous, we must affirm the judgment 
against AOG. See Hawkins, 713 F. 2d at 353. 


We recognize that the useful life of an 
asset can rarely be determined with mathe- 
matical precision and that a reasonable esti- 
mate will suffice for depreciation purposes. 
Massey Motors, Inc. v. United States [60-2 
ustc [9554], 364 U. S. 92, 96 (1960); 
Hawkins, 713 F. 2d at 353. However, very 
little, if any, of AOG’s evidence in this case 
tends to justify its estimate of a 10-year 
useful life for each of the many works of 
art involved. Although the Tax Court found 
some evidence that the interior decorating 
scheme (excluding the artwork) was ex- 
pected to last 10 years and -that several of 
the art objects had suffered minor damage, 
it was not convinced that these facts had 
any significant bearing on the objects’ use- 
ful lives. AOG’s president and sole share- 
holder was noncommittal when asked whether 
the artwork would be replaced when the 
interior decorating scheme was replaced. 
None of the petitioner’s expert witnesses 
was able to give a reasonable estimate of 
how long the works of art might be used 
in the business or of what salvage value 
they might have. Moreover, AOG generally 
made little effort to distinguish between 
the individual items of art in determining 
useful lives or salvage values, although there 
appears to have been considerable variation 
Rather, 
the petitioner chose to treat the art objects 
as a class, seeking full advantage of poten- 
tial reductions and credits and accepting 
the risk that its claims might be disallowed 
altogether. Under these circumstances, we 
cannot fault the Tax Court’s finding that 
AOG had failed to sustain its burden of 
proof. 


Accordingly, the judgment of the Tax 
Court is AFFIRMED. ‘aa = 
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[19397] United States of America and Benjamin F. Howell, Jr., Special Agent, 
Internal Revenue Service, Cross-Appellees v. Olen E. Morgan, Cross-Appellant. 


U. S. Court of Appeals, 4th Circuit, Nos. 84-1952(L), 84-1953, 5/14/85. 
[Code Secs. 7602 and 7605] 


Summons: Additional inspection: Grand juries: Illegal search and seizure.—The 
IRS was not required to issue a second notice of inspection to the taxpayer after an 
IRS revenue agent terminated his civil investigation of the taxpayer’s records and 
turned the inspection over to a special agent for a criminal investigation. Transfer of the 
investigation from a civil investigator to a criminal investigator did not split the investi- 
gation into two unrelated audits—a circumstance which would trigger the need for a 
second inspection notice. One audit was being conducted, the revenue agent having 
transferred an incomplete investigation to the special agent for further study. Also, IRS 
summons authority does not violate the Fourth Amendment’s proscription against 
warrantless and judicially unapproved searches and seizures and the Fifth Amendment’s 
guarantee of grand jury indictment prior to prosecution. IRS agents cannot compel the 
productions of records; after a summons has been ignored, the IRS may petition a dis- 
trict court for enforcement, thereby eliciting judicial approval. Back references: {[ 5924.15, 
5924.20, 5924.509, 5924.65 and 5928.012. 


Charles R. Brewer, United States Attorney, Asheville, N. C. 28802, Glenn L. Archer, Jr., 
Assistant Attorney General, William A. Whitledge, Michael L. Paup, Robert E. Lindsay, 
Charles E. Brookhart, Department of Justice, Washington, D. C. 20530, for cross- 
appellees. William H. McNair, Ruff, Bond, Cobb, Wade & McNair, 2100 First Union 


Tower, Charlotte, N. C. 28282, for cross-appellant. 


Before MurNaGHAN and CHAPMAN, Circuit Judges, and HayNEeswortu, Senior Circuit 


Judge. 


CHAPMAN, Circuit Judge: This appeal in- 
volves enforcement of an Internal Revenue 
summons issued to Olen E. Morgan (tax- 
payer) as president of Pool Builders Sup- 
ply of the Carolinas, Inc. The Internal 
Revenue Service (IRS) appeals from the 
district court’s enforcement of the sum- 
mons on the condition that the IRS provide 
the notice pursuant to § 7605(b) of the In- 
ternal Revenue Code, 26 U.S. C. § 7605(b) 
(1982). Taxpayer cross-appeals from the 
district court’s finding that § 7602 of the 
Code was not unconstitutional and its re- 
fusal to deny enforcement of the summons. 
We hold that the district court erred in 
requiring the IRS to issue a notice pur- 
suant to § 7605(b) as a precondition to the 
enforcement of the summons. We also 
hold that § 7602, on its face and as applied, 
is not unconstitutional. Thus, we reverse 
in part and affirm in part. 


I 


The IRS assigned Revenue Agent Lenial 
Brite of its Examination Division to audit 
taxpayer's federal income tax returns for 
- the years 1979 and 1980. In early 1982, as 
part of his audit, he approached taxpayer 
and asked to examine the records of tax- 
payer’s corporation, Pool Builders Supply 
of the Carolinas, Inc. Between February 
25 and May 20, 1982, Agent Brite examined 
various books and records of the corpora- 
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tion on several occasions. ‘During this ex- 
amination he detected “a large discrepancy 
of income reported on the return compared 
to the bank deposits through the amount 
maintained by the corporation.” 


In an effort to account for the dis- 
crepancy, Agent Brite further examined the 
corporation’s records and asked taxpayer 
and his attorney for an explanation. Still 
unable to determine to his satisfaction the 
nature and reason for the discrepancy, 
Agent Brite suspended his examination 
and, in accordance with IRS procedures, 
referred the matter to the Criminal Investi- 
gation Division of the IRS for investiga- 
tion of possible criminal tax fraud. Agent 
Brite testified that at the time of the re- 
ferral, June 7, 1982, he had not (1) ended 
his involvement with the case, (2) com- 
pleted his examination for civil tax assess- 
ment purposes, (3) taken any steps to close 
the audit, or (4) seen all the records called 
for by the instant summons. Following 
the referral to the Criminal Investigation 
Division, the IRS assigned the case as a 
Joint Investigation to Special Agent Ben- 
jamin Howell who expanded the investiga- 
tion to include 1978 and issued a summons 
to taxpayer as president of Pool ‘Builders 
Supply of the Carolinas, Inc., to produce 
numerous corporate financial documents 


‘for the period December 1, ee through 


January 31, 1981. 
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Taxpayer appeared before Agent Howell 
as required by the summons, but refused 
to provide testimony or produce the sum- 
moned records. The government then pe- 
titioned the district court for enforcement. 
Taxpayer resisted enforcement on the 
ground that the IRS had not issued a 
“second inspection” notice as required by 
§ 7605(b). Following a hearing at which 
both agents testified, the district court 
ordered the summons enforced upon the 
condition that the IRS provide the notice 
required by § 7605(b). The district court 
also concluded that § 7602 was not uncon- 
stitutional on its face or as applied. This 
court has jurisdiction over these appeals 
pursuant to 28 U. S. C. § 1291. 


II 


The first issue presented is whether the 
IRS must issue a notice pursuant to 
§ 7605(b) as a precondition to the enforce- 
ment of the instant summons. Section 
7605(b) provides; 


No taxpayer shall be subjected to un- 
necessary examination or investigations, 
and only one inspection of a taxpayer’s 
books of account shall be made for each 
taxable year unless the taxpayer requests 
otherwise or unless the Secretary, after 
investigation, notifies the taxpayer in 
writing that an additional inspection is 
necessary. 


The district court held that an examination 
of the records by a special agent, after ex- 
amination by a revenue agent, would con- 
stitute a “second inspection” within the 
meaning of § 7605(b). Accordingly, the 
district court conditioned enforcement of 
the summons on the IRS providing the 
“second inspection” notice required by 


§ 7605(b). 


The district court found that the re- 
ferral was the end of the “first’”’ inspection 
because Revenue Agent Brite had “uni- 
laterally and voluntarily suspended” his ex- 
amination by referring the case to the 
Criminal Investigation Division for in- 
vestigation of possible criminal tax fraud. 
The district court reached this conclusion 
because “[t]he purpose of Special Agent 


rom that conducted by 
i h 


audit. Thus, when the agent’s initial audit 
or examination has been suspended by re- 


ferral to the Criminal Investigation Divi- 
sion upon an indication of fraud, the joint — 


investigation under the direction of the 
special agent is a continuation of the rev- 
enue agent’s audit and no second inspec- 
tion notice is necessary. United States v. 
Silvestain [82-1 ustc J 9159], 668 F. 2d 1161, 
1163-64 (10th Cir. 1982); United States v. 
Jones [80-2 ustc J 9804], 630 F. 2d 1073, 
1080-81 (5th Cir. 1980); United States v. 
Popkin [80-2 ustc § 9564], 623 F. 2d 108, 
109 (9th Cir. 1980); United States v. Lenon 
[78-2 ustc 9561], 579 F. 2d 420, 423 (7th 
Cir. 1978); United States .v. Garrett [78-1 
ustTc { 9407], 571 F. 2d 1323, 1328-29 (5th Cir. 
1978); United States v. Held [71-1 ustc 
{ 9120], 435 F. 2d 1361, 1366 (6th Cir. 1970), 
cert. denied, 401 U. S. 1010 (1971). 


In this case Revenue Agent Brite testi- 
fied that he had not completed the investi- 
gation when he referred the case to the 
Criminal Investigation Division to deter- 
mine the taxpayer’s correct tax liability. 
The IRS Manual requires an agent to 


suspend his examination when he discov- 


ers a firm indication of fraud and refer 


the case to the Criminal Investigation Di- . 


vision. II Audit C. C. H. Int. Rev. Manual 
7 4565.21, p. 8177-17; United States v Jones, 
630 F. 2d at 1080-81; United States v. Gilpin 
[76-2 ustc J 9636], 542 F. 2d 38, 40 (7th Cir. 
1976). When an audit has not been com- 
pleted because of a referral to the Criminal 
Investigation Division, no second inspec- 
tion notice is required in order for the 


special agent to gain access to the records 


sought. United States v. Silvestain, 668 F. 


2d at 1163-64; United States v. Jones, 630 


F. 2d at 1080-81; United States v. Lenon, 579 
F. 2d at 422-23; United States v Garrett, 571 
F 2d at 1328-29; and United States v. Gilpin, 
542 F. 2d at 40-41. In those cases the 
courts specifically held that where a re- 
ferral of the case was made to the Criminal 
Investigation Division (formerly Intelli- 
gence Division) before completion of the 
revenue agent’ s audit, “ ‘The second inspec- 
tion’ provisions of 26 U. S. C. § 7605(b) 
were not applicable.” United States v. Gil- 
pin, 542 F. 2d at 41. Therefore, the district 
court erred in requiring the IRS to issue 
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constitutional rights under the fourth and 
fifth amendments. Section 7602 empowers 
the IRS, inter alia, to summon and examine 
data for the purpose of ascertaining the 
correctness of any tax return, making a 
return where none has been filed, deter- 
‘mining correct tax liabilities or “inquiring 
into any offense connected with the admin- 
istration or enforcement of the internal 
revenue laws.” 


The Tax Equity and Fiscal Responsibil- 
ity Act of 1982 (TEFRA) Pub. L. No. 97- 
248, 96 Stat. 324 (1982), amended § 7602 
in two ways. First, it expanded the pur- 
poses for which the summons power could 
be used, to include criminal as well as 
civil tax investigations. Second, it drew a 
“bright line” indicating that the summons 
power ended at the point where an investi- 
gation was referred to the Justice Depart- 
ment for prosecution. By this change 
Congress intended to establish a mechani- 
cal test for determining the validity of the 
summons. See Pickel v United States [84-2 
ustc § 9934], 746 F. 2d 176, 183 (3rd Cir. 
1984); Moutevelis v. United States [84-1 ustc 
1 9220], 727 F. 2d 313 (3d Cir. 1984). 


Taxpayer argues that § 7602, as amended 
by TEFRA, violates the fourth and fifth 
amendments by authorizing an IRS special 
agent, by the mere issuance of a § 7602 
summons, to compel a person or a corpor- 
ation to turn over their private records 
and papers to the agent without securing 
a warrant based upon probable cause from 
a neutral judicial official. The key element 
which allegedly renders § 7602 unconsti- 
tutional is the explicit congressional man- 
date that the IRS may issue a § 7602 summons 
for the primary, singular and exclusive 
“purpose of inquiring into any offense con- 
nected with the enforcement of the internal 
revenue laws.” §7602(b). Taxpayer con- 
tends this provision violates the fourth 
amendment proscription against warrant- 
less searches and seizures of private papers 
and records because it allows Special Agent 
Howell to force the production of private 
papers and records for the primary and 
sole purpose of conducting a criminal in- 
vestigation free of any requirement that 
such summons may issue only upon secur- 
ing a warrant based upon probable cause. 
Therefore, taxpayer argues, § 7602 is un- 
enforceable on its face and as applied. 


Taxpayer also contends that § 7602(b) 
violates the fifth amendment’s guarantee 
of prosecution upon indictment by grand 


jury. According to taxpayer, § 7602(b) 
grants special agents overly broad investi- 
gative powers which seriously intrude upon 
the role of the grand jury as the principal 
tool of a criminal discovery and prosecu- 
tion. Accordingly, taxpayer argues that by 
vesting revenue agents with the power to 
summons, free of restraint, any material in 
connection with the investigation of a crim- 
inal offense under the tax laws, Congress 
has impermissibly constituted these em- 
ployees of the executive branch as “one 
person grand juries” in violation of the 
fifth amendment guarantee of prosecution 
upon indictment by grand jury. 


Taxpayer has misconceived the nature of 
an IRS summons. An IRS summons au- 
thorizes neither a search nor a seizure. An 
IRS agent cannot “compel” or ‘force’ the 
production of records. Although an IRS 
summons commands that the person to 
whom it is addressed appear before the 
IRS and produce records or give testi- 
mony,- United States v. Euge [80-1 vustc 
7 9222], 444 U. S. 707, 712 (1979), an IRS 
summons is not self-enforcing. If, as here, 
the summons is not complied with, the 
government must petition a district court 
for judicial enforcement of the summons. 
See United States v. Lask [83-1 ustc { 9271], 
703 F. 2d 293, 297 (8th Cir. 1983), cert. 
denied, 104 S. Ct 104 (1983). Section 
7402(b) and 7604(a) of the Code grant 
jurisdiction to the United States District 
Courts to issue orders compelling, through 
their powers of contempt, compliance with 
Internal Revenue summons. Because en- 
forcement of a summons invokes the 
process of a court, a court will not enforce 
a summons if it would constitute an abuse 
of that process. United States v. Powell 
[64-2 ustc J 9858], 379 U. S. 48, 58 (1964); 
United States v. LaSalle National Bank [78-2 
ustc $9501], 437 U. S. 298, 318 (1978); 
United States v. Samuels, Kramer & Co. 
[83-2 ustc 9 9525], 712 F. 2d 1342, 1344 (9th 
Cir. 1983). Thus, we agree with the district 
court that § 7602, as amended, is not 
unconstitutional. 


IV 


We have reviewed carefully taxpayer’s 
other exceptions and have found them to 
be without merit. Accordingly, the deci- 
sion of the district court is 


REVERSED IN PART 
AFFIRMED IN PART 
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[9398] Greenacre Foundation, Appellant v. The United States, Appellee. 


U.S. Court of Appeals, Fed. Cir., Appeal No. 85-741, 5/16/85. Affirming Cls. Ct., 84-2 
ustc 9789. | 


[Code Sec. 4940] 


Excise taxes: Foundations: Tax on investment income: Capital gain: Net investment 
income: Held for investment purposes.— A tax-exempt private foundation was held liable 
for the excise tax on investment income with respect to the capital gains realized from 
the sale of donated stock. Although the stock, which was not held longer than 30 days 
in any one instance, did not actually produce dividends and was not held for the pur- 
pose of producing dividends, the court held that the capital gains realized from the sale 
of the stocks were includible in the foundation’s net investment income because the 
stocks were held for investment purposes within the meaning of Reg. § 53.4940-1(£) (1). 
In upholding the validity of Reg. § 53.4940-1(£)(1), the court found that particular portion 
of the Regulation did not conflict with the legislative history of Code Sec. 4940. How- 
ever, the court stressed that it was upholding the validity of only that portion of the 
Regulation that provided that “property shall be treated as held for investment purposes 
even though such property is disposed of by the foundation immediately upon its receipt, 
if it is property of a type which generally produces interest, dividends, rents, royalties.” 


Back references: {| 4953D.20 and 4953D.37. 


Before RicH and Davis, Circuit Judges, and Cowen, Senior Circuit Judge. 


Davis, Circuit Judge: The question is 
whether a tax-exempt private foundation is 
liable (under the special tax imposed by 26 
U.S. C. § 4940) with respect to capital gains 
from sales of stocks donated to the founda- 
tion and shortly sold pursuant to pre-exist- 
ing plan. In this refund suit, the Claims 
Court (Kozinski, C. J.) somewhat reluc- 
tantly held that such gains were to be 
included in the tax. 6 Cl. Ct. 113 (1984). 
On taxpayer’s appeal, we affirm on the 
ground that the pertinent Treasury Depart- 
ment regulations validly so provide. 


I. 


Appellant-taxpayer Greenacre Foundation 
(Greenacre) is a non-profit New York cor- 
poration and is tax-exempt as a private 
operating foundation under the Internal 
Revenue Code.* During 1973-75, Greenacre 
received, by donation, a number of shares 
of stock which were very shortly thereafter 
sold (in 1974, 1975, and 1976) with realiza- 
tion of capital gains. Greenacre did not 


include that gain in computing the tax on 
; private foundations levied by 26 U. S. C. 


The parties stipulated the following facts: 
The securities now involved (entirely stock 
shares) were never used or intended for 
use by Greenacre for the production of 
interest, dividends, rents, or royalties, and 
no interest, dividends, rents, or royalties 
were received by Greenacre on those secu- 
rities during the period it held them. 
Greenacre intended to sell those securities 
immediately on receipt in order to fund its 
operations and endowment. However, the 
securities are property of the type which 
generally produces interest, dividends, roy- 
alties, or capital gains through appreciation; 
the companies that issued these securities 
were publicly traded and all except one 
security admittedly paid dividends at one 
time or another in the: years 1972-1976. 
Greenacre’s sale of the stocks came within 
a few days after receipt, the longest holding 
period being 30 days. 


On cross-motions (based on these stipu- 
lated facts) the Claims Court held for the 
Government, granting its motion and deny- 
ing taxpayer’s. Though expressing doubts 
as to the proper Re tear ed of the stat- 
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I. 


Section 4940(a) of the Internal Revenue 
Code, 26 U. S. C. § 4940(a) imposed (for 
the taxable years involved’) a 4% excise 
tax on “the net invéstment income” of 
tax-exempt private foundations.* Section 
' 4940(c) defines “net investment income” 
as including “gross investment income” 
plus “net capital gains” less allowable de- 
ductions. In turn, the statute provides 
(§ 4940(c)(4)(A)) that in determining ‘‘net 
capital gains’: 


There shall be taken into account only 

- gains and losses from the sale or other 
disposition of property used for the produc- 
tion of interest, dividends, rents, and royal- 
tues, and property used for the production 
of income included in computing the tax 
imposed by section 511 [the unrelated 
business income tax] (except to the extent 
gain or loss from the sale or other dis- 
position of such property is taken into 
account for purposes of such tax). [Em- 
phasis added.] 


Treasury Regulations § 53.4940-1(£)(1), 
implementing the tax statute, provide, inter 
alia: 


For taxable years beginning after De- 
cember 31, 1972, property shall be treated 
as held for investment purposes even though 
such property 1s disposed of by the founda- 
tion immediately upon its receipt, 1f it is 
property of a type which generally produces 
interest, dividends, rents, royalties, or capi- 
tal gains through appreciation (for ex- 
ample, rental real estate, stocks, bonds, 
mineral interests, mortgages, and securi- 
ties). Under this subparagraph, gains 
and losses from the sale or other disposi- 
tion of property used for the exempt 
purposes of the private foundation are 
excluded. ... [Emphasis added.] 


The stipulated facts, Part I, supra, show 
that the stock in issue here falls within 
the emphasized portion of Treas. Reg. 
§ 53.4940-1(f) (1), supra, though those se- 
curities did not actually produce dividends 
during the short period they were held by 
Greenacre and though the stocks were not 
held for that purpose. The issue, therefore, 
is whether this part of the regulation is a 
valid implementation of the taxing statute, 


§ 4940(c) (4) (A), supra. That is the question 
decided by the Claims Court and argued 
to us by both sides. 


III. 


Because decision of this case turns on 
the validity of part of a Treasury Regula- 
tion, promulgated in 1973 under § 7805(a) 
of the Internal Revenue Code, we must 
start with the established principle that 
such Treasury Regulations “must be sus- | 
tained unless unreasonable and plainly in- 
consistent with the revenue statutes.” 
Commissioner v. Portland Cement Co. [81-1 
ustc § 9219], 450 U. S. 156, 169 (1981); 
Commissioner v. South Texas Lumber Co. 
[48-1 ustc J 5922], 333 U. S. 496, 501 (1948). 
See, also, Bob Jones University v. United 
States [83-1 ustc J 9366], 461 U. S. 574, 
596-97 (1983); Bingler v. Johnson [69-1 ustc 
{ 9348], 394 U. S. 741, 750 (1969); United 
States v. Correll [68-1 ustc J 9101], 389 U. S. 
299, 307 (1967).* 


Appellant’s position is that the portion 
of the regulation before us is inconsistent 
with the taxing statute, § 4940 supra, which 
provides that the tax can take into account 
“only” gains from the sale of property 
“used’’ for the production of dividends, etc. 
—and that the stock involved here was not 
so “used” during the time it was held by 
Greenacre since no dividends were received. 
and the stock was not held for investment. 
Appellant’s construction of the legislation 
is certainly not unreasonable but the prob- 
lem for us is whether the Treasury's different 
interpretation, not taxpayer’s, is unreason- 
able or plainly inconsistent with the con- 
gressional language and purpose. 


As the Tax Court pointed out in Fried- 
man Foundation, Inc. v. Commissioner [CCH 
Dec. 35,476], 71 T. C. 40, 50-51 (1978)— 
the first decision to consider and uphold 
this aspect of the regulation—the statutory 
word “used” is ambiguous and the legisla- 
tive history is inconclusive as to its precise 
meaning.® Property “used” to produce in- 
terest, dividends, rents, or royalties can be 
read as property actually producing that 
type of income for the foundation. On the 


2 These are 1974, 1975, and 1976. For taxable 
years beginning after September 30, 1977, the 
rate was reduced’ to 2%. Pub. L. No. 95-600, 
§ 520(a), 92 Stat. 2763, 2884 (1978). 

3 This tax originated in the Tax Reform Act 
of 1969, Pub. L. No. 91-172, § 101(b), 83 Stat. 
487, 498 (1969). " 3 

4In addition, the regulation (finally adopted 


in January 1973) is entitled to particular force 


“‘as a substantially contemporaneous construc- 
tion of the [1969] statute by those presumed to 
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have been aware of congressional intent.’’ Na- 
tional Muffler Dealers Assn. v. United States 
[79-1 usrc {| 9264], 440 U. S. 472, 477 (1979). 

5 To the same effect is Zemurray Foundation 
v. United States [82-2 ustc J 9609], 687 F.2d 97, 
101 (5th Cir. 1982), another decision sustaining 
the regulation. Balso Foundation v. United 
States [83-2 ustc J 9639], 573 F. Supp. 191 (D. 
Conn. 1983), agrees with Friedman and Zemur- 
ray. 2. 3 a a 3 7 in . 
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other hand, “used” in this context can be 
interpreted as the type of property that 
normally or generally produces that sort 
of income—“usable,” “usually used,” “regu- 
larly used.”* Both readings fit well with 
the literal words of the statute, though it 
may be that each creates some problems. 
In this particular case Greenacre received 
no dividends and therefore the stock was 
not actually “used” to produce income. 
What if one dividend happened to be re- 
ceived during that short period? We agree 
with the Friedman opinion, 71 T. C. at 50, 
that it would be an “eccentric result,” un- 
likely to be adopted by Congress, to in- 
clude that particular stock in the tax base 
simply because of the fortuity of the re- 
ceipt of a dividend during the time the 
foundation held it. Present taxpayer does 
not grasp that nettle but says that the test 
is always whether the particular property 
was held for investment. The difficulty 
with that interpretation (as the compelled 
one) is that it departs from the precise 
words employed in § 4940(c)(4)(A), supra 
(which do not here refer to holding for 
investment), and moreover requires a sep- 
arate, factual inquiry in each instance as 
to whether that specific property was held 
by the foundation for investment, or otherwise. 


In these circumstances, it was not un- 
reasonable for the Treasury to adopt the 
acceptable interpretation it did—a _ con- 
struction which is relatively effortless to 
administer and does not call for individual 
inquiries for each separate foundation. It 
is comparatively easy to decide whether a 
property is “of a type which generally 
produces interest, dividends, rents, royal- 
ties” —e. g., stocks, bonds, rental real estate, 
mortgages. One does not have to consider 
the individual taxpayer’s particular cir- 
cumstances. Obviously, it is appropriate 
to take account of such ease of enforcement 
where the preferred interpretation does not 
trench on the statutory meaning. 


Taxpayer charges internal inconsistencies 
within the regulation because in other parts 
it employs the word “used” to mean actually 
used. But these other portions of the regu- 
lation do not involve “used” as contained 
in § 4940(c) (4)(A)—the only clause we are 


ing upon—but, rather, other sections’ 


poses and contexts, as well as different 
wording. It is not improper for the Treas- 
ury deliberately to use the same word in 
varying senses so long as its regulation 
does not attribute those different meanings 
to the same statutory word and concept. 


LV iss 


Greenacre insists, too, that the regula- 
tion’s interpretation of § 4940(c)(4)(A) runs 
against the legislative history of the tax- 
imposed by § 4940, and for that reason 
cannot be accepted (even though it might 
otherwise be consistent with Congress’ 
wording). We do not see any such conflict. 


(een point is that (1) the House 
of Representatives’ bill proposed to lay a 
flat percentage tax on a foundation’s net 
investment income (H. Rep. No. 413, 91st 
Cong., Ist Sess. (1969), 1969-3 Cum. Bull. 
200, 213-14) while the Senate planned a 
user or audit fee measured by a percentage 
of a foundation’s noncharitable assets 
(S. Rep. No. 552, 91st Cong. 1st Sess., 27 
(1969), 1969-3 Cum. Bull. 423, 441-42); and 
(2) the full Congress adopted the House 
approach and its language taxing invest- 
ment income, rather than the Senate’s. 
The conclusion taxpayer draws is that the 
Treasury Regulation reinstates the re- 
jected Senate version of a tax on the non- 
charitable assets by (it is claimed) i 
posing a tax on all noncharitable assets. 


Unlike taxpayer, we find no help (for 
our present problem) in this history. The 
House proposal and the statute both im- 
pose a tax on “net investment income” 
(including “net capital gain”),” as does the 
Treasury Regulation which permits in- 
clusion of stocks only if they were “held 
for investment purposes.” When the regu- 
lation goes on to, define property “of a 
type which generally produces . 
dividends” as being automatically “held for 
investment purposes,’ the regulation does 
not conflict at all with the legislative his- 
tory taxpayer invokes—a history which » 


wholly fails to cover or allude to that pre- 


cise point. The Treasury Department was 
not adopting the Senate plan, but simply 
defining as “held for investment pur- 
poses” a class of property which normally 
does produce the kinds of income speci- 
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fied in the statute and which is often held 
for investment.® 


Nor is there adequate reason, in our 
view, to doubt that the regulation serves 
the statutory purpose. The Claims Court 
_ Observed that it is “difficult to discern how 
these purposes will be served” in this in- 
stance, 6 Ct. Cl. at 114, but that position 
seems based on the mistaken premise that 
the purpose of the § 4940(a) tax was to 
curb abuses by private foundations and to 
assure that such foundations’ investments 
were not jeopardized by financial specula- 
tion. Those were indeed the objectives of 
other parts of the 1969 legislation re- 
specting private foundations (e.g., self- 
dealing; failure to distribute income; 
excess business holdings; investments jeop- 
ardizing charitable purposes), but they 
were not the purposes of the § 4940(a) tax 
which was to impose a type of user fee or 
tax to help pay for the administration of 
private foundations. See note 7, supra. For 
that special kind of tax, there is no reason 
to think that Congress desired to exclude 


donated stock which the foundation promptly 
sells and from which it reaps a good capital 
gain. 


V. 


We end by stressing that we decide only 
the exact issue presented by this case, 
1.@. the validity of that portion of the 
Treasury Regulation which provides that 
“property shall be treated as held for in- 
vestment purposes even though such prop- 
erty is disposed of by the foundation 
immediately upon its receipt, if it is prop- 
erty of a type which generally produces 
interest, dividends, rents, royalties.” We 
do not decide the legality or meaning of 
other parts of the regulation not involved 
in this case. In particular, we do not con- 
sider or pass upon the portion of the regu- 
lation which adds, as an independent class, 
“or capital gains through appreciation” to 
the types of income stated in § 4094(c) 
(4)(A) and set forth immediately, supra.’ 
That addition is not presented in this case. 


AFFIRMED. . 


[19399] Angelo Perfetti and Ramona E. Perfetti, Appellants v. Commissioner of 


Internal Revenue, Appellee. 


’ U. S. Court of Appeals, 8th Circuit, No. 83-2674, 5/16/85.* Affirming, reversing and 
remanding, 46 TCM 1317, Dec. 40,435(M), T. C. Memo. 1983-549. 


[Code Secs. 162, 164 and 274(d)] 


Business expenses: Travel: What is away from home: Meals: Airline personnel: 
Substantiation—A federal court of appeals affirmed a Tax Court holding that a flight 
engineer employed by a commercial airline and as a pilot for a State air national guard 
was not entitled to deduct commuting expenses incurred in traveling between two resi- 
dences he maintained within the vicinity of his two places of employment. The appellate 
court agreed with the Tax Court’s conclusion that the expenses were nondeductible, 
because the engineer’s motivation in traveling was primarily personal (visiting his family) 
rather than business in nature. However, the appellate court reversed and remanded this 
action to the lower court to properly allocate a portion of the travel expenses that 
were attributable to his employment with the national guard. Furthermore, the appellate 
court permitted the engineer to deduct his real estate taxes on his second home as a 
personal deduction. Finally, the court rejected the taxpayer’s meal allowance expenses, 
since reliance upon the standard deductible amount without also satisfying the substan- 
tiation requirements was inappropriate and, thus, the deduction for such expenses was 
properly denied. Back references: {| 1350.0348, 1350.1005, 1352.1471, 1360.11, 1449.573 and 
2296.30. 


8 Greenacre refers to an IRS memorandum  appreciation’’) on which we do not pass. See 


(recommending adoption of the regulation) 
which attributes to Congress the attempt to 
distinguish between charitable and nonchari- 
table assets. It is clear that this refers, not 
to the original and rejected Senate version, but 
solely to Congress’ clear desire not to impose 
the § 4940(a) tax on charitable assets. 

® The Fifth Circuit has upheld the portion of 
the- regulation which we also uphold, Zemurray 
Foundation v. United States [82-2 ustc {| 9609], 


687 F. 2d 97 (5th Cir. 1982), but has recently | 


invalidated, as an independent basis for taxa- 
tion, the portion Cor capital gains through 
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Zemurray Foundation v. United States, decided 
by the Fifth Circuit on March 18, 1985, which 
reaffirmed the earlier Zemurray decision. The 
property in that case was held not to be the 
type specifically enumerated in the statute 
(§ 4940(c)(4)(A)) and therefore not properly 
covered by the regulation. 

* Following oral argument on September 12, 
1984, consideration was suspended pending set- 
tlement negotiations which the court was 
advised on April 22, 1985 had terminated un- 
successfully. The case _was resubmitted as of 


the latter date. 
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James Fogle, Coburn, Croft & Putzell, One Mercantile Center, St. Louis, Mo. 63101, 
for appellants. John Griffin, Department of Justice, Washington, D. C. 20530, for appellee. 


Before HEANEY and Ross, Circuit Judges, and Hen ey, Senior Circuit Judge. 


HENLEY, Senior Circuit Judge: Angelo 
and Ramona Perfetti appeal from a judg- 
ment of the tax court in favor of the 
Commissioner of Internal Revenue (Com- 
missioner). The tax court entered a judg- 
ment for income tax deficiencies for the tax 
years 1976 and 1977 in the amounts of 
$4,779.67 and $4,747.63, respectively. For 
reversal taxpayers argue that the tax court 
erred in denying deductions for expenses 
incurred in Angelo Perfetti’s employment 
with the Missouri Air National Guard, 
expenses incurred in connection with his 
employment with Eastern Airlines, and ex- 
penses incurred in connection with his 
purchase and use of a private airplane. For 
the reasons discussed below, we affirm in 
part and reverse and remand in part. 


Angelo Perfetti has been employed by 
the Missouri Air National Guard (guard) 
since 1963 and by Eastern Airlines (East- 
ern) since 1966. During the tax years 1976 
and 1977 Angelo Perfetti was employed by 
Eastern as a flight engineer. Perfetti was 
based in New York and his tax home was 
in New Jersey. During this time Perfetti 
was also employed as a pilot for the guard, 
which is based at Lambert International 
Airport in St. Louis, Missouri. Since 1969 
Perfetti’s family has resided in Highland, 
Illinois, which is fifty miles from the guard 
base. 


During tax years 1976 and 1977 Perfetti 
earned $7,912.72 and $7,454.29 from his 
employment with the guard, and pursuant 
to 26 U. S. C. §162(a)(2) claimed related 
business deductions of $9,192.10 and 
$10,144.58, resulting from air fare, travel, 
meals and lodging. The lodging expense 
was calculated on the amount of time 
Perfetti stayed at his family residence. 
Perfetti calculated that he spent 41.94 and 
41.55 percent of 1976 and 1977 at the family 
residence and claimed the amount of those 
percentages of the residence’s expenses 
(utilities, real estate taxes, insurance, re- 
pairs and maintenance) as his deduction. 
Meal expenses were based on a standard 
deduction depending on the location. The 
guard expenses also included meals and 
transportation costs for two weeks of man- 
datory annual active duty in Wisconsin. - 

At trial it was established that Eastern 
required Perfetti to change his base fre- 
quently. In addition, it was established 


that it would have been difficult for Perfetti 
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to transfer guard units. For these reasons, 
Perfetti did not attempt to transfer to a 
guard unit near his tax home. Of the 204 
days or parts of days in 1976 and the 213 
days in 1977 Perfetti spent in the St. Louis 
area, 50 days in 1976 and 70 days in 1977 
were unrelated to guard duty. 


The Commissioner disallowed in full the 
claimed deductions on the ground that the 
expenses were not ordinary and necessary 
to Perfetti’s guard employment and for 
lack of substantiation. The Commissioner 
asserted that Perfetti’s primary motivation 
for traveling to the St. Louis area was 
personal (to visit his family), not business. 
The tax court agreed. 


The regulations provide: 


If a taxpayer travels to a destination 
and while at such destination engages 
in both business and personal activities, 
travel expenses to and from such destina- 
tion are deductible only if the trip is 
related primarily to the taxpayer’s trade 
or business. If the trip is primarily per- 
sonal in nature, the traveling expenses 
to and from the destination are not de- 
ductible even though the taxpayer en- 
gages in business activities while at such 
destination. 


Treas. Reg. § 1.162-2(b)(1). “Whether a 
trip is related primarily to the taxpayer’s 
trade or business or is primarily personal 
in nature depends on the facts and cir- 
cumstances of each case.” Jd. § 1.162-2(b) (2). 
Furthermore, unless the tax court’s 
finding as to motivation is clearly erro- 
neous, a “[t]Jax [cJourt’s inferences and 
conclusions on such a factual matter, under 
established principles, should not be dis- 
turbed by an appellate court.” Commis- 
stoner v. Flowers [46-1 ustc 9127], 326 
U.S. 465, 470 (1946). 


In this case the tax court weighed sev- 
eral factors to determine Perfetti’s primary 
motivation. The court noted that the fact 
that Perfetti earned over $7,000 each year 
from guard duty and that it would have 
been difficult for him to transfer guard 
units suggested a business motivation. On 
the other hand, the court noted that Per- 
fetti spent 50 to 70 days each year in the 
St. Louis area on nonguard duty and that 
his claim of deductions exceeding his earn- 
ings suggested a personal motivation. The 


court concluded that the weight of the 


evidence supported the conclusion that Per- 
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fetti’s primary motivation in traveling to 
St. Louis was personal and disallowed all 
travel expenses. 


On the record before us, we cannot con- 
clude that the tax court’s finding was 
clearly erroneous. As recently stated by 
the Supreme Court, “Where there are two 
permissible views of the evidence, the 
factfinder’s choice between them cannot be 
clearly erroneous.” Anderson v. City of 
Bessemer City, 53 U. S. L. W. 4314, 4317 
(U. S. March 19, 1985). 


In the alternative, Perfetti argues that 
if the tax court was correct in finding that 
his primary motivation for traveling to St. 
Louis was personal, the court erred in 
disallowing all expenses relating to guard 
duty. The regulations provide that even 
though a trip is primarily personal ‘“ex- 
penses while at the destination which are 
properly allocable to the taxpayer’s trade 
or business are deductible even though the 
traveling expenses to and from the destina- 
tion are not deductible.” Treas. Reg. 
§ 1.162-2(b) (1). 


We agree with Perfetti that the tax court 
summarily concluded that he had not prop- 
erly allocated his expenses and that the 
court ignored evidence of proper allocation 
between business and personal expenses. 
Our review of the record convinces us that 
the tax court overreacted by disallowing 
all deductions related to guard duty be- 
cause of its perception that Perfetti over- 
reached by claiming family expenses as 
business deductions. This case must be 
remanded to the tax court for a determina- 
tion of those expenses attributable to guard 
duty. These expenses should include, but 
are not limited to, Perfetti’s expenses re- 
lated to annual guard duty in Wisconsin; 
cost of automobile travel from his family 
residence to the guard base, and any airfare 
for the sole or primary purpose of attending 
guard duty. Furthermore, on remand Per- 
fetti should be allowed to deduct his real 
estate taxes as a personal deduction, rather 
than as a business deduction, as he orig- 
inally claimed. See 26 U. S. C. § 164. 


Perfetti’s employment with Eastern Air- 
lines required him to spend substantial 
amounts of time away from his home base. 
Perfetti kept a daily diary in which he 
recorded the day, the city, and the type of 
meals he consumed away from his tax 
base. Perfetti, however, did not record the 
exact amount of the meal but rather used 
a standard deduction for each meal. After 
deducting employer reimbursements, Per- 
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fetti claimed deductions of $618.35 and 
$868.95. The Commissioner disallowed the | 
deductions for lack of substantiation. The 
tax court agreed. 


The Code provides that in order to be en- 
titled to a deduction for traveling expenses 
(including meals) the taxpayer must “sub- 
stantiate by adequate records the 
amount of such expense.” 26 U. S. C. 
§ 274(d). The regulations provide that to 
meet the statutory “adequate records” re- 
quirement the “taxpayer shall maintain an 
account book, diary ... . and documentary 
evidence . . . sufficient to establish each 
element of an expenditure... .” Treas. Reg. 
§ 1.274-5(c)(2) (i). An “element of an ex- 
penditure” includes the amount, time and 
place and business purpose. Id. § 1.274-5(b) 
(1) Gi) Gi) and (iii). The regulations, how- 
ever, allow the amount of daily costs of meals 
to be aggregated, td. § 1.274-5(b) (2) (i), and 
exempt the documentation requirement for 
expenses of less than $25, td. § 1.274-5(c) 
(2)(c) (iii)(b). Perfetti reasons that be- 
cause documentation is not required for 
expenses under $25, a taxpayer need not 
record the exact amount of meals under 
$25 but instead can rely on a standard 
deduction. The tax court disagreed, hold- 
ing that the regulations expressly provide 
that each element, including the amount, 
of any expenditure must be established by 
an account book, diary or similar record. 
The tax court refused to apply the rule of 
Cohan v. Commissioner [2 ustc { 489], 39 
F.2d 540 (2d Cir. 1930), by which the tax 
court was allowed to estimate the amount 
of a travel expense. The court found that 
the legislative history made clear that 
§ 274(d) was “intended to overrule, with 
respect to . . . [travel] expenses the so- 
called Cohan rule. H. R. Rep. No. 1447, 
87th Cong., 2d Sess. (1962) . ..; S. Rep. 
No. 1881, 87th Cong., 2d Sess. (1962) ....” 
See also Treas. Reg. § 1.274-5(a) (§ 274(d) 
supersedes Cohan). 


The court also rejected Perfetti’s argu- 
ment that it would have been an undue 
burden for him to record the exact amount 
of each meal. On appeal Perfetti points out 
that Rev. Proc. 83-71 allows taxpayers to 
deduct a standard amount for meals “to 
relieve taxpayers of the burden of keeping 
records of the amount of each expenditure © 
otherwise required by section 1.274-5 of the 
Income Tax Regulations.” The Commis- 
sioner, however, correctly notes that the rev- 
enue procedure by its own terms is only 
applicable to expenses paid or incurred 
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after December 31, 1982. Therefore, we 
find the deductions for meals were not im- 
properly disallowed. 


On June 19, 1976 Perfetti purchased a 
Cessna airplane for $12,000. In 1976 he 
claimed a deduction of $2,353.47, and in 
1977 a deduction of $3,349.37. Perfetti 
maintains that he bought the airplane in 
part to maintain and improve his skills as 
a pilot. The tax court disallowed the de- 
duction as an educational expense and dis- 
allowed an investment tax credit. 


The regulations provide that educational 
expenses are deductible as an ordinary and 
necessary business expense if the education 
maintains or improves skills required by 
the taxpayer in his employment, meets the 
express requirements of an employer, or is 
necessary by applicable law or regulation. 
“Treas. Reg. § 1.162-5(a)(1) and (2). Here, 


the court found that although the purchase 
of the plane was an ordinary expense, it 
was not a necessary expense. The court 
reasoned that Perfetti could have obtained 
the same flying experience with less ex- 
pense by renting a plane. See Boser v. Com- 
missioner [CCH Dec. 38,435], 77 T. C. 1124, 
1133 (1981). In addition, the court found 
that Perfetti offered no proof as to the 
number of hours required by the Federal 
Aviation Administration to maintain a 
commercial license or how many of the 
hours Perfetti had flown had contributed 
to keeping his license current. See id. at 
1134. On the record before us, we cannot 
find that the court improperly disallowed 
the deduction as an educational expense. 


Accordingly, this case is reversed and 
remanded to the tax court for further pro- 
ceedings consistent with this opinion. 


[1.9400] Joseph R. Bolker, Petitioner-Appellee v. Commissioner of Internal Revenue, 


Respondent-Appellant. 


U. S. Court of Appeals, 9th Circuit, No. 84-7357, 5/17/85. Affirming Tax Court, 8I. 


‘TC 782, Dec. 40,558. 


[Code Sec. 1031] 


Sales and exchanges: Realty: Nonrecognition of gain: Held for investment.—In in- 
terpreting the meaning of the “held for investment” standard, the Ninth Circuit Court 
of Appeals has ruled that an exchange of real property, which was acquired as a cor- 
porate liquidating distribution, for three parcels of realty may qualify for nonrecognition: 
of gain as a like-kind exchange of property “held for investment,” even though the 
exchange was contemplated before the liquidating distribution occurred. The realty 
received as a liquidating distribution did not have to be held, even briefly, with the 
intention of keeping it indefinitely in order to qualify as being “held for investment.” The 
IRS had argued that the realty was not held for investment because it was exchanged 
immediately after being distributed—the property was acquired with the intent of ex- 
changing it for 3 parcels of realty, not with the intent of keeping it for investment prior 
to sale. Equating the holding requirement with ownership, the court ruled that the 
realty was held because it was owned. The requirement that the realty be held “for 
investment” was satisfied because it was not acquired with the intention of liquidating 
it or using it for personal pursuits. (This decision seems in keeping with the court’s 
“continuity of ownership” test adopted in an earlier ruling, Magneson, CA-9, 85-1 USTC 
| 9205, where the meaning of “like-kind” was considered.) Back references: {| 4606.126. 

- and 4606.204. 


Gilbert Dreyfuss, Richards, Watson, Dreyfuss & Gershon, Thirty-Eighth Floor,. 
Security Pacific Plaza 333 South Hope coe Los Angeles, Calif. 90071, for petitioner- 
appellee. Raymond HERP EE: Department of Justice, Washington, D. C. 20530, for respond-. 
ent-appellant. 


1Perfetti also er that he purchased 
the airplane as a primary means of transporta- 
tion between his family residence in Highland, 
Tlinois, and his guard base in St. Louis. The 
tax court found that its holding that travel 
expenses incurred as a result of guard duty 
were disallowed barred the deduction as a 
business expense. Although we believe that the 
-cost of travel between Perfetti’s family resi- 
_ dence and his guard base. should be allowed. as 
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a business deduction, see text supra p. 4, the. 
amount of the deduction must be reasonable. 
See Audano v. United States [70-2 ustc { 9486], 
428 F. 2d 251, 256 (5th Cir. 1976). In this case 
we believe the expense should be limited to. 
costs incurred as a result of automobile travel 
between the family residence and the guard 
base and, that trips by air should be allowed 


only to the extent that they do not exreed. cost. 


of automobile travel. 
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Before Boocnever and Beezer, Circuit Judges, and Harpy,* District Judge. 


Boocuever, Circuit Judge: Bolker was the 
sole shareholder of the Crosby Corporation 
(Crosby) which owned the Montebello 
property. For tax purposes associated with 
_ the anticipated development of the prop- 
erty, Bolker decided to liquidate Crosby 
and distribute Montebello to himself. Be- 
fore Crosby carried out the liquidation, 
problems in financing convinced Bolker to 
dispose of the Montebello property rather 
than developing it himself. On the day the 
Crosby liquidation actually occurred, Bolker 
contracted to exchange Montebello with 
Southern California Savings & Loan (SCS) 
for other like-kind investment property to 
be designated. This exchange took place 
three months later. Bolker asserted, and 
’ the Tax Court agreed, that the exchange 
qualified for mnonrecognition treatment 
under I. R. C. §1031(a).* Bolker v. Com- 
missioner [CCH Dec. 40,558], 81 T. C. 782 
(1983). The Commissioner appeals. Be- 
cause we believe that Bolker held the Mon- 
tebello property for investment within the 
meaning of section 1031(a), we affirm. 


The transaction was consummated as fol- 
lows. In March 1972, Bolker commenced 
the liquidation of Crosby. On March 13, 
1972, all of the following occurred: 


(1) Crosby transferred all its assets 
and liabilities to Bolker in redemption of 
all Crosby stock outstanding; 


(2) Bolker as president of Crosby exe- 
cuted the Internal Revenue Service liqui- 
dation forms; 


(3) A deed conveying Montebello from 
Crosby to Bolker was recorded; 


(4) Bolker and Parlex, a corporation 
formed by Bolker’s attorneys to facili- 
tate the exchange, executed a contract to 
exchange Montebello for properties to be 
designated by Bolker; 


(5) Parlex contracted to convey Mon- 
tebello to SCS in coordination with the 
exchange by Bolker and Parlex; and 


(6) Bolker, Crosby, Parlex, and SCS 
entered into a settlement agreement dis- 
missing a breach of contract suit pend- 
ing by Crosby against SCS in the event 
that all the other transactions went as 
planned.” 


* Honorable Charles L. Hardy, United States 
District Judge for the District of Arizona, sit- 
ting by designation. 

1 All references to the Internal Revenue Code 
are to the Internal Revenue Code of 1954 as 
amended and in force in 1972. 

2 Crosby had filed a breach of contract suit 
against SCS in 1971 based upon SCS’s failure to 
fulfill a prior contract to purchase Montebello. 
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On June 30, 1972, all the transactions closed 
simultaneously, SCS receiving Montebello 
and Bolker receiving three parcels of real 
estate which he had previously designated. 


Bolker reported no gain on the trans- 
action, asserting that it qualified for non- 
recognition under then-current I. R. C. 


§ 1031 (a): 


No gain or loss shall be recognized if 
property held for productive use in trade 
or business or for investment (not includ- 
ing stock in trade or other property held 
primarily for sale, nor stocks, bonds, 
notes, choses in action, certificates of 
trust or beneficial interest, or other se- 
curities or evidences of indebtedness or 
interest) is exchanged solely for property 
of a like kind to be held either for pro- 
ductive use.in trade or business or for 
investment. 


The Commissioner sent Bolker statutory 
notices of deficiency on the ground that 
the transaction did not qualify under sec- 
tion 1031(a). In the Tax Court, the Com- 
missioner argued two theories: that Crosby, 
not Bolker, exchanged Montebello with 
SCS, and in the alternative, that Bolker 
did not hold Montebello for productive 
use in trade or business or for investment.’ 
The Tax Court rejected both arguments. 
The Commissioner does not appeal the 
decision that Bolker individually made the 
exchange. The Commissioner does not chal- 
lenge any of the Tax Court’s findings of 
fact; review of the Tax Court’s decisions 
of law is de novo. California Federal Life 
Insurance Co. v. Commissioner [82-2 ustc 


7 9464], 680 F. 2d 85, 87 (9th Cir. 1982). 
I. Stock for Property 


Section 1031(a) specifically excludes from 
eligibility for nonrecognition an exchange 
involving stock. The Commissioner argues 
that Bolker’s transactions should properly 
be viewed as a whole, under the step trans- 
action doctrine, see Commissioner v. Court 
Holding Co. [45-1 ustc 9215], 324 U. S. 
331, 334 (1945) (court may view transac- 
tion as a whole even if taxpayer accom- 
plishes result by series of steps), and that 
so viewed, Bolker exchanged his Crosby 


We do not discuss whether the settlement of 
this lawsuit as part of the transaction was an 
exchange of non-like-kind property, because 
the Commissioner did not raise the argument 
at trial or on appeal. See discussion Part I 
below. 

3 The Commissioner concedes that the real 
estate received by Bolker was of like kind to 
the Montebello property. : 
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stock for property. The Commissioner did 
not argue this theory in the Tax Court. 


As a general rule, we will not consider 
an issue raised for the first time on appeal, 
United States v. Greger [83-2 ustc 9654], 
716 F. 2d 1275, 1277 (9th Cir. 1983) (tax- 
payer argued for first time on appeal that 
statute prohibiting assistance in preparation 
of false return cannot apply if preparer 
is innocent), cert. dented, 104 S. Ct. 1002 
(1984), although we have the power to do 
so, see Hormel v. Helvering [41-1 ustc 
7 9322], 312 U. S. 552, 557-59 (1941). This 
circuit has recognized three exceptions to 
this rule: in the “exceptional” case in which 
review is necessary to prevent a miscar- 
riage of justice or to preserve the integrity 
of the judicial process, see Greger, 716 F. 
2d at 1277, when a new issue arises while 
appeal is pending because of a change in 
the law, see Untted States v. Whitten, 706 
F. 2d 1000, 1012 (9th Cir. 1983) (objection 
to plain view search first raised on appeal), 
cert. denied, 104 S. Ct. 1593 (1984), or when 


the issue presented is purely one of law . 


and either does not depend on the factual 
record developed below, or the pertinent 
record has been fully developed, see United 
States v. Patrin, 575 F. 2d 708, 712 (9th Cir. 
1978) (on appeal of conviction for assaulting 
federal officers in performance of their 
duties, government could not rely on a dif- 
ferent statute defining federal officers than 
at trial because defendants might have tried 
their case differently in response). If one 
of the exceptions is applicable, we have 
discretion to address the issue. 


The Commissioner contends that the third 
exception applies in this case. Although a 
determination based on the step transaction 
doctrine would require reliance on the fac- 
tual record, the Commissioner argues that 
the record is fully developed and that we 
could decide the issue on appeal without 
prejudice to Bolker’s right at trial to pre- 
sent relevant facts. See id. at 712-13. Ap- 
plication of the step transaction doctrine 
requires a detailed factual inquiry, however, 
and there may be facts relevant to the 
issue which were not developed in the 
record. Moreover, Bolker’s tactics, presen- 
tation of the facts, and legal arguments at 
trial might have been different if the Com- 


missioner had argued the step transaction 
issue below.* We therefore decline to ad- 
dress the issue on appeal. 


IJ, The Holding Requirement 


The Commissioner argued unsuccessfully 
in the Tax Court that because Bolker 
acquired the property with the intent, and 
almost immediate contractual obligation, to 
exchange it, Bolker never held the property 
for productive use in trade or business or 
for investment as required by section 1031(a). 
Essentially, the Commissioner’s position is 
that the holding requirement has two ele- 
ments: that the taxpayer own the property 
to make money rather than for personal 
reasons, and that at some point before the 
taxpayer decides to exchange the property, 
he have intended to keep that property as 
an investment. 


Bolker argues that the intent to ex- 
change investment property for other in- 
vestment property satisfies the holding 
requirement. Bolker’s position also in essence 
posits two elements to the holding require- 
ment: that the taxpayer own the property 
to make money, and that the taxpayer not 
intend to liquidate his investment. 


Authority on this issue is scarce. This is 
not surprising, because in almost all fact 
situations in which property is acquired for 
immediate exchange, there is no gain or 
loss to the acquiring taxpayer on the ex- 
change, as the property has not had time 
to change in value. Therefore, it is irrele- 
vant to that taxpayer whether section 1031(a) 
applies. See, e.g. D. Posin, Federal Income 
Taxation 180 & n. 46 (1983); Rev. Rul. 
77-297, 1977-2 C. B. 304, 305. The cases 
generally address the taxpayer’s intent re- 
garding the property acquired in an ex- 
change, rather than the property gtven up. 
The rule of those cases, e.g. Regals Realty 
Co. v. Commissioner [42-1 ustc f[ 9468], 127 
F. 2d 931, 933-34 (2d Cir. 1942), is that at 
the time of the exchange the taxpayer must 
intend to keep the property acquired, and 
intend to do so with an investment purpose. 
That rule would be nonsense as applied 
to the property given up, because at the 


time of the exchange the taxpayer’s intent 


in every case is to give up the property. No 
exchange could qualify. 


4 At trial, the Commissioner argued that in 
substance the exchange of Montebello was ne- 
gotiated and carried out by the corporation, 
and that the corporation, not Bolker, should be 


taxed on any gain realized. The Commissioner’ s- 
‘evidence was directed toward proving that the 
exchange was the continuation and culmination | 


of the 1969 corporate plan to sell Montebello, 
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disguised as a liquidation and exchange to avoid 
tax consequences to the corporation. Bolker’s 
evidence was directed toward proving that the 
corporate plan to sell Montebello had been 
abandoned, and that the 1971 negotiations were 
by Bolker as an individual despite the fact that 
eae! ‘eet ewaed Montebello. f xe 
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The Commissioner cites two revenue rul- 
ings to support his position, Rev. Rul. 
77-337, 1977-2 C. B. 305, and Rev. Rul. 
77-297. Revenue rulings, however, are not 
controlling. Ricards v. United States [81-2 
ustc J 13,421], 683 F. 2d 1219, 1224 & n. 12 
(9th Cir. 1981) (revente rulings not binding 
although entitled to consideration as “body 
of experience and informed judgment’). 
Moreover, neither ruling is precisely on 
point here. In Revenue Ruling 77-337, A 
owned .X corporation, which owned a shop- 
ping center. Pursuant to a prearranged 
plan, A liquidated X to acquire the shop- 
ping center so that he could immediately 
exchange it with B for like-kind property. 
A never held the shopping center, and 
therefore section 1031(a) did not apply. 
This case differs from 77-337 in two ways. 
First, the liquidation was planned before 
any intention to exchange the properties 
arose, not to facilitate an exchange. Second, 
Bolker did actually hold Montebello for 
three months. 


In Revenue Ruling 77-297, B wanted to 
buy A’s ranch, but A wanted to exchange 
rather than sell. A located a desirable 
ranch owned by C. Pursuant to a prear- 
ranged plan, B purchased C’s ranch and 
immediately exchanged it with A for A’s 
ranch. As to A, the exchange qualifies 
under section 1031(a). As to B, it does 
not, since B never held C’s ranch, and 
acquired it solely to exchange. The same 
distinctions as in 77-337 apply between this 
ruling and the facts in Bolker. Neither rul- 
ing cites case authority for its holdings. 


Bolker cites two cases that support his 
position. In each case, the Tax Court gave 
section 1031(a) nonrecognition to a trans- 
action in which the property given up was 
acquired with the intention of exchange. 
However, neither case actually considered 
the holding issue, which diminishes the 
persuasiveness of the authority. In 124 
Front Street, Inc. v. Commissioner [Dec. 
33,448;A], 65 T. C. 6 (1975), taxpayer owned 
an option to purchase real estate. Fire- 
men’s Fund Insurance Co. (Firemen’s) 
wanted the property, but taxpayer preferred 
an exchange to a sale. Firemen’s advanced 
taxpayer the money to exercise its option 
under a contract providing that taxpayer 
would exchange the property for property 
to be acquired by Firemen’s. Jd. at 8-11. 
Taxpayer exercised its option, and the ex- 
change was consummated five months later 
when Firemen’s had acquired property 
satisfactory to taxpayer. Jd. at 12. The 
issue in the case was whether the trans- 
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action was the sale of the option to Fire- 
men’s, or an exchange of the property with 
Firemen’s. The court held that it was ar 
exchange, and therefore qualified under 
section 1031(a). Jd. at 15. The court ap- 
parently never considered whether the fact 
that the optioned property was acquired 
solely for exchange meant that it was not 
held for investment under section 1031(a). 
Even without an explicit holding, however, 
the case does support Bolker’s theory that 
an intent to exchange for like-kind property 
satisfies the holding requirement. 


Rutherford v. Commissioner [CCH Dec. 
35,594(M)], T. C. M. 1978-505, 37 T. C. M. 
(CCH) 1851-77, is an unusual case with 
a holding similar to 124 Front Street. W, a 
cattle breeder, agreed with R, another 
breeder, to exchange W’s twelve _half- 
blood heifers for twelve three-quarter 
blood heifers to be bred from the half-blood 
heifers. W gave R the twelve half-blood 
heifers. R bred them to a registered bull 
and gave W the first twelve three-quarter 
blood heifers produced. Jd. at 1851-77 to 
1851-78. At stake in the case were depreci- 
ation deductions. En route to determining 
R’s basis in the half-blood heifers for de- 
preciation purposes, the Tax Court held 
that the exchange of heifers qualified for 
nonrecognition under section 1031(a). Id. 
at 1851-79. Although the court did not even 
mention the point, the facts indicate that 
when by virtue of their birth R “acquired” 
the three-quarter blood heifers, the prop- 
erty he gave up, he had already contracted 
to exchange them. Thus, Rutherford also 
supports Bolker’s position, albeit tacitly. 


The Tax Court’s holding in this case is 
based on its recent opinion in Magneson v. 
Commissioner [CCH Dec. 40,557], 81 T. C. 
767 (1983) (court reviewed), aff'd, No. 84- 
7069, (9th Cir. Feb. 20, 1985). In Magne- 
son, taxpayers exchanged property for like- 
kind property and then by prearrangement 
contributed the property they acquired toa 
partnership. Each transaction viewed sepa- 
rately was admittedly tax-free, but in com- 
bination raised the issue whether contribu- 
tion to a partnership satisfies the holding 
requirement for the acquired property. The 
Bolker Tax Court interpreted Magneson as 
holding that an intent to continue the in- 
vestment rather than selling it or convert- 
ing it to personal use satisfied the holding 
requirement, even if the taxpayer never in- 
tended to keep the specific property ac- | 
quired. In both Bolker and Magneson, the 
Tax Court emphasized the admitted non- 


‘recognition treatment accorded each indi- 
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vidual step in the transactions, and reasoned 
that if each step were tax-free, in combi- 
nation they should also be tax-free, so long 
as the continuity of investment principle 
underlying section 1031(a) is respected. 
See Bolker, 81 T. C. at 805-06; Magneson, 
Sie Gat 771, 


We recently affirmed Magneson but our 
rationale differed from that of the Tax 
Court. While we recognized the impor- 
tance of continuity of investment as the 
basic purpose underlying section 1031(a), 
see H. R. Rep. No. 704, 73d Cong., 2d 
Sess. 12, reprinted in 1939-1 C. B. (pt. 2) 
554, 564, we did not hold that that prin- 
ciple justifies the failure to address the 
specific requirements of section 1031(a). 
Rather, we based affirmance on our hold- 
ing that the Magnesons intended to and 
did continue to hold the acquired property, 
the contribution to the partnership being 
a change in the form of ownership rather 
than the relinquishment of ownership. 
Magneson, slip op. at 9-13. Thus the Mag- 
nesons satisfied the specific requirements 
of section 1031(a). Nothing in Magneson 
relieves Bolker of his burden to satisfy the 
requirement that he had held the property 
given up, Montebello, for investment. 


Finally, there is nothing in the legisla- 
tive history which either supports or ne- 
gates Bolker’s or the Commissioner’s 
position. In sum, the Commissioner is 
supported by two revenue rulings which 
are neither controlling nor precisely on 
point. Bolker is supported by two Tax 
Court decisions which did not explicitly 
address this issue. In the absence of con- 
trolling precedent, the plain language of 
the statute itself appears our most reliable 
guide. 

The statute requires that the property be 
“held for productive use in trade or busi- 
ness or for investment.” Giving these words 
their ordinary meaning, see Greyhound Corp. 
v. United States [74-1 ustc J 16,138], 495 
F, 2d 863, 869 (9th Cir. 1974) (if Code does 
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not define term, court should give words 
their ordinary meaning), a taxpayer may 
satisfy the “holding” requirement by own- 
ing the property, and the “for productive 
use in trade or business or for investment” 
requirement by lack of intent either to 
liquidate the investment or to use it for 
personal pursuits. These are essentially the 
two requirements courts have placed on 
the property acquired in a section 1031(a) 
exchange, see, e.g., Regals Realty, 127 F. 2d 
at 933-34 (intent to sell. disqualifies ex- 
change); Click v. Commissioner [CCH Dec. 
38,790], 78 T. C. 225, 233-34 (1982) (intent 
to give as gift disqualifies exchange), so 
this interpretation would yield the sym- 
metry the use of identical language seems 
to demand. 


The Commissioner’s position, in contrast, 
would require us to read an unexpressed 
additional requirement into the statute: that 
the taxpayer have, previous to forming the 
intent to exchange one piece of property 
for a second parcel, an intent to keep the 
first piece of property indefinitely. We de- 
cline to do so. See Starker v. United States 
[79-2 ustc 7 9541], 602 F. 2d 1341, 1352-53 
(9th Cir. 1979) (refusing to read unex- 
pressed additional requirement of simultan- 
eous exchange into § 1031(a)).° Rather, we 
hold that if a taxpayer owns property 


’ which he does not intend to liquidate or 


to use for personal pursuits, he is “hold- 
ing” that property “for productive use in 
trade or business or for investment” within 
the meaning of section 1031(a). Under this 
formulation, the intent to exchange prop- . 
erty for like-kind property satisfies the hold- 
ing requirement, because it is not an intent 
to liquidate the investment or to use it 
for personal pursuits. Bolker acquired the 


Montebello property with the intent to ex- 
change it for like-kind property, and thus 
he held Montebello for investment. under 
section 1031(a). The decision of the Tax 
Court is therefore 


AFFIRMED. 
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[7.9401] Lloyd R. Olson, Plaintiff/Appellant v. United States of America, Defend- 
ant/ Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 84-4030, 5/10/85.* Affirming District Court, 
84-2 ustc J 9603. 


[Federal Rules of Appellate Procedure 38; Code Sec. 6702] 


Penalties, civil: Frivolous income tax return: Tax protest: Constitutional provisions: 
Nontaxable receipt claims: Appeals to Court of Appeals: Federal Rules of Appellate 
Procedure: Frivolous appeal_—The court of appeals ruled that the district court properly 
imposed the penalty for filing a frivolous return against an individual who attempted 
to escape taxation by filing a Form 1040 on which he deducted his wages as cost of labor 
and claimed that he had obtained no privilege from a governmental agency. The tax- 
payer’s form also contained information that on its face showed that his self-assessment 
was substantially incorrect. Although he listed his wages, salaries, and tips as zero, his 
W-2 form indicated that he had received in excess of $50,000 in wages. Further, because 
the taxpayer raised totally meritless arguments on appeal, the court imposed double 
costs and attorney fees for such frivolous appeal. Back references: {[ 402A.105, 5595G.70, 


and 5880.36. 


Lloyd R. Olson, Big Lake, Ark., pro per. Gary R. Allen, Martha Brissette, Depart- 
ment of Justice, Washington, D. C. 20530, for defendant/appellee. 


Before KILKENNY, FERGUSON and WicGINS, Circuit Judges. 


Opinion: 

Per CurtAm: Lloyd R. Olson filed an 
unsigned Form 1040 (individual income 
tax return) for 1982 on which he listed his 
wages as zero and cautioned that it was 
not a return. Attached to the Form 1040 
was a W-2 form showing that Olson had 
been paid $53,417.69 in wages in 1982 
(which Olson had marked “Incorrect”), 
a Schedule C profit or loss statement in 
which Olson offset the wages he received 
by a greater amount of “cost of labor” and 
other deductions purportedly incurred in 
earning his wages, and a letter stating that 
he had studied the tax laws and determined 
that he owed no taxes because he had not 
obtained any privilege from a governmental 
agency in 1982. He asserted that he filed 
the Form 1040 only to obtain a refund and 
not with the intent to file a return. 


The Internal Revenue Service (“IRS”) 
attempted to have Olson sign the Form 1040 
and complete a proper return. Olson re- 
fused. The IRS then assessed a $500 civil 
penalty against Olson pursuant to section 
6702 of Title 26 of the United States Code. 
Olson paid fifteen percent of the assess- 
ment ($75) and demanded abatement of 
the penalty, but the IRS disallowed his 
refund claim. 

Olson then filed a complaint for a refund 
in the district court. The government 
moved for judgment on the pleadings and 
the district court dismissed the action with 
prejudice. Olson appeals to this court. 


Section 6702 authorizes the imposition of 
a $500 civil penalty on any individual who, 
from a frivolous position or a desire (which 
appears on the face of the purported re- 
turn) to delay or impede the administra- 
tion of the tax laws, files what purports to 
be a tax return which either does not con- 
tain sufficient information to judge the 
substantial correctness of the self-assess- 
ment or contains information that indicates 
on its face that the self-assessment is sub- 
stantially incorrect. Olson contends that he 
did not file ‘what purports to be a [tax] 
return” and that his filing was not frivolous. 
These arguments are without merit. 


Although Olson wrote the words “not a 
return” on the Form 1040 he filed, he 
acknowledges that he filed the form to 
obtain a refund of the taxes withheld from 
his wages in 1982. Because a taxpayer may 
not obtain a refund without first filing a 
return, 26 C. F. R. § 301.6402-3(a)(1), the 
form filed by Olson should be construed 
to be a “purported” return. Davis v. United 
States [84-2 ustc J 9808], 742 F. 2d 171, 173 
(5th Cir. 1984); Holker v. United States 
[84-2 ustc J 9602], 737 F. 2d 751, 752 (8th 
Cir. 1984). . 


The form also contained information that 
on its face showed that Olson’s self-assess- 
ment was substantially incorrect. Olson 
listed his wages, salaries, and tips as zero, 
yet his W-2 form indicated that he had 
received in excess of $50,000 in wages. He 
made no attempt to explain this discrepancy 


* This panel unanimously agrees that this 
case is appropriate for submission without oral 
argument. ; 
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beyond writing the word “incorrect” on 
the W-2 form. Thus, the IRS also could 
not judge the substantial correctness of the 
return. 


Further, Olson’s attempts to escape tax 
by deducting his wages as “cost of labor” 
and by claiming that he had obtained no 
privilege from a governmental agency illus- 
trate the frivolous nature of his position. 
This court has repeatedly rejected the argu- 
ment that wages are not income as frivol- 
ous, see, e. g., Gattuso v. Pecorella [84-2 ustc 
{ 9531], 733 F. 2d 709, 710 (9th Cir. 1984); 
United States v. Romero [81-1 ustc { 9276], 
640 F. 2d 1014, 1016 (9th Cir. 1981), and 
has also rejected the idea that a person is 
liable for tax only if he benefits from a 
governmental privilege. See United States 
v. Buras [81-1 ustc { 9126], 633 F. 2d 1356, 
1361 (9th Cir. 1980). Therefore, the district 
court properly found that Olson was liable 
under section 6702 for filing a frivolous tax 
return. See Davis v. United States [84-2 ustc 
79808], 742 F. 2d 171 (Sth Cir. 1984); 
Holker v. United States [84-2 ustc { 9602], 
737 F. 2d 751 (8th Cir. 1984). 


The remaining issues are easily resolved 
and likewise meritless. The IRS clearly 
had jurisdiction to assess the penalty against 
Olson, see U. S. Const. art. I, §8; 26 
U. S. C. § 6201. The district court prop- 
erly denied Olson a jury trial because 
there were no material facts in dispute but 
only issues of law. See Ex parte Peterson, 
253 U. S. 300, 310 (1920); Davis v. United 
States, 742 F. 2d at 173; Holker v. United 
States, 737 F. 2d at 752. 


The judgment of the district court is 
therefore affirmed. Because Olson has raised 
totally meritless arguments, we character- 
ize this appeal as frivolous. It is within 
our discretion to impose double costs and 
attorney fees for such frivolous appeals. 
Fed. R. App. P. 38; Hatch v. Reliance Ins- 
surance Co., No. 84-1967, slip op. at 14 (9th 
Cir. Apr. 16, 1985); Davis v. United States, 
742 F. 2d at 173. We therefore impose 
attorney fees in the sum of $1,000 and 
double costs on Olson. 


AFFIRMED. 


[1 9402] United States of America and Richard A. Duke, Special Agent of the In- 
ternal Revenue Service, Appellees v. G & G Advertising ee and Will D. Grisham, 


President, Appellants. 


U. S. Court of Appeals, 8th Circuit, No. 84-2255, 5/16/85. 


trict Court decision. 


Affirming unreported Dis- 


[Code Sec. 7662] 


Summons: Enforcement: Constitutional objections: Discovery.—A district court did 
not err when it (1) concluded that the IRS’s use of a summons procedure did not con- 
stitute an abuse of the court’s process, (2) denied the taxpayer’s discovery request, and 
(3) ordered a summons for business records enforced. The owner of the business failed 
to raise specific objections under the Fifth Amendment or to otherwise show that the 
eee agents had engaged in areata ote conduct. Back references: {[ 5524.10, 5524.20, 
and 5524.509. 


William Whitledge, Department of Justice, Washington, D. C. 20530, for appellees. 
David Capes, Rosenblum, Goldenhersh, Silverstein, & Zafft, 7777 Bonhomme, St. Louis, 
Mo. 63105, for appellants. 


Before Lay, Chief Judge, McMittian, Circuit Judge, Woons,* District Judge. 


Lay, Chief Judge: Will Grisham, presi- In 1981 G&G Advertising Company’s | 
dent of. G&G Advertising Company, ap- charter lapsed; Grisham thereafter oper- 
s from an order of the district court, ated it as a sole proprietorship. In 1982 the 

rable W L. Hungate, IRS began an Weta of G&G Ad- 


§ 7602 (1982). 
t of the _sum- 


ee ee 


Court Decisions—Cited 85-1 USTC 


83,089 


U.S.v. G. & G. Advertising Co. 


ham’s home unannounced and _ requested 
to see Grisham. Grisham was allegedly ill 
and the agents were so informed. The 
agents read Grisham his rights after the in- 
terview had begun and remained for four 
or five hours. During the course of the in- 
terview Grisham showed the agents some 
corporate records but refused to allow the 
agents to take the records with them. Be- 
fore leaving, the agents agreed they would 
meet with Grisham in January 1983, at 
which time he ia produce all of his 
‘records. 


The January meeting never took place. 
The IRS interviewed Grisham’s accountant 
and summoned documents from third par- 
ties. On July 5, 1983, pursuant to section 
7602, an IRS summons was issued to “G&G 
Advertising Company c/o Will D. Gris- 
ham, President” requesting all documents 
“relating to G&G Advertising Company and 
Pier 1 Imports for the period 5-1-77 
through 4-30-81 * * *.” Grisham appeared 
at the IRS office in St. Louis on August 
29, 1983 but refused to produce any docu- 
ments or answer questions. The IRS sub- 
sequently petitioned the district court for 
enforcement of the summons under sec- 


tion 7604. 


A hearing was held in April 1984 before 
United States Magistrate William S. Bahn. 
The magistrate denied Grisham’s motion 
for discovery, granted the IRS’s motion for 
a protective order, and recommended en- 
forcement of the summons. After consid- 
ering. Grisham’s objections, the district 
court affirmed the magistrate’s action and 
ordered the summons enforced. This ap- 
peal followed. 


In United States v. Powell [64-2 vustc 
7 9858], 379 U. S. 48 (1964), the Supreme 
Court defined the prima facie case which 
the IRS must make when seeking sum- 
mons enforcement. See also United States 
v. LaSalle National Bank [78-2 ustc § 9501], 
437 U. S. 298 (1978); United States v. Lask 
[83-1 ustce 7 9271], 703 F. 2d 293 (8th Cir.), 
cert. denied, — U. S. —, 104 S. Ct. 104 
(1983).* Grisham does not dispute that the 
government has made the required showing. 
However, Grisham contends enforcement of 
the summons would be an abuse of the court’s 
process because the IRS has engaged in 
unconstitutional conduct. See Powell, 379 
U. S. at 58; United States v. Beacon Federal 
Savings and Loan [83-2 ustc $9611], 718 


1 The requirement that the summons not issue 
for a solely criminal investigation, LaSalle, 437 
U. S. at 313-17, has been negated by the 1982 
amendment to § 7602(b) which allows inquiry 
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F. 2d 49, 52 (2d Cir. 1983). The taxpayer 
bears’ the burden of proof on this issue. 
Powell, 379 U. S. at 58. On appeal Grisham 
raises three issues: (1) whether the district 
court erred in enforcing a summons based 
on unconstitutional conduct; (2) whether 
the documents sought are protected by the 
fifth amendment; and (3) whether discov- 
ery should have been allowed, given Gris- 
ham’s prima facie showing of IRS abuse. 


The first issue raised by Grisham is based 
on Beacon Federal, which held that en- 
forcement may be denied when the sum- 
mons is based on a fourth amendment 
violation. 718 F. 2d at 54-55. In the pres- 
ent case, no documents were copied or 
taken, as occurred in Beacon Federal. Gris- 
ham complains that the November 22, 1982 
interview at his home was coercive, in- 
timidating and based on deception. Since 
the agents were voluntarily admitted into 
the house and neither took nor copied any 
documents, it is difficult to comprehend any 
constitutional dimension to Grisham’s com- 
plaint. He does allege the agents failed to, 
read him his rights at the outset of the 
interview. Nonetheless, Grisham was in- 
formed of his rights within the first twenty 
minutes and, since this was a non-custodial 
interview, Miranda has no application. Beck- 
with v. United States [76-1 uste J 9352], 425 
U. S. 341, 347-48 (1976). We fail to per- 
ceive any unconstitutional conduct which 
would rise to the level of concern ex- 
pressed by the Second Circuit in Beacon 
Federal. Grisham failed to bear his burden 
of proof and the district court was correct 
in concluding enforcement of the sum- 
mons would not constitute an abuse of the 
court’s process. 


The summons, addressed to “G&G Ad- 
vertising Company,” did not clearly indi- 
cate whether it sought corporate records 
or the records of the sole proprietorship 
which succeeded the corporation. The fifth 
amendment can be invoked by one who is 
asked to produce the records of a sole pro- 
prietorship. United States v. Doe, — U. S., 
—, 104 S. Ct. 1237, 1245 (1984). Corporate 
records, however, are not privileged and 
must be produced. See Bellis v. United 
States, 417 U. S. 85, 88-89 (1974). The sum- 
mons issued to Grisham indicated the doc- 
uments sought were for the time period of 
May 1, 1977 to April 30, 1981. During 
most, if not all, of this time G&G Adver- 


into ‘‘any offense,’’ so long as the case has not 
been turned over to the Justice Department. 
See United States v. Claes [84-2 ustc af 9981], 
747 F, 2d 491, 496 (8th Cir. 1984). 
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tising Company functioned as a corpora- 
tion. The district court concluded the 
summons sought corporate records and we 
believe Grisham was reasonably informed 
of this fact by the summons. 


In any case, Grisham’s blanket refusal 
to comply with the summons was improper. 
He should have produced all corporate 
records from the time period covered by 
the summons and raised specific objections 
for particular documents, if any, which he 
believed were generated by the sole pro- 
prietorship rather than the corporation. In 
addition, Grisham should have answered 
all questions pertaining to the corporate 
' documents and raised his fifth amendment 
privilege only in response to individual 
questions which might tend to incriminate 
Grisham personally. Cf. Daly v. United 
States [68-1 ustc { 9323], 393 F. 2d 873 (8th 
Cir. 1968). The IRS could then seek sum- 
mons enforcement as to the specific docu- 
ments and questions and the district court 
could weigh each claim of privilege. Under 


this procedure, fifth amendment rights may 
be preserved while the obstruction of tax 


assessment and collection is minimized. 
See United States v. Bell [71-2 ustc { 9649], 


448 F. 2d 40, 42 (9th Cir. 1971). 


In support of his claim that the IRS was 
abusing the court’s process, Grisham sought 
discovery of IRS files and memoranda. 
Since we have found no unconstitutional 
conduct on the part of the IRS, we must 
affrm the district court’s denial of dis- 
covery. Courts should be wary of imped- 
ing the assessment and collection of taxes. 
The burden is on the taxpayer to show that 
the IRS’s review may be, improper. Al- 
though Grisham may not have been treated 
as politely and straightforwardly as he 
might have liked, this does not rise to the 
level of a constitutional violation. We find 
Grisham failed to raise any substantial 
question regarding the propriety of the 
IRS investigation. 


The order of the district court enforc- 
ing the IRS summons is affirmed. 


[9403] In Re: Sapphire Steamship Lines, Inc., Debtor. Internal Revenue Service, 
Plaintiff-Appellee v. Trustee, Sapphire Steamship Lines, Inc., Defendant-Appellant. 


U. S. Court of Appeals, 2nd Circuit, Docket No. 85-5002, 5/14/85. Affirming District 


Court. 


[Code Secs. 6154 and 6655] 


Estimated tax: Installment payments: Bankrupt corporation: Nonoperating trustee: 
Penalty for nonpayment.—The U. S. Court of Appeals at New York affirmed a decision 
of the U. S. District Court for the Southern District of New York which held that 
a nonoperating trustee of the estate of a corporation in bankruptcy was required to 
make payments of estimated corporate income taxes on behalf of the bankrupt corpora- 
tion and, therefore, was also liable for penalties for failure to pay estimated corporate 
income taxes. A plain reading of the statutory language involved Code Secs. 11(a), 
6151(a), 6012(b)(3) and 6154(a), which was supported by the legislative history of the 
Bankruptcy Tax Act of 1980, led to the appellate court’s conclusion that, for a corporation 
in bankruptcy, payments of estimated taxes must be made by the trustee appointed 
by the court to administer the bankrupt corporation’s estate. Back references: {] 5256.58 
and 5552.01. 


Rudolph W. Giuliani, United States orien New York, N. y. Alan Nisselson, 
Gerald T. Ford, Steven E. Obus, Assistant United States Attorneys, New York, N. Y., 
_ for plaintiff-appellee.. Robert Anthoine, Rebecca S. Radic Winthrop, Simpy t Putnam 
& Roberts, New. York, N. Y., for defendant-appellant. 


_ Before Tienes, Van GRAAFEILAND and CARDAMONE, Cirehit Judges. 
IMBE ithe. trustee 


order of. the bankruptcy court, “Burton R. 


Internal Revenue S 


iptcy Judge,’ and allowing 
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because of appellant’s failure to pay esti- 
mated corporate income taxes on a quar- 
terly basis. On appeal, appellant contends 
that the district court erred in holding that 
a trustee of an estate of a corporation in 
bankruptcy is liable for the payment of 


estimated corporate income taxes pursuant . 


to 26 U. S. C. § 6154 (1982) and penalties 
for failure to pay estimated income taxes 
pursuant to 26 U. S. C. § 6655 (1982). For 
the reasons that follow, we affirm. 


if 
The facts are not in dispute. 


The debtor on March 13, 1967 filed its 
voluntary petition in bankruptcy under 
Chapter XI of the Bankruptcy Act, 11 
U. S. C. §301 et seg. (1976). On April 
28, 1967, appellant was appointed trustee 
of the debtor’s estate. During the tax years 
ending March 31, 1974 through the pres- 
ent, the sole source of income of the 
estate has been passive income from inter- 
est on the estate’s property and proceeds 
from the settlement of certain antitrust 
actions. During this period, appellant has 
filed annual tax returns (Form 1120) for 
the estate and has paid annually the tax 
shown in the returns to be due. 


In January 1979, appellee notified appel- 
lant of the latter’s failure to pay estimated 
taxes for the tax year 1978. In June 1982, 
appellee notified appellant of the latter’s 
failure to pay estimated taxes for the tax 
years 1979 and 1981. Similar notice in due 
course was given for the tax year 1982. 
In August 1983, appellee filed in the Bank- 
tuptcy Court a request for payment of 
Internal Revenue Taxes, claiming statutory 
penalties and interest in the amount of 
$67,735.93 as of August 22, 1983, based! 
upon appellant’s failure to pay estimated 
federal corporate income taxes for the tax 
years 1975, 1976, 1978, 1979, 1981, and 1982. 
On September 16, 1983, appellant moved 
in the bankruptcy court for an order fixing 
and determining the amount of federal 
taxes, if any, owed by appellant. Appellant 
contended that the Internal Revenue Code 
of 1954 (the “Code’), 26 U. S. C. §1 
et seq. (1982), does not require the trustee 
of the estate of a corporation in bank- 
ruptcy to pay estimated income taxes and 
that, therefore, appellant could not be held 
liable for penalties and interest resulting 
from his nonpayment of estimated taxes. 


3 Former Title 11 of the United States Code 
in which the Bankruptcy Act was codified was 
repealed by the Bankruptcy Reform Act of 1978, 
Pub. L. 95-598 § 401(a), 92 Stat. 2682. The new 
law is effective generally for bankruptcy cases 
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On March 9, 1984, the bankruptcy court 
held that appellant was not obligated to 
pay estimated corporate income taxes on 
behalf of the debtor. By stipulation filed 
June 15, 1984, the parties agreed that appel- 
lee’s claim for appellant’s failure to pay 
estimated income taxes was $21,572.05 for 
the tax years 1978, 1979, 1981, and 1982. 


On November 14, 1984, the district court 
reversed the order of the bankruptcy court 
and allowed appellee’s administrative claim 
in the amount of $21,572.05 for the tax 
years 1978, 1979, 1981, and 1982 for penal- 
ties because of appellant’s failure to pay 
estimated income taxes on behalf of the 
debtor. From the judgment entered No- 
vember 15, 1984, this appeal has been taken. 


Ls 


We hold that the plain language of the 
Code requires the non-operating trustee of 
the estate of a corporation in bankruptcy 
to make estimated corporate income tax 
payments on a quarterly basis on behalf 
of the bankrupt corporation. 


Appellant concedes that he is required 
to file an annual return of income on behalf 
of the debtor and to pay the tax stated 
therein. Code, 26 U. S. C. §§ 6012(b) (3), 
6151(a) (1982); In re I. J. Knight Realty 
Corp. [74-2 ustc 9615], 501 F. 2d 62 (3 
Cir. 1974). Appellant contends, however, 
that he is not required to make quarterly 
payments of estimated corporate income 
taxes under § 6154(a) of the Code on behalf 
of the debtor. 


The relevant sections of the Code pro- 
vide as follows: 


“A tax is hereby imposed for each 
taxable year on the taxable income of 
every corporation.” Code, 26 U. S. C. 
§ 11(a). 


“Except as otherwise provided in this 
subchapter [A], when a return of tax is 
required under this title or regulations, 
the person required to make such return 
shall, without assessment or notice and 
demand from the Secretary, pay such tax 
to the internal revenue officer with whom 
the return is filed, and shall pay such tax 
at the time and place fixed for filing the 
return 4). 4 Gode, 26) Us Sa. GaSiolsl (a)s 


“In a case where a... trustee in 
[bankruptcy], . . . by order of a court 
of competent jurisdiction, by operation 
of law or otherwise, has possession of or 

commenced on or after October 1, 1979. Despite 
the repealer, the provisions of the Bankruptcy 


Act govern the instant case. Pub. L. 95-598 
§ 403(a), 92 Stat. 2683. 
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holds title to all or substantially all the 
property or business of a corporation, 
whether or not such property or business 
is being operated, such . . . trustee . 
shall make the return of income for such 
corporation in the same manner and form 
as corporations are required to make 
such returns.” Code, 26 U. S. C. § 6012 
(b) (3). 

“Every corporation subject to taxation 
under section 11... shall make payments 
of estimated tax ... during its taxable 
year .. . if its estimated tax for such 
taxable year can reasonably be expected 
to be $40 or more.” Code, 26 U. S. C. 
§ 6154(a). 


The liability of the debtor for corporate 
income taxes, and the manner and time of 
payment, are set forth in sections 11, 6151, 
and 6154 of the Code. Section 6151 requires 
appellant to make annual payment of the 
tax shown on the return he is required 
by section 6012 to file “[e]acept as otherwise 
provided in this subchapter [A]”. Code, 26 
U. S. C. § 6151 (emphasis added). One of 
the statutory provisions within subchapter 
A that requires corporate taxes to be paid 
other than annually is section 6154, which 
requires that estimated taxes be paid quar- 
terly if the tax is expected to equal or 
exceed $40. 


Appellant’s reliance on section 6012 as 
support for exempting a trustee of a cor- 
poration in bankruptcy from making quarterly 
estimated payments on behalf of the cor- 
poration is misplaced since returns are not 
required under section 6154. as oy require- 
ment that a corporation file declaration 
of estimated corporate income taxes was 
repealed in 1968. Code, 26 U. S. C. § 6016 
(repealed June 28, 1968). Section 6154 sim- 


ply requires a corporation to make quarterly . 


payments of estimated taxes. For a corpora- 
tion in bankruptcy, the payments of esti- 
mated taxes must be made by the trustee 
appointed by the court to administer the 
bankrupt corporation’s estate. 


This plain reading of the epanitony lan- 


guage is supported by the legislative his- 


tory of the poh Appts Tax Act of 1980. 


isions of the Internal Revenue 


urt procedures 


1980 U. S. Code Cong. & Admin. News 
7017, 7022 (footnote omitted). Section 6 
(e)(1) of the Bankruptcy Tax Act of 1980 
provided relief from certain failures to pay 


taxes when due. Code, 26 U. S. C. § 6658. 


Its legislative history indicates that section 
6654 has been understood to apply to the 
estates of bankrupt corporations in the past: 


“2, Relief from certain failures to pay 
tax when due (sec. 6(e) of the bill and 
new sec. 6658 of the Code) 


Present Law 


The Internal Revenue Code (secs. 6651, 
6654, and 6655) imposes penalties for 
failure timely to pay certain taxes, unless 
the taxpayer can establish that the failure 
was due to reasonable cause and not due 
to willful neglect. Under bankruptcy rules, 
a debtor or the trustee of a bankruptcy 
estate may be precluded from timely pay- 
ing certain taxes after commencement 
of the bankruptcy proceedings. 


Reasons for Change 


The committee believes that penalties 
should not be imposed for failure timely 
to pay certain taxes to the extent that 
bankruptcy proceedings preclude payment 
of such taxes when due. 


Explanation of Provision 


Section 6(e) of the bill relieves the 
debtor or the trustee from penalties which 
otherwise might be applicable under sec- 
tions 6651, 6654, or 6655 of the Code for 

. failure timely to pay certain taxes, with 
respect to a period during which a bank- 
ruptcy case is pending, to the extent that 
the bankruptcy case precludes payment 
of such taxes when due.® This provision 
is the same as section 6(e) of the House 
bill. 


1980 U. Ss) Code Cong. & Admin. News 
7017, 7064. 


Based on the plain reading of the statu- 


tory language, we hold that the non-operat- 


ing trustee of the estate of a corporation 
in bankruptcy is required to make payments 
of estimated corporate income taxes pur- 
suant to 26 U. S. C. § 6154 on behalf of a 
bankrupt corporation and, therefore, will be 


liable for failure to pay estimated corporate 


income taxes pursuant to 26 U. Ss. C). § 6655. 


nee our holding is based on the plain 
' the statute, it is neither nee 
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court erred in its interpretation of the 
statute by giving too much weight to the 
interpretation of the statute by the IRS as 
an administrative agency. 


appellee’s administrative claim against ap- 
pellant in the amount of $21,572.05 for non- 
payment of estimated corporate income 
taxes for the tax years 1978, 1979, 1981, and 
1982. 


Affirmed. 


For the reasons stated above, we affirm 
the judgment of the district court allowing 


[9404] United States of America, Plaintiff-Appellee v. Jerome Daly, Daniel P. 
Hulsey, Coston Lee Whatley, Mathus G. Wilson, Jr., Stanley J. Klir, Jr., Wayne R. 
Chermack, Alfred A. Breath and Gerald S. Ross, Defendants-Appellants. 


U. S. Court of Appeals, 5th Circuit, No. 83-1310, 3/26/85.—(756 F2d 1076.) Affirming 
an unreported District Court decision. 


[Code Sec. 7206] 


Criminal penalties: Fraud and false statements: Aiding and advising preparation of 
false returns: False statements in return.—The court affirmed the taxpayers’ convictions 
of conspiring to defraud the United States by impeding and impairing the legal functions 
of the IRS (18 U. S. C. § 371), willfully aiding and assisting in the preparation of false 
individual returns, willfully subscribing false individual returmms, and other related crimes 
that resulted from their use of personal churches as a tax avoidance scheme. The District 
Court did not abuse its discretion in refusing to sever one pro se defendant’s trial from 
that of his codefendamts. Also the prosecution did not infringe the defendants’ First 
Amendment religious freedoms or freedom of speech. The court noted that there was 
sufficient evidence to support a jury’s finding that they filed fraudulent vows of poverty 
and assignments of property and that the church chapters were mot entitled to tax 
exempt status under settled tax law. Back references: {[ 5714.02 and 5714.075. 


James A. Rolfe, United States Attorney, Ft. Worth, Tex. 76102, Glenn L. Archer, Jr., 
Assistant Attorney General, Michael L. Paup, Robert E. Lindsay, James P. Springer, 
Deborah W. Dawson, Department of Justice, Washington, D. C. 20530, for plaintiff- 
appellee. Jerome Daly, Lompoc Prison Camp, Lompoc, Calif., pro se. Paul M. Konig, 
1000 Mercantile Dallas Bldg., Dallas, Tex. 75201, for Jerome Daly, Jerry D. Patchen, 
1400 Congress, Houston, Tex. 77002, for Daniel P. Hulsey, William M. Ravkind, 700 
N. Pearl, Dallas, Tex. 75201, for Coston Lee Whatley, Douglas W. Wright, One Tandy 
Center, Ft. Worth, Tex. 76102, for Mathus G. Wilson, Michael G. Parham, P. O. Box M, 
Jasper, Ga. 30143, for Stanley Klir and Gerald S. Ross, Gerald M. Birnberg, 8303 S. W. 
Freeway, Houston, Tex. 77074, for Alfred A. Breath, Wayne R. Chermack, P. O. Box 
1708, Twin City Airport, Minn. 55111, pro se. 


Before THORNBERRY, REAVLEY and HIGGINBOTHAM, Circuit Judges. 


REAVLEY, Circuit Judge: Defendants ap- 
peal their convictions of various crimes 
that resulted from their use of personal 
churches as a tax avoidance scheme. We 
affirm. 


I. Facts. In 1976, Jerome Daly, a dis- 
barred attorney and convicted tax evader, 
took control of the Basic Bible Church of 
America (BBC). The BBC had been estab- 
lished in 1973, and the IRS granted it tax 
exempt status in 1974 as a religious in- 
stitution under 26 U. S. C. §501(c)(3) 
(1976.) 


After taking control of the BBC in 1976, 
Daly began to sell BBC chapters at a price 
ranging from $500 to $1,250. Defendants 


Hulsey, Whatley, Wilson, Klir, Chermack, 
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Breath, and Ross purchased from Daly 
BBC chapters along with instructions and 
forms devised by Daly for the chapter 
owners to claim that all their income was 
tax exempt. 


Under the scheme, the owner of a BBC 
chapter executed a vow of poverty and 
assigned all his property and income to his 
personal chapter of the BBC. The owner 
then filed these documents with the IRS 
and claimed that because of the vow and 
assignment, all of his income was going to 
his BBC chapter and not to him personally. 
He then claimed that the income was not 
taxable to him and that his BBC chapter 
was tax exempt under 26 U. S. C. § 501 
(c)(3) (1976). In fact, however, each owner 
of a BBC chapter continued to have com- 
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plete control over his income and property 
and to live just as he had before the forma- 
tion of the BBC chapter and before the 
vow and assignment. 


The individual owners of BBC chapters 
formed or participated in the Master Exec- 
utive Council (MEC). MEC newsletters in- 
troduced at trial tended to show that de- 
fendants used the MEC not for religious 
purposes but to give the BBC chapters the 
appearance of religious organizations while 
disseminating information on how to handle 
financial affairs and file tax returns so as 
to hamper IRS investigation and detection 
of the tax scheme. 


After a trial lasting several months, the 
jury found all defendants guilty of one 
count of conspiring to defraud the United 
States by impeding and impairing the legal 
functions of the Internal Revenue Service 
(IRS), 18 U. S. C. § 371 (1976); Daly, who 
did not himself file BBC returns, guilty of 
fifteen counts of willfully aiding and assist- 
ing in the preparation of false individual 
income tax returns, 26 U. S. C. §7206(2) 
(1976), and one count of aiding and abetting 
the knowing and willful making of a false 
statement to the United States govern- 
ment, 18 U. S. C. §§ 2, 1001 (1976); Cher- 
mack guilty of three counts of willfully 
subscribing false individual income tax re- 
turns, 26 U. S. C. § 7206(1) (1976), and one 
count of knowingly and willfully making a 
false statement to the United States gov- 
ernment, 18 U. S. C. § 1001 (1976) ;* Hulsey 
and Ross guilty of three counts of willfully 
subscribing false individual income tax re- 
turns, 26 U. S. C. §7206(1) (1976); and 
Wilson and Breath guilty of two counts of 
willfully subscribing false individual income 
tax returns, id. In addition, the jury acquitted 
Breath of one count of willfully subscribing 
false individual income tax returns, id., and 
Daly of one count of willfully aiding and 
assisting in the preparation of false indi- 
vidual income tax returns, 26 U. S. C. 
§ 7206(2) (1976). 


II. Issues. The numerous issues raised 


by this case are grouped into six broad 


categories: first, whether the district court 
abused its discretion in refusing to sever 
tr of his codefendants; 


second, whether the prosecution denied de- 
fendants their First Amendment freedoms; 
third, whether the convictions for willfully 
subscribing or aiding and assisting in the 
preparation of false income tax returns were 
proper; fourth, whether the convictions for 
conspiracy to defraud were proper; fifth, 
whether misconduct and improprieties oc- 
curring during the grand jury proceeding 
and at trial require reversal; sixth, whether 


‘evidence seized during a search of Daly’s 


residence was improperly admitted.’ 


III. Severance. Defendants Hulsey, What- 
ley, Wilson, Klir, Chermack, Breath, and 
Ross assert that Daly’s prosecution should 
have been severed from that of his code- 
fendants’ for three reasons: because Daly 
would have given exculpatory testimony if 
the trials had been severed; because Daly’s 
conduct as a pro se defendant prejudiced 
the other defendants; and because Daly’s 
representation of himself resulted in his 
being a witness whom the other defendants 
had no opportunity to cross-examine. Each 
of these contentions will be considered 
against the well-known abuse of discretion 
standard used to review a district court’s 
refusal to sever. United States v. Salomon, 
609 F. 2d 1172, 1175 (Sth Cir. 1980). “In 
order to demonstrate abuse of discretion, 
the defendant bears a heavy burden of es- 
tablishing compelling prejudice.” Id. (em- 
phasis added)... 


A. Exculpatory Testimony. To make out 
a prima facie case for severance to intro- 
duce exculpatory testimony of a codefendant, 
the movant must establish: first, a bona 
fide need for the testimony; second, the 
substance of the testimony; third, its ex- 
culpatory nature and effect; and fourth, 
that the codefendant will in fact testify 
if the cases are severed. Umited States v. 
DeSimone, 660 F. 2d 532, 539 (Sth Cir. 
1981), cert. dented, 455 U. S. 1027, 102 S. Ct. 
1732, 72 L. Ed. 2d 149 (1982); 456 U. S. 
928, 102 S. Ct. 1976, 72 L. Ed. 2d 444 
(1982). If the movant makes such a show- 
ing, the district court, in exercising its 
discretion to sever, should consider: first, 
the significance of the testimony in relation 
to the movant’s theory of defense; second, 
the extent of prejudice caused by the ab- 
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sence of the testimony; third, factors of 
judicial administration and economy; and 
fourth, the timeliness of the motion. Id. 
at 540. 


After a careful review of the motion to 
sever, of Daly’s affidavit stating that he 
would testify and what he would testify 
about, and of the record of the severance 
hearing and the trial, we cannot find that 
the district court abused its discretion in 
denying severance. First, Daly equivocated 
at the hearing on whether he would actu- 
ally testify at the other defendants’ trial 
if his trial were severed. Second, the pro- 
posed testimony consisted of statements 
of what Daly had or had not told the de- 
fendants. The proposed testimony consti- 
tuted, at best, unsupported, self-serving 
statements that were only tangentially ex- 
culpatory. Third, a defense lawyer stated 
at the severance hearing that he intended 
to impeach Daly in the event that he did 
testify at a severed trial—an unusual trial 
tactic if indeed Daly’s testimony was nec- 
essary, as defendants claimed, to exonerate 
them. Finally, because the trial was ex- 
pected to, and did, last several months, 
considerations of judicial economy support 
the district court’s exercise of discretion. 


B. Daly’s Conduct as a Pro Se Defendant. 
Defendants next argue that the district 
court abused its discretion in denying the 
motion to sever because Daly made a series 
of tactical errors and outrageous state- 
ments in representing himself which denied 
them their right to effective assistance of 
counsel and caused them prejudice by en- 
raging the jury against them. 


Defendants’ asserted tactical errors and 
outrageous statements, however, do not 
constitute sufficient compelling prejudice to 
prove that the district court abused its dis- 
cretion in refusing to sever. See United 
States v. Salomon, 609 F. 2d 1172, 1175 
(5th Cir. 1980). The blunders and state- 
ments were made out of the presence of 
the jury,* restated tenets of the BBC* or 
facts® already properly admitted into evi- 
dence, did not relate to the other defend- 
ants,® or were simply irrelevant.’ 


Furthermore, we note that the district 
court, the government prosecutors, and the 
defense counsel all made effective efforts 
to restrain Daly from pursuing irrelevant 
matters that could prejudice his codefend- 
ants. The district court also appointed 
back-up counsel to assist Daly and gave 
limiting instructions when it believed them 
to be necessary. In United States v. Sac- 
co, 563 F. 2d 552, 555-571 (2d Cir. 1977), 
cert. denied, 434 U. S. 1039, 98 S. Ct. 779, 
54 L. Ed. 2d 789 (1978), the court held in a 
case where such precautions were taken 
that it was not an abuse of discretion to 
deny severance. 


We hold that, under the facts of this 
case, where the alleged improprieties hap- 
pened outside the presence of the jury, 
were restatements of admitted evidence, or 
concerned only Daly, the other defendants 
did not “suffer[] ‘compelling prejudice 
against which the trial court was unable 
to afford protection.” United States v. Ro- 
manello, 726 F. 2d 173, 177 (5th Cir. 1984). 


C. Violation of Confrontation Clause. 
Defendants argue that Daly gave testimony 
during the course of representing himself. 
They claim that, because they could not 
cross-examine Daly, who did not take the 
stand, their constitutional right to confront 
witnesses against them was violated, and 
that it was therefore an abuse of discre- 
tion to deny severance. 


The right to confront a witness arises 
only when that witness inculpates a de- 
fendant. See Chambers v. Mississippi, 410 
U. S. 284, 297-98, 93 S. Ct. 1038, 1047, 35 
L. Ed. 2d 297, 310 (1973); United States v. 
Sacco, 563 F. 2d 552, 556 (2d Cir. 1977), cert. 
denied, 434 U. S. 1039, 98 S. Ct. 779, 54 
L. Ed. 2d 789 (1978). Daly’s statements 
to which the other defendants object, such 
as arguing the unconstitutionality of the 
Sixteenth Amendment, did not inculpate 
the other defendants of tax fraud. 


Furthermore, none of Daly’s “testimony” 
could have harmed the others’ defense. See 
Harrington v. California, 395 U. S. 250, 
253-54, 89 S. Ct. 1726, 1728, 23 L. Ed. 2d 
284, 287 (1969). Defendants argue that 


3 For example, Daly’s statement that he advo- 
cated the killing of federal judges was made out 
of the jury’s presence. 

4 For example, Daly’s repeated questioning of 
witnesses on the constitutionality of the Six- 
teenth Amendment and the legality of Federal 
Reserve notes occurred after the government 
had introduced evidence that these beliefs were 
tenets of the BBC. 

5 For example, Daly’s asking a witness, a min-— 
ister called by the other defendants, whether he 
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paid income taxes on the salary he earned as a 
minister was after the government had elicited 
testimony from the witness that he did pay 
federal income taxes. 

6 For example, Daly commented that when he 
took over the BBC he deleted from its tenets the 


‘belief that Blacks were beasts of the field, which 


had been inserted by the BBC’s founder. 
™For example, Daly questioned a witness on 
the legality of the Vietnam War. 
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Daly’s statements of his outrageous beliefs 
undermined their defense that Daly had 
convinced them that his tax plan was law- 
ful. Other evidence of Daly’s beliefs—the 
basic tenets of the BBC—was properly in- 
troduced by the government to undermine 
that defense. Severance was not required. 


IV. Infringement of First 
Amendment Rights 


A. Infringement of First Amendment 
Religious Freedoms 


Defendants contend that this prosecu- 
tion infringes their First Amendment re- 
ligious freedoms. Although courts may not 
determine whether a given belief is or is 
not a religion, see United States v. Ballard, 
322 U. S. 78, 86-88, 64 S. Ct. 882, 886-87, 
88 L. Ed. 1148, 1154 (1944), the trier of 
fact may determine whether a belief is 
truly held without violating the First 
Amendment, United States v. Seeger, 380 
U. S. 163, 184, 85 S. Ct. 850, 863, 13 L.. Ed. 
2d 733 (1965). Here, the government care- 
fully followed the dictates of the Supreme 
Court. The government introduced evi- 
dence tending to show only that the be- 
liefs were not sincerely held—not that those 
beliefs did not constitute a religion. The 
jury was similarly instructed on what it 
could consider. Defendants were not here 
denied their First Amendment rights. 


B. Right to the Freedom of Speech 


Daly argues that a search warrant and 
subsequent search of his home, and his 
very prosecution, violated his First Amend- 
ment right to the freedom of speech. He 
claims that his advocacy of a tax scheme, 
whether legal or illegal, is protected by the 
First Amendment, because it did not incite 
wmmunent lawless action. Brandenburg v. 
Ohio, 395 U. S. 444, 447, 89 S. Ct. 1827, 
1829, 23 L. Ed. 2d 430, 433 (1969). This 
claim is preposterous. 


Daly was convicted of conspiring to de- 
fraud the United States by impeding and 
impairing the legal functions of the IRS, 
18 U. S. C. § 371 (1976), of fifteen counts 
of willfully aiding and assisting in the 
preparation of false individual income tax 
returns, 26 U. S. C. § 7206(2) (1976), and 
of aiding and assisting in the willful making 
of a false statement to the United States 


government, 18 U. S. C. §§2, 1001 (1976). 
These statutes punish actions, not speech. 


The Court has emphasized that an illegal 
course of conduct is not protected by the 
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ment for three reasons. 


carried out by means of language. Cor v. 
Lomsiana, 379 U. S. 536, 555, 85 S. Ct. 453, 
465, 13 L. Ed. 2d 471, 484 (1965). 


Daly argues that Street v. New York, 
394 U. S. 576, 89 S. Ct. 1354, 22 L. Ed. 
2d 572 (1969), holds that an indictment and 
conviction based on a combination of con- 
stitutionally protected speech and unpro- 
tected activities violates the First Amend- 
In Street, the Court was unable to 
determine whether the defendant was in- 
dicted and convicted of malicious mischief 
because he exercised his right to free speech 
or because he burned a flag, only the latter 
being punishable. Jd. at 588-90, 89 S. Ct. 
at 1364, 22 L. Ed. 2d at 582-583. Here, the 
speech Daly claims is protected was not 
itself a wrong for which he was convicted, 
but was merely the means by which he 
committed the crimes of which he was 
convicted. 


V. Fraudulent Tax Return Convictions 


All defendants were convicted of either 
willfully subscribing false individual income 
tax returns, 26 U. S. C. §7206(1) (1976), 
or willfully aiding and assisting in the 
preparation of false individual income tax 
returns, 26 U. S. C. §7206(2) (1976). De- 
fendants attack these convictions on a 
number of grounds. 


A. Willfulness and the State of the Law 
The BBC scheme basically consisted in 


‘executing vows of poverty and assigning 


property and incomes to personal BBC 
chapters. Defendants argue that the own- 
ers of BBC chapters were merely agents 
receiving the incomes on behalf of their 
BBC chapters and, therefore, that the in- 
comes were not taxable to them. Defend- 
ants then argue. that their BBC chapters 
were religious institutions that were tax 
exempt under 26 U. S. C. §501(c)(3) 
(1976). They cite numerous statutes, regu- 
lations, revenue rulings, office decisions, 
judicial decisions, and IRS memoranda to 
support their claims that the scheme was 
legal or, at least, that the law was so un- 
settled that the willfulness requirement of 
26 U. S. C. §7206 (1982) could not be 
found as a matter of law. See United States 
v. Garber, 607 F. 2d 92, 98 (Sth Cir. 1979). . 


‘Specifically, defendants argue that the law 


was unsettled on both the effectiveness of — 


vows of poverty and assignments of income’ — 


and ‘property to shift tax liability and the 


. fam exempt status of the BBC chapters. 


~ We cannot agree “with defendants’ argu- 
First, at trial the 
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government argued that the vows and 
assignments were bad faith shams and that 
they therefore did not shift the tax liability 
on defendants’ incomes to the BBC chap- 
ters. Therefore, the act of subscribing tax 
_ returns incorporating vows of poverty and 
assignments of income and property, done 
in bad faith, or the act of aiding or assist- 
ing in the preparation of such returns, 
would have been unlawful under 26 U. S. C. 
§ 7206 (1976). Accordingly, it does not 
matter whether the law on the effective- 
ness of such vows and assignments was 
settled. 


Second, the law regarding the tax exempt 
status of religious organizations under 26 
U. S. C. §501(c)(3) (1976) was settled at 
the time of defendants’ actions. The In- 
ternal Revenue Code exempts from federal 
income taxation 


[c]Jorporations, and any community chest, 
fund or foundation, organized and oper- 
ated exclusively for religious . . . pur- 
poses ... [and] no part of the net earn- 
ings of which inures to the benefit of any 
ptivate shareholder or individual. . .-. 


26 U. S. C. §501(c)(3) (1976). Therefore, 
for the BBC chapters to be entitled to tax 
exempt status: first, the chapters must have 
been operated exclusively for religious pur- 
poses; and second, no net earnings of the 
chapters could have inured to the benefit 
of any private individual member. 


Furthermore, the requirements of section 
501(c)(3) had been judicially interpreted 
well before defendants’ actions. Under the 
exclusive purpose requirement, the exist- 
ence of a single purpose not listed in sec- 
tion 501(c)(3), if substantial in nature, 
would destroy the exemption. See Beiter 
Business Bureau of Washington, D. C., Inc. 
v. United States, 326 U. S. 279, 283, 66 S. Ct. 
112, 114, 90 L. Ed. 67, 71 (1945). Under 
the inurement requirement, although a 
church may pay subsistance allowances to 
its members, Golden Rule Church Association 
v. Commissioner [CCH Dec. 26,672], 41 
T. C. 719 (1964), a member’s ready use of 
the religious organization’s funds for per- 
sonal use or receipt of an unreasonable 
salary for services rendered violates the in- 
urement requirement, Founding Church of 
Scientology v. United States [69-2 vustc 
7 9538], 412 F. 2d 1197, 1202, 188 Ct. Cl. 
490 (1969), cert. denied, 397 U. S. 1009, 90 
S. Ct. 1237, 25 L. Ed. 2d 422 (1970). Of 
course, any salary received by defendants 
would be taxable to them. See 26 U. S. C. 
§ 61(a) (1976). 
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Government evidence introduced at trial 
supported its arguments both that the vows 
of poverty and assignments of income and 
property were bad faith shams, and that 
the BBC scheme violated the inurement 
requirement of section 501(c)(3). Govern- 
ment evidence showed that the creation of 
the BBC chapters had no effect on de- 
fendants’ standard of living and that mem- 
bers made ready use of their BBC chapters’ 
funds for personal use. Specifically, there 
was evidence that defendants used their 
BBC chapters’ funds and assets to pay liv- 
ing expenses, to purchase furs, cars, planes, 
boats, gold coins, and real estate, to invest, 
to maintain country club memberships, to 
take foreign ski trips. 


After a careful review of their argu- 
ments and authority, we find that defend- 
ants have either misapplied, misquoted, or 
misused the authority. We are therefore 
reluctant to repeat their arguments and 
authorities. We merely note that there 
was sufficient evidence to support a jury’s 
finding that defendants filed fraudulent 
vows and assignments and that the BBC 
chapters were not entitled to tax exempt 
status under settled tax law. 


B. Exclusion of Evidence on Willfulness 


Defendants sought to introduce the testi- 
mony of Dr. W. L. Waller, which was 
proffered to prove the confusion on the 
state of the law and to support their claim 
of the absence of willfulness as required by 
26 U. S. C. § 7206 (1976). The court ex- 
cluded the evidence as irrelevant. Defend- 
ants claim that this exclusion was error, 
citing United States v. Garber, 607 F. 2d 
92, 98-100 (5th Cir. 1979), in which the 
court held that where the taxability of un- 
reported income was uncertain as a matter 
of law, it was error to exclude the evidence 
of an expert who would testify about the 
unresolved nature of the law. 


In United States v. Burton, 737 F. 2d 
439, 443-44 (5th Cir. 1984), this court 
limited Garber to its bizarre facts—where 
the level of uncertainty approached legal 
vagueness. In Burton, we held that, where 
the uncertainty of the law does not ap- 
proach legal vagueness, the admissibility 
of an expert’s testimony is governed by 
relevancy under Fed. R. Evid. 403. 737 F. 
2d at 443-44. The court noted that, where 
the existence of willfulness is determined 


_by the defendant’s state of mind at the time 


he acted, the relevance of the expert’s testi- 
mony on plausible readings of the Internal 
Revenue Code can be easily outweighed by 
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considerations of potential prejudice and 
of confusing the jury, especially consider- 
ing that the judge is the jury’s sole source 


of information regarding the law. Id. The © 


court noted, finally, that once the Rule 403 
balance has been struck by the district 
court, it will not be overturned on appeal 
absent an abuse of discretion. Jd. Finding 
no abuse of discretion, the court upheld 
the exclusion of the testimony. Id. 


In this case, the district court stated 
that Waller’s interpretations on the law 
governing the legality of the BBC scheme 
had little probative value on the issue of 
the defendants’ states of mind at the time 
they acted because there was no evidence 
that they had relied on his opinion at the 


time they acted. As against this slight 
probative value, the district court noted 
the great possibility of confusing the jury 
with more than one statement of the law. 
Because the court found that the possibility 
of confusing the jury outweighed the pro- 
bative value of the proffered evidence, the 
court excluded that evidence. Because the 
district court properly balanced the inter- 
ests set forth in Fed. R. Evid. 403 and in 
Burton, and because it permitted defend- 
ants to introduce other evidence of defend- 
ants’ states of mind at the time they acted, 
the district court’s exclusion of the testi- 
mony was proper. ; 


AFFIRMED. 


[19405] David Allen Resnick, Plaintiff v. United States of America and C. D. 
Switzer, District Director of the Internal Revenue Service, Defendants. 
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District Court: Subject matter jurisdiction: Review of jeopardy assessment: Statute 
of limitations—An individual against whom a termination assessment was made failed 
to timely bring an action for judicial review of the propriety of the decision by the IRS 
to make such assessment. Such action must be brought in the District Court within 
30 days after the earlier of (1) the day the Secretary notifies the taxpayer of his rede- 
termination regarding an administrative request for review, or (2) the sixteenth day 
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Memorandum and Order 


MacLaucuitin: This matter is before the 
Court on defendants’ motion to dismiss for 
lack of subject matter jurisdiction. Defend- 
ants’ motion will be granted. 


Facts 


On November 15, 1984, a delegate of the 
Secretary of the Treasury determined that 
the collection of plaintiff’s taxes for the 
1984 tax year was in danger. He therefore 
made the decision to terminate plaintiff’s 
tax year ending November 15, 1984, pur- 
suant to section 6851 of the Internal Reve- 
nue Code, 26 U. S. C. § 6851. On November 
18, 1984, the plaintiff was provided with a 
written statement of the information upon 
which the Secretary of the Treasury relied 
in making the termination assessments. On 
December 17, 1984, the plaintiff requested 
an administrative review of the Secretary’s 


determination that the collection of the: 
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plaintiff's taxes was in jeopardy. The Sec- 
retary denied relief to the plaintiff by a 
letter dated January 14, 1985. Plaintiff filed 
the complaint in the instant case on Feb- 
ruary 15, 1985. Plaintiff’s action seeks judi- 
cial review, pursuant to 26 U. S. C. § 7429, 
of the termination assessment made against 
him by the Secretary of the Treasury. 
Defendants move to dismiss plaintiff’s action 
on the ground that it was not brought 
within the limitations period prescribed in 
26 U. S. C. § 7429. 


Discussion 


A suit may not be brought against the 
United States unless there is specific statu- 
tory consent. United States v. Shaw, 309 
U. S. 495, 500-01 (1940). Specific statutory 
consent for actions to determine the pro- 
priety of the making of a termination 
assessment under section 6851 of the Inter- 
nal Revenue Code is granted in 26 U. S. C. 
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§ 7429. The applicability of section 7429, 
however, is contingent upon the satisfaction 
of the specific conditions expressed therein. 
' Limitations and conditions upon which the 
United States consents to be sued must be 
- strictly observed. Soriano v. United States, 

352 U. S. 270, 276 (1957). The plaintiff in 
the instant case has failed to satisfy the 
express conditions of section 7429. 


Section 7429 sets out a schedule of very 
specific time limitations which must be fol- 
lowed in order for the Court to have 
jurisdiction. Section 7429(a)(1) provides 
that the Secretary shall, within five days 
of the making of a termination assessment, 
provide the taxpayer with a written state- 
ment of the grounds upon which the assess- 
ment was made. In this case, the plaintiff 
was provided with such a written notice 
on November 18, 1984, three days after the 
termination assessment. Section 7429(a) (2) 
allows the taxpayer 30 days from the date 
he is furnished with this notice to request 
an administrative review of the decision 
to make the termination assessment. If the 
taxpayer requests such a review, the Secre- 
tary must determine whether the termina- 
tion assessment is reasonable and whether 
the amount assessed is appropriate. 26 
U. S. C. § 7429(a)(3). The plaintiff made 
his request for an administrative review 
on December 17, 1984, within the 30 day 
period required by section 7429(a)(2). The 
Secretary conducted a review of plaintiff's 
claim and denied all relief by a letter dated 
January 14, 1985. 


Section 7429(b)(1) provides the time 
limits for the filing of a complaint for a 
judicial determination of the propriety of 
the decision by the Internal Revenue Serv- 


ice to make a termination assessment. It 
states: 


(b) Judicial review.— 


(1) Actions permitted—Within 30 days 
after the earlier of— 


(A) the day the Secretary notifies the 
taxpayer of his determination described 
in subsection (a)(3), or 


(B) the 16th day after the request 
described in subsection (a)(2), was made, 
the taxpayer may bring a civil action 
against the United States in a district 
court of the United States for a deter- 
mination under this subsection. 


In order to meet the time limitation 
imposed by section 7429(b) (1), plaintiff had 
to file within 30 days after the earlier of 
January 14, 1985, or 16 days after December 
17, 1984. Since 16 days after December 17, 
1984 is the earlier of the two dates, it is 
the date of measurement for the purposes 
of section 7429. The 16th day after Decem- 
ber 17, 1984 was January 2, 1985. Plaintiff 
was therefore required to file his suit on or 
before February 1, 1985, which is 30 days 
from January 2, 1985. Since plaintiff did 
not file his complaint until February 15, 
1985, his action is time-barred and the 
Court is without subject matter jurisdiction. 
Plaintiff has conceded that he did not file 
his action within the time limitation pro- 
vided for in section 7429(b)(1). The time 
limitations of section 7429(b)(1) are man- 
datory and not permissive. Fernandez v 
United States [83-1 ustc 9339], 704 F. 2d 
592, 593 (11th Cir.), cert. dented, 104 S. Ct. 
165 (1983), and plaintiff’s action must there- 
fore be dismissed. 


Based on the foregoing, IT IS OR- 
DERED that defendants’ motion to dismiss 
plaintiff's action is granted. 


[] 9406] In The Matter of: The Tax Indebtedness of Carolyn R. Campbell, Debtor 
United States of America, Petitioner-Appellee v. Fletcher J. Campbell, Respondent- 


Appellant. 


U. S. Court of Appeals, 6th Circuit, Noy 84-1075, 5/16/85. 


District Court decision. 


Affirming unreported 


[Code Secs. 6331 and 7402] 


Levy and distraint: Entry order: District Court: Jurisdiction: Search and entry 
orders.—An IRS agent, having obtained the requisite judicial authorization to enter upon 
a married couple’s premises in order to attempt to effect a levy upon automobiles in 
satisfaction of the wife’s tax liability, then attempted to execute this order. His efforts, 
however, were thwarted by the husband, who denied him entry to the house and, ulti- 
mately, drove away in one of the automobiles that the agent had come to seize. As a 
result of his acts, the district court adjudged the husband to be in civil contempt of its 
order authorizing entry onto his premises. The court of appeals affirmed the district 
court judgment and rejected the husband’s contention that he was not obliged to obey 
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the order because the copy of the order presented to him did not bear a court “seal,” 
as provided in 28 U. S. C., Section 1691. The husband did not explain on appeal what 
he meant by the use of the term “seal,” but as the district court observed, the copy was 
signed by the clerk and attested to as “a true copy.” The court also rejected the hus- 
band’s claim that further evidentiary hearings were required for consideration of his 
legal arguments in support of his motion to dismiss. Evidentiary hearings are not needed 
to resolve questions of law, and besides, the district court had given full consideration 
to each of the husband’s arguments. Further, contrary to the husband’s contention, an 
individual who refuses to honor a court order authorizing an official to enter onto his 
premises for official purposes is subject to being held in contempt of that order if he 
does not permit entry, because the order was directed at whoever was occupying the 
premises in question, and could not, by its nature, specify the parties whose compliance 
was required. Finally, the husband’s attempt to challenge the issuance of the order 
authorizing entry on the ground that the tax assessments were allegedly invalid was 
rejected, because the force of the order rested upon the validity of a tax assessment 
against his third-party wife and did not implicate the tax liability of the husband him- 
self. Back references: {] 5369.05, 5770.0218. 


Leonard R. Gilman, United States Attorney, Francis L. Zebot, Assistant United 
States Attorney, Detroit, Mich. 48226, Glenn L. Archer, Jr., Assistant Attorney General, 
Michael L. Paup, Carleton D. Powell, Gayle P. Miller, Department of Justice, Washing- 
ton, D. C. 20530, for petitioner-appellee. Fletcher J. Campbell, 1575 East Lafayette, 
Detroit, Mich. 48207, for respondent-appellant. 


Before Keirn and Krupansxy, Circuit Judges; and CELEBREzzE, Senior Circuit Judge. 


KeirH, Circuit Judge: This is an appeal to collect the assessed taxes in response 


from an order by the Honorable Ralph 
Freeman of the United States District 
Court for the Eastern District of Michigan 
imposing sanctions against appellant for 
being in contempt of the Court’s order au- 
thorizing Internal Revenue Service (IRS) 
agents to enter his residence in order to 
seize property in satisfaction of his wife’s 
tax liability. For the reasons stated below, 
we affirm the ruling of the district court. 


On April 9, 1982, the district court en- 
tered an order that authorized IRS Officer 
Richard Hannum and any other designated 
revenue officers to enter the residence 
occupied by appellant and his wife, Carolyn 
Campbell, at 22731 Thorncliff, Southfield, 
Michigan, for the purpose of searching for 
property to be levied upon and seized in 
satisfaction of Carolyn Campbell’s assessed 
and unpaid tax liability. The tax liability 
that was to be collected totaled $11,673.88 
and arose out of assessments made against 
Carolyn Campbell under 26 U. S. C. 6672. 
After the assessments were made, several 
notices and demand for payment of the 
outstanding taxes were sent to her between 
May 1976 and November 1981. The taxes 
remained unpaid and the IRS officials 
sought and obtained the district court’s 
order authorizing them to enter the Camp- 
bell premises for the purpose of effecting 
a levy upon property owned by Carolyn 
Campbell. Ms. 


Campbell only responded © 


to one notice and writing Hannum on 
November 24, 1981 to request copies of 
the file relating to the assessments in re- 
sponse to the latest notice. By letter of 
December 14, 1981, Hannum referred her 
to Franklyn Stein, a Disclosure Officer 
with the IRS, so that he could determine 
whether the subject records could be dis- 
closed. Carolyin Campbell wrote Stein who 
subsequently authorized Hannum to release 
the files. 


In addition to written notices, Agent 
Hannum made several personal visits to 
appellant’s residence and office attempting 
to discuss the tax liability. Agent Hannum 
left one message for Mrs. Campbell to tele- 
phone him and left a written message on 
his card explaining to Mrs. Campbell that 
he wished to obtain her consent to enter 
the premises in order to effect a levy. It 
was at this point, the statute of limitations 
on collections of the assessments about to 
expire, that Hannum sought the District 
Court’s order authorizing him to enter the 
Campbells’ premises. 26 U. S. C. 6502 
(The statute of limitations is six years.) 


On April 15, 1982, at approximately 7:57 
a.m., Revenue Officers Hannum and James 
Thomas and Special Agents ‘Harry Megerian 
and Jennifer Sander arrived at the Camp- 
bell residénce to execute the District Court’s 
order for entry to effect a levy. The agents 
identified the ee eae igi cre- 


to the last two notices, writing a letter to dentials 
the revenue officer who was then assigned were the 
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1978 Audi that were registered to Carolyn 
Campbell. Hannum displayed to appellant 
through a glass storm door a copy of the 
order authorizing entry as well as a copy 
of the notice of the levy. 


Appellant questioned the validity of the 
order for entry on the ground that he was 
not the legal owner of the residence; he 
refused to accept service of the order and 
notice of levy, and denied the revenue off- 
cers access to the garage. Appellant in- 
structed Hannum to tape the order and 
notice to the front door of the house, which 
he did. The officers then retreated from 
the front door, and Hannum left to tele- 
phone his supervisor for guidance. Within 
ten minutes after Hannum’s departure, 
Agent Megerian observed appellant driv- 
ing the 1979 Cadillac away. He further 
observed that the documents that had been 
taped to the door had been removed. When 
Hannum returned, the four agents left the 
premises without attempting to use force 
to open the locked garage. 


On April 21, 1982, the government peti- 
tioned the district court for an order to 
show cause why appellant should not be 
held in contempt for interfering with the 
execution of the court’s order authorizing 
entry of his residence. The order to show 
cause was issued, and a hearing. scheduled. 
At that hearing, appellant, who is an attorney, 
challenged the above stated version of the 
facts, the right of the IRS to collect the 
taxes in question and the propriety of the 
notice and demand that had been given to 
his wife. 


By order of May 20, 1982, the district 
court adjudged appellant to be in contempt 
of its order authorizing entry upon his 
premises. As explained in its memorandum 
opinion of May 28, 1984, the district court 
rejected appellant’s version of the events 
surrounding the agents’ attempts to exe- 
cute the order. The court also found that 
Campbell knew who the agents were and 
knew that they possessed a valid order for 
entry. The court concluded that appellant’s 
challenges to the validity of the order were 
without merit and that, in any event, he 
was without standing to question the valid- 
ity of the underlying tax assessments. On 
the basis of these findings, the court held 
appellant in contempt of its order of April 
9, 1982. 


Although the government had requested 
that compensatory sanctions be imposed 
against appellant, the court, at the govern- 
ment’s suggestion, did not impose sanctions 
at that time. Instead, upon adjudging appel- 


1985 Standard Federal Tax Reports 


lant to be in contempt, the court also 
authorized the agents to enter appellant’s 
premises again in order to attempt to effect 
a levy upon the automobiles. On May 26 
and 27, 1982, the revenue officers again 
attempted to seize the automobiles in 
question, but they were not found on the 
premises. The statute of limitations on the 
collection of Carolyn Campbell’s tax in- 
debtedness expired on May 24, and May 
31, 1982. 


On June 29, 1982, appellant filed a notice 
of appeal to this Court from the district 
court order adjudging him to be in civil 
contempt of its order authorizing entry. On 


' August 13, 1982, the government filed a 


motion in the district court for the assess- 
ment of a compensatory fine against appel- 
lant based upon his conduct. The damages 
sought included the value of the 1979 
Cadillac and the expenses of the attempted 
levy and the contempt proceedings. The 
district court denied the Government’s mo- 
tion without prejudice because it believed 
the notice of appeal filed by appellant 
deprived it of jurisdiction over the case 
during pendency of the appeal. On August 
5, 1983, this Court granted the Govern- 
ment’s motion to dismiss appellant’s appeal 
as interlocutory. 


The IRS then renewed its motion for 
the imposition of sanctions against appel- 
lant. After a hearing, the district court 
granted the Government’s motion. The 
court assessed damages in the amount of 
$4,897.91 and imposed coercive imprison- 
ment, not to exceed 180 days, in the event 
that appellant failed to pay the damages. 
Campbell then appealed from this order. 


Appellant did not pay the damages, nor 
did he seek a stay of the district court order 
imposing damages or post a bond to en- 
sure payment of the damages should his 
appeal prove unsuccessful. Accordingly, 
the Government successfully sought the is- 
suance of a bench warrant for his arrest. 
Appellant ultimately posted bond to cover 
payment of the damages during the pen- 
dency of this appeal. Appellant offers two 
grounds for challenging the validity of the 
order. Campbell contends that the order 
authorizing entry was invalid and that the 
district court was incorrect in ruling him 
to be in civil contempt of its order author- 
izing entry. Initially, we address the valid- 
ity of the order. ; 


Appellant offers five bases for challeng- 
ing the validity of the order authorizing 
entry. Appellant first contends that he was 
not obliged to obey the order because the 
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copy of the order presented to him didl 
not bear a court “seal”. In making this 
contention, appellant relies upon 28 U.S. C., 
Section 1691, which provides that “all writs 
and process issuing from a court of the 
United States shall be under the seal of 
the court and signed by the clerk thereof.” 
Assuming that the order in question here 
is considered a “writ and process” within 
the meaning of Section 1691, the statutory 
requirements were met. Although appellant 
has not explained on appeal what he means 
by the use of the term “seal”, he stated in 
the court below that he was referring to 
an impression made by the clerk. In the in- 
stant case, appellant was not presented 
with the original order itself, which pre- 
sumably contained such an impression, but 
was served with a copy of the order. As 
the district court observed, the copy was 
signed by the clerk and attested to as “a 
true copy’. In unsuccessfully attempting 
to demonstrate that the law requires some- 
thing more appellant relies on Bryan v. Ker, 
In Bryan, the court 
simply held that a marshal could not be 
held liable for damages for serving a writ 
that was regular on its face, even though 
the writ was ultimately voidable. The writ 
was voidable not because it lacked a court 
seal, but because there had been no basis 
for the underlying suit with respect to 
which the writ was issued. Thus, Bryan, 
which is the sole authority appellant pre- 
sents is wholly inapposite. 


Second, appellant contends that the court 
below erred in not holding a further hear- 
ing on this matter. Notwithstanding ap- 
pellant’s contentions to the contrary, he 
was afforded ample opportunity to present 
evidence to refute the charges of contempt. 
To the extent that Campbell is claiming 
that further evidentiary hearings were re- 
quired for consideration of his legal argu- 
ments in support of his motion to dismiss, 
this claim has little, if any, basis in law or 


fact. Evidentiary hearings are not needed 


to resolve questions of law. In any event, 
the district court gave full consideration to 
Campbell 


has been given adequate opportunity to 
present his case. We see no purpose that 
‘3 would be served sp holding further hearings. 


order authorizing an official to enter onto 
his premises for official purposes is subject 
to being held in contempt of that order if 
he does not permit the entry. See e.g., 
Matter of Inspection of Cleveland Elec. Illum. 
Co., 548 F. Supp. 224, 228 (N. D. Ohio 
1981). By its nature, an order such as the 
one in question cannot specify the parties 
whose compliance may be required. Rather, 


_the order is directed at whoever may be 


occupying the premises in question. Be- 
cause of his refusal to grant entry to the 
agents in the face of such court authoriza- 
tion, Campbell, an attorney, knowingly put 
himself at risk of being in contempt of the 
order. 


Fourth, appellant attempts to challenge 
the issuance of the order authorizing entry 
because the tax assessments were alleg- 
edly invalid. As the district court observed, 
appellant lacks standing to make this chal- 
lenge. As a general rule, a party being held 
in civil contempt of a court order is allowed 
to challenge the underlying validity of that 
order. This general rule flows from the 
principle that a party cannot be held in 
civil contempt of an order that is itself not 
valid. United States v. Spectro Foods Corp., 
544 F. 2d 1175 (3rd Cir. 1976). See also 
Bryan v. Ker, 222 U. S. 107 (1911) (Writ 
voidable because there was no basis for the 
underlying suit with respect to which the 
writ was issued). In the instant case, how- 
ever, the force of the order rests upon the 
validity of a tax assessment against a third- 
party and does not implicate the tax liabil- 
ity of appellant himself. In such circumstances, 
a third party is not entitled to question the 
tax liability of another, especially when the 
IRS is involved in collecting the taxes. 
Myers v. United States [81-2 ustc { 9490], 
647 F. 2d 591, 603-604 (5th Cir. 1981); 
Commonwealth Bank v. United States [40-2 
ustc § 9769], 115 F. 2d 327 (6th Cir. 1940). 
Compare United States v. Scolnick [68-2 ustc 
7 9466], 392 F. 2d 320, 327 (3d Cir. 1968), 
cert. denied, 392 U. S. 931 (1968) (rejecting 
the same argument in a criminal prosecu- 
tion under Section 7212(b) of the Internal 
Revenue Code). 


There are sound reasons why a party is 
not entitled to contest the tax liability of 
another. The collection | : taxes has long 
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that the issuance of an order authorizing 
entry is to take place in a summary, ex 
parte proceeding and is not to be converted 
into an adversary proceeding. United States 
v. Shriver [81-1 ustc $9285], 645 F. 2d 221 
(4th Cir. 1981). To allow any party who is 
served with such an order to, raise the en- 
tire history of the tax assessment in ques- 
tion in a full adversary proceeding would 
result in a substantial impediment to a 
process that is designed to be swift and ef- 
ficient, thus encouraging defiance of the 
order. A party might choose to gamble 
that there will be some defect in the as- 
sessment rather than to comply with ‘the 
order. Permitting a third-party to raise the 
underlying validity of the order in this 
context is contrary to the policy interests 
embodied in the summary collection pro- 
cess and to the courts’ interest in having 
their orders obeyed. 


Finally, appellant contends that the dis- 
trict court lacked jurisdiction to issue the 
bench warrant because he had appealed 
the order imposing sanctions. Appellants 
appeal of the order imposing sanctions did 
not strip the district court of the power to 
enforce its order pending appeal. See e.g. 
Jago v. U. S. Dist. Ct., N. Dist. of Ohio, 570 
F. 2d 618 (6th Cir. 1978). Unless a party 
challenging a contempt order obtains a stay 
of judgment or posts a supersedeas bond, 
the judgment may be executed notwith- 
standing the fact that it has been appealed. 
National Service Industries, Inc. v. Vafla 
Corp., 694 F. 2d 246 (11th Cir. 1982). In 
sum, we find all of appellant’s bases for at- 
tacking the validity of the order to be with- 
out merit. 


Next, we address the contention that the 
District court was incorrect in holding 
Campbell in contempt of its order authori- 
zing entry. The Internal Revenue Code 
authorizes the IRS to collect delinquent, 
assessed taxes by executive levy and seiz- 
ure. 26 U. S. C. § 6331. While the Gov- 
ernment is indeed authorized to effect a 
seizure of property without obtaining court 
authorization, it can not constitutionally 
enter private premises to search for prop- 
erty subject to such a seizure without a 
prior judicial determination that such an 
intrusion is justified. G. M. Leasing Corp. v. 
United States, 429 U. S. 338, 354 (1977). 
The G. M. Leasing decision was grounded on 
the need to protect the reasonable expecta- 
tions of privacy of the occupants of the 
premises. Thus, a tax seizure may still be 
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effected without judicial intervention if the 
property to be seized is found in a public 
place. But, under G. M. Leasing, if it is 
necessary for the Government to enter pri- 
vate premises to effect the seizure, it must 
first obtain a court order authorizing such 
entry. Id. at 358. 


The procedure for obtaining an order au- 
thorizing entry is summary in nature. The 
determination whether to issue the order 
is generally made upon the ex parte appli- 
cation of the Government, supported by 
affidavit. The court then determines 
whether the application and supporting af- 
fidavit exhibit “probable cause to enter, 
search for, and levy upon personal property 
in aid of summary collection of assessed 
and unpaid taxes.” United States v. Shriver 
[81-1 ustce $9285], 645 F. 2d 221, 222 (4th 
Cir, 1981). Accord, In re Carlson [78-2 ustc 
7 9562], 580 F. 2d 1365, 1381 (10th Cir. 
1978). 


These procedures were followed in the 
instant case. Here, the IRS has assessed 
the taxes in question and had made re- 
peated demands for payment of the taxes 
by formal, written notice. After these ef- 
forts proved to be unavailing, Hannum at- 
tempted to obtain Carolyn Campbell’s 
consent to enter her residence in order to 
effect a seizure of property to satisfy the 
assessments. When she refused to respond 
to his visits, Hannum then sought the order 
authorizing entry of the Campbell’s resi- 
dence. In his affidavit in support of the 
application, Hannum both recounted his 
collection efforts and set forth his belief 
that there were automobiles on the prem- 
ises that could be seized in payment of the 
assessments. 


Having obtained the requisite judicial 
authorization to enter appellant’s premises 
in order to seize these automobiles, Han- 
num then attempted to execute this order. 
His efforts, however, were thwarted by 
appellant, who denied him entry to the 
house and, ultimately, drove away in one 
of the automobiles that the officer had 
come to seize. As a result of his acts, the 
district court adjudged appellant to be in 
civil contempt of its order authorizing en- 
try onto appellant’s premises. The district 
court’s ruling is plainly correct. 


Accordingly, the judgment of the Honor- 
able Ralph M. Freeman, United States 
District Court for the Eastern District of 
Michigan, is affirmed. 
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[1.9407] Phyllis Jane Eyler, Petitioner-Appellant v. Commissioner of Internal 
Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 11th Circuit, No. 84-3133, 5/20/85. Affirming, reversing and 
remanding, 46 TCM 690, Dec. 40,265(M), TC Memo 1983- 397. 


[Code Sec. 6901] 


Transferees: Liability for tax: Intent: Reconveyances.—The Tax Court properly held 
that a wife incurred liability for taxes as a transferee without requiring proof of a specific 
intent to defraud the U. S. government as a creditor. However, further proceedings were 
required at the trial level for a determination of whether she had made a reconveyance 
and thereby partly negated that liability. Her absolution from liability, if any, was not 
dependent upon whether retransfers of property had been applied to the senior debts of 


her husband. Back references: {[ 5660.189 and 5660.2791. 
George W. Ericksen, P. O. Box 1531, Tampa, Fla. 33601, for petitioner-appellant. 


Glenn L. Archer, Jr., 


Michael L. Paup, Wynette J. Hewett, Patricia A. Willing, Depart- 


ment of Justice, Washington, D. C. 20530, for respondent-appellee. 


Before Hitt, Kravitcu and Smiru,* Circuit Judges. 


SmitH, Circuit Judge: In this tax case, 
the United States Tax Court found that 
Phyllis Eyler (Phyllis) was a transferee 
of property in fraud of creditors from 
George Eyler (George), and held that 
Phyllis was liable for $53,300 of a 


$255,558.59 deficiency in George’s federal 


income tax for 1972. We affirm in part, 
reverse in part, and remand. 


Issues 


We review two issues on appeal from the 
Tax Court. The first question is whether 
the Tax Court ruled properly that George 
and Phyllis Eyler conducted a fraudulent 
transfer under Indiana law so that Phyllis 
Eyler became a transferee liable under 26 
U. S. C. § 6901.1. The second question is 
whether the Tax Court erred in ruling that 
application of the proceeds of sale of the 
transferred assets to payment of George’s 
debts could not operate as a retransfer to 
relieve Phyllis of liability as a transferee 
under section 6901, for the reason that she 
thad not shown those debts to have had 
priority over the Government’s claim. 


Background? 


On October 21, 1976, the Commissioner 
issued a statutory notice of deficiency to 


_ husband, 


George and his risimeees | wife June* for 
federal income taxes of $255,558.59 incurred 
in 1972. George believed that the proposed 
deficiency would be greatly reduced by a 
bad debt deduction and by other adjust- 
ments. Phyllis met George in March 1977 
and they were married in June 1977. Wher: 
they married, Phyllis knew of the proposed: 
tax deficiency and of George’s possible: 
liability arising from other litigation in- 
stituted in 1974 involving a business he 
and others had founded. George’s assets 
included two houses in Indianapolis: one 
his residence, unencumbered, having a fair 
market value of $117,300; the other a rental 
property worth $49,500 on which there was 
a mortgage with an original balance of 
$31,000. After their marriage in June 1977, 
including upkeep of the rental 
Phyllis paid’ expenses for herself and her 
property. 


Shortly after the marriage, George’s res- 
idence and the rental property were trans- 
ferred without consideration to Phyllis in a 
series of conveyances completed in 1977. 
Phyllis assumed the mortgage on the rental. 
property. George testified that he trans- 
ferred the properties to Phyllis to ensure. 
that her expenses would be reimbursed and. 
“for her security.” 


* Honorable Edward S. Smith, U. S. Circuit 
: Jud é for the Federal Court, sitting by desig- 


“The liability, at law or in equity, of a trans-. 
feree of property— 

(i) of a taxpayer in the case of a tax im 
posed by subtitle A (relating to inconie- 
taxes) [.]"”” 

2? We recite only ~ facts = record material 

al. ” Fin 
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In December 1977, Phyllis sold the rental 
property, and, after paying the mortgage 
and closing costs, realized $18,269.04. Phyl- 
lis used this money to pay houehold ex- 
penses and some of George’s debts.* 


George had contested the proposed defi- 
ciency for 1972 in the Tax Court, but set- 
tled with the Commissioner on February 
23, 1978. By stipulation, a decision was 
entered in that case° and timely assess- 
ment made for a deficiency of tax and 
interest aggregating $324,255.05, against 
which a credit of $51,482.75 was allowed. 
The Commissioner at no time roade attempt 
to collect the deficiency from George or 
from June’s estate. 


In May 1978, the state court entered 
judgment against George for over $125,000. 
The prevailing parties in that action moved 
against George and Phyllis in July 1978 
to collect the earlier judgment by alleging 
that the transfers of the residence and of 
the rental property to Phyllis were fraudu- 
lent and voidable under Iniana law. As 
part of the settlement of the state litigation 
on July 21, 1978, Phyllis sold the residence, 
giving deed of that date, and paid $82,500 
of the proceeds in satisfaction of the prior 
judgment. George received the rest of the 
proceeds, $41,450, and used some of these 
proceeds to pay some of his debts. 


The Commissioner issued a timely notice 
of transferee liability, dated April 11, 1979, 
which Phyllis contested in the United States 
Tax Court by petition filed June 21, 1979. 
The Tax Court on July 11, 1983, held for 
the Commissioner in the transferee case,° 
and the instant appeal by Phyllis followed. 


Opinion 
A. Fraudulent Intent. Appellant contends 
that she is not a transferee under Indiana 


law because it has not been proved that 
the transfers were made with intent specif- 


ically to defeat the Government. Her argu- 
ment is an ingenious one, but will not 
withstand analysis. 


The United States Supreme Court has 
tuled the state law defines transferee lia- 
bility under the collection procedures of the 
Internal Revenue Code.’ With respect to 
fraudulent intent as an element of a fraud- 
ulent conveyance, the Indiana statutes pro- 
vide :® 


The question of fraudulent intent, in all 
cases arising under the provisions of this 
chapter, shall be deemed a question of 
fact; nor shall any conveyance or charge 
be adjudged fraudulent as against credi- 
tors or purchasers solely on the ground 
that it was not founded on a valuable 
consideration. [1 R. S. 1852, ch. 42, § 21, 


p. 299; Acts 1982, P. L. 187, § 29.] 
Because the Indiana statute defines the 
issue of intent as one of fact, we cannot 
reverse the trial court’s findings unless 
they are clearly erroneous on a review of 
the record as a whole.® 


The Indiana case law notes that fraudu- 
lent intent is rarely established by direct 
evidence, but that certain circumstan- 
tial badges of fraud will prove intent.” 
These badges of fraud include: (1) the 
transfer of property by a debtor during the 
pendency of a suit against him, especially if 
the transfer renders the debtor insolvent or 
greatly reduces his estate;™ (2) a transfer 
of property by the debtor that strips him of 
all property subject to execution; * (3) re- 
tention by the debtor of a beneficial inter- 
est in the property; * (4) transfer of prop- 
erty for no or inadequate consideration; ™ 
and (5) a transfer of property between 
members of a family.* 


The facts of this case as stipulated and 
found by the Tax Court illustrate each 


-of these badges of fraud. (1) George Eyler 


conveyed property to a family member (his 


George reported the gain from the sale of 
the rental property on his separate 1977 tax 
return, but Phyllis did not. 

5Hyler v. Commissioner, No. 470-77 (T. C. 
Feb. 23, 1978). 

6The Commissioner and Phyllis stipulated 
that the maximum amount of the deficiency 
that Phyllis could be liable for was $53,300. 
This figure was calculated as follows: 

Fair market value of property 


transferred to Phyllis............ $166,800 
Less: Claims Phyllis paid that 

had priority over deficiency...... (113,500) 

» Equals: The stpulated amount..... $ 53,300 


™ Commissioner v. Stern [58-2 ustc 9594], 357 
U. S. 39, 78 S. Ct. 1047, 2 L. Ed. 2d 1126 (1958) ; 
United States v. Bess [58-2 ustc {| 9595], 357 
U. S. 57, 73S. Ct. 1054, 2 L. Ed. 2d 1135 (1958). 
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8IND. CODE ANN. § 32-2-1-18 (Burns 1982). 

9See Guaranty Trust Co. v. York, 326 U. S. 
99, 65 S. Ct. 1464, 89 L. Ed. 2079 (1945); Hrie 
R.R. v. Tompkins, 304 U. S. 64, 58 S. Ct. 817, 
82 L. Ed. 1188 (1938); Nader v. Commissioner 
[63-2 ustc J 9730], 323 F. 2d 139 (7th Cir. 1963). 

1 Arnold v. Dirrim, 398 N. E. 2d 442 (Ind. 
Ct. App. 1979). 

uJd. at 446-47. 

127d. at 447; Hoffman v. Henderson, 145 Ind. 
613, 44 N. E. 629 (1896). 

13 Arnold 398 N. E. 2d at 447. 

144 Jd. ; note, however, that the Indiana statutes 
provide that lack of consideration alone will not 
suffice to show fraudulent intent. IND. CODE 
ANN. § 32-2-1-18 (Burns 1982). 

1 Arnold, 398 N. E. 2d at 447. See generally 
Milburn v. Phillips, 136 Ind. 680, 34 N. E. 983 


(1894). 
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wife, Phyllis). (2) She gave inadequate 
consideration for the property. (3) George 
retained a beneficial interest in the prop- 
erty, because he maintained a right to deter- 
mine how to dispose of the proceeds of the 
property. (4) The transfer from George to 
Phyllis stripped George of assets subject to 
execution. (5) Finally, the transfer greatly 
reduced George’s assets, if it did not ren- 
der him insolvent. Given these facts, which 
are circumstantial evidence of fraud, we can 
find no clear error in the Tax Court’s find- 
ing that the intent behind the conveyances 
was fraudulent. 


Phyllis Eyler contends that Indiana law 
is unusual in that it requires a finding of 
specific intent to defraud particular credi- 
tors in order for those creditors to void 
the contested transactions. She main- 
tains there was no such fraudulent in- 
tent with respect to the Government in 
this case. The case law, however, does not 
support this interpretation of the Indiana 
statute.“ The cases show, as we have 
discussed, that fraud is a matter of fact, 
and that if no facts to prove fraud are 
submitted, fraud may not be found.” No 
case rules that a debtor. must specifically 
contemplate which creditors he plans to 
defraud by transferring assets. The cases 
do hold that a party who is not a creditor 
may not set aside a transfer of property 
because it is fraudulent as to a third party 
who is a creditor.* In Personette, the 
Indiana Supreme Court held that any credi- 
tor injured by a fraudulent conveyance 
could set that transaction aside.” There is 
no doubt in this case that the conveyance 
of property from George to Phyllis injured 
the United States. We read the words 
“persons sought to be defrauded” in the 


16 The statute in question reads: 


«« * * * Conveyances and acts to defraud cred-— 


itors.—All conveyances or assignments, in writ- 
ing or otherwise, of any estate in lands, or of 
goods or things in action, every charge upon 
lands, goods or things in action, and all bonds, 
contracts, evidences of debt, judgment, decrees, 
made or suffered with the intent to hinder, 
delay or defraud creditors or other persons of 
their lawful damages, forfeitures, debts or de- 
mands, shall be void as to the persons sought to 
be defrauded. {1 R. S. 1852, ch. 42, §17, p. 


‘erty had not been transferred, 


Indiana statute to be the equivalent of 
“persons intended to be defrauded,” and 
hold that the same badges of fraud enu- 
merated above, that establish intent to de- 
fraud creditors, also establish intent to de- 
fraud “other persons.” Thus, even though 
the Government’s standing as a choate 
creditor may not have been fixed at the 
time of the transfers, the potential liability 
was known to the Eylers, and, if the prop- 
it would 
have been available to satisfy George’s tax 
deficiency, subject to creditors’ claims hold- 
ing priority over the Government claim. 
Intent to defraud specifically the Govern- 
ment was not proved, but such proof is not 
needed for the Government to set aside the 
conveyances and to hold Phyllis liable for 
George’s tax deficiency.” It has been said 
that common sense and the tax law are 


rarely even waving acquaintances.“ But — 


the contention here is a Tweedledee-Twee- 
dledum argument. The Government’s pow- 
er to collect taxes may not be frustrated or 
enforced by reading the law as if it were 
the gospel according to Lewis Carroll. Ap- 
pellant’s claim that the Tax Court misinter- 
preted the Indiana statute must fail. 


B. Retransfer of Property. Appellant also 
contends that at the time the real estate 


in question was sold, and in any event well 


prior to the notice of transferee liability, 
the assets conveyed to her were no longer 
the subject of transferee liability, because 
she had retransferred to George. The 
record indicates that there may have been 
effective retransfers. 


A transferee may avoid liability for a tax 
deficiency under a fraudulent transfer stat- 
ute by reconveying the property to the 
transferor under certain conditions.” 


371 (1886); Leasure v. Leasure, 86 Ind. ed 
499, 157 N. E. 11 (1927). — 

The Barrows case holds that a subsequent 
creditor must prove the transferor’s intent to 
defraud him, as well as existing creditors, in 
order to set aside a transfer of property. In the 
case at bar, the Government is not a subsequent 
creditor because the Eylers had notice of the 
tax claim when they made the conveyances. 

19 Personette v. Cronkhite, 140 Ind. 586, 40 
N. E. 59 (1895). 

20 Phyllis’ 
reduced by her payment of claims that had 
priority « over bts tax deficiency claim. See supra 

ae } 


liability to the Government was 
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This [Tax] Court has frequently rec- 
ognized that: 


“If a transferee reconveys the property 
to the transferor prior to the respondent's 
taking action to collect from the transferee, 
the transferee relieves himself of any 
liability, since the retransfer purges the 
fraud from the original transfer, the re- 
turn of the property serving to leave the 
creditor in the same position he was in 
prior to the original transfer. * * * 
[Robert Ginsberg [Dec. 24,764;A], 35 
T. C. 1148, 1155-1156 (1961), affd, [62-2 
ustc § 9625] 305 F. 2d 664 (C. A. 2, 
1962)]” [Emphasis supplied.] 


In Mendelson, the Tax Court was careful 
to note that,” 


[w]e have frequently held that when a 
transferee receives property without con- 
sideration from an insolvent transferor 
and uses such funds to pay debts of such 
transferor, such payment does not ab- 
solve the transferee of liability for the 
transferor’s taxes except to the extent 
that the debts so paid have priority over 
the Government’s tax claim. * * * 


As appellant’s counsel points out, retrans- 
fer and priority issues are not identical. A 
transferee in fraud of creditors may recon- 
vey or retransfer the property to the trans- 
feror and avoid liability as a fraudulent 
transferee. A transferee who pays the 
debts of his transferor, however, will not 
be relieved of liability to the extent of 
payment unless the debts paid held priority 
over the tax claimed by the Government. 


The Government acted to collect from 
Phyllis when it issued the notice to her 
of transferee liability on April 11, 1979. This 
notice issued well after she had disposed of 
each piece of property, and we must review 
the Tax Court’s findings on whether these 
transactions involved retransfers of the 
property to George. These findings are 
matters of fact, and we will not reverse 
them unless they are clearly erroneous on 
review of the record as a whole. The appli- 


cation of the law, however, we review inde- 
pendently. 


The Tax Court asswmed for purposes of 
argument that both dispositions were actu- 
al retransfers but ruled that in such event 
the proceeds must have been applied to 
George’s debts holding priority over the 
tax deficiency in order for Phyllis to escape 
liability. This is an incorrect rule of law, 
and we reverse. : 


The Mendelson case states the correct 
rule, and we remand for the Tax Court 
to determine whether the circumstances of 
the dispositions of the rental property and 
of the residence in fact effected retransfers 
to George Eyler. If Phyllis actually re- 
transferred the proceeds of the transac- 
tions to George, in whole or in part, prior to 
April 11, 1979, then to the extent of such 
retransfers she was absolved from liability. 
This is a matter of fact, and the Tax Court 
must make findings on the issue. In the 
event the Tax Court finds that these trans- 
actions did not constitute retransfers to 
George, Phyllis will be liable as a trans- 
feree, except for those amounts she paid on 
debts of George’s that held priority over 
the tax deficiency. 


Conclusion 
The Tax Court decided properly that 
Phyllis Eyler was a transferee from 


George Eyler under the Indiana statute of 
fraudulent conveyances. We affirm that 
portion of the Tax Court decision. The Tax 
Court, however, applied an incorrect rule of 
law in holding that Phyllis Eyler’s alleged 
retransfer of the subject property to 
George Eyler did not vitiate her liability 
because the allegedly retransferred proper- 
ty was not used to satisfy claims having 
priority over the tax deficiency. We RE- 
VERSE and REMAND for further pro- 
ceedings on this issue in the Tax Court. 


AFFIRMED in part, REVERSED in 
part, and REMANDED. 


[9408] United States of America, Appellee v. James G. Mallas; Robert V. Jones, 
Jr., Appellants United States of America, Appellee v. James G. Mallas; Robert V. Jones, 


Jr., Appellant. 


U. S. Court of Appeals, 4th Circuit, No. 84-5085(L), 84-5258, 5/20/85. 
[Code Secs. 612 and 7206] 


Crimes: Fraud and false statements: Aiding and advising preparation of false returns: 
Depletion: Advance minimum royalties: Regulations rule—Noting that grave penalties 
rested upon an unsubstantiated theory of tax law, the court reversed the defendants’ 


23 Mendelson, 52 T. C. at 740. 
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convictions for income tax evasion due to the prosecution’s failure to show that the 
defendants had specific intent to defraud the government when they developed their 
coal-mining tax shelter. The government based its prosecution on two alternate theories, 
both of which were submitted to the jury. The first theory rested upon the government’s 
interpretation that Reg. § 1.612-3(b) authorized deductions for minimum advance royalties 
only if, at the beginning of the lease, the sublessor committed enough coal property to 
recoup all of the annual advance minimum royalty payments due over the term of the 
lease. However, the court observed, without passing on the merits, that the defendants’ 
contention that the regulation required only that the sublessor commit sufficient coal 
to permit recoupment at the time each obligation became due was also a reasonable and 
well-supported interpretation. The court held that the government’s interpretation was 
too tenuous and other interpretations too reasonable to justify the convictions because an 
individual cannot form the requisite intent to violate a highly ambiguous law. Having . 
reversed on the first theory of liability, the court declined to address whether the royalties 
had been paid in cash or its equivalent. Back references: {| 3547.06, 5714.02 and 5714.175. 


Charles R. Brewer, United States Attorney, Asheville, N. C. 28802, Glenn L. Archer, 
Jr.,.Assistant Attorney General, Deborah Wright Dawson, Michael L. Paup, Robert E. 
Lindsay, Department of Justice, Washington, D. C. 20530, for appellee. R. Stan Mortenson, 
Jonathan B. Sallet, Miller, Cassidy, Larroca & Lewin, for appellants. 


Before Sprouse and WILKINSON, Circuit Judges, and HAyNswortH, Senior Circuit Judge. 


WILKINSON, Circuit Judge: Defendants 
appeal from their convictions for evasion 


the investor to recoup his advance mini- 
mum. royalties; if the coal reserves proved 


of federal income taxes. We find that their 
contested business practices raise novel 
questions of tax liability to which govern- 
ing law offers no clear guidance. Because 
the defendants therefore could not have 
ascertained the legal standards applicable 
to their conduct, criminal proceedings may 
not be used to define and punish an alleged 
failure to conform to those standards. We 
reverse the convictions. 


I 


_ James G. Mallas and Robert V. Jones, 
Jr., investment counselors in Charlotte, 
North Carolina, began in 1977 to design 
a tax shelter program based on deductions 
allowed to participants in coal-mining en- 
terprises. Mallas, as sole shareholder, 
formed Genesis Leases, Inc., for the cor- 
porate purpose of locating and purchasing 
leases of coal property in Kentucky. Jones, 
as sole shareholder, formed Trinity Prop- 
erties, Inc., which would sublease the coal 
rights from Genesis for $3.40 per extracted 
ton. Trinity would then re-sublease its 
rights to individual investors for $3.50 per 
extracted ton. These investors would con- 


tract to pay Trinity an advance minimum 


ring each year for the four-year 


oft every” se cting sens a Liatigit ek to 


-to be inadequate, Trinity promised to sup- 


plement the lease with other property that 
would allow for complete recoupment. 
Finally, Mallas, as sole shareholder, formed 
Omega Energy, Inc., to purchase from the 
individual investors, for specified royalties, 
their rights to mine coal. Omega would 
then mine and market the coal, either by 
itself or by subcontract. 


Omega Energy also served an important 
purpose in the financial structure of Mallas 
and Jones’s tax shelter program. The in- 
vestor, who was obligated to pay Trinity 
an individually negotiated advance mini- 
mum royalty, had to pay at least 2/7 of 
that amount from personal funds. The in- 
vestor could then, if he wished, borrow the 
remaining 5/7 from Omega in exchange for 
a non-recourse promissory note secured 
by the investor’s subleased mineral rights. 
As Omega mined and sold each ton of 
coal, it would retire the non-recourse note 
by retaining half of the royalty that it 
owed the investor. Omega financed these 
loans by borrowing Trinity funds that had 
been accumulated from the investors’ initial 
personal payments. Through such loans 


‘by Trinity to Omega and by Omega to 


the investors,, Omega was able to fund 5/7 
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According to its promoters, the Mallas- 
Jones program offered significant tax sav- 
ings to prospective investors. Under 
Treasury Regulation § 1.612-3(b)(3), the 
advance minimum royalty was deductible 
at the taxpayer's option either when the 
royalty was paid or when the coal was 
mined and sold. For a deduction taken 
at payment, an investor who had received 
an Omega loan for 5/7 of the royalty 
obligation would receive $3.50 of deduction 
for every $1.00 invested. This opportunity 
attracted fifty-three investors to the leasing 
venture in 1977, and Mallas and Jones 
created a parallel 1978 program with eighty- 
nine investors. 


According to the government, however, 
the annual minimum royalties were not 
deductible and the entire shelter was an 
illegal scheme to evade federal income 
taxes. The government raised two specific 
objections to the program. First, it main- 
tained that Treasury Regulation § 1.612-3 
(b)(3) authorized deductions only if Trin- 
ity, at the beginning of each lease com- 
mitted to that leasing investor enough coal 
property to recoup all of the annual advance 
minimum royalties due over the full four 
years of the lease. Trinity, which did not 
own that much coal,” asserted to the con- 
trary that the regulation required it to 
have sufficient coal to permit recoupment 
of the minimum royalty payments only at 
the time that each obligation became due. 
Under this interpretation, Trinity’s holdings 
were satisfactory. Second, the govern- 
ment reasoned that the advance minimum 
royalties were not deductible because— 
upon close analysis of the loan network 
connecting Trinity, Omega, and the in- 
vestors—the royalties had not been paid in 
“cash or its equivalent” as required by 
Helvering v. Price [40-1 ustc { 9336], 309 
U. S. 409, 413 (1940), and constituted an 
economic transaction in form but not in 
substance. 


With these alternative government theories 
cast into criminal charges, a grand jury in 
the western district of North Carolina in- 


dicted Mallas and Jones on thirty-five 
counts for violations related to the alleged 
tax evasion. The two men stood trial in 
January 1984 and were each convicted on 
fourteen counts: one count of conspiracy 
to defraud the United States by defeating 
the lawful functions of the Internal Revenue 
Service, 18 U. S. C. § 371; two counts of 
willfully claiming false deductions on their 
1977 and 1978 tax returns for their own 
participation in the coal-leasing programs, 
26 U. S. C. § 7206(1); ten counts of aiding 
others in the filing of false returns based 
on those persons’ investments in the pro- 
gram, 26 U. S. C. § 7206(2); and one count 
of causing a person to travel interstate in 
furtherance of a scheme to defraud, 18 
U. S. C. § 2314. The court imposed prison 
sentences of twelve years on each defend- 
ant, fined Mallas $75,000 and Jones $40,000, 
and ordered them to pay the costs of 
prosecution and all taxes owed to the 
United States. This appeal followed. 


IT 


We reverse. Grave penalties rest in this 
case on an unsubstantiated theory of tax 
law: that the defendants promoted fraudu- 
lent deductions if the Trinity coal holdings 
were not sufficient to warrant complete 
recoupment of all advance royalties at the 
beginning of the lease but were sufficient to 
warrant complete recoupment of all ad- 
vance royalties as each annual payment 
fell due.* Whatever eventual success this 
proposition may enjoy as an interpretation 


-of tax law—a destiny we do not influence 


here—present authority in support of the 
theory is far too tenuous and competing 
interpretations of the applicable law far 
too reasonable to justify these convictions. 


“It is settled,” this court observed in 
the analogous criminal tax case of United 
States v. Critzer, “that where the law is 
vague or highly debatable, a defendant— 
actually or imputedly—lacks the requisite 
intent to violate it.” 498 F. 2d 1160, 1162 
(4th Cir. 1974). Criminal prosecution for 
the violation of an unclear duty itself vio- 


2 Here, as throughout this opinion, we view 
the facts in the light most favorable to the 
government. Glasser v. United States, 315 U. S. 
60, 80 (1942). Defendants argued at trial that 
their coal holdings were adequate under the 
government’s theory. 

' 3 Because the jury considered alternative the- 
ories of liability, we must reverse the convic- 
tions if either theory is an improper basis for. 
punishment. Chiarella v. United States, 445 
U. S. 222, 237 n. 21 (1980); Leary v. United 
States, 395 U. S. 6, 31-32 (1969). We cannot 
conclude ‘‘with a high degree of probability’’ 


1985 Standard Federal Tax Reports 


that the jury here did not rely on the unsup- 
ported theory of inadequate coal reserves. Cf. 
United States v. Alexander, 748 F. 2d 185, 189 
(4th Cir. 1985). We therefore need not address 
appellants’ additional claim that the royalties 
were paid in ‘‘cash or its equivalent’’ in a sub- 
stantial economic transaction or their claim that 
the jury charge failed to explain the ‘‘form 
versus substance’ doctrine of Bridges v. Com- 


missioner of Internal Revenue [64-1 ustc 1 9103], 


325 F. 2d 180 (4th Cir. 1963) with sufficient 
precision to austain these convictions. _ a 
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lates the clear constitutional duty of the 
government to warn citizens whether par- 
ticular conduct is legal or illegal. See gen- 
erally Note, Criminal Liability for Evasion 
of an Uncertain Tax, 81 Col. L. Rev. 1348 
(1981). As Critzer indicates, this same 
requirement arises from the rule of 26 
U. S. C. § 7206 that only a “willful” tax 
evasion is criminal. Willful conduct under 
§ 7206, which the Supreme Court described 
in United States v. Pomponio [76-2 ustc 
79695], as “voluntary intentional violation 
of a known duty,” 429 U. S. 10, 12 (1976), 
requires that the duty involved must be 
knowable. See also James v. United States 
[61-1 ustc J 9449], 366 U. S. 213, 221-222 
(1961). 


Whether annual advance minimum roy- 
alties that are recoupable from warranted 
coal reserves acquired after execution of a 
lease but before payment of the royalty 
may be deducted from gross income is a 
point of law that is “vague or highly de- 
batable” in the sense identified by United 
States v. Critzer* As the government con- 
cedes in its brief, the applicable Treasury 
regulation, § 1.612-3(b) “does not explicitly 
state that an AMRP is deductible in the 
year paid only if there are sufficient re- 
serves committed in the first year of a 
lease such that the total amount of all the 
AMRP’s required under the lease can be 
recouped.” The regulation, which merely 
indicates that the royalties are to be “paid 
or accrued in connection with mineral prop- 
erty as a result of a minimum royalty 
provision,” does not address the issue. In 
the absence of explicit language in the 
regulation, potential liability might alter- 
natively be announced by “authoritative con- 
structions sufficiently illuminating the contours 
of an otherwise vague prohibition,’ Dom- 
browski v. Pfister, 380 U. S. 479, 490-91 
(1965). But the government has failed to 
suggest any other regulation, judicial deci- 
sion, or even revenue ruling that sheds such 
light on this aspect of §1.612-3(b). Nor 
have we found any.® The traditional sources. 
of notice for potential defendants are sim- 
a silent—and Ae e Bebe ating ee this 


of ‘4 tax law, like all Whol 
e bs 


We recognize that due process does not 
require the prosecution to cite a “litigated 
fact pattern directly on point,” United States 
v. Ingredient Technology Corp. [83-1 ustc 
79140], 698 F. 2d 88, 96 (2d Cir. 1983), 
cert. demied, 103 S. Ct. 3111 (1983), quoting 
United States v. Brown, 555 F. 2d 336, 339- 
340 (2d Cir. 1977). We are accordingly 
open to the government’s suggestion that 
a duty not articulated by regulatory lan- 
guage or judicial construction may none- 
theless be compelled by the authoritative 
force of common sense. But the prosecution 
and the defense can in this situation both 
offer plausible support for their positions. 
As the government argues, using the date 
of lease execution as the crucial moment 
for defendants’ reserves serves the policy 
of § 1.612-3(b) that coal leasing arrange- 
ments be a single, simple transaction, a 


goal otherwise expressed in the require- 


ments that advance royalties be uniform, 
that they be due for every year, and that 
the taxpayer elect in the first year whether 
to deduct all royalties at the time of pay- 
ment or at the time of the mineral sale. 
Contrary to the conclusion of the govern- 
ment, however, a determination that the 
prosecution theory of § 1.612-3(b) is “rea- 
sonable and well-supported” does not prove 
that “defendants’ claim that they could not 
have known what the law required is friv- 
olous.” Defendants, too, advance a “reasonable 
and well-supported” reading of § 1.612-3(b). 
As they point out, using the date of pay- 
ment as the crucial moment for defendants’ 
reserves permits greater sensitivity to the 
fluctuating coal market and follows the 
rule that the tax status of payments made 
under a long-term agreement is determined 


by conditions existing at the time of the 


deductible payment. 


Nothing here is meant to imply that one 
of these solutions is not a better con- 
struction of tax law, or that civil liability— 
with appropriate civil penalties—may not be 
imposed on these defendants for deduc- 
tions claimed without a foundation in sufh- 
cient coal reserves. Compare United States 
v. Dahlstrom [83-2 ustc $9557], 713 F. 2d 
1423 (9th Cir. 1983), cert. denied, 104 S. Ct. 


5To the contrary, we note that the Ninth 
Pies ee ae described the coal reserve Reuite 
( 612-3 ( tt 


Court Decisions—Cited 85-1 USTC 


88,111 


Regov. U.S. 


2363 (1984) with Zmuda v. Commissioner of 
Internal Revenue [84-1 ustc J 9442], 731 F. 


2d 1417 (9th Cir. 1984) (criminal conviction 


vacated but civil liability imposed in con- 
nection with same tax shelter). We merely 
_ find that there has been no “fair warning 

. given to the world in language that 
the common world will understand, of what 
the law intends to do if a certain line is 
passed.” McBoyle v. United States, 283 U. S. 
25, 27 (1931) (Holmes, J.). The govern- 
ment may face a difficult task in translating 
the deductibility of annual advance mini- 
mum royalty payments into language that 


the common world will understand. But 
without that fair warning, the government 
may not institute criminal proceedings. As 
this court noted in United States v. Critzer, 
“the appropriate vehicle to decide this 
pioneering interpretation of tax liability is 
the civil procedure of administrative assess- 
ment,” not a criminal prosecution. 498 F. 
2d at 1164. We therefore reverse these 
judgments of conviction and remand the 
ease for proceedings consistent with this. 
opinion. 


REVERSED. 


[19409] Alfred S. Rego and Mary Rego, Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, West. Dist. Tenn., East. Diy., No. 82-1156, 5/1/85. 


[Code Secs. 894, 931 and 7422] 


Civil suits: Suit for refund: Exempt income: Tax treaties: Summary judgment.— 
The court denied the taxpayers’ motion for summary judgment in their refund suit, which 
alleged that they were exempt from paying taxes to the United States on income derived 
from their work on the Panama Canal Commission. Article XV of the Panama Canal 
Treaty did not exempt the taxpayers from the payment of income taxes to the United 
States for such work. Because there was no genuine issue of material fact presented, 
the IRS’s motion for summary judgment was granted and the taxpayers were denied 


the tax refund they sought. Back references: ff 4196L.15, 4355.04, and 5781.5139. 


Order Granting Defendant’s Motion 
for Summary Judgment 


McRa4g, District Judge: This action was 
brought by the plaintiffs, Alfred S. Rego and 
Mary Rego, his wife, for the recovery of 
federal income taxes paid for the years 
1979 and 1980 in the amount of $24,494. 
Presently before the Court are cross mo- 
tions for summary judgment. Summary 
judgment is appropriate only when the 
record shows that there is no genuine issue 
as to any material fact and one of the 
moving parties is entitled to judgment as a 
matter of law. Fed. R. Cw. P. 56. 


The undisputed facts show that the plain- 
tiffs are married citizens of the United 


States, who presently reside in Savannah, - 


Tennessee. During the years 1979 and 1980, 
the plaintiffs resided in the territory within 
the Republic of Panama that formerly con- 
stituted the Canal Zone under the control 
and jurisdiction of the United States. Both 
plaintiffs were employed by the Panama 
Canal Commission. For the taxable years 


1979 and 1980, the plaintiffs filed joint © 


federal income tax returns and reported 
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as income the salaries received from the 
Panama Canal Commission and paid the 
taxes due. Subsequently, the plaintiffs filed 
claims for refund for taxes paid in 1979 and 
1980, in the amounts of $5,491 and $19,003, 
respectively. After the Internal Revenue 
Service notified the plaintiffs that their 
claims for refund were disallowed, this 
action ensued. The plaintiffs contend that 
they have overpaid their income taxes for 
1979 and 1980 in the total amount of 
$24,494 and are due a refund because vari- 
ous provisions of the Panama Canal Treaty 
render their income exempt from taxation. 


On September 7, 1977, the United States 
and the Republic of Panama signed the 
Panama Canal Treaty Concerning the Per- 
manent Neutrality and Operation of the 
Panama Canal. Article III, paragraph 9 
of the Panama Canal Treaty provides in 
relevant part that the “rights and_ legal 
status of United States Government agen- 
cies and employees operating in... Pan- 
ama... shall be governed by the Agreement 
” 


The Agreement in Implementation of Article 
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III contains a provision which states in 
pertinent part: 


Article XV 


Taxation 


1. By virtue of this Agreement, the 
Commission, its contractors and subcon- 
tractors are exempt from payment in the 
Republic of Panama of all taxes, fees or 
other charges on their activities or property. 


2. United States citizen employees and 
dependents shall be exempt from any 
taxes, fees, or other charges on income 
received as a result of their work for 
the Commission. Similarly, they shall 
be exempt from payment of taxes, fees or 
other charges on income derived from 
sources outside the Republic of Panama. 


3. United States citizen employees and 
dependents shall be exempt from taxes, 
fees or other charges on gifts or inheri- 
fance or on personal property, the pres- 
ence of which within the territory of the 
Republic of Panama is due solely to the 
stay therein of such persons on account 
of their or their sponsor’s work with the 
Commission. 


The plaintiffs contend that paragraph 2 of 
Article XV grants them an exemption from 
paying United States taxes for the income 
they received from their employment with 
the Panama Canal Commission. Because 
this particular “any taxes” language is 
arguably subject to more than one con- 
struction, this Court will consider extraneous 
matter to aid in determining the signatories’ 
intent and expectations. See Hidalgo County 
Water Control v. Hedrick, 226 F. 2d 1, 8 
(5th Cir. 1955), cert. denied, 350 U. S. 983 
(1956). 


The Committee on Foreign Relations 
held extensive hearings on the Treaty and 
related documents, and in February 1978, 
issued its report. E. Rep. No. 95-12, 95th 
Cong. Ist Sess. 127 (1978). This Report 
contains a section-by-section analysis of the 
treaties and implementing agreements. Such 
analyses, prepared by members of the treaty 
negotiating team, are considered as an au- 
thoritative source of information in regard 
to the interpretation of the treaties. With 
respect to paragraph 2, Article XV of the 
Agreement in Implementation of Article 
III, the analysis reads, in pertinent part, 
as follows: 


Paragraph 2 exempts United States 
citizen employees and dependents from 
the imposition by Panama of taxes on 
income received as a result of their work 
with the Commission and on the income 
derived from sources outside Panama 

. . Report at 155. 


Pursuant to the above analysis and con- 
struing the language of Article XV as a 
whole, this Court is of the opinion that 
paragraph 2 exempts United States em- 
ployees of the Commission from Panamanian 
taxation only. See Kolovrat v. Oregon, 366 
U. S. 187, 194 (1961); Factor v. Lauben- 
heimer, 290 U. S. 276, 294-95 (1933). 


Based on the foregoing, this Court finds 
that the plaintiffs are not exempt from 
paying federal income taxes on income de- 
rived from their work on the Panama Canal 
Commission. Accordingly, the defendant’s 
motion for summary judgment is hereby 
granted. 


IT IS SO. ORDERED. 


[79410] Robert T. Carey v. United States of America. 


U. S. District Court, East. Dist. Va., 
1/16/85. 


Richmond Div., Civil Action No. 84-0529-R, 


[Code Sec. 6702] 


Penalties, civil: Frivolous returns: Constitutional objections: Military expenditures, 
returns with objections to——A taxpayer who claimed a $2,500 “conscientious objection to 
war” deduction which was “the amount of deduction necessary to not pay 35% of [his] 
taxes that would pay for war” was properly assessed the $500 frivolous return penalty. 
By taking the war tax deduction, the taxpayer misrepresented his actual tax liability 
and also that he was entitled to a substantial tax refund. He also cited no authority 
to suggest that his position was not frivolous. Moreover, the U. S. Supreme Court 
specifically held that a “war tax deduction” was invalid. Furthermore, the frivolous. 
return penalty did not violate the taxpayer’s First Amendment right to free exercise of 
religion or freedom of speech, because the interest in a sound tax system has been found 
sufficiently compelling to outweigh religious challenges to the administration of tax laws. 


In addition, the frivolous return penalty is eae ae the shoprestion of inte seeechy Tet? 
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Opinion 


_ Warriner, District Judge: Presently be- 

fore the Court is defendant’s Fed. R. Civ. P. 
12(b)(6) motion to dismiss filed with this 
Court on 19 November 1984. Plaintiff on 
29 November 1984 filed a pleading denom- 
inated as a Motion for Judgment on the 
Pleadings in Opposition to Defendant’s 
Motion to Dismiss. Defendant filed a brief 
in opposition to plaintiff’s motion and plain- 
tiff filed a response to defendant’s opposi- 
tion brief. Because under Fed. R. Civ. P. 
Rule 12(c) a motion for judgment on the 
pleadings may not be made until after the 
pleadings are closed and the pleadings were 
not closed at the time the motion was filed, 
plaintiff’s motion will be treated as a re- 
sponse to defendant’s motion to dismiss. 
Defendant’s motion will be considered on 
the basis of the record as it now exists. 
The matter is ripe for adjudication. 


The operative facts are not in dispute. 
On or about 15 April 1984 plaintiff filed 
his income tax return for the year 1983. 
On Schedule A, line 4, of the return, as 
an itemized deduction, plaintiff claimed a 
$2,500 “conscientious objection to war” 
deduction which plaintiff claims reflected 
“the amount of deduction necessary to not 
pay 35% of my taxes that would pay for 
war.” Plaintiff's Amended Complaint, at- 
tachment 2 (2 Oct. 1984). The conscien- 
tious war deduction reduced plaintiff’s tax 
liability by $507.00. Accompanying plain- 
tiff’s tax forms was a written statement that 
expressed plaintiffs opposition to the war, 
the reasons for taking the conscientious 
objection to war deduction, and an explana- 
tion that informed the Internal Revenue 
Service of what the plaintiff’s tax liability 
would be assuming that the conscientious 
objection to war deduction is invalid. 


In a letter dated 25 June 1984 the Inter- 
nal Revenue Service notified plaintiff that 
he had been assessed a $500.00 penalty pur- 
suant to the provisions of 26 U. S. C. 
§ 6702. On 10 July 1984 plaintiff paid 15% 
of the assessed penalty, as required by 26 
U. S. C. § 6703, and filed a request for a 
refund of the $75.00 (15% of $500) and an 
abatement of the remainder of the penalty. 
In a letter dated 16 August 1984 the IRS 
notified plaintiff that his request for a 
refund/abatement was denied. On 29 
August 1984 plaintiff timely filed his com- 
plaint and on 2 October 1984 plaintiff filed 
an amended complaint. 
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In the complaint plaintiff asserts that: 


The assessment under 26 U. S. C. § 6702 
against the Plaintiff was made illegally 
and without authority under § 6702 for 
the following reasons. 


(a) The return filed by the Plaintiff 
contains sufficient information to deter- 
mine the correct amount of self assess- 
ment and the attached letter clearly 
states what the correct amount should be. 


(b) The Plaintiffs conduct was not due 
to a desire, appearing on the face of the 
return, to delay or impede the adminis- 
tration of the Federal Income tax laws. 

(c) The conduct of the plaintiff was 
not due to a frivolous position. 


In the alternative, assuming that 26 
U. S. C. §6702 applies to the Plaintiff, 
said statute violates Plaintiffs rights 
under the First Amendment to the United 
States Constitution to 

(a) Freedom of speech 

(b) Free exercise of Religion. 
Section 6702 provides: 

Frivolous income tax return. 

(a) Civil penalty.—If— 

(1) any individual files what purports 
to be a return of the tax imposed by 
subtitle A but which— 

(A) does not contain information on 


which the substantial correctness of the 
self-assessment may be judged, or 


(B) contains information that on its 
face indicates that the self-assessment is 
substantially incorrect; and 

(2) the conduct referred to in para- 
graph (1) is due to— 

(A) a position which is frivolous, or 

(B) a desire (which appears on the 
purported return) to delay or impede the 


administration of Federal income tax 
laws, 


then such individual shall pay a penalty 
of $500. 


According to the legislative history, sec- 
tion 6702 was enacted because Congress 
was “concerned with the rapid growth in 
deliberate defiance for the tax laws by tax 
protestors.” Senate Report No. 494, 97th 
Cong. 2nd Sess. 278, reprinted in 1982 
U. S. C. Congressional & Administrative 
News 781, 1023. In explaining the provi- 
sions of § 6702 the legislative history states: 


[T]he penalty is available against any | 
individual filing a purported return in 
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which insufficient information to calculate 
the tax is given or where the information 
given is clearly inconsistent (as where an 
individual claims 99 exemptions but lists 
only a few dependents) or where the 
return otherwise reveals a frivolous posi- 
tion or a desire to impede the tax laws. 
Moreover, the penalty could be imposed 
against any individual filing a “return” 
showing an incorrect tax due, or a re- 
duced tax due, because of the individual’s 
‘claim of a clearly unallowable deduction, 
such as a “gold standard deduction” 
(4.e., a discount of dollars because the 
U. S. is not on the gold standard) or a 
“war tax” deduction under which the 
taxpayer reduces his taxable income or 
shows a reduced tax due by that individ- 
ual’s estimate of the amount of his taxes 
going to the Defense Department budget, 
etc. In contrast, the penalty will not apply 
if the. taxpayer shows the correct tax due 
but refuses to pay the tax. In such a case, 
of course, the Secretary can assess and 
collect a tax immediately. Id. at 1024 
(emphasis added). 


Plaintiff cites the opinion of a United 
States District Court for the Central Dis- 
trict of California in Jenney v. United States 
[84-2 ustre J 9923], 581 F. Supp. 1309 (C. D. 
Ca. 1984), in support of his position that 
the method he used for filing his tax return 
did not justify the imposition of the penal- 
ties set forth under section 6702. The Jen- 
ney case is factually very similar to the case 
at bar. In Jenney the plaintiffs in their 1982 
income tax return claimed an $18,000 deduc- 
tion in Schedule A, labelled as a “conscience 
deduction.” They also attached a statement 
to their Schedule A which stated: 


Included among our miscellaneous de- 
ductions, we are listing a Conscience 
Deduction of $18,044 in order to bring our 
tax liability down to $5,273 which is 44% 
of what we would owe without such a 
deduction. We are claiming this deduc- 
tion out of a consicentious objection to 
war and to preparations for war. The 
War Resisters League states that 44% of 
the 1982 federal budget went for non- 
military purposes .. 


This reduction in our taxable income 
will produce a sizeable refund to us. 
Without the deduction, we owe the In- 
ternal Revenue Service $1,082. With it, 
we will receive a refund of $5,617.... 
Jenney, 581 F. Supp. at 1309-10. 


The Jenney court focused on the above 
quoted legislative history and stated that: 


It is reasonably clear from the empha- 
sized language that where, as here, the 
taxpayer shows the correct amount due 
to the IRS on their tax return, but refuse 
to pay such amount. based on their per- 
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sonal convictions, the penalty prescribed 
in § 6702 was not meant to apply. This is 
also apparent from the general tenor of 
the Senate Finance Committee’s Report, 
which indicates that § 6702 was intended 
to authorize an immediately assessable 
penalty in those cases where “purported 
‘returns’ are clearly not designed to in- 
form the Secretary of the filer’s taxable 
income and are not in processable form.” 
Jenney, 581 F. Supp. at 1310 (quoting 
Senate Report at 1024). 


I have carefully considered the Jenney 
opinion and my conclusion is that the 
decision is wrong. It is contrary to the 
clear language of the Act, and the specific 
legislative history which mentioned exactly 
the type of deduction plaintiff claimed. 

In order for a penalty to be assessed 
under section 6702, either subsection 
(a)(1)(A) or (B) must be met and either 
subsection (a)(2)(A) or (B) must be met. 


Although, at least arguably, plaintiff’s 
return, including the statement accompany- 
ing it, contained “information on which the 
substantial correctness of the self-assess- 
ment may be judged,” the return also con- 
tained “information that on its face indicates 
that the self-assessment is substantially in- 
correct” so as to satisfy section 6702(a) 
(1)(B). By taking the war tax deduction, 
plaintiff represented he owed less than his 
actual tax liability and that he was entitled 
to a substantial tax refund. The statement 
by the district court in Drefchinski v. Regan 
[84-2 ustc J 9924], 589 F. Supp. 1516, 1522 
(W. D. La. 1984) (quoting 26 U. S. C. 
§ 6702), supports my position that the re- 
quirements of section 6702(a)(1)(B) are 
met. 


{[T]his Court does not agree with the 
District Court’s conclusion in Jenney that 
a statement in an attachment will pre- 
clude imposition of the Section 6702 
penalty on the basis of an incorrect self- 
assessment . . At best, the materials 
attached to this case and in Jenney 
merely highlight the fact that the tax- 
payers have reported a tax liability which 
is substantially incorrect. That is, a sup- 
plementary statement which indicates the 
tax liability without the clearly. unallow- 
able deduction, . itself serves as “in- 
formation that on [the] face [of the 
return] indicates that the self-assessment 
is substantially incorrect.” 


Plaintiff cites no authority to suggest that 
his position is not frivolous. To the con- 
trary, “[T]he long and unbroken line of 
authorities establishing the impermissibility 
of these tax deductions dispels any doubt 
that eles position lis] ‘frivolous’ 
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within the meaning of the statute.” Franklet 
v.’ United States [84-1 ustc 9151], 578 F. 
Supp. 1552, 1555 (N. D. Ca. 1984) (citing 
Eull v. Commissioner [79-2 ustc J 9475], 602 
F. 2d 1166 (4th Cir. 1979), cert. denied, 
' 444 U. S. 1014 (1980); First v. Commissioner 
[77-1 ustc 99104], 547 F. 2d 45 (7th Cir. 
1976) (per curiam); Avutenrieth v. Cullen 
[40-2 ustc J 9795], 418 F. 2d 586 (9th Cir. 
1969), cert. denied, 397 U. S. 1036 (1970)). 
See also Drefchinski, 589 F. Supp. at 1521 
(“Drefchinski’s substantially incorrect self- 
assessment was due to a position which is 
frivolous within the meaning of section 6702 
(a)(2)(A) ... .”); Welch v. United States 
{84-1 ustc J 9205], 53 AFTR2d 84-706, 84- 
707 (Mass. D. C. 1984) (plaintiff penalized 
under § 6702 for a legally unsupportable 
position). 


The United States Supreme Court in 
United States v. Lee [82-1 ustc J 9205], 455 
U. S. 252, 260 (1982) specifically held that 
a “war tax deduction” is invalid. The 
Supreme Court stated that: 


If, for example, a religious adherent 
believes war is a sin, and if a certain 
percentage of the federal budget can be 
identified as devoted to war-related activi- 
ties, such individuals would have a... 
claim to be exempt from paying that 
percentage of the income tax. The tax 
system could not function if denomina- 
tions were allowed to challenge the tax 
system because tax payments were spent 
in a manner that violates their religious 
belief. [citations omitted] .... 


Because of broad public interest in 
maintaining a sound tax system is of such 
higher order, religious belief in conflict 
with the payment of taxes affords no 
basis for resisting the tax. 


The Fourth Circuit in 1979 reached a 
similar position in Lull v. Commissioner of 
IRS [79-2 ustc § 9475], 602 F. 2d 1166 (4th 
Cir. 1979). “Petitioners’ assertions under 
the heading[] of ‘conscientious objections’ 
... that they should not be required to pay 
taxes that would be used for military 
expenditures again pertain to their religious 
and moral objections to such expenditures 
and do not present new or meritorious rea- 
sons for allowance of the deductions.” Id. 
at 1169 appendix. 

Because the conditions of section 6702 
(a)(1)(B) and (a)(2)(A) have been met, 
the penalty assessed against plaintiff was 
within the authority granted under section 
6702. 

It is well settled that section 6702 does 
not violate plaintiff’s rights guaranteed un- 
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der the First Amendment to free exercise 
of religion or freedom of speech. Under a 
free exercise of religion analysis, “[s]ection 
6702 must be upheld if the underlying gov- 
ernmental interest override[s] and out- 
weigh[s] the impairment of the asserted 
free exercise rights.” Drefchinski, 589 F. 
Supp. at 1525. In Franklet v. United States 
[84-1 uste $9151], 578 F. Supp. 1552, 1556 
(N. D. Ca. 1984) the district court, dealing 
with § 6702, stated that “the necessities of 
revenue collection under enactments of 
general applicability raise governmental in- 
terests sufficiently compelling to outweigh 
the free exercise rights of those who find 
the tax objectionable on bona fide religious 
grounds.” 


As the Supreme Court stated in United 
States v. Lee, 455 U. S. at 259, “[t]o main- 
tain an organized society that guarantees 
religious freedom to a great variety of 
faiths requires that some religious practices 
yield to the common good. Religious beliefs 
can be accommodated .. . [citations omit- 
ted], but there is a point at which accom- 
modation would ‘radically restrict the 
operating latitude of the legislature.’”’ The 
interest in a sound tax system has been 
found sufficiently compelling to outweigh 
religious challenges to the administration 
of tax laws. See, e.g., Drefchinski, 589 F. 
Supp. at 1525. 

Furthermore, section 6702 employs the 
least restrictive means of achieving these 
interests. The penalty is addressed to 
only those returns that fail to correctly 
represent a taxpayer’s tax’ liability due to 
either a position which is legally frivolous 
or a desire to impede the administration 
under the tax collection system. Id. 


“The penalty in question here applies to 
any taxpayer adopting any frivolous posi- 
tion for any reason. It does not penalize 
plaintiffs’ exercise of conscience as such 
any more than the taxes they originally 
sought to avoid. ‘On matters religious, it 
is neutral.’” Franklet at 1556 (quoting 
Autenrieth v. Cullen [69-2 ustc 9724], 418 
F. 2d 586, 588 (9th Cir. 1969), cert. denied, 
397 U. S. 1036 (1970)). 

“Section 6702 does not penalize the ex- 
pression of... religious beliefs held by... 
plaintiff, however sincere. .. . Section 6702 
simply penalizes the filing of a legally in- 
correct return, not due to mistake or in- 
advertence or based on a legally supportable 
legal position.” Welch v. United States [84-1 


-ustc $9205], 53 AFTR 2d 84-706-707 ¢ 1984). 


Assuming, arguendo, that plaintiff’s con- 
scientious war objection could be qualified 
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as speech, the penalty imposed by section 
6702 does not violate the rights guaranteed 
under the First Amendment to freedom of 
speech. In United States v. O’Brten, 391 
U. S. 367, 377 (1968) the Supreme Court 
stated that a statute will pass constitutional 
muster: 


If it is within the constitutional power 

of the Government; if it furthers an im- 
portant or substantial governmental in- 
terest; if the governmental interest is 
unrelated to the suppression of free ex- 
pression; and if the incidental restriction 
on alleged First Amendment freedoms is 
no greater than is essential to the further- 
ance of that interest. 

The Sixteenth Amendment to the United 
States Constitution gives Congress the 
power to lay and collect taxes on income. 
Inherent in that power is the power to as- 
sess penalties for an individual’s failure to 
pay the full amount of income tax due. 


The penalty established by section 6702 
acts as a disincentive to people contemplat- 
ing filing frivolous tax returns, which serves 
to further the substantial governmental in- 
terest in maintaining a sound tax system. 
See United States v. Lee, 455 U. S. at 260 
(1982); Drefchinski, 589 F. Supp. at 1526-27. 


The penalty imposed by 6702 is unrelated 
to the suppression of free speech. Rather, 
the penalty is intended to discourage the 
filing of frivolous returns which would im- 
pede the tax collection system. See Dref- 
chinski, 589 F. Supp. at 1527; Franklet, 578 
F. Supp. at 1556-57. 


“Section 6702 provides a modest and 
closely focused deterrent against precisely 
the behavior Congress legitimately sought 
to deter.” Franklet, 578 F. Supp. at 1557. 
The “incidental restriction on alleged First 
Amendment freedoms is no greater than 
is essential to the furtherance of that in- 
terest.” O’Brien, 391 U. S. at 377. has 


_ Plaintiff wants to appear to be a martyr 
for conscience’s sake but does not want to 
pay a penalty for doing so. He lacks the 
courage to refuse to pay the tax on the 
basis of his conscientious objection and he 
follows the method he does to put a fig 
leaf over his cowardice. He wants to be 
able to win the plaudits of his fellow 
protestors by filing his tax protest return, 
yet he followed the form that he did in an 
effort to make certain that he would have 
to pay no penalty for what he represents 
to be the exercise of his religious scruples. 
“Here the actor wants the best of both 
worlds: to disobey, yet be absolved of 
punishment for disobedience.” United States 
v. Malinowski [73-1 ustc 9199], 472 F. 2d 
850, 857 (3d Cir.), cert. denied, 411 U. S. 
978 (1973). Such conduct impels no 
admiration. 


This Court finds that plaintiff has failed 
to state a claim upon which relief can be 
granted. Accordingly, defendant’s Fed. R. 
Civ. P. 12(b)(6) motion to dismiss is hereby 
GRANTED. 


And it is so ORDERED. 


[7 9411] Thomas J. Walsh, Plaintiff v. United States of America, Defendant. 
U. S. District Court, Dist. Minn., Fourth Div., Civil No. 4-84-692, 1/21/85. 


[Code Secs. 6013 and 7430] 


Returns: Joint returns: Signature on return: Tacit Consent Rule: Civil suits: Award- 
ing of court costs: Awards.—The district court ruled that a valid joint return had not 
been filed for the taxpayer and his wife (from whom he was separated) for the year 
in question because the court found that the taxpayer had not tacitly provided consent 
to the filing of a joint return by his estranged wife. Therefore, the taxpayer was entitled 
to file his claim for refund on a separate return and to receive the amount owing under 
such return. The taxpayer’s estranged wife had filed a joint return for the year at issue, 
signing both her own name and the taxpayer’s name to the return. Further, the tax- 
payer’s request for an award of attorney’s fees was denied because he failed to establish 
that the position taken by the IRS was unreasonable. The affidavit provided by the 
‘taxpayer’s estranged wife and the application of the Tacit Consent Rule provided the 
IRS with a reasonable argument in support of its position that a valid joint return had 
been filed. Back references: {] 5020.731 and 5785B.11. 


Timothy ie Walsh, Butler & Pecchia, 420 Hamm 1 Building, St. Paul, Minn. 55102, 
for plaintiff. Larry Meuwissen, Siebesinent ot Justice, Washington, D. nem 20530, for 
defendant. > 


q 9411 “© 108s, ‘Commerce Clesrng House, Ine. 


~~ a 


Court Decisions—Cited 85-1 USTC 


88,117 


Walsh v. U.S. 


Order 


MurrHy, District Judge: Plaintiff, 
Thomas J. Walsh, brought this action for 
the recovery of internal revenue taxes paid 
. to defendant, United States of America, 
alleging that the taxes were erroneously 
assessed or collected. Jurisdiction is alleged 
under 28 U. S. C. § 1346(a)(1). This mat- 
ter is now before the court upon the motion 
of Walsh for summary judgment. 


I. BACKGROUND. Thomas J. Walsh 
brought this action after the Internal Reve- 
nue Service (IRS) denied his claim for a 
refund of $325 on a separate return filed for 
the tax year 1981 on February 12, 1983. 
This return was rejected by the IRS be- 
cause it had previously received a joint 
return for Walsh and his wife, Dorothy 
Hayden Walsh. This joint return was filed 
by Dorothy Walsh who signed both her 
own and Thomas Walsh’s name to the 
return. The joint return included a claim 
for refund, but Thomas Walsh never re- 
ceived any refund check or any proceeds 
therefrom. 


Thomas Walsh claims that the joint re- 
turn is not valid because he never signed 
the return or authorized his wife to sign it 
for him. He states that it was his under- 
standing that they would each file sepa- 
rate returns for tax year 1981 because they 
were separated. The Walshes had been 
separated since August of 1981, and were in 
the process of getting a divorce at the time 
that the joint return was filed. The divorce 
has since been finalized and Dorothy Walsh 
now goes by the name of Dorothy Dinwid- 
die. Dinwiddie never informed her estranged 
husband that a joint return was being filed 
or that she had signed his name to the re- 
turn. She had contacted him to ask for 
assistance in preparing the tax returns and 
he informed her that she could do what- 
ever she wanted with the returns but that he 
would not provide any assistance. 


Walsh claims that he first became aware 
that a joint return had been filed on or 
about May 12, 1983, when he received a 
letter from the IRS stating that his claim 
for refund on his separate return for 1981 
had been disallowed because a joint return 
had been filed. Immediately thereafter his 
attorney wrote the IRS informing them 
that the joint return was not genuine and 


1 The separate return filed by Thomas Walsh 
for the year 1981 is attached as exhibit A to 
his complaint. The documentation provided 
supports the claim for a $325 refund. The 
United States has denied in its answer that 


this amount is owing but it has failed to set 
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that Thomas Walsh’s signature was forged. 
No response to this letter was ever re- 
ceived. On July 11, 1984, Walsh instituted 
this action seeking to recover the $325 tax 
refund plus interest and reasonable litiga- 
tion costs. 


II, DISCUSSION. The issue before the 
court is whether there was a valid joint 
return filed for Thomas and Dorothy 
Walsh.for the tax year 1981. If the joint 
return was not valid against Thomas 
Walsh, then he is entitled to file separately 
and receive any refund owing under that 
return.* 


Whether or not a valid joint return has 
been filed depends upon a determination 
of the intent of the taxpayer. Heim v. Com- 
missioner [58-1 UsTc J 9202], 251 F. 2d 44, 
46 (8th Cir. 1958). The United States con- 
cedes that Walsh did not sign the return 
but argues that the joint return is still valid 
against him under the “tacit consent” rule. 
The rule is applicable in circumstances 
where the existence of certain factors indi- 
cate that the spouse has tacitly provided 
consent to the filing of a joint return. The 
spouse’s conduct rather than the signature 
establishes the necessary intent. Relevant 
factors include a failure to object, a lack 
of a valid reason to refuse to file jointly, 
the delivery of tax data to the other spouse, 
and an apparent advantage in filing a joint 
return. Id. 


Looking at the circumstances surround- 
ing the filing of the joint return for 1981 
by Dorothy Walsh in the light most favor- 
able to the United States, it is evident that 
the tacit consent rule is not applicable. The 
relationship between Thomas and Dorothy 
Walsh at the time of the filing of the joint 
return was adverse. They were separated, 
living in different cities, and in the process 
of obtaining a divorce. In comparison, the 
tacit consent rule has been applied in in- 
stances of a continuing marriage relation- 
ship where the spouse was fully aware 
that some type of return was being pre- 
pared on their behalf. 


The United States points to a number 
of factors as indicating that questions of 
fact remain on the issue of intent. It notes 
that Walsh expressed a total disinterest in 
the preparation of their tax returns, did 
not tell his wife not to file a joint return 


forth any specific facts showing that there is a 
genuine issue for trial. Accordingly, summary 
judgment on this issue is appropriate. Fed. R. 
Civ. P. 56(e). The sole issue before the court 
therefore is whether the joint return is valid. 
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or that he was going to file a separate re- 
turn, and that he did not file a separate 
return until February 1983. In addition, it 
asserts that Dorothy Walsh had signed her 
husband’s name on numerous documents, 
they had filed joint returns in the previous 
two years, and Walsh had failed to object 
to a proposal that she would get any tax 
refund for the year 1981. 


Examined in the light most favorable to 
the United States these contentions fail to 
raise any genuine issue of material fact. 
The factors cited in Heim as evidence of a 
tacit consent simply are not present in this 
case. The United States does not challenge 
Walsh’s assertion that his wife never di- 
rectly informed him that a joint return had 
been filed.2 Affidavit of Thomas Walsh { 9; 
see Affidavit of Dorothy Dinwiddie. Once 
Walsh became aware of the joint return, 
he informed the IRS of his objection to it.’ 
Affidavit of Thomas Walsh 10, 11. 


Even the usual advantage to a married 
couple in filing a joint return may not have 
existed in this case because of the animosity 
existing between them. The changed cir- 


cumstances in 1981 brought about by their - 


separation and pending divorce make the 
previous filings of joint returns unpersua- 
sive evidence of intent. Thomas Walsh’s 
“disinterest” and lack of communication 
concerning the filing of a tax return indi- 
cate, if anything, the antagonistic nature of 
the Walshes’ relationship at that time. The 
United States is incorrect in its assertion 
that there was an agreement that Mrs. 
Walsh would receive any 1981 tax refund. 
It is undisputed that a proposal to that ef- 
fect was made by Mrs. Walsh’s divorce 
attorney but that Mr. Walsh never re- 
sponded to the proposal. 


The potential civil and criminal liabilities 
that may be imposed upon an individual 
who signs a tax return require that the 
tacit consent rule be narrowly construed. 


2The United States asserted at the hearing 
that Walsh’s knowledge is not at issue because 
Heim held that it did not matter whether the 
spouse actually knew that a joint return was 
being prepared. In Heim, however, the plaintiff 
conceded that she had agreed that the account- 
ant would take care of her tax return and the 
only issue was whether she had authorized a 
joint return. Moreover there was testimony 
that she knew that joint return was to be filed 
and undisputed evidence that she had provided 
tax data, endorsed the tax refund check, and 
signed a 1952 return that stated a joint return 
had been filed for the previous year. In con- 
trast, Walsh had no knowledge that any return 
was being prepared on his. behalf and he had 


provided no tax data or assistance in the 


‘Preparation | of the Terai 


bail A : : 


The absence of the factors present in Heim 
and other cases support the conclusion that 
as a matter of law Thomas Walsh did not 
tacitly consent to the filing of a joint return 
in 1981. 


The plaintiff also requests an award of 
attorney’s fees upon submission of an item- 
ized statement by counsel pursuant to the 
provisions of the Equal Access to Justice 
Act, 28 U. S. C. § 2412. 


Section 7430 applies to civil tax cases 
commenced after February 28, 1983 and 
supercedes the Equal Access to Justice Act, 
28 U. S. C. § 2412, which applies in any 
civil action against the United States 
“Te]xcept as otherwise specifically provided 
by statute.” 28 U.S. C. § 2414; Zielinski. v. 
United States [84-1 ustc 9514], Civ. No. 
3-83-1094 (May 18, 1984) (Renner, J.). 


26 U. S. C. § 7430, places the burden 
on the prevailing party to show that the 
position taken by the United States was un- 
reasonable. Under section 7430 the “posi- 
tion of the United States’ is specifically | 
limited to that taken in civil proceedings 
brought in a court of the United States. 26 
U.S. C. § 7430(a), (c) (2); Zielinski v. United 
States [84-1 ustc J 9514], Civ. No. 3-83-1094. 
This is contrary to the evaluation under the 
Equal Access to Justice Act which requires 
the court to look at the government’s posi- 
tion at both agency and litigation levels. 
Towa Express Distrib., Inc. v. NLRB, 739 F. 
2d 1305, 1308-10 Cir. 1984). Section 
7430, unlike 28 U.S. C. § 2412, distinguishes 

“civil proceedings” from administrative pro- 
ceedings and limits itself to the former. 
Zielinski v. United States [84-1 ustc 79514], 
Civ. No. 3-83-1094. 


The United States has based its case 
upon the affidavit of Dorothy Dinwiddie 
and the application of the tacit consent rule. 
While the court has found these defenses to 
be insufficient to avoid summary judgment, 
they provide a reasonable and good faith 


>In Howell v. Commissioner [49-1 ustc f 9318], 
175 F. 2d 240 (6th Cir. 1949), cited in support 
by the United States, the court simply noted 
that counsel did not challenge on appeal the tax 
court’s conclusion that ‘‘where a husband files 
a joint return without objection of the wife, 
who fails to file a separate return, it will be 
presumed the joint return was filed with the 
tacit consent of the wife.” Id. at 241. In 
Howell, however, the couple’s marriage was not 


in dissolution and in fact a joint return signed 


by both spouses was filed for 1942, the year 
following the tax year in question. Thomas 
Walsh filed a separate return for 1981 and ob- 
jected to the joint return. as soon as he became 
aware aoe it. “7 ’ 
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basis for the United States to defend against 
‘the action. 


Unlike Williamson v. United States, 83-2 
ustc 9513 (N. D. Ga. 1983) cited by 
Walsh, the affidavit of Dinwiddie gave the 
' United States cause to contest the action 
brought by Walsh. Furthermore, the tacit 
consent rule provided the United States 
with a reasonable argument in support of 
its position. Although the court has found 
that as a matter of law Walsh is entitled 
to summary judgment, the position taken 
by the United States was reasonable and 
therefore attorneys’ fees cannot be awarded. 


Order 


Accordingly, based upon the above and 
all the files, records, and proceedings herein, 


IT IS HEREBY ORDERED that the 
motion for summary judgment of plaintiff 
Thomas J. Walsh is granted. Thomas’ J. 
Walsh is entitled to a tax refund for the 
year 1981 in the amount of $325 plus inter- 
est as allowed under sections 6611 and 6621 
of Title 26 of the United States Code. 


LET JUDGMENT BE ENTERED AC- 
CORDINGLY. 


[] 9412] Henry F. Heslin, et ux., Plaintiffs v. United States of America, Defendant. 
U. S. District Court, West. Dist. Ky., Louisville, Civil Action No. C 83-1173L(A), 


12/12/84. 


[Code Sec. 402] 


Pension plan: Ten-year averaging: Separation from service: Reorganization —A 
lump-sum distribution to the taxpayer from a liquidated corporation’s Employer Stock 
Ownership Plan (ESOP) qualified for ten-year averaging as a distribution resulting 
from a separation from service, even though employees of the liquidated company were 
hired by the acquiring corporation and the distribution did not coincide with the liquida- 
tion. Separation from service occurs when a corporation liquidates its assets and transfers 
beneficial ownership of its business to another, both of which measures were taken by 
the liquidated corporation. Termination of the plan was linked to liquidation of the 
‘company because it would not have occurred in the absence of liquidation. Since the 
‘two events were related, the lump-sum distribution should be viewed as coming from 
‘the liquidation of the corporation (and, therefore, from the separation from service) 
tather than from an isolated termination of the plan. (P. R. Smith, (CA-6) 72-1 ustc 
‘| 9412, followed). Back reference: {| 2623.117. 


_ Homer Parrent, III, Parrent and Parrent, 712 Ky. Home Life Bldg., Louisville, 
Ky. 40202, for plaintiffs. U.S. Attorney, Michael J. Salem, Department of Justice, Wash- 
ington, D. C. 20530, for defendant. 


Memorandum Opinion 


ALLEN, Chief Judge: This action is sub- 
mitted to the Court on the motion of the 


for lump sum distributions from qualified 
plans under Section 402(e)(1) of the In- 
ternal Revenue Code, 26 U. S. C. 
§ 402(e)(1). © 


plaintiffs for summary judgment. It is an 
action for refund of federal income taxes 
filed by plaintiffs against the United States 
with respect to plaintiffs’ 1982 income tax 
return. In 1982 plaintiff Betty J. Heslin re- 
ceived $48,638.01 as distribution of the 
balance to her credit from two qualified 
Employee Benefit Plans maintained by her 


employer, Nahm, Turner, Vaughan & 
Landrum, Inc., hereinafter referred to as 
“EN Vile 


The plaintiffs originally added this in- 
come to their other taxable income on their 
1982 joint taxable income, but subsequently 
filed a claim for refund in the amount of 
$10,268.16, which sum was computed by 
amending their return to take advantage 
of the ten-year averaging provision allowed 
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The claim is based on the contention 
that the payment is a lump sum distribu- 
tion because it was made on account of 
Betty Heslin’s separation from the service 
of her employer, NTVL. NTVL had in 
effect in 1982 an Employee Stock Owner- 
ship Plan, hereinafter “ESOP” and a 
Qualified Pension Trust. In early 1982 
NTVL sold all of its assets to Alexander 
and Alexander, Inc., hereinafter A&A, Inc., 
a large national insurance company. The 
assets were sold in exchange for A&A, Inc. 
stock. NTVL then changed its corporate 
name to LVTN, Inc. and ceased doing 
business on or about February 4, 1982. 
Another corporation bearing the name of 
Gordon and Brown Insurance Agency, Inc. 
had changed its corporate name to Alex- 
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ander & Alexander of Kentucky, Inc., here- 
inafter A&A of Ky., on January 26, 1984. 
On February 4, 1982, this corporation 
adopted the NT VL name. 


A&A, Inc., the national corporation, then 
eaused all of the assets of the original 
NTVL to be transferred to A&A of Ky., 
doing business as NTVL, on or about 
February 4, 1982. The ESOP and Pen- 
sion Trust Plans were terminated some 
time in 1982, the exact date not being 
furnished to the Court. Plaintiff's employ- 
ment with the new NTVL was terminated 
on August 31, 1982 for reasons not stated 
by the plaintiff. When plaintiff was paid 
the lump sum benefit under the ESOP and 
Pension Trust Plan, NTVL supplied her 
with Form 1099R which stated that her 
distributions did not qualify for lump sum 
distribution treatment. As a result of that 
action on the part of her employer, plain- 
tiff originally reported the entire amount of 
the distributions as fully taxable ordinary 
income. Subsequently, as mentioned be- 
fore, her return was amended to claim that 
the $48,638.01 should have been treated as 
a lump sum distribution, pursuant to Sec- 
tion 402(e)(1) of the Internal Revenue 
Code. 


An amended supplemental affidavit filed 
by Baylor Landrum reveals that when 
NTVL was acquired by A&A, Inc., it had 
twenty-seven shareholders, and that 52% of 
its stock was owned by ESOP and the 
other 48% was owned by twenty-six in- 
dividuals whose ownership was outside of 
the Plans. The stock of NT VL was never 
publicly traded nor listed on any exchange. 
A&A, Inc. has approximately twenty-six 
million shares outstanding and is listed on 
the New York Stock Exchange. Its shares 
are owned by approximately five thousand 
shareholders. 


Prior to the acquisition of NTVL by 
A&A, Inc., there had been no intention to 
terminate ESOP and the Pension Benefit 
Plan. The termination of these Plans came 
about as a direct result of the acquisition 
by A&A, Inc. While the employees of the 
old NTVL remained with the new NTVL, 
the old NT VL was, in effect, liquidated. 


The case at bar is governed by a de- 
cision of the Sixth Circuit Court of Ap- 
peals in Smith v: United States [72-1 ustc 
19412], 460 F. 2d 1005 (1972). In Smith, 
supra, plaintiffs were employees of Adkins 
Cargo Express which had a profit sharing 
plan. In 1965 all of the Cargo’s stock was 
acquired — by Gateway, and Cargo’s new 
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board of directors, which had been elected 
by Gateway, resolved to discontinue and 
terminate the plan and trust. Six months 
later the trustees of the plan issued 2 
check to the plaintiff in full settlement of 
her interest. 


The appellate court held that the basic 
question involved was whether or not plain- 
tiff Smith and her co-plaintiff Mildred: 
Chastain had received the distribution on 
account of their separation from the service 
of Cargo. After a learned discussion, in- 
cluding an analysis of several cases from 
other circuits, from the tax court and from 
the legislative history, Judge McCree, speak- 
ing for the majority, held that the trust was 
terminated because of Gateway’s acquisition 
of Cargo and its ultimate absorption of sub- 
stantially all of Cargo’s employees, includ- 
ing the taxpayers. Judge McCree went on 
to hold that liquidation of the employer, in 
addition to a change in beneficial owner- 
ship, was essential to a finding of separa- 
tion from the service. Judge McCree held, 
on behalf of the court, that it was imma- 
terial that the distribution of the lump sum 
was made after the separation from service. 


Judge McCree stated also that the result 
would have been different if the acquiring 
corporation expressly continues the plan 
which the acquired corporation had in ef- 
fect, and then some two years later termi- 
nates it. See Rybacki v. Conley [65-1 ustc 
7 9168], 340 F. 2d 944 (2nd Cir. 1965). 


Plaintiffs cite, in addition to Smith, supra, 
the cases of Enright v. Commissioner [CCH 
Dec. 34,169(M)], 35 T. C. M. 1770 (1976) 
and Holstein v. United States [76-1 ustc 
{ 9464], Civil action No. 39849, cited in 76-1 
ustc 84,259 (1976). In Holstein, supra, plain- 
tiff was an employee of Byrnes McCaffrey, 
which had a profit-sharing retirement plan 
and trust. The last contribution to the plan 
by Byrnes was made April 30, 1971. In 
November 1971, Byrnes entered into a 
merger with Hall Brokerage, Inc. Immedi- 
ately prior to the merger, the plan was 
amended to provide that in the event of 
merger, the employment of the Byrnes em- 
ployees would be considered terminated, 
and the disposition of the amounts credited 
to the trust would be subject to lump sum 
disposition, which the plaintiff received. As 
a consequence of merger, Byrnes went out 
of existence and all of its employees, includ- 
ing plaintiff, became employees of Hall. 

The Court held that Smith, supra, gov- 


erned the case and that the plaintiffs were 
ent tl d to. summary jud; ment. In so igs 
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cause there was a change in the beneficial 
ownership of the business, there was not a 
situation in which the taxpayers might 
abuse Section 402(a)(2) of the Internal 
Revenue-Code by creating merely a formal 
reorganization. 


This Court is, of course, bound by the 
decision of the Sixth Circuit Court of Ap- 
peals in Smith, supra. Judge McCree, in his 
opinion in Smith, does point out that cases 
such as Umited States v. Johnson [64-1 ustc 
{ 9472], 331 F. 2d 943 (5th Cir. 1964) and 
Victor S. Gittens [CCH Dec. 28,827], 49 
T. C. 419 (1968), reach different results 
than those reached in Smith. In Johnson, 
supra, the Court took the point of view that 
a separation from service would not occur 
when an employee continues on the same 
job for a different employer as the result of 
a liquidation, merger or consolidation of his 
former employer. 


Again, in Gittens, supra, the district court 
placed great emphasis on the fact that there 
was not a substantial change in the make 
up of employees, nor in the supervisory 
personnel, nor in the type of employment 
that the taxpayer performed. 


Judge McCree, in speaking for the Court 
in Smith, supra, held that “a transfer of 
ownership of the business as an important 
factor to be considered in determining 
whether a separation from the service has 
occurred. And that the continued 
existence vel non of the employing corpo- 
tate entity should not be disregarded.” Jd. 
at 1015. 


The following statements made by Judge 
McCree on page 1016 are meaningful here: 


It cannot be gainsaid that the trust was 
terminated because of Gateway’s acquisi- 
tion of Cargo and its ultimate absorption 
of substantially all of Cargo’s employees, 
including taxpayers. We hold that under 
.the circumstances of this case, the dis- 
tributions were on account of the em- 
ployees separation from the service within 
the meaning of section 402(a) (2). 


Since a liquidation of the employer (in 
addition to a change in beneficial owner- 
ship) is essential to a finding of a separa- 
tion from the service, it is meaningful to 
give substantial effect to the decision to 


1985 Standard Federal Tax Reports _ 


liquidate made contemporaneously with 
the decision to terminate the plan. The 
required causal connection between the 
separation from the service and the dis- 
tribution of the trust fund is no more ap- 
parent when the liquidation and the plan 
termination occur simultaneously than it 
is when the liquidation is postponed. 


Smith, supra, makes it plain that where there 
is a liquidation of the original employer’s 
business and a transfer of ownership of that 
business, and a termination by the original 


- employer of the pension plan, then the fact 


that the employees of the new employer 
were employees of the old employer does 
not prevent the taxpayers from recovering, 
and does result in a separation from service 
of the former employer. 


Therefore, plaintiff is entitled to sum- 
mary judgment and a judgment in accord- 
ance with this opinion will be entered today. 


Supplemental Judgment 


Upon Motion of Plaintiffs, by counsel, 
and the Court being sufficiently advised, 


IT IS HEREBY ORDERED, AD- 
JUDGED AND DECREED that the Plain- 
tiffs, Henry F. Heslin and Betty J. Heslin, 
recover of the Defendant, United States of 
America, the sum of $10,268.16, plus inter- 
est thereon at the rate or rates prescribed 
by law from April 15, 1983 to date of pay- 
ment, plus Plaintiffs’ costs herein expanded. 
This Judgment is supplemental to the 
Court’s Judgment entered herein on De- 
cember 12, 1984, and is for the sole purpose 
of determining the specific sum to which 
the Plaintiffs are entitled. 


Judgment 

This action, having come before the 
Court on the motion of the plaintiffs for 
summary judgment, and the Court, having 
entered its memorandum opinion and being 
fully advised in the premises, 

IT IS ORDERED AND ADJUDGED 
that plaintiffs’ motion for summary judg- 
ment be and it is hereby sustained. 


This is a final and appealable judgment 
and there is no just cause for delay. 
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[9413] Philip N. Rapport and Rebecca T. Rapport, Plaintiffs v. United States of 
America, Defendant. 


U. S. District Court, Dist. Minn., Fourth Div., Civ. No. 4-83-1082, 1/24/85. 


[Code Sec. 117] 


Nontaxables: Scholarships and fellowships: Hospital trainees and residents.—The 
jury, instructed that stipends were excludable from gross income if their primary purpose 
was to enable the recipient to pursue his studies, training and research, found that amounts 
paid to a physician undertaking advanced training in otolaryngology were properly 
excluded in two of the three years at issue. The jury determined that in the third year 
the amounts were received primarily as compensation for services rendered in caring for 
patients and, therefore, were includible in income. In denying the IRS’s motion for 
judgment notwithstanding the verdict or, in the alternative, for a new trial, the court 
ruled that the jury instructions adequately stated the law. Further, the court held that 
the verdict was not inconsistent because, as the training progressed, the physician as- 
sumed increasingly more responsibility and direct patient contact. The verdict was not 
contrary to the clear weight of the evidence or contrary to law, but was supported by 
substantial evidence. Back reference: {| 1179.04. 


Order 


McNutty, Magistrate: The above-titled 
case came on for hearing before the under- 
signed United States Magistrate, to whom 
the’ case has been assigned pursuant to 
provisions of Title 28 U. S. C. § 636(c), 
upon motion by defendant for an order 
granting judgment notwithstanding the ver- 
dict, or, in the alternative, for a new trial. 


This is a suit for refund of income taxes 


paid by plaintiffs for the years 1977, 1978 


and 1979. The jury returned a verdict en- 
titling plaintiffs* to a refund for the years 
1977 and 1978, but denying their claim for 
a refund of the year 1979. 


Plaintiff, an M. D., after completing a 
post-graduate general surgery residency, 
was, in July, 1976, accepted into the four 
year University of Minnesota graduate 
school program leading to an advanced 
degree in Otolaryngology. This program 
is designed to educate and train physicians 
who wish to pursue careers in academic 
medicine and research, rather than private 
practice. Plaintiff received a stipend during 
each year in which he participated in the 
_ program, and excluded these from compu- 


tations of gross income for federal income 
tax poe ee them ous as 


1. Classroom study consisting of a 
minimum of 13 credit hours per quarter 
in a prescribed curriculum, 


2. Research which makes a substantial 
contribution to advancement of medical 
knowledge, 


3. A written Thesis, and 
4. Clinical training at affiliated hospitals. 


The government did not question the 
taxpayer’s tax return for the year 1976, 
which excluded one-half of the stipend re- 
ceived during the first year in the program. 
During the first year of the program, major 
emphasis is on classwork, basically the anat- 
omy of the head and neck, research techniques 
and statistics. Clinical study is mainly by 
observation and from instruction on patient - 
care and surgical procedures, and limited 
direct patient contact under close supervi- 
sion. Plaintiff's clinical training from July 
to December, 1976, was at St. Paul Ramsey 


_ Hospital, and January to June, 1977, at 


Hennepin County Medical Center. 


During the second year, classwork be- 
comes more advanced and is conducted ina 
seminar format. Research is crystallized 
into a project, the subject for a thesis is 


s_ developed, and greater emphasis is placed 
~ on clinical studies and formulation of treat- 
ment programs which are “still ae su- 
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January to June 1978, at the Veteran’s 
Administration Hospital. 


During the third year, classwork develops 
into both a teaching and learning process 
through in-depth seminar presentations. Re- 
’ search was intensified, and plaintiff's spring 
quarter was devoted exclusively to the re- 
search project. Clinical training was also 
intensified, and included performance of a 
variety of surgical procedures, diagnoses 
and follow-up treatment under supervision 
of a staff physician. Plaintiffs clinical train- 
ing was at Hennepin County Medical Center 
from July to September, 1978; the Uni- 
versity of Minnesota Hospitals from Oc- 
tober to December, 1978; and at the Veterans’ 
Administration Hospital from January to 
March, 1979. 


The final year of the program places 
less emphasis on classroom and research 
activity, and is largely devoted to com- 
pletion of a thesis and advanced clinical 
training. From July to December, 1979, 
plaintiff's clinical training was at the Vet- 
eran’s Administration Hospital; from Jan- 
uary to March, 1980, at St. Paul Ramsey 
Hospital; and from April to June, 1980, at 
the University of Minnesota Hospital. At 
least at the Veteran’s Administration Hos- 
pital, plaintiff was given the authority and 
responsibility of a treating physician with- 
out much supervision. The government did 
not question the taxpayers’ return for 1980 
which excluded one-half of the stipend re- 
ceived for the fourth year: 


The stipend which plaintiff received was 
paid through the University of Minnesota, 
except for the months during 1979 when he 
pursued clinical training at the Veteran’s 
Administration Hospital during his third 
and fourth years. For this period, his 
stipend was paid directly to him by the 
Veteran’s Administration. 


On August 22, 1980, the University of 
Minnesota conferred a Master of Science 
in Otolaryngology degree on plaintiff. 


TF: 


The government’s motion is based upon 
contentions that the Court’s instructions to 
the jury misstated the law, and that the 
verdict is inconsistent. 


The instructions may not have been 
ideal, but the Court has reviewed them 
carefully and cannot accept the govern- 
ment’s position. Section 117 of the Internal 
Revenue Code of 1954 excludes from an 
individual’s gross income amounts re- 
ceived as a scholarship at an educational 
institution or as a fellowship grant. Treas- 
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ury Regulations define scholarships and 
fellowship grants, Treas. Regs. §1.117-3, 
and delineate items which are not con- 
sidered scholarships or fellowship grants, 
Treas. Regs. § 1.117-4, and provide that: 


“... amounts paid or allowed to, or on 
behalf of, an individual to enable him to 
pursue studies or research are considered 
to be amounts received as a scholarship 
or fellowship grant for the purpose of 
section 117 if the primary purpose of the 
studies or research is to further the edu- 
cation and training of the recipient in his 
individual capacity, and the amount pro- 
vided by the grantor for such purpose 
does not represent compensation or pay- 
ment for the services described in sub- 
paragraph (1) of this paragraph... .” 
The government urges a strict disjunctive in- 
terpretation of this portion of the regula- 
tion. In reliance upon cases which hold 
that if there is a substantial quid pro quo 
from the recipients, e.g., Bingler v. Johnson 
[69-1 ustc 9348], 394 U. S. 741 
(1969) ; Humbree v. United States, 464 F. 2d 
1262 (4th Cir. 1972); Parr v. United States 
[73-1 ustc 9101], 469 F. 2d 1156 (Sth Cir. 
1972), the government contends that “... 
if a payment represents compensation to 
any extent— —then it is not a 
scholarship or fellowship grant.” Defts. 
Memo. p. 3. The cases cited do not support 
this proposition. The government seeks to 
supplant the word primary in the Regula- 
tion with the word sole. If this be the 
law, this Court is unable to imagine how 
any financial aid to a student of medicine, 
dentistry, nursing, etc., engaged in clinical 
training, which necessarily involves some 
services to patients and with proportionate 
benefit to the institution, can ever be con- 
sidered a scholarship or fellowship grant. 
The better interpretation of the regulation, 
and one which comports with the approach 
adopted by the United States Court of 
Appeals for the Eighth Circuit, is in ad- 
junctive. One must look to the primary 
purpose of the stipend. Cf., Mizell v. United 
States [81-2 ustc $9751], 663 F. 2d 772 
(8th Cir. 1981); Rockswold v. United States 
[80-1 ustc § 9345], 620 F. 2d 166 (8th Cir. 
1980); Leathers v. United States {73-1 ustc 
79139], 471 F. 2d 856 (8th Cir. 1972), 
cert. den. 412 U. S. 932 (1973); Quast v. 
United States [69-1 ustc § 91141, 293 F. 
Supp. 56 (Minn. 1968), aff'd [69-1 ustc 
79114], 428 F. 2d 750 (8th Cir. 1970). The 
instructions were drafted to, reflect this ap- 
proach, and appear to do so. 
However, as Judge Lay pointed sree in. 
Leathers v. United States, supra at 864, the 
test. eeiiaed should make no difference. 


q 9413 


I 


1 


88,124 


U. S. Tax Cases 


Rapport v. U.S. 


The fact issue which the jury must de- 
cide is whether the stipend is paid for 
services, or is paid to enable the recipient 
to pursue his studies, training and re- 
search, to which any services rendered are 
merely incidental. The instructions ade- 
quately posted the ultimate question for 
jury determination, and the evidence sup- 
ports the jury’s determination of the ques- 
tion. The objective of the program was 
to obtain increased competence, ability and 
training in a narrow medical specialty. The 
purpose of the patient care, treatment and 


diagnosis which plaintiff rendered was to 


provide clinical exposure to medical prob- 
lems for training and education. The 
stipend was designed to defray living ex- 
penses during the educational process. 
During the first three years of plaintiff’s 
participation in the program the objective, 
purpose and design were primary. Cf., 
Mizell v. United States, supra at 776. 


Il. 

‘With these precepts in mind, it is equally 
clear that the verdict is not inconsistent. 
As plaintiff progressed through the course, 
his proficiency in the art of medicine and 
his scientific knowledge increased. He as- 
sumed more direct contact with patients 


“and more personal responsibility for their 


Care. 


During plaintiff's tenure at the Vet- 
eran’s Administration’ Hospital in 1979, 
after several years of intensive study and 
training, he was virtually a staff physician, 
and performed duties of a staff physician. 
He was paid directly by the Veteran’s Ad- 
ministration, not through the University. 
His status, as reflected by the intention of 
the Veteran’s Administration and existing 
in fact, was a Veteran’s Administration 
employee. Cf., Quast v. United States [70-2 
ustc J 9478], 428 F. 2d 750 (8th Cir. 1970). 
The evidence established that the primary 
purpose of the payment by the Veteran’s 
Administration was to obtain plaintiff’s 
professional services for Veteran’s Hospi- 
tal patients, not to advance plaintiff’s pro- 
fessional competency or training. 


IV. 
A motion for a new trial is addressed to 
eo tion of the trial court. _ This, 


thing more than a minimal interference 
with the fact finding function of the jury. 
A verdict should be set aside, and a new 
trial granted, only when the verdict is con- 
trary to the clear weight of the evidence, or 
contrary to law, to the extent that it ex- 
hibits a clear miscarriage of justice. Simpson 
v. Skelly Oil Company, 371 F. 2d 563 (8th 
Cir. 1967); Garrison v. United States, 62 F.. 
2d 41 (4th Cir. 1932); Reid v. Maryland 
Casualty Co., 63 F. 2d 10 (5th Cir. 1933). A 
court must refrain from granting a new 
trial merely because the jury could have 
drawn different inferences or conclusions 
from the evidence, or because another re- 
sult would appear more reasonable to the 
court. Fireman’s Fund Insurance Co. v. Aalco 
Wrecking Co., Inc., 466 F. 2d 179 (8th Cir. 
1972), cert. den. 410 U. S. 930 (1973). It 
must be clearly demonstrated that the trial 
was infected with prejudicial error, or that 
substantial justice has not been realized. 
See, 11 Wright & Miller, Federal Practice 
and Procedure, § 2803, p. 32 (1973). 


A motion for judgment notwithstanding 
the verdict, on the other hand, does not in- 
voke the court’s discretionary power. The 
court’s inquiry is solely to determine 
whether or not the evidence, viewed in the 
light most favorable to the prevailing 
party, is such that reasonable men could 
have reached nothing other than a conclu- 
sion which is contrary to the verdict of the 
jury. Cf., Giordano v. Lee, 434 F. 2d 1227 
(8th Cir. 1970),. cert. den. 403 U.S... 931. 
(1971); Banks v. Koehring Co., 538 F. 2d 
176 (8th Cir. 1976); Quast v. United States, 
supra; La Plante v. Radisson Hotel Company, 
292 F. Supp. 705 (Minn. 1968). The 
standards which the Court must employ in 
making this evaluation are well estab- 
lished. Cf., Hanson v. Ford Motor Com- 
pany, 278 F. 2d 586, 596 (8th Cir. 1960). 

Whether the stipend which plaintiff re- 
ceived for each of the years in which he 
participated in the advanced degree pro- 
gram at the University of Minnesota were 
made primarily to enable him to pursue 
his education or were made primarily to 
reimburse him for services of benefit to the 
grantor is a question of fact. The instruc- 
tions of the Court adequately and prop- 
erly posed the question of fact as circum- 
scribed by controlling law, and the jury’s 
‘esolt the i issue. is ; supported by oo 
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[9414] Donald R. MacPherson, Plaintiff v. United States of America, Defendant. 
U. S. District Court, Cent. Dist. Calif., Case No. CV 84-2678-KN (Px), 2/21/85. 


[Code Secs. 613, 641, and 4986 through 4998} 


Windfall profit tax: Net income limitation: Pending litigation—Windfall profit tax 
payments made on bekalf of an oil producer in 1980 were recoverable by him from the 
government, in proportion to a 1982 partnership interest, because the related 1980 income 
from the oil had been held in the custody of a state court until 1982, when litigation 
over title to the property was resolved in his partnership’s favor. A proper calculation 
of the net income and an application of the net income limitation provided for within 
Code Sec. 4988 necessitated a finding that he was not liable for any windfall profit tax 
during 1980. In addition, a joint operation of the oil-producing leases in 1980 did not 
establish a trust that was taxable under Code Sec. 641 because the operation was con- 
ducted under the supervision of the state court. Back references: {] 3558.64, 3605.065, 
4974H.40, and 4981K.10. 


Hillel Chodos, 9595 Wilshire Blvd., Beverly Hills, Calif. 90212, Justin L. Goldner, 
Trachman & Goldner, 9595 Wilshire Blvd., Beverly Hills, Calif. 90212, for plaintiff. 
Mason C. Lewis, Assistant United States Attorney, Robert S. Horowitz, Department 


of Justice, Washington, D. C. 20530, for defendant. 


Order 


Kenyon, District Judge: The Court, hay- 
ing heard argument from counsel on De- 
cember 10, 1984, and having-considered the 
papers filed with respect to Plaintiff's Mo- 
tion for Summary Judgment, including the 
briefs and exhibits filed after the hearing 
at the Court’s request, hereby makes the 
following findings and order: 


Plaintiff MacPherson, as a general partner 
of National Petroleum Associates (“NPA”), 
seeks a refund of taxes paid under the 
Windfall Profit ZTax on Domestic Crude 
Oil. I. R. C. §§ 4986-4998. The claim for 
refund concerns oil removed from certain 
properties in 1980. During 1980, the prop- 
erties in question were subject to litigation. 
This litigation arose from an agreement 
entered into on or about October 12, 1973, 
whereby MacPherson, as the nominee for 
NPA, agreed to purchase the oil properties 
in question from James C. Thomas. Thomas 
apparently refused to sell the properties 
after the execution of this agreement. Thus, 
in April 1974, MacPherson and NPA brought 
an action for specific performance against 
Thomas and others. See Case No. 127414, 
Superior Court of the State of California 
for the County of Kern. In the course of 
this litigation, the parties entered into a 
stipulation on September 22, 1978. Said 
stipulation placed the disputed properties 
under the joint control of the litigants, with 
the operation and income to be supervised 
by the court. Pursuant to the stipulation, 
Frank Mondary was appointed as a neutral 
third-party to operate the properties on 
behalf of the state court. Judgment was 
entered in favor of MacPherson and NPA 
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on February 11, 1982. The judgment pro- 
vided that plaintiffs were entitled to the 
properties and the assets of the joint opera- 
tion if they tendered $790,017.17 plus inter- 
est within 30 days of notice of the entry 
of judgment. Plaintiffs did tender the 
requisite amount within the 30-day period 
and assumed ownership of the properties. 


Pursuant to § 4995(a)(1), the first pur- 
chaser of the crude oil removed in 1980 
from the disputed properties, namely Witco 
Chemical Corporation (see Declaration of 
Joseph Russo, Exhibit B-1 to Supplement to 
Plaintiff's Reply to Defendant’s Supplemen- 
tal Brief), withheld the taxes for which the 
producer of the oil is held responsible under 
§ 4986(b). It is clear, however, that the 
income obtained from Witco’s purchase of 
the crude oil was held in custodia legis under 
the September 22, 1978 stipulation. See 
Referee’s Findings of Fact and Conclusions 
of Law, Exhibit C to Declaration of Janice 
Brown Teague, Jf 7, 57. Thus, MacPherson 
contends that since he did not have access 
to the income derived from the properties in 
1980, his income from the properties during 
that year should have been $0. Believing 
himself to have been a producer of the 
crude oil in 1980, MacPherson asserts that 
the proper calculation of the net income 
limitation provided in § 4988 would necessi- 
tate a finding that he is not liable for any 
windfall profits tax during that year. 


This claim presents three issues for reso- 
lution. All three can be resolved on this 
motion for summary judgment. First, did 
MacPherson earn any income from the 
properties in 1980? Second, assuming the 
first question is answered in the negative, is 
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MacPherson a producer under the terms of 
the code and was any windfall profits tax 
.paid on his behalf? Third, assuming the 
second question is answered in the positive, 
is MacPherson entitled to a refund of 34% 
of the taxes paid on behalf of NPA? 


I. Net Income 


Section 4986 imposes an excise tax “on 
the windfall profit from taxable crude oil 
removed from the premises during each 
taxable period.” Windfall profit is deter- 
mined pursuant to the formula prescribed 
in § 4988(a), but in no event shall the windfall 
profit “exceed 90 percent of the net income 
attributable to [each] barrel [of crude oil].” 
§ 4988(b) (1). Crucial to the determination 
of the net income attributable to each barrel is 
the “taxable income from the property for 
the taxable year attributable to taxable 
crude oil.” § 4988(b)(2)(A). This taxable 
income shall be determined under section 
613(a). § 4988(b)(3)(A). The first question 
presented in this case is whether MacPher- 
son had any taxable income under § 613(a). 


In North American Oil Consolidated v. 
Burnet [3 usrc J 943], 286 U. S. 417 (1932), 
the ownership of a section of oil land was 
in dispute. In 1916, a receiver was appointed 
to operate the property and to retain the 
net income. The company eventually re- 
ceived this net income from the receiver in 
1917. The Court found that the income was 
not taxable in 1916 “because at no time dur- 
ing the year was there a right in the com- 
pany to demand that the receiver pay over 
the money.” Jd. at 423. Instead, the funds 
were taxable as income in 1917 “when [the 
company] first became entitled to them 
and when it actually received them.” Jd. at 
424, Similar reasoning regarding impounded 
or escrowed funds was applied to the deter- 
mination of allowable deductions from tax- 
able income for purposes of the oil deple- 
tion allowance. In Crews v. Commissioner, 
30 B. T. A. 615 (1934), aff’d, [37-1 ustc 
7 9196] 89 F. 2d 412 (10th Cir. 1937), the 
Board of Tax Appeals found that “[s]ince 

' there was no liability for tax until the date 
of the settlement which released the im- 
pounded funds, it follows, of course, that 
all deductions in connection with the tax- 
ability of the income involved are allowable 
in the year of the release of the impounded 
funds.” Jd. at 618. This ruling was made 
pursuant to § 114(b) (3) of the Revenue Act 
of 1928, which is the @aedestssor provision 
to § 613. 


These decisions compel the ese 
that MacPherson did not have an accession 
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to wealth from the oil properties in 1980 
and thus did not have taxable income in 
that year for purposes of assessing a wind- 
fall profits tax. As was the situation in 
North American Oil and Crews, MacPherson 
and the other partners of NPA did not have 
a right to the income derived from the 
properties in 1980. Only in 1982, when the 
state court rendered its judgment and 
the purchase money was tendered, did the 
partners of NPA first become entitled to 
the money and actually received such 
money. Moreover, the code provides that 
taxable income for purposes of the windfall 
profits tax shall be determined under § 613 
(a), the successor provision to the one 
relied upon in Crews. Thus, this Court finds 
that under §613(a), and therefore under 
the windfall profits tax pursuant to § 4988 
(b)(3)(A), a taxpayer has received no tax- 
able income if the funds were being held in 
custodia legis. 


Congressional intent does not appear to 
be to the contrary. Defendant’s only evi- 
dence of such contrary intent is § 4996(g), 
which provides in pertinent part that no 
exemptions from the windfall profits tax 
shall be allowed “except to the extent pro- 
vided in this chapter .. .” This Court finds 
that, through reference to § 613(a) for pur- 
poses of defining taxable income, the 
chapter incorporates the principles articu- 
lated in North American Oil and Crews 
with respect to impounded or escrowed 
funds. Without a stronger showing that 
Congress did not intend to follow these 
principles, this Court cannot find that the 
net income limitation provided in § 4988 
requires the funds in dispute to be taxable 
in 1980. 


Thus far, this ruling merely indicates 
that MacPherson was not obligated to pay 
any windfall profits tax in 1980. The ques- 
tion still remains whether such a tax was 
paid on his behalf. 


II. “Producer” 


As stated above, the windfall profit tax 
is to be paid by the “producer of the crude 
oil.” § 4986(b). The producer of the oil is 
“the holder of the economic interest with 
respect to the crude oil.” § 4996(a) (1) (A). 
this Court must focus upon the 
economic interests in the oil removed from 
the disputed properties in 1980 since ‘“‘Con- 
gress, by defining ‘producers’ as the holders 
of the economic interest in the oil, has, in 
effect, made ‘economic interest’ the touch- 
stone of the [windfall profits tax].” Lewts 
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v. Reagan, 516 F. Supp. 548, 552 (D. D. C. 
1981). 


Section 51.4996-1(b)(1) of the Excise Tax 
Regulations Under The Crude Oil Wind- 
fall Profit Tax Act of 1980, 26 C. F. R. 
§ 51.4996-1(b)(1), states in pertinent part: 
“{T]he term ‘economic interest’ has the 
Same meaning as it has for purposes of 
Subtitle A of the Code.” Subtitle A defines 
“economic interest” as follows: 


An economic interest is possessed in 
every case in which the taxpayer has ac- 
quired by investment any interest in 
mineral in place or standing timber and 
secures, by any form of legal relation- 
ship, income derived from the extraction 
of the mineral or severance of the timber, 
to which he must look for a return of 
his capital . . . A person who has no 
capital investment in the mineral deposit 
or standing timber does not possess an 
economic interest merely because through 
a contractual relation he possesses a mere 
economic or pecuniary advantage derived 
from production. 


Treas. Reg. §1.611-1(b)(1). This term 
“economic interest” has been analyzed in 
great detail by the Supreme Court and 
lower federal courts. Such analysis has 
been in the context of the depletion allow- 
ance provided in § 611, in which the allow- 
ance was designed to restore the taxpayer’s 
capital investment in the oil as the oil is 
depleted. Anderson v. Helvering [40-1 ustc 
J 9479], 310 U. S. 404, 407-08 (1940). The 
Supreme Court further explained: 


It follows from this theory that only a 
- taxpayer with an economic interest in the 
asset, here the oil, is entitled to the deple- 
tion. By this is meant only that under 
his contract he must look to the oil in 
place as the source of the return of his 
capital investment. The technical title to 
the oil in place is not important. ... 
The test of the right to depletion is 
whether the taxpayer has a capital invest- 
ment in the oil in place which is neces- 
sarily reduced as the oil is extracted. 


Kirby Petroleum Co. v. Commissioner [46-1 
ustc $9149], 326 U. S. 599, 603 (1946) 
(citations omitted). See also United States 
v. Thomas [64-1 ustc J 9332], 329 F. 2d 119, 
129-30 (9th Cir. 1964). 


The question thus presented is whether 
MacPherson had a sufficient interest in the 
oil in place in 1980. Given the litigation in 
state court following Thomas’ refusal to 
close the deal for the oil properties, it is 
clear that MacPherson and NPA did not 
hold legal title to the properties. As noted 
above, however, the Supreme Court in 
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Kirby Petroleum made clear that technical 
title to the property is not necessary to 
hold the requisite economic interest. In 
this case, although MacPherson did not 
hold legal title to the property in 1980, he 
did hold equitable title to the property un- 
der the doctrine of equitable conversion. 
Upon the signing of the binding executory 
contract for the sale of the oil properties, 
an equitable conversion occurred under 
which MacPherson, as the nominee of 
NPA, is deemed to be the equitable owner 
and Thomas the equitable owner of the 
purchase money. See In re Dwyer’s Estate, 
159 Cal. 664 (1911); Mamula v. McCulloch, 
275 Cal. App. 2d 184, 193 (1969). This 
equitable ownership exists regardless of 
whether the conversion is absolute, that is, 
whether the terms of the contract are sub- 
sequently complied with. Jd. In this in- 
stance, MacPherson and NPA held equitable 
title to the properties in 1980, and such title 
was made absolute within 30 days after the 
state court’s entry of judgment in February 
1982. The issue presented is whether this 
equitable interest in the properties provides 
the requisite economic interest for Mac- 
Pherson to be held to be a “producer” of 
the oil. 


In Mamula v. McCulloch, supra, the court 
stated: 


The fact that the vendor may refuse to 
perform his part of the agreement and 
refrain from making the conveyance to 
which the purchaser is entitled on com- 
pliance with the provisions of the contract 
will not affect the status of the parties 
or their rights in the property, for when 
a purchaser has performed or offered to 
perform his covenants, at the time pro- 
vided in the contract for the conveyance 
of the property, he will be treated in 
equity from that time on as the owner 
of the property, and the vendor will be 
regarded as merely holding the legal title 
thereto in trust for him. 


275 Cal. App. 2d at 194. The state court’s 
judgment granting plaintiffs the specific 
performance requested makes this state- 
ment in Mamula fully applicable to the case 
at bar. Thus, in 1980, Thomas (the vendor) 
was merely holding the legal title in trust 
for MacPherson (the purchaser). The 
Supreme Court has indicated that when a 
taxpayer holds an equitable interest in the 
property through the existence of a trust, 
such an interest would suffice for purposes 
of creating an economic interest in the 
mineral in place. In Helvering v. O’Domnnell 
[38-1 ustc 1.9156], 303 U. S. 370 (1938), the 
taxpayer sold stock in a company which 
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owned certain oil and gas properties and, 
in return, the taxpayer received one-third 
of the net profits derived from the devel- 
opment and operation of said properties. 
In deciding that this agreement gave the 
taxpayer an economic advantage but not an 
economic interest in the properties, the 
Court also stated: “No trust was declared 
by which respondent could claim an equita- 
ble interest in the res.” Id. at 372. This state- 
ment clearly implies that if an equitable 
interest in the oil properties was created 
through a trust, the requisite economic in- 
terest would exist. This is the situation 
presented here. The doctrine of equitable 
conversion creates a trust, whereby the 
vendor (Thomas) serves as trustee for the 
equitable owner (MacPherson).* Addition- 
ally, such an interpretation of “economic 
interest’’ is consistent with the prior devel- 
opment of that term, As the oil was ex- 
tracted from the properties in question in 
1980, it is clear that the value of Mac- 
Pherson’s equitable interest was diminished. 
Thus, this Court finds that MacPherson, as 
the nominee of NPA, was the holder of an 
economic interest in the properties and was 
thereby a “producer” of the oil removed 
from the premises in 1980. §§ 4986, 4996. 


_ With respect to defendant’s contention 
that the joint operation created through the 
September 22, 1978 stipulation constituted 
a trust which is taxable under § 641, the 
Court finds that neither Frank Mondary 
nor the joint operation as a whole had the 
requisite fiduciary responsibilities in con- 
néction with MacPherson’s economic in- 
terest. The Internal Revenue Code clearly 
distinguishes between a “producer” who 
holds the economic interest in the property 
and an “operator” who assumes primary 
responsibility for management and opera- 
tion of the crude oil production. Com- 
pare § 4996(a)(1)(A) with § 4996(a) (2) (A). 
Whereas the producer assumes the windfall 
profits tax liability, see § 4986(b), the op- 
erator may be substituted for the first pur- 
chaser and pays the tax on behalf of the 
producer. See § 4995(a)(7). The stipulation 
of ‘September 22, 1978 plainly created a 
joint operation that was to manage and 
operate the properties, not hold the economic 
interest in trust. Paragraph three of the 
February 11, 1982 Referee’s Findings of 
Fact and Conclusions of Law states: “When 

1 Although under the doctrine of equitable 
conversion Thomas was serving as a trustee, 
he would not be responsible for the payment 


of the 1980 windfall profits tax under § 641. 
Since the income from the properties was being 
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the stipulation of September 22, 1978, .and 
the order of the Court thereon were signed 
and filed, the operation of all of the oil- 
producing leases which are the subject of 
this controversy was turned over to the 
joint control of the parties under super- 
vision of the undersigned.” (Emphasis 
added.) Paragraph seven of these findings 
indicates that while ‘‘all expenses pertaining 
to the operation of the subject properties 
have been paid or are owed by the joint 
operation,’ the “assets and amounts re- 
maining after payment of the expenses are: 
currently retained in custodia legis. .. .” 
Furthermore, as explained in the Declara- 
tion of Donald R. MacPherson, Jr., Mon- 
dary was solely responsible for operational 
decisions, and those decisions are subject 
to review by both litigants. It is evident 
that the joint operation was designed and. 
functioned as an operator under § 4996(a): 
(2)(A), and was not a holder, through 
trust or otherwise, of any economic interest: 
in the oil. To the extent that a third-party 
did assume certain responsibilities over the 
income and economic interest, that third- 
party would be the Superior Court. The 
Superior Court’s role in holding the dis-- 
puted funds, however, did not create an: 
obligation to file a return with respect: 
to the 1980 windfall profits tax. See, e.g.,. 
Lee McRitchie [Dec. 21,974], 27 T. iC 65: 
(1956). 


Finally, defendant asserts that plaintiff 
has not sufficiently demonstrated that he 
was the producer on behalf of whom the 
1980 windfall profits tax was paid. The 
Court disagrees. First, MacPherson at- 
tached as Exhibit A-1 to his complaint the 
refund claim he filed with the Internal. 
Revenue Service. This refund claim was: 
signed under penalty of perjury and states: 
“Data showing the correct windfall profits: 
tax is contained in the accompanying at-. 
tachments.”” Included in the accompanying’ 
attachments are the Forms 6248, the accuracy 
of which the defendant challenges. These: 
forms indicate that Witco (the first pur- 
chaser) withheld the taxes on behalf of 
Thomas Oil. Exhibit C to Memorandum 
ot Points and Authorities in Support of 
Motion for Summary Judgment (“Moving- 
Papers”). In turn, Thomas Oil withheld 
the taxes on behalf of NPA. Exhibit B to. 
Moving Papers. Finally, NPA withheld a 
portion of the taxes on behalf of Mac-- 
held in custodia legis, North American Oil, 


supra, and Crews, supra, apply with equal force. 
to Thomas as trustee as they BG ate MacPherson 
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Pherson. Exhibit A to Moving Papers. 
The Declaration of Joseph Russo makes 
clear that Witco did withhold the stated 
tax and made payment to the Internal Rev- 
enue Service. Since this Court has de- 
termined that MacPherson is a holder of an 
economic interest in the oil, and since these 
Forms 6248 and claim for refund have 
been unchallenged by contrary evidence, 
the Court finds that certain windfall profits 
taxes were paid on behalf of MacPherson. 


III. Amount of Refund 


Section 4996(a)(1)(B)(i)(ZI) provides 
that each partner shall be treated as a 
producer of the crude oil. Section 4996(a) 
(1)(B) (ii) further provides that the oil 
shall be allocated among the partners ‘‘on 
the basis of a person’s proportionate share 
of the income of the partnership.” See also 
26 C. F. R. §51.4996-1(b)(2). It is clear 
that the focus of the allocation is on the 
income received by the partnership. Under 
North American Oil and Crews, NPA did 
not receive any income from the oil proper- 
ties until 1982. Thus, the relevant time 
period for determining the proportionate 
share of an NPA partner’s income would 
be 1982. At that time, it is undisputed that 


MacPherson would be entitled to 34% of 
the income. Consequently, MacPherson is 
entitled to 34% of the refund, or $196,050.00 
plus interest thereon. 


Since no genuine issues of material fact 
remain, the Court finds as a matter of law 
that plaintiff is entitled to the refund sought. 
The Court requests plaintiff to prepare pro- 
posed findings of fact and conclusions of 
law consistent with this order by March 
6, 1985. 

Judgment 


This action came on for hearing before 
the Court, Honorable David V. Kenyon, 
District Judge, presiding, and the issues 
having been duly heard and a decision hav- 
ing been duly rendered, 


IT IS ORDERED AND ADJUDGED 
that the Plaintiff, Donald R. MacPherson, 
recover of the defendant, United States of 
America, the sum of $196,050.00, with inter- 
est thereon as provided in 28 U.S. C. § 2411 
and in Internal Revenue Code §§ 6621, 6622 
26 USC § 6621, 6622 as set forth more fully 
on the memorandum attached hereto and 
his costs of action for summary judgment 
as a matter of law against Defendant 
United States of America. 


Memorandum 
Interest computation on $196,050.00 
Pre 01/01/83—prior to compounding Time Rate Amount 
04/15/81 tol OL Sl Slee. occ ese 9.5 months 12% $18,624.75 
02/01/82 to 12/31/82................... 10.0 months 20% 32,675.00 
TOTALINTEREST $51,299.75 
TAX px avsse oesee $196,050.00 
Interest ........ 51,299.75 
TODA eee $247,349.75 
Compounding begins 01/01/83 Rate Days Factor 
01/01/85 to 06/30/83... 2... bee cee 16% 181 -082556053 
Table 22 
New Total 
$247,349.75 < 1.082556053 = $267,769.97 
07/01/83 to 12/31/83..................- 11% 184 -057009254 
Table 17 
New Total 
$267,769.97 * 1.057009254 — $283,035.34 
01/01/84 to 06/30/84. ..............-4.. 11% 182 .056214263 
Table 17A 
New Total 
$238,035.34 < 1.056214263 = $298,945.96 
06/30/8210)42/31 (84 eee relents 11% 184 .056849239 
Soil fet 4 Table 17A 
New Total 
$298,943.96 x 1.056849239 = $315,940.81 
1/85 to 03, BES Fes, mvasterSrsva etevateetch coms 13 74 -026701674 
CSS Pe PaiL ‘ ze Table 19 
New Total 


$314,727.88 X 1.026701674 = $324,376.96 


——_——_ 
Een 
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After March, 1985 interest will continue 
to accrue at the rate of 13% compounded 
daily thus the amount of daily interest varies 
(Per 26 USC § 6621 there will be a revised 
rate effective July 1, 1985). To determine 


, 
the Baitr y ’ } F 
Ah fe a, 
L epernbre VA) We Bee. Te 
p86 die orepertien,« net Dyed. ths 
’ ie. -Pataetet int 


interest accruing after March 15, 1985 re- 


quires multiplying $324,376.96 by the factor 
set forth on Table 19 attach hereto as Ex- 
hibit 1 for the number of days subsequent 
to March 15, 1985. ~ 


Days Factor 
l-eeertee recess re .000356164 
2sreadaes a8 esa $s te .0007 12454 
Sues a Oe we seen .001068871 
(tee Dae eee .001425415 
Spare Reser othe _.001782086 
Qe ene 2 ee .002138884 
ity. =r ete is® Fe 002495809 
OS Ae ee ees .002852861 
Cia aoe eibee .003210041 

DO ee a wo a Be .003567348 
1 tEN OTR SO .003924782 
12 2ey4, 59 cepa a= 004282343 
J peer cersmerires erage be 004640032 
14.0. Sheer eos . 8 .004997848 
JS olny are le ner et ey a 005355792 
16 OEE Se .005713863 
We fo 2 $e Se hoe 006072062 
ae 2 eee oe .0064 30388 
1S dame a et ths aR .006788842 
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. VERIFICATION 
STATE OF CALIFORNIA, COUNTY OF 
I have read the foregoing 


and know its contents. 
fi CHECK APPLICABLE PARAGRAPH 


oO Tama party to this action. The metters stated in it are true of my own knowledge except as to those matters which are 
stated on information and belief, and as to those matiers I believe them to be true. 
oO Iam (©) an. Officers|laipartner—2ee2 soe Dg ee of 


a party to this action, and am authorized to make this verification for and on its behalf, and I make this verification for that 
reason. I have read the foregoing document and know its contents. The matters stated in it are true of my own knowledge 
except as to those matters which are stated on information and belief, and as to those matters I believe them to-be true. 

oO I am one of the attorneys for = 
a party to this action. Such party is absent from the county of aforesaid where such attorneys have their offices, and I make 
{ 
. 


this verification for and on behalf of that party for that reason. I have read the foregoing document and know its contents. 
I am informed and believe and on that ground allege that the matters stated in it are trut. 
Exécutedon 22> << 6k ee ee ee |e at OR ROSA 8 Californias 


I declare under penalty of perjury under the laws of the State of California that the foregoing is true and correct. 


Signature 
ACKNOWLEDGMENT OF RECEIPT OF DOCUMENT 
(other than summons and complaint) 4 
Received copy of document described as. . 
(OnSt__. eee ee 1 9 
Signature : ; 


PROOF OF SERVICE 


STATE OF CALIFORNIA, COUNTY OF 
I am employed in the county of ____LOs Angeles State of California. 
9595 Wilshire Boulevard, 


{ am over the age of 18 and not a party to the within action; my business address is: 


Suite 800, Beverly Hills, California 90212 
On_____March 5, 1985 served the foregoing document described as 


on_the defendant : . 
in this action by placing a true copy thereof enclosed in a sealed a with postage thereon Le geal in the United 
s 


States mail at: 9595 Wilshire Boulevard, Beverly Hills, California 90 


addressed as follows: 


DANIEL F. ROSS JANICE BROWN TEAGUE MASON C. LEWIS 

Trial Attorney Trial Attorney — Assistant U.S. Attormey 
‘Tax Division +: Tax Division ; - 300 North Los Angeles 
_U.S. Dept. of Justice U.S. Dept. of Justice Suite 2315 © 
' 414 11th Street, N.W. 414 11th Street, N.W. Los Angeles, California 
a Washington, D.C. 20004 Washington, D C. 20004 ; 90012 


Ey (BY MAIL) | caused such envelope with postage thereon fully “ordi to be placed in the United States mail. 


Executed on March 5, . 1985. a_Beverly Hills, SS. California. 


f& (BY PLRSONAL SERVICE) 1 caused such envelope to be delivered by hand to the offices of the addressee. 


i _ Executed” om ___.. 19. w= it of aoa a ep ore 
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[7 9415] Edward A. Peterson and Bernice E. Peterson, Plaintiffs v. Dale V. Coy, 
Roger Steele, T. Blair Evans, and Internal Revenue Service, Defendants. 


U. S. District Court, Dist. Ore., Civil No. 84-1293-RE, 3/29/85. 


[ Code Sec. 7421] 


District Court: Jurisdiction: Injunction: Suit to restrain assessment: Exceptional 

circumstances: Damagés.—The District Court held that it lacked jurisdiction regarding an 
action brought by an individual for injunctive relief from a levy on his wages for unpaid 
taxes. Absent exceptional circumstances, an action to enjoin the assessment or collection 
of taxes is barred by Code Sec. 7421. Actual damages for an abuse of process were 
denied absent evidence of an ulterior purpose and the failure to establish that a tort 
occurred. Punitive damages sought from the director of the IRS personally were denied. 
Back reference: { 5779.738. 


Edward A. Peterson, Bernice E. Peterson, 405 Patricia Drive, Gladstone, Oregon, 
97027, pro se. Charles H. Turner, United States Attorney, Judith D. Kobberving, As- 
sistant United States Attorney, Portland, Oregon 97205, Frederick J. Baker, Department 


of Justice, Washington, D. C. 20530, for defendants. 


Opinion é 

RepDEN, District Judge: The factual back- 
ground in this case has been extensively 
discussed in prior opinions. For purposes 
of this motion I give only a brief review. 
Plaintiffs Petersons’ wages were levied 
upon by the Internal Revenue Service 
(IRS) and continue to be so levied. Plain- 
tiffs seek injunctive relief from the levy 
claiming that they do not owe any taxes. 
They also seek actual and _ punitive 
damages. At this stage of the case, all 
defendants except the IRS have been dis- 
missed. The IRS has moved the court for 
an order dismissing the action for lack of 
subject matter jurisdiction. I find that such 
jurisdiction is lacking and dismiss de- 
fendant IRS and this action. 


Injunctive Relief 


Plaintiffs’ first claim is for injunctive 
relief. As pointed out by defendant, 26 
U. S. C. § 7421 prohibits suits to enjoin the 
assessment or collection of taxes. The 
statute itself provides exceptions in two 
circumstances, neither of which is ap- 
plicable here. If the IRS makes an assess- 
ment or attempts to collect any taxes 
within a statutorily defined waiting period 
after sending notice of deficiency, this ac- 
tion may be enjoined. 42 U. S. C. §§ 6212(a) 
and (c) and 6213(a). If the property rights 
of a third person (other than the person 
against whom the tax is assessed) would be 
irreparably injured by a levy or sale and those 
rights are deemed to be greater than those 
of the United States, the levy or sale may 
be enjoined. 42 U. S. C. §§ 7426(a) and 
(b) (1). 

There is also a judicially created excep- 
tion that was established in Enochs v. Wil- 
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liams Packing & Navigation Co. [62-2 ustc 
954559370) WU S. (1962) anhis! © test 
provides that “if it is clear that under no 
circumstances could the Government ulti- 
mately prevail, the central purpose of the 
Act is inapplicable” and the actions may be 
enjoined if equity jurisdiction would other- 
wise exist. Id. at 7. 


Looking back to the purpose of the Act, 
the Court stated it was to “permit the 
United States to assess and collect taxes 
alleged to be due without judicial inter- 
vention, and to require that the legal right 
to the disputed sums be determined in a 
suit for refund.” Jd. at 7. The Court also 
made it clear that 


If Congress had desired to make the 
availability of the injunctive remedy 
against the collection of federal taxes 
not lawfully due depend upon the ade- 
quacy of the legal remedy, it would have 
said so explicitly. Its failure to do so 
shows that such a suit may not be en- 
tertained merelv because collection would 
cause an irreparable injury, such as the 
ruination of the taxpayer’s enterprise. 


Td. at 6. 


When section 7421 was revisited by the 
Supreme Court in Bob Jones University v. 
Simon [74-1 ustc 79438], 416 U. S. 725, 
736 (1974) it stated that “its language 
could scarcely be more explicit.” The Court 
reaffirmed the “stringent nature of the Wil- 
liams Packing standard” and stated that its 
holding in Williams Packing was meant to 
rehabilitate the Act following debilitating 
departures from its explicit language. To 
invoke this test, plaintiffs must show that 
“the Service’s action is plainly without a 
legal basis.” Jd. at 745. 
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As in this case, the plaintiff in Bob Jones 
made several claims based on the Consti- 
tution. In Bob Jones the Court ruled that 
those “contentions [were] sufficiently de- 
batable to foreclose any notion that ‘under 
no circumstances could the Government 
ultimately prevail tn ede at. ag 
That statement is equally applicable to 
plaintiffs’ contentions in the case before me 
and I therefore find that suit for injunctive 
relief is barred by 42 U. S. C. § 7421(a). 


Actual Damages 


Plaintiffs’ second claim asks for an award 
of actual damages. Although plaintiffs do 
not expressly state, they implicitly concede 
that in any such action the court’s juris- 
diction must be based on the Federal Tort 
Claims Act, 28 U. S. C. § 1346. Plaintiffs 
also recognize that 28 U. S. C. § 2680(c) 
plainly states that § 1346(b), the relevant 
section for money damages, does not apply 
to “[a]ny claim arising in respect of the 
assessment or collection of any tax. ge 


Despite this bar to their action, plaintiffs 
attempt to make a claim based on abuse of 
process. In this attempt they point to 28 
U. S. C. §2680(h) which provides that a 
claim against the United States may be 
made if it arises out of assault, battery, false 
imprisonment, false arrest, abuse of process, 
or malicious prosecution if such is the result 
of an act or omission by an investigative 
or enforcement officer of the United States. 
In their memorandum plaintiffs emphasize 
the words abuse of process and allege that 
they have been subject to such abuse. 


The first obstacle to an abuse of process 
claim in this case is that the IRS is not 
an “officer” as defined by the statute. As 
previously noted, the only defendant who 
has not been dismissed at this stage of the 
case is the agency itself. Furthermore, 
even if the IRS was within the scope of 
the statute, plaintiffs have not made a 
prima facie case for abuse of process. 


The essential elements of abuse of process 
as the tort has developed, have been 
stated to be: first, an ulterior purpose, 
and second, a willful act in the proceed- 
ing. Some definite act or threat not au- 
thorized by the process, or aimed at an 
objective not legtimate in the use of the 
process, is required; and there is no lia- 
bility where defendant has done nothing 
more than carry out the process to its 
authorized conclusion, even though with 
bad intentions. 


Dine Torts § 121 (4th ed. 1971). 


Plaintiffs have made no showing that de- 
fendant had an ulterior purpose nor that 
it did anything more than.properly use the 
process to collect the taxes it determined 
were due. Accordingly, they have failed 
to establish a prima facie case of abuse of 
process, and their request for actual dam- 
ages is denied. 


Punitive Damages 


Plaintiffs’ final claim is for punitive dam- 
ages and relates to their second claim. 28 
U. S. C. § 2674 explicitly provides that the 
United States “shall not be liable .°. . 
for punitive damages.” Plaintiffs attempt to 
circumvent this by asserting that they do 
not seek damages from the United States, 
but rather from the director of the IRS 
personally. As stated earlier, the only de- 
fendant remaining at this stage is the IRS. 
As an agency of the United States the IRS 
is clearly covered by this statute and thus 
this court lacks jurisdiction to award puni- 
tive damages under these circumstances. 


Conclusion 


This court lacks jurisdiction to grant in- 
junctive relief in this case and lacks juris- 
diction to award either actual or punitive 
damages. Since this court lacks subject 
matter jurisdiction over plaintiffs’ claims, 
this action is dismissed. 


[f [f] 9416] George M. ape Petitioner v. Tauied States of America, et a Re- 


spondents. 


} me Ss. District Court, So. Dist. Ga, pare Div, Cvse4-062, 1/25/85. 
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Shunk v. U.S. 


position taken by the taxpayer, the legislative history of Code Sec. 7609 does not support 
a computation of the time period according to the date of receipt. Back reference: 


| 5930D.85. 


George M. Stringer, 159 E. Waring, Waycross, Ga. 31501, prose. Melissa S. Mundell, 
Assistant United States Attorney, Elizabeth Sullivan, Department of Justice, Washington, 


. D. C. 20530, for respondents. 
Order 


EpENFIELD, District Judge: Before the 
Court is the respondents’ motion to dismiss 
Mr. Stringer’s petition to quash an IRS 
summons. On May 29, 1984, an agent of 
the Internal Revenue Service issued sum- 
monses to the Commercial Bank in Way- 
cross, Georgia, in connection with a tax 
investigation of George Stringer and 
Barbara Stringer. On May 29, 1984, notices 
of the summonses were mailed to the peti- 
tioner and his wife by certified mail. In 
June 19, 1984, petitioner filed this Petition 
to Quash with the District Court. Respond- 
ents have moved to dismiss for lack of 
jurisdiction on the ground that the petition 
was filed more than twenty days after notice 
of the summons was given. 


Title 26 U. S. C. § 7609(b)(2) provides 
that in order to challenge an IRS summons 
by a petition to quash, the taxpayer must 
file an action “not later than the 20th day 
after the day such notice [of the summons] 
is given in the manner provided in subsection 
(a)(2).” Title 26 U. S. C. § 7609(a) (2) 
provides that notice is sufficient if it is 
given personal service or is mailed by cer- 
tified or registered mail to the last known 
address of the person receiving notice. The 
petitioner argues that the petition to quash 
must be brought within twenty days after 
the day notice is received; however, the 
statutory language is clear that the date 
notice is given is the date notice is either 
personally served or mailed by certified or 
registered mail. Franklin v. United States 


[84-2 ustc J 9700], 581 F. Supp. 38 (E. D. 
Mich. 1984); Bilodeau v. United States [84-2 
ustc § 9630], 577 F. Supp. 234 (D. N. H. 
1983); Riggs v. Umited States [84-1 ustc 
7 9181], 575 F. Supp. 738 (N. D. Ill. 1983). 
This “bright line” rule both assures diligence 
and spares the government costly litigation. 
The Supreme Court’s comments in another 
context are worth repeating here: 


Deadlines are inherently arbitrary; 
fixed dates, however, are often essential 
to accomplish necessary results. The gov- 
ernment has millions of taxpayers to 
monitor, and our system of self-assess- 
ment in the initial calculation of a tax 
simply cannot work on any basis other 
than one of strict filing standards. 


United States v. Boyle [85-1 ustc f 13,602], 
No. 83-1266 (Jan. 9, 1985), 53 LW 4059, 
4062 (Jan. 15, 1985) (emphasis added). 


Finally, the petitioner’s contention that 
the legislative history to § 7609(b) supports 
his position is without merit. The Senate 
Report accompanying the Tax Equity and 
Fiscal Responsibility Act of 1982 (TEFRA) 
refers only to the date notice is given. See 
S. Rep. No. 97-494, 97th Cong., 2d Sess. 
(1982). 


Because the petition in this case was filed 
more than twenty days after the date notice 
was given, it is untimely. Therefore, this 
Court lacks jurisdiction to hear the matter; 
the respondents’ motion to dismiss is 
GRANTED and the Petition to Quash 
IRS Summons is DISMISSED. 


[79417] Lyle P. Shunk, Plaintiff v. Internal Revenue Service and Agent Patrick J. 


Ruttle, Defendants. 


U. S. District Court, East. Dist. Mich., So. Div., Civil Action No. 84CV-7201-AA, 


1/21/85. 


[Code Secs. 6532 and 7422] 


Refunds and credits: Claims for refund: Suits by taxpayer: Misjoinder of parties — 

It was ordered that the United States be substituted as the defendant in an action to ob- 
’ tain a refund, and the claims against the IRS and an IRS agent were dismissed. Neither 
the IRS nor the IRS agent were proper defendants in this action. In addition, the tax- 
payer filed an amended return for the tax year 1981 on March 29, 1984. But even if this 
amended return were treated as an administrative claim for purposes of Code Sec. 7422(a), 
the taxpayer’s suit, which was filed on April 23, 1984, was precipitous, because the taxpayer 
failed to wait the required six months after filing his administrative claim. Moreover, the 
taxpayer provided no support for his novel Soha that the IRS was bound by an 


1985 Standard Federal Tax Reports q{ 9417 


88,136 


U.S. Tax Cases 


Shunk v. U.S. 


“accord and satisfaction” through the letter he sent to the IRS concluding that when the 
IRS cashed the three checks he mailed for amounts that were assessed for deficiency, 
penalty, and interest on the taxpayer’s 1981 taxable income, it thereby waived all Internal 
Revenue Code procedures and routine techniques blocking his regaining of the monies and 
was estopped from asserting the six month filing delay requirement. The taxpayer did not 
owe taxes to the U.S. because of a contractual relationship with the U.S., but because of 
the operation of law. IRS agents had no authority to waive or modify statutory require- 
ments, and no provision for the waiver of the six month filing delay requirement had been 
cited. Back references: {[ 5498.331 and 5781.5136. 


Jack L. Lansdale, Jr., Lansdale & Kneip, 32 North Stone, Tucson, Ariz. 85701, Marjorie 
Perry, Bilby, Shoenhair, Warnock & Dolph, P. O. Box 871, Tucson, Ariz. 85702, for plain- 
tiff. Jack Kindsvatter, Department of Justice, Washington, D. C. 20530; for defendants. 


Order 


Jorner, District Judge: This case is before 
the Court on defendant’s motion to dismiss, 
which, for the reasons stated herein, is 
granted. 


Facts 


Plaintiff alleges that, by letter dated Sep- 
tember 15, 1983, the I. R. S. “proposed 
changes to income reported by the alleged 
employer.” The I. R. S. apparently con- 
cluded that plaintiff had received unre- 
ported income, which the plaintiff denies 
having received. The I. R. S. sent a defi- 
ciency notice to plaintiff dated March 19, 
1984, assessing amounts for unpaid taxes, 
penalty, and interest, which plaintiff paid 
under protest. He has brought this action 
to recover those sums. 


Discussion 


An action to obtain a refund under 26 
U. S. C. § 7422 “may be maintained only 
against the United States and not against 
any officer or employee of the United 
States,’ 26 U. S. C. § 7422(f)(1). Conse- 
quently, neither the Internal Revenue Ser- 
vice nor IRS agent Patrick Ruttle are 
proper defendants in this action. The court 
is directed in such circumstances to substi- 
tute the United States as the party defend- 
ant, § 7422(£)(2). It is therefore ordered 
that the United States is substituted as the 
defendant in this action, and the claims 
against the Internal Revenue Service and 
Ruttle are dismissed. 


An action brought under § 7422 may not 
be filed less than six months after the filing 
of a claim for refund with the Commissioner 
of the I. R. S. 26 U. S. C. § 6532(a)(1). 


Plaintiff does not allege that such a claim — 


for refund was filed. The defendant repre- 


sents in this motion, however, that plaintiff 


19417 


filed an amended return for the tax year 
1981 on March 29, 1984. Defendant con- 
tends that even if this amended return may 
be treated as an administrative claim for 
purposes of § 7422(a), this suit, which was 
filed on April 23 of this year, was precipi- 
tous, because plaintiff failed to wait the 
required six months after filing his admin- 
istrative claim. 


In response to this motion, plaintiff as- 
serts that, on March 27, he mailed three 
checks to the Internal Revenue Service for 
amounts that the I. R. S. had assessed for 
deficiency, penalty, and interest on plain- 
tiff’s 1981 taxable income. Plaintiff sent a 
letter to the I. R. S. along with | those 
checks, stating as follows: 


In conclusion, when these checks are 
cashed, you are waiving all Internal Rev- 
enue Code procedures, routine techniques 
blocking my regain of these monies 
through due process of law in District 
Court. 


Plaintiff now contends that defendant is 
bound by this “accord and satisfaction”, 
and is estopped from asserting the six 
month filing delay requirement of § 6532. 


Plaintiff provides no support for this 
novel proposition, and the court concludes 
that it is unavailing. Plaintiff does not owe 
taxes to the United States because of a 
contractual relationship with that entity, 
which contract can be modified by agree- 
ment of the parties. The duty to pay taxes 
is obligatory by operation of law. Agents 
of the Internal Revenue Service have no 
authority to waive or modify statutory re- 
quirements, either expressly or implicitly 
by their conduct, unless the Internal Rev- 
enue Code expressly provides for such 
modification by agreement. For instance, 
§ 6501 (c) (4) provides that the time for 
_assessment of a tax ae ieee ace by 
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agreement of the taxpayer and the Secre- 
tary or his delegate. In a somewhat related 
vein, § 6863(a) provides that a taxpayer 
may obtain a stay of collection of a jeop- 
ardy assessment upon posting a bond with 
the Secretary. However, no provision for 
_ the waiver of the six month filing delay re- 
quirement has been cited to the court by 
the plaintiff, nor has the court been able to 
discover one through its own research. 
Consequently, the defendant is fully en- 
titled to rely upon this procedural obstacle 
and to the relief of dismissal requested in 
this motion. 


For the foregoing reasons, the defendant’s 
motion to dismiss is granted. 


SO ORDERED. 


Judgment 


The defendants’ motion to dismiss came 
on for hearing before the court, the Honor- 
able Charles W. Joiner presiding, and the 
issues having been duly resolved in an 
order dated January 21, 1985, 


It is Ordered and Adjudged that the 
plaintiff take nothing, that the action be 
dismissed on the merits without prejudice. 


[9418] Ballou Construction Company, Inc. as Transferee of Salina Sand Company, 
Inc., Plaintiff v. United States of America, Defendant. 


U. S. District Court, Dist. Kan., No. 79-4138, 2/12/85. 


[Code Secs. 111 and 336] 


Corporate liquidations: Property distributions: Tax benefit rule—The tax benefit 
rule overrode the nonrecognition provisions of Code Sec. 336 and required that the 
liquidating corporation, which had been engaged in mining and processing sand, recog- 
nize additional income on its final return. On remand, the district court complied with 
the appellate court’s directive, followed Hillsboro National Bank (Bliss Dairy Co.), 83-1 
ustc {|9229 (Sup. Ct.), and held that the addition to income was necessary to reflect 
the recovery of the costs of the initial processing of sand that the liquidating corpora- 
tion had deducted. The corporation’s argument that the tax benefit rule did not apply 
because both the deduction and the offsetting recovery occurred in the same tax year 
was rejected. The court noted that the presence of inconsistent tax events triggered 
application of the rule without regard to the tax year in which the events occurred. Back 


references: {[ 1131.0375 and 2441.053. 


Memorandum and Order 


Rocers, District Judge: This is an action 
for recovery of federal income taxes by 
Ballou Construction Company, Inc. 
(Ballou), as the transferee of Salina Sand 
Company, Inc. (Salina Sand), for the tax- 
able period ending March 31, 1977. On 
August 4, 1981, this court entered judg- 
ment for Ballou. Thereafter, the United 
States appealed our decision. On April 29, 
1983, the Tenth Circuit Court of Appeals va- 
cated this court’s judgment and remanded the 
case for further consideration in light of 
the Supreme Court’s ruling in United States 
v. Bliss Dairy, Inc. [83-1 ustc>] 9229], 460 
U. S. 370 (1983).* Ballou Construction Co., 


1The Supreme Court consolidated Hillsboro 
National Bank wv. Commissioner [81-1 ustc 
{ 9225], 641 F. 2d 529 (7th Cir. 1981), and Bliss 
Dairy, Inc. v. United States [81-1 usrc { 9429], 
645 F. 2d 19 (9th Cir. 1981), to address the scope 
of the tax benefit rule. These cases are cited 
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Inc. v. Umited States [83-2 ustc J 9677], 706 
F, 2d 301 (10th Cir. 1983). This court then 
ordered briefs and heard oral argument. 
We are now prepared to rule. 


The facts have been stipulated by the 
parties and were recounted in our previous 
order in this case. Nevertheless, we shall 
restate them for the sake of the clarity of 
this opinion. 


Salina Sand was organized under the 
laws of the State of Kansas in September, 
1955. During the course of its existence, 
Salina Sand was engaged in the business 
of extracting, processing, and selling sand 
and gravel from various sand and gravel 
pits located in Saline County, Kansas. 


as Hillsboro National Bank v. Commissioner 
[83-1 ustrc 9229], 460 U. S. 370 (1983). Since 
Bliss Dairy has a more direct application to 
this case than Hillsboro, we shall refer to the 
Supreme Court's decision as Bliss Dairy. 
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Salina Sand kept its books and filed its 
income tax returns on the basis of an ac- 
crual method of accounting, with a fiscal 
and taxable year beginning on July 1, and 
ending on June 30, except for its final fiscal 
period which began July 1, 1976, and ended 
March 31, 1977. 


On March 1, 1977, the shareholders of 
Salina Sand entered into an agreement with 
Ballou, also a Kansas corporation, to sell 
all of their stock in the company for 
$750,000. Salina Sand remained in opera- 
tion through March 31, 1977. On the fol- 
lowing day, Salina Sand was liquidated and 
dissolved pursuant to section 332.7 Pur- 
suant to the plan of liquidation, Salina Sand 
transferred all of its assets to Ballou, ef- 
fective March 31, 1977, and Salina Sand 
was thereupon dissolved in accordance 
with the laws of the State of Kansas. 
Salina Sand filed its final tax return for 
the period July 1, 1976 to March 31, 1977. 


One of the assets owned by Salina Sand 
at the time of liquidation was identified as 
“Sand Deposit in Place.” This asset repre- 
sented a certain amount of sand which 
Salina Sand had processed through the 
first stage of mining, but which had not 
yet produced income in the normal course 
of business. The mining and processing of 
sand can be segregated into three major 
stages: (1) the removal of dirt and silt 
commonly referred to as “overburden” 
located above the sand layer; (2) the 
pumping of sand from the pit to the pro- 
cessing equipment; and (3) cleansing and 
separation into various types of sand 
products with repeated washing and filter- 
ing of a raw product taken from the pit. 
The first stage of removal of overburden is 
accomplished by the scraping and hauling 
away of the dirt and silt layers with heavy 
construction machinery. Under Salina 
Sand’s method of accounting, the costs of 
removing overburden were deducted pur- 
suant to section 162(a) as they were in- 
curred rather than as a cost of sand and 
gravel to be recovered upon sale. 


Upon liquidation, the asset. “Sand Deposit 
in Place” was transferred to Ballou. The 
parties have agreed that the asset was en- 
hanced in value by $20,000 as a result of 
the removal of the overburden: Pursuant to 


ately to the assets received based on the 
respective fair market value. The asset 
“Sand Deposit in Place” was allocated a 
basis of $100,000. Subsequently, Ballou 
took business expense deductions totalling 
$100,000 as a part of the cost of goods 
sold, representing its utilization of the 
asset “Sand Deposit in Place.” 


In the examination of the final income’ 
tax return of Salina Sand, the Commis- 


sioner of Internal Revenue determined that 


_ Salina Sand had realized additional gross 


income in the amount of $20,000 for re- 
covery of the costs of removing overburden 
which had been deducted by Salina Sand. In 
other words, the Commissioner decided 
that Salina Sand had deducted certain costs 
incurred in the acquisition of the sand and 
gravel in place but had not recognized any 
income on the disposition of such sand 
and gravel in place as a result of the liqui- 
dation and dissolution of Salina Sand. The 
Commissioner determined that such a “tax 
benefit” must be recognized by Salina Sand 
in its final tax period. Therefore, the Com- 
missioner increased the taxable income of 
Salina Sand for its final taxable period by 


$20,000 and such adjustment in the tax- 


able income resulted in a federal income 
tax deficiency of $9,600. The deficiency to- 
gether with the interest thereon was sub- 
sequently paid by Ballou, as the transferee 
of Salina Sand, and this action was brought 
to recover such amount and interest. 


The United States asserts that Bliss 
Dairy controls this case and requires that 
judgment be entered for it. The United 
States argues that Biss Dairy requires that 
the tax benefit rule be applied and that 
it overrides the nonrecognition provision 
of section 336. Ballou disagrees and sug- 
gests that the tax benefit rule cannot be 
applied because the transactions involved 
here all occurred in the same taxable year. 
Ballou also contends that it realized no 
tax benefit. Finally, Ballou argues that sec- 


tion 336 shields it from having to recognize 
income under the circumstances of this 


case, 


In Bliss Dairy, the Supreme Court ad- 
dressed the two issues which formed the 
core of this court’s previous order in this 
case. First, the Court determined whether 

very by. the taxpayer 4 is neces- 
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rule’s applicability despite the presence of 
a specific nonrecognition provision. 


The facts of Bliss Dairy are remarkably 
similar to the facts of the instant case in a 
number of ways. In 1972, Bliss Dairy, 
a closely held corporation, purchased cattle 
feed for use in its dairy operation. The 
dairy claimed a deduction pursuant to sec- 
tion 162(a) for the full amount of the feed 
in accordance with its cash method of ac- 
counting. A substantial portion of the feed 
was still on hand at the close of the taxable 
year. After one day of operation in the 
next tax year, Bliss Dairy adopted a plan 
of liquidation and distributed all of its 
assets to its shareholders. The assets dis- 
tributed included the unused cattle feed. 
Relying on section 336, Bliss Dairy reported 
no income from this distribution. The Com- 
missioner of Internal Revenue increased 
Bliss Dairy’s corporate income or its final 
tax return by $60,000, asserting that the 
value of the grain distributed to the share- 
holders should have been included in in- 
come. Bliss Dairy paid the tax assessment 
and sued for a refund in the United States 
District Court for the District of Arizona. 
The district court granted Bliss Dairy’s 
motion for summary judgment. The Ninth 
Circuit affirmed the district court’s opinion. 
The appellate court relied on its prior deci- 
sion in Commissioner v. South Lake Farms, 
Inc. [64-1 ustc 9101], 324 F. 2d 837 (9th 
Cir. 1963), and rejected a conflicting deci- 
sion in the Sixth Circuit, Tennessee-Carolina 
Transportation, Inc. v. Commissioner [78-2 
usTC § 9671], 582 F. 2d 378 (6th Cir. 1978), 
cert. demed, 440 U. S. 909 (1979). The 
Supreme Court reversed and remanded. 
The Court determined that the tax benefit 
rule overrides the nonrecognition provisions 
of section 336 and requires the inclusion of 
income of a previous deduction when events 
occur that are fundamentally inconsistent 
with that earlier deduction. 


In Bliss Dairy, the Court began by exam- 
ining the tax benefit rule. The Court em- 
phasized that the purpose of the rule was 
not simply to tax recoveries, but “to ap- 
proximate the results produced by a tax 
system based on transactional rather than an- 
nual accounting.” 460 U. S. at 381. The tax- 
payer's argument that the rule required 
an actual recovery in later years was re- 
jected. The Court concluded that an actual 
recovery requirement would not serve the 
purposes of the rule. The Court determined 
that, in order to achieve “rough trans- 
actional parity,” the tax benefit rule must 


be applied when “the later event is indeed 
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fundamentally inconsistent with the premise 
on which the deduction was initially based.” 
460 U. S. at 383. It was stressed by the 
Court that this decision must be made on 
a case-by-case basis, considering in each 
instance the purpose and function of the 
Internal Revenue Code provisions allowing 
the original deduction. 


Turning to the effect of nonrecognition 
provisions on the tax benefit rule, the Court 
noted that when the later event is within 
a nonrecognition provision of the Code 
there is “inherent tension” between the tax 
benefit rule and the nonrecognition provi- 
sion. 460 U. S. at 385. The Court refused 
to adopt a blanket rule but instead stated 
that the result would be based on the par- 
ticular provisions of the Code involved 
in the given case. 


Our review of Bliss Dairy reveals that 
it controls this case. The situation here is 
quite similar to that in Bliss Dairy. The 
arguments made by Ballou are without 
merit. 


Ballou argues that the tax benefit rule 
cannot be applied because the alleged in- 
consistent events occurred in the same tax- 
able year. Technically, as suggested by 
Ballou, the tax benefit rule applies in the 
case of an inconsistent event occurring in 
a taxable year after the year of the deduc- 
tion. However, we find that “tax benefit 
principles” do apply here. As stated in 
Spitalny v. United States [70-2 ustc J 9545], 
430 F. 2d 195, 198 (1970): 


We concede that where both deduc- 
tions and offsetting recovery occur in 
the same taxable year use of the “tax 
benefit rule” label is inappropriate. The 
rule contemplates the situation where a 
tax benefit has been received through 
deductions taken in past years. Here the 
Commissioner’s treatment precludes the 
receipt of any benefit. However, tax 
benefit principles would seem to apply 
with even greater force in such a case 
as this. 


Likewise, Ballou’s remaining arguments 
are nonmeritorious. Bliss Dairy does not 
require an actual recovery by the taxpayer 
before the tax benefit rule can be applied, 
only a later event which is fundamentally 
inconsistent with an earlier deduction. 
Salina Sand, like Bliss Dairy, deducted the 
cost of the removal of the overburden 
under section 162(a). The premise of a 
deduction under section 162(a) is that an 
expensed asset will be consumed by the 
taxpayer in his trade or business. Salina 
Sand’s later distribution was an inconsistent 


q 9418 


88,140 


U.S. Tax Cases 


Pierce Coal and Construction, Inc. v. U.S. 


event with the deduction for two reasons. 
First, the taxpayer who sells rather than 
consumes an expensed asset will lose the 
deduction because the full amount of the 
proceeds must be recognized. Second, Sa- 
lina Sand’s distribution of the “Sand De- 
posit in Place” to its shareholder “turns the 
expensed asset to the analog of personal 
consumption” and thus the assumption 
underlying the original deduction is proven 
invalid. 


Finally, the Bliss Datry majority held that 
the nonrecognition provisions of section 
336 did not permit a liquidating corpora- 
tion to avoid the tax benefit rule. The 
Court examined the background of section 
336 and determined that it does not shield 
corporate taxpayers from the recognition 


of all income upon liquidation. The Court 
further found that section 337, the com- 
panion provision to section 336, did not 
override the tax benefit rule and Congress 
intended similar construction for the cor- 
responding language of section 336. Based 
upon these rulings, the court is unable to 
find any support for Ballou’s arguments. 


In sum, we find that defendant’s motion 


_ for summary judgment must be granted. 


IT IS THEREFORE ORDERED that 
defendant’s motion for summary judgment 
be hereby granted. Judgment shail be en- 
tered for the defendant and against the 
plaintiff. 


IT IS SO ORDERED. 


[7 9419] In Re: 


Pierce Coal and Construction, Inc., Debtor. Laurence I. Goodman, 


Plaintiff, United States of America and Robert G. Durnal, Trustee, Defendants. 
U. S. Bankruptcy Court, No. Dist. W. Va., BK No. 81-00263-C, 5/6/85. 


[Code Secs. 6672, 6871 and 7421] 


Bankruptcy: Nondebtor: Injunction: Penalty for failure to pay employment taxes.— 
The bankruptcy court, which was overseeing a corporation’s liquidation, did not have 
jurisdiction over a suit brought by corporate officials to enjoin the IRS’s collection of a 
penalty against the officers for their failure to withhold employment taxes. A bankruptcy 
proceeding concerns the affairs of the debtor, not officials of the debtor. Back references: 


f] 5569.0123, 5641.0755 and 5779.781. 


Memorandum Opinion 


KamMLowsky, Bankruptcy Judge: Pierce 
Coal and Construction, Inc. (hereinafter 
debtor), filed its voluntary Chapter 11 peti- 
tion on April 8, 1981. The debtor filed a 
Motion to Convert to a case under Chap- 
ter 7 on May 5, 1982. The Court entered 
an order approving the Motion to Convert 
on May 6, 1982, at which time Robert Dur- 
nal was appointed Chapter 7 trustee. 


On February 21, 1985, Laurence I. Good- 


man, a resident of Atlanta and Chairman 
of the Board of Pilgrim Coal Corporation, 
owner of the debtor corporation, filed a 
complaint seeking a permanent injunction 
against the Internal Revenue Service from 


CA. — (West 


be Pile and collecting a 100% penalty and: 


could be granted. 


Court to allow payment of all Chapter 7 
claims and administrative expenses incurred 
to date, as well as all Chapter 11 priority 
claims. 


On March 8, 1985, an order was entered 
preliminarily enjoining the United States of 
America and her agents from taking any 
further collection activity against Goodman 
in regard to any taxes allegedly due and 
owing the United States by the debtor. 


The United States of America filed a 
Motion to Dismiss pursuant to Federal 
Rules of Civil Procedures, Rule 12(b), ap- 
plied to adversary proceedings by Bank- 
ruptcy Rule 7012, asserting that this Court 
lacked jurisdiction and that the plaintiff 
failed to state a claim upon which relief 
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§ 6672 (West 1967 & Supp. 1985) against 
a non-debtor, corporate officer of the debtor 
corporation. Present was William D. Wil- 
moth, counsel for Laurence I. Goodman, 
plaintiff; Robert G. Durnal, trustee; Betsy 
Steinfield, Assistant United States Attorney; 
’ and Charles Baer representing the United 
States of America and the Internal Revenue 
Service. Having reviewed the memoranda 
of counsel and having heard the arguments 
of counsel, I find as follows. 


11 U. S. C. § 505 provides, inter alia: 


(a)(1) Except as provided in paragraph 
(2) of this subsection, the Court may 
determine the amount or legality of any 
tax, any fine or penalty relating to a tax, 
whether or not previously assesssed, whether 
or not paid, or whether or not contested 
before and adjudicated by a judicial or 
administrative tribunal of competent 
jurisdiction. 
The Anti-Injunction statute, 26 U.S.C.A. 
§ 7421(a) (West 1967 & Supp. 1985) ex- 
plicitly provides, inter alia, “ no suit 
for the purpose of restraining the assess- 
ment or collection of any tax shall be main- 
tained in any court by any person whether 
or not such person is the person against 
whom such tax was assessed.” 


Considering the two statutes as they re- 
late to the present case, I cannot conclude 
that I have jurisdiction to entertain the 
issue. The legislative history of 11 U. S. C. 
§ 505 reveals that Congress intended that 
bankruptcy courts be permitted to deter- 
mine the tax liability of the debtor. There 
is no mention of bankruptcy courts being 
permitted to take jurisdiction over the offi- 
cers of a corporate debtor regarding tax 


issues. What I have before me is a cor-. 


porate debtor in a Chapter 7 liquidation. 
I am not confronted with the probabilities 
of a successful reorganization of a corporate 
debtor with a confirmed plan. None of the 
debtor’s corporate officers have filed per- 
sonal bankruptcy petitions in this Court. 


Furthermore, a careful review of 26 
U.S. C. A. § 7421 as well as the case law 
regarding that statute does not reveal that 
bankruptcy should be considered a blanket 
exception to the mandate of the Anti- 
Injunction Act with the factual circum- 
stances presented in this case. I agree with 
‘the District Court’s ruling in In Re Pressi- 
mone, 39 B. R. 240 (N. D. N. Y. 1984), that: 


the purpose of the Act is to serve the 
Government’s need to assess and collect 
taxes as expeditiously as possible with a 
minimum of pre-enforcement judicial in- 
terference and to require that the legal 
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rights to the disputed sums be determined 
in a suit for a refund. 


I do not hold that there is a general 
policy that a bankruptcy court is prohibited 
from taking jurisdiction with regard to 
tax assessment and collection. The purpose 
of bankruptcy is to provide a debtor with a 
fresh start regarding economic matters. 
The court in Bostwick v. Umted States [75-2 
ustc J 9630], 521 F. 2d 741 (8th Cir. 1975), 
confirmed the proposition that “the Bank- 
ruptcy Court must have the power to enjoin 
the assessment and/or collection of taxes in 
order to protect its jurisdiction, administer 
the bankrupt’s estate in an orderly and efh- 
cient manner, and fulfill the ultimate policy 
of the Bankruptcy Act.” Id. at 744. There 
is presently no threat to my jurisdiction 
over the debtor nor is the Government’s as- 
sessment of taxes on the corporate officers 
a pending threat to the administration of 
the bankrupt’s estate. 


I find that with the factual situation 
before me, I do not have jurisdiction over 
the detbor’s corporate officers. Certainly, 
matters such as these must be decided on a 
case-by-case basis. 


Corporate officers are under a fiduciary 
duty to withhold and pay to the government 
certain trust fund taxes for which the cor- 
poration is primarily liable. If the obliga- 
tion is neglected, Congress has provided 
that the government may seek her remedy 
against the individual responsible for the 
collection. Bankruptcy does not provide a 
haven for a bankrupt corporate debtor’s 
officers who have failed in their corporate 
duties. 26 U. S. C. A. § 6672 (West 1967 
& Supp. 1985) states: 


Any person required to collect, truthfully 
account for, and pay over any tax imposed 
by this title who willfully fails to collect 
such tax, or truthfully account for and 
pay over such tax, or willfully attempts 
in any manner to evade or defeat any 
such tax or the payment thereof, shall, 
in addition to other penalties provided by 
law, be liable to a penalty equal to the 
total amount of the tax evaded, or not 
collected, or not accounted for and paid 
over. No penalty shall be imposed under 
Section 6653 for any offense to which this 
section is applicable. 


“It is well settled that a § 6672 penalty is 
distinct from and in addition to the employer’s 
liability for the tax.” United States v. Hucka- 
bee Auto Co., 3 Bankr. L. Rep. (CCH) 
1 70,294, at p. 86,597 (Bankr. M. D. Ga. 
February 20, 1985). The remedy has been 
made available to the Internal Revenue 
Service and may be pursued. 
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I would point out that corporate officers 
of a debtor possibly may not be left without 
a remedy. 11 U. S. C. §509(a) provides, 
inter alia, that an entity liable with the 
debtor on a claim, and pays the claim, has 
the right of subrogation to the claim in the 
bankruptcy court. 


debtor in the bankruptcy court and this 
avail himself of the automatic stay. 


In Re Franklin Press, Inc., 3 Bankr. L. Rep. 


(CCH) 70,295, at p. 86,599 (Bnkr. S. D. 
Fla. January 29, 1985). 


Therefore, since I find that I do not have 
jurisdiction over the issue presented, the 
Motion to Dismiss filed by the United 
States is granted. 


It is entirely plausible, therefore, that 
Congress expected the president of this 
debtor corporation to either pay the tax 
for which he is a co-obligor and await 
recovery from the corporate debtor as a 
subrogee or file for relief himself as a 


It is accordingly 
SO ORDERED. 


[ 9420] William Risko and The Universal Life Church, Petitioners v. United 
States of America, Respondent. 


U. S. District Court, So. Dist. Fla., No. 84-6772-CIV-KING, 2/1/85. 


[Code Secs. 7602 and 7609(a)] 


Summonses: Third-party summons: Third party recordkeepers: Examination of 
books, witnesses: Overbreadth and lack of specificity—The district court held that it 
had subject matter jurisdiction over the taxpayer’s motion to quash a summons because 
the summonee, the custodian of records for a telephone company, was held to be a third- 
party recordkeeper. However, the district court rejected the Second Circuit’s three-prong 
test established in New York Telephone (81-1 USTC f 9306, 644 F. 2d 953) for deter- 
mining whether a telephone company constituted a third-party recordkeeper within the 
meaning of the Code. Furthermore, the district court granted the taxpayer’s motion to 
quash because it found that the summons had not been issued in good faith. After re- 
viewing the record, the court held that the summons was overbroad since it was not 
clear whether the inquiry was relevant to the collection of taxes. Back references: 


15924.48 and 5930D.65. 


Michael S. Feinman, Esq., 7800 West Oakland Park Blvd., Sunrise, Fla. 33321, for, 


plaintiff. 


Order Granting Petitioners’ Petition to 
Quash Internal Revenue Service 
Summons. 


Kine, Chief Judge: This cause arises be- 
fore the Court upon the Petitioners’, Wil- 
liam Risko and The Universal Life Church, 
petition to quash an Internal Revenue Service 
(“IRS”) summons and  Respondent’s 
(“Government”) response thereto. 


The IRS summons requests the following 
information from the Petitioners: 


Any and all records relating to telephone 
service subscribed to by William Risko 
or The Universal Life Church, Inc., lo- 
cated at 4959 S. W. 5th Court, Margate, 
FL 33063, but not to be limited to: iden- 
tification of all telephone lines from the 
above address, toll records, billing infor- 
mation and any special service not in- 
cluded in the above requested informa- 
tion concerning the above address. 


‘The above information shall include the 
period oe 1, 1980 poeee Decem- 
ber 31, 
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In support of Petitioners’ petition to 
quash, they argue, inter alia, that (1) the 
sole purpose of the IRS investigation is to 
determine whether the charitable contribu- 
tions claimed by Petitioner Risko were 
properly deductible; (2) since the summons 
of all Petitioners’ telephone call records is 
entirely irrelevant to the question of 
whether the contributions made to the Uni- 
versal Life Church were valid charitable 
deductions under the Internal Revenue 
Code, the requested information is not rele- 
vant to the purpose of the investigation; 
and (3) the summons violates the Church’s 
First Amendment rights to freedom of 


association and religion since all the 
Church’s telephone records are being 
requested. 


In response to Petitioners’ motion to 
quash, the Government argues that (1) the 
Court ‘lacks subject matter jurisdiction 
over the above cause since the summonee 
is not a third-party recordkeeper within 
the meaning of 26 U. S. C. § 7609(a) (3); 
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and (2) the Petitioners’ have failed to es- 
tablish any violation of their rights under 
the First Amendment to the United States 
Constitution. 


Before this Court decides whether Peti- 
tioners’ petition should be granted or de- 
nied, it must first determine whether it has 
jurisdiction over the above cause and then, 
assuming the Court. does have jurisdic- 
tion, whether the Government is acting in 
good-faith in seeking judicial enforcement 
of the summons. 


The threshold issue before this Court is 
whether the summonee, the Custodian of 
Records for the Southern Bell Telephone 
Company, is a “third-party recordkeeper” 
within the meaning of 26 U. S. C. 
§ 7609(a)(3)? Section 7609(a)(3) lists six 
categories of persons, including any attor- 
neys or accountants, certain brokers, 
banking institutions, and consumer re- 
porting agencies, and, the category at issue 
in the present case, “any person extending 
credit through the use of credit cards or 
similar devices.” § 7609(a)(3)(C). The 
statute does not define the terms “credit 
cards” and “similar devices.” Therefore, 
the Court musi turn to the legislative his- 
tory of this statute in deciding this issue. 


In United States v. New York Telephone 
Company [81-1 ustc J 9306], 644 F. 2d 953 
(2d Cir. 1981), the Second Circuit faced a 
similar problem concerning § 7609(a)(3)(C), 
and traced the legislative history of the 
statute as follows: 


In 1976, Congress enacted § 7609 as 
part of the Tax Reform Act of 1976, 
Pub. L. No. 94-455, 90 Stat. 1520 (1976), 
to provide certain checks on IRS’s use 
of third-party summonses. While ex- 
plicitly recognizing the importance of 
the third-party summons as an IRS in- 
vestigative device, the congressional com- 
mittees responsible for drafting § 7609 
were concerned that ‘the use of this im- 
portant investigative tool should not un- 
reasonably infringe on the civil rights 
of taxpayers, including the right to privacy.’ 
H. R. Rep. No. 94-658, 94th Cong., 2d 
Sess. 307, reprinted in [1976] U.S. Code 
Cong. & Ad. News 2897, 3203; S. Rep. 
No. 04-038 94th Cong. 2d Sess. 368, 
reprinted in [1976] U. S. Code Cong. 

Ad. News 3439, 3797. Recognizing 
that the third-party could raise questions 
as to relevance and other issues bearing 
on the privacy rights of the person to 
whom the records pertained, the legis- 
lators nonetheless concluded that those 

issues often would be less vigorously 
pursued by the third-party than by the 
person whose interests were at stake: 


2 1985 Standard Federal Tax Reports 


f / 


While the third-party witness also has 
this right of challenge, even under 
present law, the interest of the third- 
party witness in protecting the privacy 
of the records in question is frequently 
far less intense than that of the person 
to whom the records pertain. 


H. Rep. No. 94-658, supra; S. Rep. No. 

94-938, supra, at 368-69. 

The solution . . . was to require IRS 

to give prompt notice to the person to 

whom the records pertain, and to allow 
that person to stay production of the 
records by the third-party and to intervene 
in any court proceeding for enforcement 
of the summons. The new procedure was 
not designed to give the taxpayer new sub- 
stantive rights, but only to provide an 
early opportunity for him, as the person 
with the greatest interest in protecting 
the existing substantive rights, to secure 
recognition of those rights. H. Rep. No. 

94-938, supra, at 309; S. Rep. No. 94-938, 

supra, at 370. 

In New York Telephone Company, the 
Second Circuit held that when a tele- 
phone company engaged in credit card 
operations, a distinction was to be drawn 
between customers who were issued credit 
cards (credit card holders) and those who 
were not (non-credit card holders). Con- 
sequently, for the telephone company to 
properly come within the meaning of 
§ 7609(a)(3)(C) as a third-party record- 
keeper under the Second Circuit’s test, 
three elements had to be present: (1) tele- 
phone company must engage in credit 
card operations; (2) taxpayer must be a 
credit card holder; and (3) the IRS sum- 
mons must include records relating to 
credit card transactions, 


We cannot except the Second Circuit’s 
holding concerning elements two and three. 
To illustrate this point, two examples are 
in order: 


(1) Non-Credit Card Holder Privileges: 

a. local calls; 

b. long LReeres calls made either from 
home/business, or anywhere in the coun- 
try, by charging them to home/business 
phone; 

c. records kept by phone company in 
the ordinary course of business; 

d. customer receives itemized bill at 
end of month. 


(2) Credit Card Holder Privileges: 

a. local calls; 

b. long distance calls made cites from 
home/business, or anywhere in the coun- 
try, by charging them to home/business 
phone or to credit card; 
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c. records kept by phone company in 
the ordinary course of business; 

d. customer receives itemized bill at 
end of month. 


In either situation, this Court cannot draw 
a fictitious line between the two in good 
conscience. Clearly, in light of the legisla- 
tive intent behind § 7609, in affording the 
taxpayer an active role in assuring that his 
civil rights and right to privacy are pro- 
tected against possible overreaching by the 
Government, and in view of no rational 
distinction between a credit card holder 
and a non-credit card holder, the Court 
finds the Custodian of Records for the 
Southern Bell Telephone Company to be 
a third-party recordkeeper within the mean- 


ing of § 7609(a)(3)(C). 


Next, since this Court does have jurisdic- 
tion pursuant to 26 U. S. C. § 7609(h) (1), 
the question the Court must decide is 
whether the summons has been issued in 
good-faith by the Government. In deciding 
this question, the Court is well aware that 
for it to enforce the above summons, “the 
IRS need only make a preliminary showing, 
‘that the investigation will be conducted 


pursuant to a legitimate purpose, that the 


inquiry may be relevant to the purpose, 
that the information sought is not already 
within the Commissioner’s possession, and 
that the administrative steps required by 
the Code have been followed.” United 
States v. McAnlis [84-1 ustc { 9187], 721 
F. 2d 334, 336 (11th Cir. 1983), citing United 


States v. Powell [64-2 ustc J 9858], 379 U.S. 
48, 57-58, 85 S. Ct. 248, 254-55, 13 L. Ed. 
2d 112 (1964). See also United States v. 
Arthur Young & Co. [84-1 ustc J 9305], — 
U. S. — —, 104 S. Ct. 1495, 1500-01, 79 
a Ede 2d 826 (1984) (26 U. S. C. § 7602 
“authorizes the Secretary of the Treasury 
to summons and ‘examine any books, papers, 
records or other data which may be relevant 
or material’ to a particular tax inquiry.”) 
Furthermore, even though 26 U. S. C. 
§ 7601(a) imposes a statutory duty upon the 
IRS to inquire after persons who may be 
liable for the payment of taxes, McAnlis, 
721 F. 2d at 336, it must do so in good-faith. 


Accordingly, after reviewing the record, 
it appears that the IRS summons is, in 
fact, overbroad since it is not clear whether 
the “inquiry may be relevant to the [collec- 
tion of taxes].” Jd. Since the Court finds 
that the summons is overbroad, it neet not 
address -Petitioners’ First Amendment alle- 
gation, and, therefore, it is 


ORDERED and ADJUDGED that the 
Petitioners’ petition to quash the IRS sum- 
mons be, and it is hereby, GRANTED. 
Furthermore, it is 


ORDERED and ADJUDGED that the IRS 
summons be, and it is hereby, QUASHED. 


DONE and ORDERED in chambers at 
the United States Courthouse, Federal 
Courthouse Square, Miami, Florida, this 
30th day of January, 1985. 


[7 9421] United States of America, Plaintiff-Appellee v. John L. Freeman, aka Alton 


R. Moss, Defendant-Appellant. 


U. S. Court of Appeals, 9th Circuit, No. 83-3043, 5/22/85. Affirming and reversing 


unreported District Court decision. 


[Code Sec. 7206(2)] 


Fraud: Criminal penalties: Aiding and advising in preparation of false returns: In- 
structions to jury.—In the context of the evidence on twelve of the fourteen counts of 
aiding and abetting and counseling violations of the tax laws for which the taxpayer was 
convicted, the trial court erred by instructing the jury that the First Amendment was ir- 
relevant to the case. The taxpayer, a tax protestor of sorts, conducted seminars where he 
urged the improper filing of returns, demonstrating how to report wages, cross out 
the deduction line for alimony and insert again the amount of the wages, showing them as 
‘nontaxable receipts.” Since the crime was one proscribed only if done willfully, the 
court of appeals held that the jury should have been charged that the expression was 
protected unless both the intent of the speaker and tendency of his words was to produce 
or incite an imminent lawless act, one likely to occur. However, as to the two other 
counts for which the taxpayer was convicted, there was no issue for the trier of fact as to 
what the returns stated or whether the calculations and entries reported were correct re- 
ports of actual transactions. ‘Therefore, the trial court was correct to treat the question of 
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falsity as a matter of law and to instruct:the jury that the returns were false. Back refer- 


ences: 5714.02 and 5714.112. 


Robert E. Lindsay, Alan Hectkopf, Department of Justice, Washington, D. C. 20530, 
for plaintiff-appellee. John L. Freeman, Las Vegas, Nev., pro se, Stephen R. Sady, David 


S. Teske, Portland, Ore. 


Before KENNepy and Norris, Circuit Judges, and STEPHENS,* District Judge. 


Opinion 


KENNEDY, Circuit Judge: Freeman was con- 
victed on fourteen counts of aiding and 
abetting and counseling violations of the 
tax laws, an offense under 26 U. S. C. § 7206 
(2). Each count recited that another person 
had filed a false, individual tax return with 
Freeman’s counsel, assistance, and aid. Of 
the various arguments on appeal, the most 
significant is the one based on the First 
Amendment. Had the court permitted the 
jury to consider the First Amendment 
defense, the evidence would have been suf- 
ficient for the jury to either acquit or con- 
vict the defendant on twelve of the counts. 
The trial court, though, instructed the jury 
that the question of free speech was not 
before it in any part of the case. With 
respect to these twelve counts, the instruc- 
tion was error, and we reverse. The evi- 
dence on the two remaining counts disclosed 
no grounds for a legitimate free speech 
defense and on these counts we affirm. 


Words alone may constitute a criminal 
offense, even if they spring from the an- 
terior motive to effect political or social 
change. Where an indictment is for coun- 
seling, the circumstances of the case deter- 
mine whether the First Amendment is 
applicable, either as a matter of law or as a 
defense to be considered by the jury; and 
there will be some instances where speech 
is so close in time and substance to ultimate 
criminal conduct that no free speech defense 
is appropriate. 


The case for the prosecution was that 
Freeman, a tax protester of sorts, coun- 
seled violations of the tax laws at seminars 
he conducted. He urged the improper filing 
of returns, demonstrating how to report 
wages, then cross out the deduction line for 
alimony and insert again the amount of the 
wages, showing them as “nontaxable receipts.” 
As the trial court correctly advised the 
jury, this manner of reporting results in no 
taxable income and a false return. 


Freeman claims he did nothing more than 
advocate tax noncompliance as an abstract 


idea, or at most as a remote act, and that 
the First Amendment necessarily bars his 
prosecution. In this he is incorrect. Where 
there is some evidence, however, that the 
purpose of the speaker or the tendency of 
his words are directed to ideas or con- 
sequences remote from the commission of 
the criminal act, a defense based on the 
First Amendment is a legitimate matter for 
the jury’s consideration. On twelve of the 
fourteen counts, the case before us falls 
within this category. Though it was weak, 
there was some evidence on Counts 1 
through 11 and on Count 14 from which the 
jury might infer that Freeman directed his 
comments at the unfairness of the tax laws 
generally, without soliciting or counseling 
a violation of the law in an immediate 
sense. In some instances he made state- 
ments that, at least arguably, were of ab- 
stract generality, remote from advice to 
commit a specific criminal act. Also, he 
told some audiences to verify his advice 
because, as a non-lawyer, he had reached 
conclusions based upon his untrained read- 
ing of the Constitution. A jury might have 
thought those statements, in the context of 
the entire case, tended to diminish the im- 
minence of the unlawful activity. There 
was, on the other hand, substantial evidence 
of Freeman’s use of words of incitement 
quite proximate to the crime of filing false 
returns, words both intended and likely 
to produce an imminent criminal act. On 
the record here, we must assume a jury 
might discredit this latter testimony and 
find that Freeman confined his advocacy to 
abstract ideas or remote action. In the con- 
text of the evidence on these twelve counts, 
the trial court erred by instructing the jury 
that the First Amendment was irrelevant 
to the case. 


In light of Freeman’s defense and the 
evidence to support it, an instruction based 
upon the First Amendment should have 
been given to the jury. As the crime is one 
proscribed only if done willfully, the jury 
should have been charged that the expres- 
sion was protected unless both the intent 


* Honorable Albert Lee Stephens, Jr., Senior 
U. S. District Judge for the Central District of 
California, sitting by designation. 


1985 Standard Federal Tax Reports 


q 9421 


88,146 


U.S. Tax Cases 


Earnhart v. U.S. 


of the speaker and the tendency of his 
words was to produce or incite an imminent 
lawless act, one likely to occur. Branden- 
burg v. Ohio, 395 U. S. 444, 447-48 (1969) 
(per curiam). Tax evasion is a wrong of 
sufficient gravity that Congress can punish 
incitement to the crime. See United States 
v. Buttorff [78-1 ustc J 9265], 572 F. 2d 619, 
624 (8th Cir.), cert. denied, 437 U. S. 906 
(1978). 


United States v. Dahlstrom [83-2 ustc 
79557], 713 F. 2d 1423 (9th Cir. 1983), 
cert. denied, 104 S. Ct. 2363 (1984), is not 
controlling here. There the court found 
that the legality of the proposed transaction 
was unsettled and, against this background, 
concluded that the likelihood of an immi- 
nent violation had not been established. 
Dahlstrom, 713 F. 2d at 1428. In our case, 
the falsity of the returns prepared under 
Freeman’s instructions and the concomitant 
illegality in their filing are manifest. 


The indictment charged that defendant 
not only counseled but also assisted in the 
filing of false returns. The defendant’s di- 
rect participation in the preparation of re- 
turns is the gravamen of the Government’s 
case with respect to Counts 12 and 13 of the 
indictment. On these counts the evidence 
was that one Lonnie Prather showed Free- 
man tax returns for two different years and 
asked Freeman to Verify that Freeman’s 
instructions had been properly followed. 
Freeman prepared a draft of a return for 
Prather; and after Prather filled out two 
tax forms, Freeman reviewed and approved 
them, Even if the conviction on these 
counts rested on spoken words alone, the 
false filing was so proximately tied to the 
speech that no First Amendment defense 
was established. Uwmited States v. Holecek 
[84-2 ustce J 9638], 739 F. 2d 331, 335 (8th 
Cir. 1984). 


Though a = statute proscribes certain 
speech, in this case counseling, the defend- 
ant does not have a First Amendment de- 
fense simply for the asking. Counseling is 
but a variant of the crime of solicitation, 
and the First Amendment is quite irrelevant 
if the intent of the actor and the objective 
meaning of the words used are so close in 
time and purpose to a substantive evil as to 
become part of the ultimate crime itself. 
United States v. Barnett, 667 F. 2d 835, 842- 
43 (9th Cir. 1982); Buttorff, 572 F. 2d at 
624. In those instances, where speech be- 
comes an integral part of the crime, a First 
Amendment defense is foreclosed even if 
the prosecution rests on words alone. 


There was no element of protected First 
Amendment activity on the Prather counts, 
and the jury could return convictions with- 
out consideration of a free speech defense. 


On all of the counts, there was no issue 
for the trier of fact as to what the returns 
stated or whether the calculations and en- 
tries reported were correct reports of actual 
transactions. The trial court was correct, 
therefore, to treat the question of falsity as 
a matter of law and to instruct the jury that 


‘the returns were false. Holecek, 739 F. 2d 


at 335-36 & n.4; see United States v. Green- 
berg [84-1 ustc J 9509], 735 F. 2d 29, 31 (2d 
Cir. 1984) (materiality of falsehood is ques- 
tion of law for the court); see 26 U.S. C. 
§ 7206(2) (1982). The other contentions 
raised on appeal are without merit. 


The convictions on Counts 12 and 13 are 
affirmed. The convictions on Counts 1 and 
11, and on Count 14 are reversed. 


AFFIRMED IN PART, and RE- 
VERSED, IN. .PART” 


[9422] Thomas P. Earnhart, Plaintiff v. United States of America, Defendant. 
U. S. District Court, West. Dist. Ark., Fort Smith Div., Civil No. 84-2370, 4/12/85. 


[Code Secs. 7602 and 7609] 


Summons: Examination of books and witnesses: Summons to nontaxpayers: Priv- 
ileges: Attorney-client—Summonses issued upon a law firm in an investigation of a 
client’s tax liability were ordered enforced by a district court, since the information 
sought pertained only to the amount and nature of the client’s billing for which a deduc- 
tion was taken and did not call for information protected by the attorney-client priv- 
ilege. Accordingly, having found that the summonses were issued for a legitimate purpose 
and absent a showing of abuse of process the summonses were ordered enforced. Back 
references: {| 5924.503 and 5930D.65. 


Eugene G. Sayre, Mitchell, Williams, Selig, Jackson & Tucker, 1000 Savers Federal 
Building, Little Rock, Ark. 72201, for plaintiff,. Michael Be Wilcove, | epartnen'. of 
Justice, Washington, D. C. 20530, for defendant. 
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Memorandum Opinion 


Waters, Chief Judge: This action arises 
out of plaintiff’s attempt to quash adminis- 
trative summons served upon two law firms by 
the Internal Revenue Service. The IRS 
. sought documents from two Fort Smith law 

firms detailing legal fees paid to the firms by 
Thomas P, Earnhart. This information was 
sought in connection with the investigation by 
the IRS of Mr. Earnhart’s federal income 
tax liability for the years 1980, 1981 and 
1982. Plaintiff seeks to quash the adminis- 
trative summons on several grounds. 


Section 7602 of the Internal Revenue 
Code’ authorizes the Secretary of the 
Treasury or his delegate to summon any 
books, papers, records, or other data for 
the purpose of ascertaining a taxpayer’s 
correct tax liability. A proceeding to 
quash such summons is permitted. by 
§ 7609(b)(2)(A). To obtain enforcement 
of an IRS summons the Commissioner 
must show only “that the investigation 
will be conducted pursuant to a legitimate 
purpose, that the inquiry may be relevant 
to that purpose, that the information sought 
is not already within the Commissioner’s 
possession, and that the Secretary or his 
delegate has notified the taxpayer in writing 
that further examination is necessary.” ? 
United States v. Moon [80-1 ustc { 9266], 
616 F. 2d 1043, 1045 (8th Cir. 1980); United 
States v. Berg [81-1 ustc 9141], 636 F. 2d 
203, 205 (8th Cir. 1980). If the IRS meets 
its initial burden (and a minimal showing 
of good faith compliance with summons 
requirements establishes a prima facie case 
for enforcement), the burden shifts to the 
taxpayer to show an abuse of process. 
United States v. Moon, supra, at 1046. 


This case is now before the court upon 
the government’s motion to dismiss. The 
sworn declarations of Special Agent Ken- 
neth M. Swanner, which were attached as 
exhibits to the government’s motion, es- 
tablish that the IRS has made a prima 
facie case for enforcement of the 
stummonses.® 


Plaintiff challenges enforcement of the 
summonses partly on the ground that the 
summonses call for the production of con- 
fidential documents which fall within the 
attorney-client privilege. The burden of 
proving the existence of attorney-client 
privilege rests on the party claiming it. 
Bouschour v. United States [63-1 vustc 
7 9424], 316 F. 2d 451, 456 (8th Cir. 1963). 
The policy underlying the attorney-client 
privilege is to encourage clients to make 
full disclosure to their attorneys. Schwim- 
mer v. United States [56-2 ustc J 9712], 232 
F. 2d 866 (8th Cir. 1956), cert. denied, 352 
WS 835;, /7e Se Ch 148. aie. hd si2d52 
(1956). “The heart of the attorney-client 
privilege is the substantive matter that is 
communicated between the client and his 
attorney.” United States v. Long [71-2 ustc 
19561], 328 F. Supp. 233 (E. D. Mo. 1971). 
Plaintiff argues that he provided certain 
information to his attorneys, fully expect- 
ing that the attorneys would not disclose 
that information to others; he believes that 
disclosure of the billing statements would 
somehow amount to disclosure of that in- 
formation. We do not agree. While the 
government may not make a specific factual 
inquiry into the communications between 
Mr. Earnhart and his attorneys, peripheral 
matters pertaining to the relationship, 
such as how the relationship was created, 
what the fee arrangement was, or the na- 
ture of legal services rendered, are not pro- 
tected by the attorney-client privilege. United 
States v. Long, supra, at 236.* Therefore, 
we conclude that the summonses do not 
call for disclosure of communications pro- 
tected by the attorney-client privilege. 


Mr. Earnhart objects to the production 
of documents relating to tax years for 
which the statute of limitations for assess- 
ment of any additional income tax has run. 
While it is true that §651(a) of the In- 
ternal Revenue Code*® provides that any 
additional tax must be assessed within three 
years after the return was filed, § 6501(c) 
lists exceptions to the three-year limitation 
for false or fraudulent returns, willful tax 
evasion, or failure to file a return. A pro- 


126 U. S. C. § 7602. 

2 *Although an action to quash the summons 
must be instituted by the taxpayer, the ultimate 
burden of persuasion with respect to its right 
to enforcement of the summons will remain on 
the Secretary ....’’ Moutevelis v. United States 
[83-1 ustc { 9318], 561 F. Supp. 1211, 1214 
(M. D. Pa. 1983), aff’d [84-1 usrc { 9220] 727 
F. 2d 313. 

3In Moon the court found that sworn declara- 
tions of IRS agents were sufficient to establish 
a prima facie case. - 
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4We agree with the court in Long that the 
government may inquire into the nature of legal 
services rendered because it has a legitimate 
interest in determining whether the fees paid 
were correctly deducted. However, plaintiff's 
response to such inquiries need only be general, 


e. g., ‘litigation’’ or ‘‘tax advice.’’ See Long 
at 236. 
526 U. S. C. § 6501. 
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ceediing in court for collection of taxes 
may be initiated at any time for the 
§ 6501(c) exceptions. Furthermore, crimi- 
nal prosecutions for certain types of tax 
offenses may be commenced within six 
years. See 26 U. S. C. § 6531. “The present 
three-year limitation on assessment of or- 
dinary deficiencies relieves the taxpayer of 
concern for further assessments of that 
type, but it by no means follows that it 
limits the right of the government to in- 
vestigate with respect to deficiencies for 
which no statute of limitations is im- 
posed.” United States v. Powell [64-2 ustc 
7 9858], 379 U. S. 48, 56 n. 15 (1964). We 
must conclude, therefore, that this argu- 
ment is also without merit. 


Plaintiff also contends that the materials 
sought by the IRS may be subject to his 
right to claim his fifth amendment right 
against self-incrimination. In Fisher v. 
United States [76-1 ustc { 9353], 425 U. S. 
391 (1976), the Supreme Court held that a 
taxpayer’s fifth amendment privilege was 
not violated by enforcement of IRS sum- 
monses directed toward his attorneys. We 
find no merit in this or any of plaintiff’s 
other remaining contentions. 


. 


Based upon the foregoing, the court finds 
that plaintiff has not met his burden of 
showing abuse of process; the government 
is therefore entitled to enforcement of its 
administrative summons. The government re- 
quested in its motion that an order to that 
effect be entered pursuant to § 7609(b) (2) (A). 
Because plaintiff has shown no valid reason: 
why such an order should be entered, nor 
has the court found any indication of bad 
faith or abuse of process, an order requir- 
ing compliance with the summons will be 
entered. 


Order 


On this 12th day of April, 1985, the court 
has before it for consideration defendant’s 
motion to dismiss. For the reasons set. 
forth in a memorandum opinion filed con- 
temporaneously herewith, the court finds 
that defendant’s motion should be and 
hereby is granted, and that this cause of ac- 
tion should be and hereby is dismissed. 


The court further finds that defendant is 
entitled to enforcement of the disputed 
summonses in full. Plaintiff shall comply 
with such summonses in accordance with 
the court’s memorandum opinion within 14 
days from the date of this order. 


[] 9423] Ray August, Plaintiff v. Commissioner of Internal Revenue, Defendant. 
U. S. District Court, East. Dist. Mich., So. Div., Case No. 85-0062M, 4/18/85. 


[Code Secs. 6213 and 7421] 


Injunctions: Restraint of collection of tax: Deficiency notice: Mailed to last known 
address.—The court was without jurisdiction to grant an injunction against the collection 
. of tax owed by the taxpayer. The collection could not be enjoined, pending reissuance 
of the deficiency notice, since the deficiency notice was properly mailed to the taxpayer’s 
last known address. Supplying a new address on an application for exemption filed on 
behalf of a corporation did not constitute clear and concise notice of a change of address 
prior to the issuance of the deficiency notice. Also, this case did not fall within the 
judicially created exception to Code Sec. 7421 because the taxpayer failed to show that 
he would suffer irreparable harm or that he had no adequate remedy at law. Back 
references: {[ 5322.5218 and 5779.6395. 


him a 90-day notice of deficiency with 
respect to certain federal taxes. The notice 
was addressed to plaintiff at 1780 Wood- 
grove Lane in Bloomfield Hills, Michigan 
48013. This 90-day notice indicated a defi- 
ao in Plaintiff's income taxes for. the 
ar in’ the amount of $12,284. AT, 
to tax. aria 3,065.01. 


Memorandum Opinion and Order 
Taytor, District Judge: Plaintiff in this 
i cellaneous matter has filed a pro se motion 

: porary oe or- 
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some seven months prior to the mailing date 
of the notice of deficiency. This alleged 
notification took the form of an Application 
for Recognition of Exemption filed on 
behalf of Edgar Baillie Ministries, Inc. pur- 
_ suant to Section 501(c)(3) of the Internal 
Revenue Code of 1954, 26 U. S. C. §1 
et seq. (1967). A copy of the application 
for exemption that was attached to the 
plaintiff's memorandum indicates that one 
Ray August, of 16039 Kirkshire, Birming- 
ham, Michigan 48009, was one of several 
trustees of Edgar Baillie Ministries, Inc. 


The plaintiff’s motion filed with this court 
states that he seeks to enjoin his employer 
from paying over to the Internal Revenue 
Service any of plaintiff’s wages, salary, or 
other income pursuant to a notice of levy 
dated 1/14/85. Plaintiff’s employer, how- 
ever, is not a party to this action, and after 
review of the entire record as it is pres- 
ently composed, it is apparent to the court 
that the relief plaintiff seeks is in reality an 
injunction against the Internal Revenue Serv- 
ice, which cannot, under existing law, lie. 


Initially, the court notes that it is with- 
out subject matter jurisdiction to grant the 
relief which plaintiff seeks. It is fundamen- 
tal that the United States, as a sovereign, 
is immune from suit except to the extent 
that it consents to be sued and the terms 
of its consent are defined by law. Such a 
consent is strictly construed and enforced. 
United States v. Testan, 424 U. S. 392 (1976). 


In order for the court to have jurisdiction 
to grant plaintiff any relief against the 
United States, therefore, there must be a 
federal statute authorizing the suit against 
the United States for such relief, and the 
plaintiff must have complied with the pre- 
requisites for suing the United States con- 
tained in such statute. A suit demanding 
relief against a federal official individually 
is actually a suit against the United States 
if the relief sought would expend itself on 
the public treasury or domain, would inter- 
fere with the public administration, would 
restrain the Government from acting, or 
would compel it to act. Dugan v. Rank, 369 
U. S. 643 (1962). 


The relief plaintiff seeks herein, the 
restraint of the Internal Revenue Service 
from proceeding with its attempts to collect 
plaintiff's tax liability, would have the 
effect of operating against the United States 
rather than against the Commissioner of 
Internal Revenue personally. Thus, despite 
the fact that the plaintiff’s pleadings name 
the Commissioner as the defendant, the 
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relief requested is, in actuality, sought 
against the United States of America. Con- 
sequently, this action must be dismissed 
absent waiver of sovereign immunity. Malone 
v. Bowdoin, 369 U. S. 643 (1962). 


The only statute to which plaintiff points 
for authority in Section 6213(a) of the 
Internal Revenue Code of 1954. This sec- 
tion does not provide the necessary waiver 
of immunity. Generally, 26 U. S. C. 
§ 7421(a) (1967), commonly known as the 
Anti-Injunction Act, provides that no action 
may be maintained in any court by any 
person to enjoin the assessment or collec- 
tion of any federal tax. The purpose of 
this provision is “to permit the United 
States to assess and collect taxes alleged to 
be due without judicial intervention, and 
to require that the legal right to the dis- 
puted sums be determined in a suit for 
refund.” Enochs v. Williams Packing & 
Navigation Co. [62-2 ustc J 9545], 370 U. S. 
1 7 (1961). One of the enumerated excep- 
tions set forth in Section 7421, and the 
only relied upon by plaintiff, is set forth 
in Code Section 6213(a). 


Code Section 6213(a) provides, in per- 
tinent part, that a notice of deficiency must 
be mailed to a taxpayer in accordance with 
the provisions of Code Section 5212 prior 
to the assessment or collection of income 
taxed and that, notwithstanding the provi- 
sions of Section 7421(a), the assessment or 
collection of income taxes may be enjoined 
if such notice of deficiency is not mailed. 
26 U. S. C. §6212, entitled “Notice of 
Deficiency,” reads as follows: 


(a) In General—lIf the Secretary deter- 
mines that there is a deficiency in respect 
to any tax imposed by subtitle A, * * * 
he is authorized to send notice of such 
deficiency to the taxpayer by certified 
mail or registered mail. 


(b) Address for Notice of Deficiency.— 


(1) Income and gift taxes and taxes im- 

posed by chapter 42.— 

* * * Notice of a deficiency in respect of 

a tax imposed by subtitle A, * * * if 

mailed to the taxpayer at his last known 

address, shall be sufficient for purposes 

of subtitle A. * * * 
If a valid notice of deficiency is properly 
mailed in accordance with the cited provi- 
sions of § 6212, then a grant of injunctive 
relief against the assessment and/or collec- 
tion of federal income taxes may be pre- 
vented. 


Code Section 6213(a) provides that after 
the Commissioner has properly complied 
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with the provisions of Section 6212 in mail- 
ing the notice of deficiency to the taxpay- 
er’s “last known address,” §6212(b), the 
taxpayer has 90 days within which to file 
with the United States Tax Court a peti- 
tion for redetermination of the deficiency. 
This procedure is the only opportunity for 
the taxpayer to litigate the merits of the 
deficiency in a prepayment forum. The 
other remedy available to the taxpayer is 
to fully pay the tax and then file a suit 
for refund in either the federal district 
court or the United States Claims Court. 
The plaintiff herein, however, has chosen 
neither of these routes, seeking instead the 
extraordinary remedy of injunctive relief. 
The court notes that plaintiff has never 
filed a formal complaint in this matter, so 
that there is no civil action before this court, 
but only this miscellaneous matter. 


Plaintiff asserts that because he allegedly 
notified the Internal Revenue Service of 
a change in his address prior to the issuance 
of the notice of deficiency on April 8, 1983, 
the Commissioner failed to give him proper 
notice of the income tax deficiency pur- 
suant to Code Section 6212(a), and there- 
fore the notice had no effect. Plaintiff 
apparently assumes that if it is established 
that the notice was not sent to his last 
known address, an injunction should auto- 
matically issue restraining the collection of 
the taxes in question. 


The courts have long held that a notice 
of deficiency is sufficient for purposes of 
the income tax provisions of the Code if 
it is mailed to the taxpayer’s last known 
address, regardless of whether the taxpayer 
actually resides at the address to which the 
notice was mailed and regardless of whether 
it was actually received. Williams v. United 
‘States, 264 F. 2d 227 (6th Cir. 2959), cert. 
denied, 361 U. S. 862 (1959); Lewin v. 
Commissioner [78-1 ustc 9179], 569 F. 2d 
444 (7th Cir. 1978), cert. denied, 437 U. S. 
904 (1978). 


A taxpayer’s last known address is “that 
address where the Secretary (or his dele- 
gate) reasonably believed the taxpayer 
wished the notice to be sent.” Delman uv. 
Commissio er [67-2 ustc J 9676], 384 F. 2d 
i gs di gat ate a ole 7 


J 

be sent to the address known for the year 
in question, which generally is the address 
shown on the tax return. Alta Sierra Vista, 
Inc., 62 U. C. 367 (1974). The test is whether 
the Commissioner acted with reasonable 
care ‘and diligence and the taxpayer bears 
the burden of proof in establishing that the 
Commissioner did not act with reasonable 
care and diligence. Baty v. District Director, 
79-1 ustc J 9377 (S. D. Iowa April 23, 1979). 
Simply supplying a new address on subse- 
quent returns or other forms does not con- 
stitute clear and concise notice of a change 
in address as to earlier years. Berger v. 
Commissioners [69-1 ustc J 9103], 404 F. 2d 
668, 672 (3d Cir. 1968). . 


The issue presented here, therefore, is 
whether the Commissioner was reasonable 
in his belief that the plaintiff wished that 
any notice of deficiency with respect to his 
1980 taxes be sent to the Bloomfield Hills 
address. The assertions set forth in plain— 
tiff's motion and memorandum make it 
clear the only “notice” the plaintiff furnished” 
to the Commissioner of a change of his: 
address was in the Application for Exemp- 
tion filed on behalf of Edgar Baillie Minis- 
tries, Inc. This application indicates, in item 
4(a) on page 2, that one Ray August, of 
16039 Kirkshire, Birmingham, Michigan 
48009 was one of four trustees of Edgar 
Baillie Ministries, Inc. 


Given the form of the alleged “notice” 
given the Internal Revenue Service, the 
Commissioner clearly was reasonable in 
mailing the notice of deficiency to the plain- 
tiffs Bloomfield Hills address rather than 
the Birmingham address listed for one of 
the trustees on a corporate application for 
exemption. The presence of the name Ray 
August as a trustee, with an address differ- 
ent from that on plaintiff’s individual return, 
on a form filed on behalf of another tax- 
payer (here the Edgar Baillie Ministries, 
Inc.) cannot in any reasonable manner be 
construed to be “clear and concise’. notice 
of a change of address. Plaintiff cannot 
and does not claim that he did not receive: 
the notice, as he attached a copy of same 
to the memorandum submitted in support 
of his motion. There is no indication as to 
when he actually received the deficiency 
notice. Moreover, the court notes, the Inter- 
nal Revenue Service ‘processes millions of 

ch year. It yong be physically 
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of |his address prior to the issuance of the 
notice of deficiency, and cannot be allowed 
tol claim the benefit of his failure. 


Plaintiff's assertion that this matter falls 
within the judicially created exception to 
the Anti-Injunction Act must fail. In Enochs 
v. Williams Packing & Navigating Co. [62-2 
ustc J 9545], 370 U. S. 1 (1961), the Su- 
preme Court recognized a non-statutory 
exception to the Anti-Injunction Act. 
Under the Williams Packing test, the bar of 
Code Section 7421(a) to a grant of injunc- 
tive relief will not apply if: (1) under the 
most liberal view of the law and facts, the 
United States could not prevail; and (2) 
the taxpayer will suffer irreparable harm in 
absence of injunctive relief and has no 
adequate remedy at law. 


Plaintiff claims, apparently, that he has 
suffered a violation of his due process rights 
because he does not have the resources to 
pay the assessed tax liability before bring- 
ing suit for refund. This argument has con- 
sistently been found to be meritless. Lewin 
v. Commissioner [78-1 ustc J 9179], 569 F. 2d 
at 445, supra. 


The allegation that the United States can 
in no way prevail on the merits is curious 
in that there is no complaint before this 
court which seeks to place in issue any 
question regarding the validity of the 
assessed liability. Plaintiff expressly indi- 
cates that he is not seeking to contest the 
tax liability, but rather wishes only to 
enjoin collection of such liability pending 
reissuance of a new notice of deficiency and 
pending his filing a petition for redetermi- 
nation with the Tax Court. 


Plaintiff also has alleged no facts which 
would undergird his claim of irreparable 
harm. Accordingly, he has failed altogether 
to establish that this matter fails within the 
judicial exception to the Anti-Injunction 
Act. 


Even if this court were to conclude that 
the notice of deficiency was not properly 
mailed, the court would nevertheless be 
without jurisdiction to grant the relief 
sought by the plaintiff since he has failed to 
establish the existence of equity jurisdiction. 
It has long been established that suits to 
enjoin the collection of taxes may not be 
maintained even though the imposition of 
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the tax may be “illegal and void,” unless 
grounds are presented “justifying the inter- 
position of a court of equity to enjoin its 
collection.” Dows v. City of Chicago, 78 
U. S. (11 Wall.) 108, 109 (1870). Equity 
jurisdiction, as the Supreme Court ex- 
plained in Dows, will lie to restrain collec- 
tion of taxes only where the taxpayer “has 
no adequate remedy by the ordinary proc- 
esses of the law’ and “it must appear that 
the enforcement of the tax would... pro- 
duce irreparable injury ... .” Jd, at 110. 
The Court, in Bob Jones University v. Simon 
[74-1 ustc ] 9438], 416 U. S. 725 (1974) 
denied an injunction restraining the collec- 
tion of taxes even though on that same day 
it declared the underlying tax provision 
unconstitutional. A taxpayer seeking to re- 
strain the collection of taxes must initially 
establish a basis for the court to exercise 
its extraordinarily equitable powers. 


The financial hardship inherent in the 
payment of taxes has been held not to con- 
stitute special and extraordinary circum- 
stances which warrant judicial intervention. 
Cool Fuel, Inc. v. Connett [82-2 ustc J 9559}, 
685 F. 2d 309 (9th Cir. 1982). Plaintiffs 
unsworn affidavit does not sufficiently dem- 
onstrate the requisite showing of irreparable 
harm necessary to invoke the equitable 
powers of this court. 


Plaintiff, further, has an adequate remedy 
at law. If this court denies plaintiff’s request 
for injunctive relief, he may obtain review 
of any question concerning his tax liability 
by fully paying the tax and bringing suit for 
refund either in this court or the United 
States Claims Court. He has failed to dem- 
onstrate that his legal remedy is inadequate. 


This court will not exercise its discretion 
in equity to assist plaintiff in this attempt 
to evade the collection of admittedly due 
tax liability. 


For the foregoing reasons, plaintiff's 
motion and application must be denied, and 
this matter is hereby dismissed. 


IT*IS*SO* ORDERED? 


Judgment 


This court having entered it Memoran- 
dum Opinion and Order in the above- 
captioned catise, judgment is hereby entered 
for DEFENDANT. 
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[| 9424] Raymond D. Benson, Plaintiff v. United States of America, Defendant. 
Us: District Court, East. Dist. Calif., Nos. Civil S-81-500 LKK—S-81-514 LKK, 


1/18/85. 


[Code Sec. 6694] 


Civil penalty: Income tax return preparer: Family estate trust ploy.—An income tax 
return preparer was penalized for negligence in understating the tax liabilities of several 
individuals. He used a family trust scheme that had been disapproved by the IRS to 


reduce his clients’ tax bills. Ignoring IRS rulings and regulations, he relied on the advice — 


of the proponents of the scheme and neglected to consult independent advisers. Back 


reference: {[ 5589C.40, 


Gloria T. Svanas, 1813 East 8th Street, Idessa, Texas 79761, Donald J. Logan, 
Leonard Smith, Inc., Vallejo, Calif. 94590, Raymond Benson, P. O. Box 589, Auburn, 
Calif. 95603, for plaintiff. Donald B. Ayer, Assistant United States Attorney, Sacramento, 
Calif. 95814, Susan Souder, Department of Justice, Washington, D. C. 20530, for defendant. 


Order 


Kartton, Chief Judge: Plaintiff, Ray- 
mond Benson, is an income tax preparer. 
See 26 U. S. C. (“I. R. C.”) § 7701 (a) (36) 
(West Supp. 1984). In this capacity, plain- 
tiff prepared the 1977 federal income tax 
returns for six married couples.’ Each of 
the returns claimed a reduction in federal 
income tax as a consequence of the tax- 
payers’ participation in a ‘family trust” plan. 
In 1980, plaintiff was assessed a $100.00 
penalty for each of the six returns pursuant 
to I. R. C. §6694(a), which imposes lia- 
bility for understating the tax liability on 
a return if that understatement was the 
result of negligent or intentional disregard 
of the I. R. S.’ rules or regulations.? On 
August 5, 1981, plaintiff filed these six ac- 
tions seeking to avoid the penalties im- 
posed.* 


This court exercises jurisdiction over the 
cases pursuant to 28 U. S. C. BA Shay 
(West Supp. 1984). 


je 
Procedural History 


Plaintiff’s three-count complaints each 
challenged the constitutionality of the pen- 
alty statute, sought refund of the portion 
of the penalty paid (see n. 4, supra), avoid- 
ance of the remainder of the penalty, and 


1 Carl and Earla Aagaard, Kenley and Lolita 
Falconer, C. Ian and Kathleen Nelson, Donal 
and — se Apperson, Kenneth and Edythe 
: Kenneth and Lucille Young. 


sought remedies for an alleged violation 
of 42 U.S. C. § 1983. The government was 
granted summary judgment on the con- 
stitutional issue, and the six cases were 
consolidated. (Order of December 14, 1982). 
The § 1983 claim appears to have been 
abandoned.* 


The case then was referred to ait eeas 


Esther Mix for the taking of evidence, and 


the formulation of proposed findings and 
recommendations pursuant to 28 U. S. C. 
§ 636(b)(1)(B) (West Supp. 1984). (Order 
of March 8, 1984). The magistrate con- 
ducted a trial, and on June 5, 1984, filed 
her Proposed Findings and Recommenda- 
tions. The magistrate’s report specifically 
found that the tax liability was understated 
on each return, that plaintiff had prepared 
each of the returns, and that he had “neg- 
ligently and intentionally” disregarded the 
tules and regulations by relying “exclu- 
sively” on the opinions of those who were 
promoting the “family trust” device. The 
report further found that the plaintiff 
“failed to exercise the level of care which 
an ordinary, reasonable person would have 
exercised under the circumstances.” The 
magistrate recommended that the court 
enter judgment for the defendant in each 
case. 


Plaintiff objected to Fall’. aves. re- 
port asserting that the evidence before the 


I. R. C. § 6694(a) (West Supp. 1984). 
3It is not disputed that plaintiff met all the 
requirements for bringing this suit, to wit, pay- 
ment of 15% of the penalty and filing of the 
suit within 30 oa of notice of ee penalty 
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magistrate was that he did not rely ex- 

clusively on E. S. Publishers, the organiza- 

tion promoting the device, but had reviewed 

the positions of the I. R. S, E. S. Pub- 

lishers, and independent accountants and 
attorneys. 


if 
Standard of Review 


This court reviews de novo those factual 
findings of the magistrate to which ob- 
jections have been made. 28 U. S. C. 
§ 636(b) (1). See United States v, Raddatz, 
447 U. S. 667 (1980). 


INO) 
Liability for Understatement of Tax Liability 


Pursuant to statute, an income tax return 
preparer is subject to a $100.00 penalty if 
s/he understates the tax liability on the 
return due to a negligent or intentional 
- disregard of the Treasury’s rules and reg- 
ulations. I. R. C. § 6694(a) (West Supp. 
1984). The points in dispute in this case 
are (1) whether the plaintiff understated 
the tax liability of the couples for whom 
he prepared income tax returns, and if so, 
(2) whether such understatement resulted 
from negligent or intentional disregard of 
“rules and regulations.” 


Didi POD, 


The government asserts that once the 
Commissioner of the Internal Revenue 
Service (“the Commissioner’) has made an 
assessment against the plaintiff the govern- 
ment has thereby met its burden of estab- 
lishing a prima facie case of the validity 
of the assessment. See 26 C. F. R. § 1.6994-1 
(a)(5) (1984) (Treasury Regulations); 
United States v. Janis [76-2 ustc { 16,229], 
428 U. S. 433, 440 (1976).° The plaintiff 
does not dispute this assertion, and I thus 

accept the parties’ position as a correct 
statement of the law. 


B. Understatement of Tar Liability ° 


Plaintiff does not attempt to rebut the 
presumption that he had understated the 
tax liability of the six couples before 
the magistrate. Since the presumption is un- 
rebutted, I adopt the magistrate’s finding 
that the plaintiff understated the tax lia- 
bility in each case. 

5 Compare I. R. C. § 7427 (West Supp. 1984), 
putting the burden upon the Secretary (of the 


Treasury) to prove ‘‘willful understatement of 
liability’? under I. R. C. § 6694(b). 
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C. Negligent or Intentional Disregard of 
Rules and Regulations 


The only aspect of the penalty assess- 
ment the plaintiff has chosen to challenge 
is the presumption (and magistrate’s find- 
ing) that he negligently or intentionally 
disregarded rules and regulations in using 
the family trust for income tax reduction 
purposes. 


It is undisputed that “[t]he term ‘rules 
or regulations’ includes . .. Internal Reve- 
nue Service revenue rulings published in 
the Cumulative Bulletin.” 26 C. F. R. 
§ 1.6694-1(a)(3) (1984). It is furthermore 
undisputed that Revenue Ruling 75-257 
(1975) states that the family trust device 
employed by the plaintiff as a tax-reduction 
device is not valid for that purpose. There- 
fore the sole question before the magistrate 
and the court was and is whether plaintiff’s 
decision to employ the device in spite of 
its disapproval in the Treasury rules and 
regulations constitutes a negligent or in- 
tentional disregard of those rules and reg- 
ulations. 


Plaintiff's testimony (in deposition, June 
21, 1982), leaves no other reasonable in- 
ference but that he disregarded Revenue 
Ruling 75-257 on the basis of opinions 
given him by those who were promoting 
the family trust device, namely, E. S. Pub- 
lishers. The plaintiff objects to the magis- 
trate’s findings on the basis that he consulted 
independent accountants and attorneys. In 
fact, according to his own testimony, he 
consulted Bill White and Jim Norman, at- 
torneys, who said they could give him no 
advice on the devices since they knew 
nothing about trusts. The other “inde- 
pendent” accountants and attorneys plain- 
tiff sought out for advice were Pipp Boyles 
and Paul Wright, both employed by or 
associated with E. S, Publishers. 


Contrary to plaintiff's objections, he got 
no independent advice on the validity of 
the family trust for tax purposes. His only 
sources of information, therefore, were the 
Revenue Ruling and E. S. Publishers (and 
their employees or associates). Plaintiff 
simply ignored the rules and regulations of 


the Treasury Department and chose to 


follow the advice of E. S. Publishers. With- 
out obtaining independent advice on this 
move, the plaintiff was in negligent or in- 
tentional disregard of the Revenue Ruling. 


6“TT]he term ‘understatement of liability’ 
means any understatement of the net amount 
payable with respect to any tax imposed by 
subtitle A... .’’ I. R. C. § 6694(e). 
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IV Clerk of the Court is directed to enter 
Conclusion, judgment for the defendant in each of the 


The Recommendations and Findings of 
the magistrate are adopted in full. The 


consolidated cases. 


IT IS SO ORDERED. 


[7 9425] Garvey Martin Cheek and Judy Cheek, Plaintiffs v. The United States of 
America, Defendant. Garvey M. Cheek, Plaintiff v. The United States of America, De- 
fendant. Judy Cheek, Plaintiff v. The United States of America, Defendant. 


U. S. District Court, West. Dist. N. C., Charlotte Division, Nos. ST-C-84-92—ST-C-84-94, 


7/12/84. 


[Code Sec. 7429] 


Jeopardy assessments: Review of procedures: Reasonableness.—The IRS properly 
made a jeopardy assessment. There was a reasonable basis for the assessment, and the 
taxpayers did not show that the amount of the assessment was excessive. Back refer- 


ences: {| 5784T.022 and 5784T.033. 


J. Gary Vannoy, Vannoy, Moore & Colvard, P. O. Box 1388, N. Wilkesboro, N. C. 
28659, Herman Wolff, Jr., Wolff and Martin, P. O. Box 12137, Raleigh, N. C. 27605, for 


plaintiffs. Glenn L. Archer, Jr., 


Assistant Attorney General, Steve Shapiro, Department 


of Justice, Washington, D. C. 20530, for defendant. 


Findings of Fact and Conclusions of Law 


McMutan, District Judge: These three 
civil actions were brought by the plaintiffs 
pursuant to 26 U. S. C. § 7429 to review 
jeopardy assessments made by the Internal 
Revenue Service. A hearing was conducted 
on June 19, 1984. The court, having con- 
sidered all the pleadings, memoranda, evi- 
dence, and arguments of counsel, makes 
the following 


Findings of Fact 


1. On March 9, 1984, jeopardy assess- 
ments of income taxes for the years 1975, 
1976, and 1978, in the total amount of 
$171,878.79, were made against plaintiffs 
Garvey M. Cheek and Judy Cheek, jointly. 


2. On March 9, 1984, jeopardy assess- 
ments of income taxes for the years 1979, 
1930, 1981, and 1982, in the total amount of 
$61,767.59, were made against plaintiff Judy 
Cheek. 


3. On March 9, 1984, jeopardy assess- 
ments of income taxes for the years 1975*, 
1976*, 1978, 1979, 1980, 1981, and 1982 in 


a the ‘total amount of $527, 624.50 were made 


(*Section 


The letter dated March 12, 1984, was 


signed by “James E. Gambel, Group Man- — 


ager.” The letter dated March 14, 1984, 
was signed by “Lee R. Monks” who was 
the Acting District Director. These letters 
also informed the plaintiffs of their rights 
to administrative and judicial review of 
the jeopardy assessments. — 


5. On April 11, 1984, the plaintiffs re- 
quested an administrative review by the 
Internal Revenue Service of the jeopardy 
assessments made against them. 


6. After administrative review, the Com- 
missioner of Internal Revenue determined 
that the making of the jeopardy assess- 
ments was reasonable under the circum- 
stances and that the amounts assessed were 
appropriate under the circumstances. On 
April 30, 1984, this determination was 
mailed to the plaintiffs in the form of an 
“Appeals Transmittal Memorandum and 
Supporting Statement” 
letter. Both documents were presented by 
Judy Montgomery, an appeals officer, to 
Larry Davis, the Associate Chief of the 
Appeals Office, for final approval. The As- 
sociate Chief then dated the documents and 


authorized them to be sent out to the plaintiffs. 


7. Thereafter, on May 23, 1984, the plain- 
tiffs filed three complaints in this court 
of jeopardy assessment. The 


and an attached 
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8. On April 26, 1983, plaintiff Garvey 
Martin Cheek, Jr. pleaded guilty in United 
States District Court, Statesville, North 
Carolina, to income tax evasion for the tax 
years 1978 and 1979. 


9. On or about March 27, 1984, a grand 

jury sitting in the Western District of 
North Carolina indicted Garvey Martin 
Cheek, Jr. for drug charges and continuing 
criminal enterprises from August, 1978, to 
April, 1980. These charges included a con- 
spiracy with others to unlawfully possess 
and distribute cocaine and marijuana. 


10. The plaintiffs had extensive dealings 
in large amounts of cash. For example, in 
the recent indictment referred to above, the 
grand jury found that in November or 
December, 1979, Garvey Martin Cheek, Jr., 
paid someone $500,000 in cash for the pur- 
chase of marijuana. Also, the Revenue 
Agent, Lenny Smathers, testified that cash 
was used by plaintiffs to purchase two 
Ferrari automobiles, an airplane ($49,000), 
and four trucks ($29,823.57), and that Gar- 
vey Martin Cheek, Jr., made a $50,000 cash 
loan to Gary T. York in currency with 
no formal contract drawn relative to re- 
payment. 


11. Plaintiffs failed to file tax returns for 
the tax years 1979, 1980, 1981 and 1982. 


12. Plaintiffs have consistently refused to 
cooperate with the Internal Revenue Serv- 
ice by failing to provide financial informa- 
tion concerning their property holdings, 
cash bank accounts, drug involvement, and 
other financial matters, and by refusing to 
answer questions. 


13. The plaintiffs have acquired large 
amounts of property over the years in ques- 
tion, causing a large unexplained increase 
in their net worth. Similarly, the income, 
if any, reported by the plaintiffs was mark- 
edly less than the value of the assets they 
purchased. For example, the plaintiffs ac- 
quired the following assets from 1975 to 
1978 with a net worth increase of $224,798.42: 


Purchase of Beech Mountain 


residence, North Carolina .... $121,370.28 
Purchase of Miami _ residence, 

ELOTIGAN pce ee ek ee eEE tat 130,170.00 
Assets of S & M Leasing Co..... 78,823.57 
Purchase of automobiles ....... 30,729.25 
Investment in Cheek’s Market.. 25,767.35 


14. Plaintiffs held a substantial amount 
of property in the name of two nominees, 
Charlotte Sean Fowlkes and S & M Lead- 
ing Co. Garvey M. Cheek, Jr. purchased 
the two Ferrari automobiles and the resi- 
dence in Miami, Florida, and put the title 
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to them in Ms. Fowlkes’ name. Ms. Fowlkes 
readily admitted that Garvey M. Cheek, Jr., 
was the actual owner of this property. 


15. Plaintiffs appear to be dissipating 
their assets. Although Garvey M. Cheek, 
Jr. is in prison, he has issued an all-encom- 
passing power of attorney to his wife, Judy 
Cheek. From September, 1983, to Feb- 
ruary, 1984, Mrs. Cheek has issued deeds 
of trust and sold five pieces of property. 
Net proceeds from these transactions to- 
taled $185,781. When questioned by Rev- 
enue Agent Lenny Smathers about these 
proceeds, Mrs. Cheek stated that she used 
them to pay bills. No further explanation 
was forthcoming from either of the plain- 
tiffs. The failure of Mrs. Cheek to specify 
the whereabouts of more than $185,000 is 
representative of bad faith and shows an 
increased likelihood that the plaintiffs will 
dissipate their remaining assets before the 
Internal Revenue Service can complete 
their normal collection procedures. 


Conclusions of Law 


1. The Western District of North Caro- 
lina has subject matter jurisdiction over 
this summary proceeding pursuant to 26 
U. S. C. Section 7429(b)(1). Although 
the plaintiffs failed to request a timely 
hearing so that the court was unable to 
comply with the twenty-day determination 
requirement of 26 U. S. C. Section 7429 
(b)(2), the court’s jurisdiction over this 
action remains unaffected. See Meadows v. 
United States [82-2 usrc J 9137], 665 F. 2d 
1009 (11th Cir. 1982). 


2. Although the plaintiffs failed to serve 
any process or summons upon the defend- 
ant, United States, the United States, through 
its attorney, has consented to personal jur- 
isdiction for the purposes of this action. 
See, e.g., Neifeld v. Steinberg, 438 F. 2d 423 
(3d Cir. 1971); Rubbiert v. General Well 
Service, Inc., 535 F. Supp. 525 (D. Colo. 
1982). 


3. Each notice of jeopardy assessment 
and right of appeal was properly sent to 
the plaintiffs within five days as required 
by law. 26 U. S. C. Section 7429(a) (1). 


4. The Internal Revenue Service properly 
reviewed the making of the jeopardy as- 
sessments and properly notified the plain- 
tiffs that the assessments were sustained. 
26 U. S. C. Sections 7429(a)(3), 7429(b) 
(1) (A). 

5. The making of the jeopardy assess- 
ments pursuant to 26 U. S. C. Section 6861 
was reasonable under the circumstances. 
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26 U. S. C. 7429(b)(2)(A). Factors lead- 
ing to this conclusion are stated in the 
findings of fact and are summarized here 
as follows: Garvey M. Cheek, Jr.’s guilty 
plea to tax evasion in 1978 and 1979 and 
both his and Judy Cheek’s failure to file 
tax returns from 1979 to 1982 are strong 
evidence of a history of tax evasion and 
suggest the possibility of further tax eva- 
sion; Garvey M. Cheek, Jr.’s present in- 
dictment for drug charges; Mr. Cheek, Jr.’s 
extensive dealings in large amounts of cash 
in order to hide traces of his financial 
dealings; plaintiffs’ unexplained increases in 
net worth through the surrepititious pur- 
chase of large amounts of property; and 
plaintiffs’ apparent dissipation of many of 
their assets, are sufficient to show the rea- 
sonableness of the jeopardy assessment. — 


6. The amount assessed under 26 U.S. C., 
Section 6861, was appropriate under the 
circumstances. 26 U. S. C., Section 7429 
(b)(2)(B). The plaintiffs failed to meet 
their burden in proving that the amount 
of the assessment was inappropriate. 26 
U. S. C. Section 7429(g)(2). Since the 
plaintiffs’ books and records did not re- 


flect the value of assets acquired so as 
clearly to reflect their income, the net 
worth expenditures method was used by 
the Internal Revenue Service to compute 
their correct adjusted gross income. This 
procedure is authorized by law and is 
normally applied in circumstances such as 
are present in this case. 26 U. S. C. Sec- 
tion 446(b). Plaintiffs failed to present 
any probative evidence to refute the amounts 


-assessed. Though they did submit the aff- 


davit of Judy Cheek, this affidavit was 
signed by Judy Cheek and notarized on the 
morning of the trial at a location only sev- 
eral feet from the courtroom. Since Mrs. 
Cheek was clearly able .to appear at the 
hearing and be subject to cross-examina- 
tion, her affidavit must be given little, if 
any, weight. The amounts assessed appear 
to be appropriate under the law and stand 
in the absence of any evidence to the 
contrary. See Revis v. United States [83-1 
ustc § 9223], 558 F. Supp. 1071, 1079 (D. 
R. I. 1983); Loretto v. United States [78-1 
ustc $9110], 440 F. Supp. 1168, 1172 n. 7 
(GE. D.Bae 1977). 


[9426] United States of America and Gilbert Ledger, Revenue Officer, Internal 


Revenue Service, Petitioners-Appellees v. Richard A. Sherlock, Respondent-Appellant. 


U. S. Court of Appeals, 5th Circuit, No. 83-3488, 4/8/85. Affirming unreported Dis- 
trict Court. 
[Code Sec. 7602] 


Examination of books and witnesses: Privileges: Self-incrimination, business records. 
—The taxpayer’s appeal of the enforcement of a summons was dismissed as moot because 
he had complied with such summons. Although the taxpayer had initially claimed a 
Fifth Amendment privilege against self-incrimination, he let an IRS agent examine the 
books and records requested in the summons when the district court ruled that 
failure to do so would result in his being held in contempt of court. Back reference: 
{| 5924.509. 


John P. Volz, United States Attorney, Glenn L. Archer, Jr., Assistant Attorney 
General, Charles E. Brookhart, John A. Dudeck, Jr., Michael L. Paup, Gayle P. Miller, 
Department of Justice, Washington, D. C. 20530, for petitioners-appellees. Joe Alfred 
Izen, Jr., 8191 Southwest Freeway, #117, Houston, Tex. 77074, for respondent-appellant. 


Before JoHNson and Hit, Circuit Judges, and Hrnoyosa,* District Judge. — 


Sherlock complied with the summons at 
issue in this appeal. This Court agrees 
that Sherlock’s claim is moot, and there- 
fore, the instant appeal is dismissed. 


Jounson, Circuit Judge: Richard A. Sher- 
lock appeals from the district court’s dis-_ 
missal_ of contempt maocee(inas) eeainst 
She 


: ae Backgr nd. This ‘case arises out of an 
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to Sherlock’s case issued a summons di- 
recting Sherlock to appear before the agent 
and give testimony. The summons also 
directed Sherlock to produce books and 
records. Sherlock appeared before the agent 
but refused to answer any questions, assert- 
ing his privilege against self-incrimination 
“on every question.” Record Vol. 2 at 14. 
In addition, Sherlock brought with him a 
paper bag, arguably containing the re- 
quested documents; but Sherlock refused 
on fifth amendment grounds to let the agent 
examine them. Dissatisfied with Sherlock’s 
response to the summons, the agent sought 
enforcement of the summons in federal 
district court. 


Sherlock filed a pro se motion to dismiss 
the enforcement proceedings. After two 
hearings before a magistrate,’ the district 
court denied Sherlock’s motion to dismiss, 
adopted the recommendations of the magis- 
trate, and entered an order enforcing the 
summons. That order was not appealed. 


Sherlock obtained counsel and counsel 
moved to set aside the district court’s order. 
That motion was denied. In accordance 
with the enforcement order, Sherlock ap- 
peared before the IRS agent, with counsel, 
but Sherlock refused to produce books or 
records, and he refused to answer numerous 
questions on fifth amendment grounds. 


The Government then filed a motion to 
hold Sherlock in contempt. A hearing was 
held and Sherlock gave “in camera” testi- 
mony relating to the validity of his fifth 
amendment privilege claim. The district 
court ruled that Sherlock did not have a 
valid fifth amendment claim and ordered 
that Sherlock comply with the summons or 
be held in contempt. Sherlock then com- 
plied with the summons by answering the 
Government’s questions and producing 
the requested documents as directed by the 
district court. The district court held the 
matter open pending the Government’s re- 
view of the sufficiency of Sherlock’s re- 
sponses. The Government decided not to 
seek further testimony from Sherlock and. 
filed a motion to dismiss the contempt pro- 
ceedings, which was granted. Sherlock ap- 
peals from the dismissal. 


II. Discussion. The Government claims 
that Sherlock’s claim of fifth amendment 
privilege is moot because Sherlock com- 
plied with the summons when faced with 


1Cf. United States v. First State Bank of 
Clute [80-2 ustc {| 9699], 626 F. 2d 1227 (5th 
Cir. 1980) (finding a challenge to the constitu- 
tionality of a summons proceeding not moot, 
but frivolous); Federal Trade Commission v. 
Gibson Products, Inc., 569 F. 2d 900 (5th Cir. 
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contempt orders. Sherlock disagrees, argu- 
ing that the Government continues to bene- 
fit from the material he gave them under 
coercion. This Court finds that Sherlock’s 
appeal is moot. 


This Circuit has found appeals to be 
moot when the taxpayer has complied with 
an IRS summons prior to appeal. See, e.g., 
United States v. Sweet [81-2 ustc J 9703], 
655 F. 2d 54 (5th Cir. 1981); United States 
v. First American Bank [81-2 ustc J 9530], 
649 F. 2d 288 (5th Cir. 1981); United States 
v. Carpenter [70-1 ustc 9401], 425 F. 2d 
264 (Sth Cir. 1970); Baldridge v. United 
States [59-1 ustc 9180], 406 F. 2d 526 
‘(Sth Cir. 1969) ; Grathwohl v. United States, 
401 F. 2d 166 (5th Cir. 1968); Lawhon v. 
United States [68-2 ustc 79532], 390 F. 2d 
663 (5th Cir. 1968).* 


Lawhon and First American Bank both 
involved situations where the taxpayer was 
claiming that compliance with an IRS sum- 
mons would infringe on the taxpayer’s con- 
stitutional rights. The thrust of both those 
cases is that the taxpayer can reassert the 
constitutional issue if the Government seeks 
to introduce the allegedly unconstitution- 
ally obtained information into evidence in 
a subsequent criminal trial. As this Court 
has stated: 


This motion, in effect, seeks to have this 
‘Court give an advisory opinion as to the 
admissibility in evidence of the records 
-or their product in the event of a subse- 
quent criminal trial. Such event may 
not occur. This court passes no judg- 
ment on the question whether, if the 
mooted records are used in a subsequent 
prosecution of the taxpayers, if there be 
one, their introduction would be forbid- 
den as violating the constitutional rights 
of the defendants. 


Lawhon, 390 F. 2d at 663; First American 
Bank, 649 F. 2d at 289. That rationale ap- 
plies equally in the instant case. 


In a case on all fours with the immediate 
case, the Seventh Circuit has found the 
privilege issue moot. United States v. Porter 
[83-2 ustc J 9457], 711 F. 2d 1397 (7th Cir. 
1983). That court stated: 


Respondents claim that, even though 
they have surrendered each of the sum- 
moned items... their Fifth Amendment 
claims with respect to the surrendered 
items are not moot. This court and other 


1978) (finding that compliance with summons 


did not moot appeal when further relief was 


available from appellate court through order to 
return subpoenaed documents and to forbid 
use of documents in ongoing adjudication). 
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circuits, however, have flatly held that a 
taxpayer's submission of material in 
compliance with an IRS summons 
renders any constitutional objections to 
that compelled submission moot. 
Id. at 1399-400 (citing this Court’s deci- 
sion in First American Bank). Accord 
EEOC v. St. Regis Paper Co., 717 F. 2d 
1302 (9th Cir. 1983); United States v. Trails 
End Motel, Inc. [82-1 ustc § 9179], 657 F. 
2d 1169 (10th Cir. 1981); United States v. 
Equity Farmers Elevator [81-2 ustc J 9625], 
652 F. 2d 752 (8th Cir. 1981); Kurshan v. 
Riley, 484 F. 2d 952, 953 (4th Cir. 1973); 
United States v. Lyons [71-1 uste { 9437], 
442 F. 2d 1144 (1st Cir. 1971). But see 
United States v. Friedman [76-1 ustc { 9328], 
532 F. 2d 928 (3rd Cir. 1976) (appeal not 
moot where taxpayer has complied with 
court order because Government may pos- 
sibly use records against taxpayer in a 
subsequent criminal proceeding); FTC wv. 
Browning, 435 F. 2d 96, 97 n. 1 (D. C. Cir. 
1970) (appeal not moot because records 
remain in the possession of the FTC and 
appellant Browning would be entitled to 
their return). 


Sherlock cites United States v, Doe, — 
U. S. —, 104 S. Ct. 1237, 79 L. Ed. 2d 552 
(1984), and Pillsbury Company v. Conboy, 
459 U. S. 248, 103 S. Ct. 608, 74 L. Ed. 2d 
430 (1983), among other cases, in support 
of his contention that this appeal is not 
moot. While Doe might be helpful to Sher- 
lock if this Court reached the merits of 
his privilege claim, nothing in either Doe 
or Pillsbury requires reevaluation of this 
Circuit’s established precedent that an apr 
peal is moot once the taxpayer has com- 
plied with a summons. Furthermore, 
nothing Sherlock points out to this Court 
raises any issue which revives the moot 
privilege claim in this case.? 


III. Conclusion. Since Sherlock complied 
with the summons in the instant case, his 
appeal is moot. Sherlock is not prohibited 
from attempting to reassert his privilege 
against self-incrimination in the event the 
Government attempts to use the informa- 
tion obtained against Sherlock in a subse- 
quent proceeding. Consequently, Sherlock’s 
appeal is 


DISMISSED. 


[] 9427] Gene L. Kreider and Estate of Berniece L. Kreider, Deceased, Gene L. 
Kreider, Executor, Petitioners-Appellants v. Commissioner of Internal Revenue, Re- 
spondent-Appellee. 


U. S. Court of Appeals, 7th Circuit, No. 84-2070, 5/28/85. Aff’s Tax Court, 47 TCM 
1071, Dec. 40,991(M), TC Memo. 1984-68. 


[Code Sec. 7482] 

Appellate court: Jurisdiction: Appeal of successful taxpayer.—The court of appeals 
has appellate jurisdiction to review a Tax Court holding that an amount received was not 
additional consideration for a sale of stock where it was a material and necessary part 
of the latter’s decision characterizing the payment as something else. Although each tax 
year gives rise to a separate cause of action and the individual would have been disqual- 
ified from using the installment method of accounting and thereby increasing his tax liability 
for the tax year in question had his position been adopted by the lower court, the indi- 
vidual’s overall tax liability would have been reduced due to the effect of collateral 
estoppel on other years. Thus, the lower court’s decision was considered adverse to the 
taxpayer and subject to review. W. W. Windle Co., CA-1, 77-1 USTC f[ 8203, cert. den. 
431 U. S. 966, distinguished. Back reference: {] 5876A.075. 


[Code Secs. 61 and 1221] 

Income: Expenses: Sale of business: Covenant not to compete: Compensation for 
services: Evidence.—An individual who sold stock in a trucking business for a specified 
amount plus an additional amount if the business earned a profit between the end of 
1975 and the date of closing (October, 1977) could not treat the latter as additional con- 
sideration for such stock where a provision in the sales agreement characterized such 
amount as either compensation for services or consideration for a covenant not to com- 
pete. The individual failed to provide strong proof that the parties intended such amount 
as additional consideration for his stock rather than as expressed in their agreement. 
The Tax Court properly allocated 14 of the additional amount to compensation for serv- 
either at trial or on appeal. Consequently, he . 


2 Sherlock also claims that he is entitled to ( 
is not entitled to an award of attorney’s fees. 


attorney’s fees under the Equal Access to Jus- 
tice Act. Sherlock is not the prevailing party 
q{ 9427 © 1985, Commerce Clearing House, Inc. — 
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ices and 24 to a covenant not to compete where each factor had some economic value, 
the sales agreement was silent as to the method of allocation, and each party established 
by a preponderance of the evidence that some of such amount was attributable to each 
factor. Back references: {| 644.4065 and 4717.0977. 


- [Code Sec. 1348—before repeal by P. L. 97-34] 


Maximum tax: Personal service income: Earned income: Covenant not to compete.— 
For maximum tax purposes, an amount attributable to a covenant not to compete does 
not constitute personal service income because it does not qualify as earned income. Reg. 
§ 1.1348-3(a) (1) (i) is valid. Thus, the lower court’s holding that the maximum tax limita- 


tion did not apply was sustained. Back reference: {[ 6099VQ.25. 
David T, Lumerman, 1801 N. Belt West, Belleville, Ill. 62223, for ta 


pellants. 
spondent-appellee. 


Michael L. Roach, Department of Justice, Washington, 


D. C. 20530, for re- 


Before Woop and FLaum, Circuit Judges, and PELL, Senior Circuit Judge. 


Fraum, Circuit Judge: Petitioner-appellant 
Gene L. Kreider, individually and as ex- 
ecutor of the estate of his deceased wife, 
Berniece L. Kreider, appeals from a deci- 
sion of the United States Tax Court char- 
acterizing a $631,383.80 payment that the 
Kreider’s received in 1977 upon the sale of 
their trucking company. The issues pre- 
sented on appeal are: (1) whether the pay- 
ment in question constituted consideration 
for the Kreiders’ stock in the company, 
consideration for a covenant not to com- 
pete, or compensation for personal services; 
and (2) if the payment was consideration 
for a covenant not to compete, whether it 
qualified as personal service income under 
the maximum tax provisions of I. R. C. 
§ 1348.1 The Tax Court allocated one-third 
of the payment to compensation for serv- 
ices and two-thirds to the covenant not to 
compete, and further held that the portion 
allocated to the covenant not to compete 
did not qualify as personal service income 
under section 1348. Kreider v. Commisstoner 
[CCH Dec. 40,991(M)], 47 T. C. M. (CCH) 
1071 (Feb. 13, 1984). We affirm the Tax 
Court’s decision. 


I. 


On October 27, 1977, Gene and Berniece 
Kreider sold all of the outstanding stock 
(200 shares) of Kreider Truck Service, 
Inc., an Illinois corporation, to Joseph R. 
Behnken, the president of Behnken Truck 
Service, Inc. At the time of the sale, the 
Kreiders were the sole shareholders of 
Kreider Truck Service and Gene Kreider 
had served as president of the trucking 
company for 43 years. 


The sale of Kreider Truck Service was 
carried out pursuant to a sales agreement 


that the parties had entered into on Sep-. 


1Unless otherwise noted, all section refer- 
ences are to the Internal Revenue Code of 
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tember 9, 1976. The agreement provided 
that the Kreiders would sell all of the out- 
standing stock of Kreider Truck Service 
to Behnken for $1.2 million. The selling 
price of $1.2 million was based upon the 
adjusted book value of the stock as of De- 
cember 31, 1975. Paragraph 1(a) of the 
agreement provided that if the company in- 
curred a loss between December 31, 1975, and 
the date of closing (which turned out to be 
October 27, 1977), the amount of the loss 
would be deducted from the $1.2 million sell- 
ing price. In the event of such a loss, how- 
ever, Mr. Kreider had the right to void the 
entire agreement unless Behnken agreed to 
waive that provision. 


If, on the other hand, Kreider Truck 
Service made a profit between December 
31, 1975, and the date of closing, paragraph 
8 of the sales agreement provided for the 
payment of an amount in addition to the 
$1.2 million sale price. The primary issue 
in this case is the characterization, for tax 
purposes, of the payment made to the 
Kreiders pursuant to paragraph 8. 


Paragraph 8 was entitled “Covenant Not 
To Compete From Sellers And Additional 
Compensation.” Subparagraph (a) provided 
that the Kreiders would not compete with- 
Behnken, either directly or indirectly, for 
a period of three years after the date of 
closing. Subparagraph (b) provided that 
“Ti]Jn consideration for’ the covenant not 
to compete, Behnken would pay the Kreiders 
an amount equal to the accumulated after- 
tax profit of Kreider Truck Service for the 
period from December 31, 1975, to the date 
of closing. 

Subparagraph (c) of paragraph 8 pro- 
vided that in addition the $1.2 million sale 
price, the Kreiders “shall retain the right 
1954, as amended and in effect during the tax 
year in issue. | 
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to pay themselves as compensation or as 
a covenant not to compete” the net before- 
tax profit (or the after-tax profit if the 
compensation paid under this subparagraph 
resulted in a tax deduction for the com- 
pany) earned by the company from De- 
cember 31, 1975, to the date of closing. 
To confuse matters still further, subpara- 
graph (e) provided that the total amount 
of the additional payment to be made to 
the Kreiders under paragraph 8 would 
not exceed the net before-tax profit earned 
by the company from December 31, 1975, 
to the date of closing.? A supplemental 
agreement signed by the parties on the 
same day provided that: 


Paragraph 8 .. . shall be interpreted 
to mean that the [Kreiders] shall receive 
a minimum of but no greater than the 
net profit before taxes, whether paid in 
the form of covenant not to compete 
and/or compensation. 


On October 27, 1977, the closing date, 
Behnken paid the Kreiders $1.2 million 
for the stock of Kreider Truck Service 
($348,000 in cash and the remainder in a 
note payable on January 3, 1978) plus an 
additional $631,383.80* in cash pursuant to 
paragraph 8. Although the parties did not 
specify whether the additional. payment 
would be characterized as consideration for 
the covenant not to compete or as com- 
pensation for services, both parties treated 


the payment as consideration for a covenant 
not to compete on their 1977 tax returns. 
The Kreiders reported the payment as 
personal service income subject to the 
maximum tax provisions of section 1348. 


The Commissioner found a deficiency 
of $75,577.80 in the Kreiders’ 1977 return, 
based upon his determination that income 
from a covenant not to compete was not 


personal service income under section 1348. 


Mr. Kreider filed a petition with the United 
States Tax Court for a redetermination of 
the deficiency on March 9, 1981, pursuant 
to 26 U. S. C. §6213(a) (1982). A short 
trial was held on September 20, 1982. 
Kreider argued to the Tax Court alterna- 
tively that: (1) the $631,383.80 payment 
should be characterized as additional con- 
sideration for the stock of Kreider Truck 
Service and thus treated as a capital gain, 
(2) the payment should be characterized 
under paragraph 8 as compensation for 
services (and thus personal service income) 
rather than payment for the covenant not 
to compete, and (3) if characterized as con- 
sideration for the covenant not to compete, 
the payment qualified as personal service 
income under section 1348. The Commis- 
sioner argued that the payment was con- 
sideration for the covenant not to compete 
and that it did not qualify as personal 
service income under section 1348. 


2The relevant portions of paragraph 8, as 
supplemented and amended, provided that: 

(a) The Sellers agree that during the period 
commencing on the closing date as set forth 
in the Agreement and ending at the expira- 
tion of three (3) years from said closing date, 
they will not compete directly and/or in- 
directly with KREIDER or the BUYER as a 
bulk carrier in the areas, counties, and/or 
states where KREIDER and/or the BUYER 
operate. 

That the phrase ‘‘to compete directly or in- 
directly’’ shall mean, in addition to the normal 
meanings of the words used therein, that the 
Sellers shall not disclose lists of customers, 
rates, inside information or any other pertinent 
information to any direct or indirect competi- 
tor of KREIDER or the BUYER; the BUYER 
will not hold SELLERS responsible for any 
information which can be obtained from public 
records, such as published tariffs, exhibits of 
operating authorities, etc.; and that the SELL- 
ERS shall not own directly or indirectly any 
stock or any interest in any direct or indirect 
competitor of KREIDER or the BUYER. That 
notwithstanding this Paragraph 2 [sic], SELL- 
ERS shall be free to seek employment in the 
transportation industry which is not in the 
bulk commodities business competition with 
KREIDER. SELLERS are also permitted to 
buy stock in any transportation business listed 
on any public stock exchange. ~ 

(b) In consideration for the SELLERS cov- 


enanting not to compete the BUYER agrees to 
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pay to the SELLERS an amount equal to the 
accumulated after-tax profit of KREIDER de 
termined in accordance with the Internal Rev- 
enue Code and all rules and regulations 
promulgated thereunder for the said period 
from 12-31-75 to closing to be paid on or before 
closing in cash. ... 

(c) In addition to the $1,200,000 to be paid 
for the purchase of the stock in paragraph 1 
above, the SELLERS shall retain the right to 
pay themselves as compensation or as a covenant 
not to compete the net profit before taxes (un- 
less the compensation to be paid herein shall 
represent a tax deduction for KREIDER then 
it shall be the net profit after taxes) made by 
KREIDER from December 31, 1975 through and 
including the date of closing. ... 

(e) It is understood by all parties hereto that 
the total amount to be paid to the SELLERS 
under the provisions of paragraph 8 represent- 
ing the compensation to be paid for the cov- 
enant not to compete shall not exceed an 
amount equal to the net before Federal and 
State taxes profit of KREIDER earned during 
the period from 12-31-75 to closing without tak- 
ing into consideration the payments to be made 
under paragraph 8. 

7It was stipulated that this amount repre- 
sented the before-tax profit of Kreider Truck 
Service for the period January 1, 1976, to 
October 27, 1977. The after-tax profit for the 


_ same period was $456,585.64. 


ec 
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In a thorough and well-reasoned opinion, 
the Tax Court first determined that the 
payment was not additional consideration 
for the stock of Kreider Truck Service. 
Kreider v. Commissioner [CCH Dec. 
40,991(M)], 47 T. C. M. (CCH) 1071, 1073 
(Feb. 13, 1984). The court then refused to 
characterize the entire $631,383.80 payment 
either as compensation for services or as 
consideration for the covenant not to com- 
pete, finding that both the covenant and 
Mr. Kreider’s services during the period 
before closing had some economic value to 
Behnken and that the parties thus intended 
some allocation to each. Because the agree- 
ment was completely silent as to the method 
of allocation, the Tax Court reviewed the 
record and concluded that one-third of the 
payment was allocable to compensation for 
services while two-thirds was allocable to 
the covenant not to compete. Jd. at 1076. 
Lastly, the court cited a Treasury regula- 
tion expressly providing that personal serv- 
ice income does not include amounts 
received for a covenant not to compete. 
Treas. Reg. § 1.1348-3(a)(1)(i). The court 
found the regulation determinative of the 
final issue after holding that Kreider had 
failed to establish that the regulation was 
invalid. 47 T. C. M. at 1077. 


On appeal, Kreider essentially presents 
the same arguments that were made to and 
considered by the Tax Court. 


If, 


A. Payment for the Sale of Stock. 
Kreider first attacks the Tax Court’s hold- 
ing that the $631,383.80 payment did not 
constitute additional consideration for the 
stock of Kreider Truck Service. Before 
we address the merits of his claim, how- 
ever, we must briefly discuss the Commis- 
sioner’s contention that this holding is 
unreviewable on appeal. 


The Commissioner argues that the Tax 
Court’s decision on this issue is not ad- 
verse to the Kreiders because a decision 
in their favor would have increased their 
1977 tax liability. Therefore, it is argued, 
this court has no jurisdiction to hear the 
appeal under the principles articulated in 
W. W. Windle Co. v. Commissioner [77-1 
ustc 9203], 550 F. 2d 43, 45-46 (1st Cir.) 
(dismissing an appeal from the Tax Court 
on the ground that the Tax Court’s holding 


the decisions of the Tax Court . 


was not adverse to the taxpayer in the 
year at issue), cert. denied, 431 U. S. 966 
(1977). The Kreiders’ 1977 tax liability 
would be increased if the $631,383.80 pay- 
ment were treated as additional considera- 
tion for their stock in Kreider Truck Service 
because they would then be unable to use 
the installment method under section 453 
of the Code in reporting their gain on the 
sale. As in effect in 1977, section 453 al- 
lowed a taxpayer to treat the gain on a 
sale or disposition of property as an in- 
stallment sale if the taxpayer received no 
more than 30% of the gross sale price in 
the year of the sale. I. R. C. §453(b). The 
Kreiders reported receiving $348,000 in cash 
in 1977 from the sale of their stock in 
Kreider Truck Service, or 29% of the 
reported gross sale price of $1.2 million. 
They therefore qualified for installment sale 
reporting. If the $631,383.80 cash payment 
received in 1977 were treated as additional 
consideration for their stock, however, the 
Kreiders would not have been able to re- 
port their gain on the installment basis 
because they would then have received 
$979,383.80 in payments in 1977, which 
would represent 53.5% of the revised gross 
sale price of approximately $1.83 million. 
Even after taking the capital gain deduc- 
tion into account, the loss of eligibility for 
installment sale reporting would result in 
a substantial increase in the Kreiders’ 1977 
taxable income. 


Kreider concedes that their 1977 taxable 
income would increase if the payment in 
question were characterized as additional 
consideration for their stock. He argues, 
nevertheless, that he is entitled to appeal 
the Tax Court’s decision because a decision 
in his favor, while increasing the Kreiders’ 
tax liability in 1977, would decrease their 
overall taxable income due to the decision’s 
effect on subsequent reporting years.* 


We hold that this court has appellate 
jurisdiction to review the Tax Court’s hold- 
ing that the $631,383.80 payment was not 
consideration for the Kreiders’ stock. The 
applicable jurisdictional statute provides 
that the United States Courts of Appeals 
“shall have exclusive jurisdiction to review 
Ss ICO 
U. S. C. § 7482(a) (1982) (emphasis added). 
A decision of the Tax Court is any “formal 
determination of the existence or nonexist- 


4In order to realize the tax savings from 
this decreased overall taxable income, Kreider 
would presumably have to file amended returns 
and obtain refunds for any subsequent report- 
ing years affected by the decision, since the 
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Kreiders reported the $631,383.80 payment in 
1977 as consideration for the covenant not to 
compete rather than as consideration for their 
stock in Kreider Truck Service. 
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ence of a deficiency.” W. W. Windle, 550 
F. 2d at 45; see also 9 J. Mertens, Law of 
Federal Income Taxation § 51.13 (1982). The 
Commissioner relies upon W. W. Windle 
as support for his contention that this part 
of the Tax Court’s decision is unreview- 
able. In W. W. Windle, however, the hold- 
ing being appealed was immaterial to the 
Tax Court’s decision because a contrary 
outcome on that particular issue would 
not have affected the amount of the defi- 
ciency either way. 550 F. 2d at 44. The 
court thus held that it did not have juris- 
diction over the appeal. Jd. at 45. In con- 
trast, the Tax Court’s holding in this case 
that the $631,383.80 payment was not ad- 
ditional consideration for the stock of 
Kreider Truck Service was an essential step 
in the court’s analysis of the character, for 
tax purposes, of the payment under para- 
graph 8. A finding in favor of Kreider on 
this issue would definitely have affected the 
amount of the deficiency and thus the ulti- 
mate decision of the Tax Court. 


The question remains, however, whether 
appellate jurisdiction over this part of the 
Tax Court’s decision is nevertheless fore- 
closed because a different outcome would 
have increased, rather than decreased, the 
amount of the taxpayer’s deficiency for the 
1977 tax year. Although the plain language 
of section 7482(a) does not appear to so 
restrict our authority, we find it unneces- 
sary to decide, in the abstract, whether a 
taxpayer should be allowed to argue for 
an increased deficiency in a case where 
only the single tax year at issue would 
be affected by the court’s decision. Realisti- 
cally, the only time a taxpayer would argue 
for an increased deficiency (and the only 
time the Commissioner would oppose) is 
in a case like the present one where the 
court’s resolution of an issue causes an 
increased tax liability for the year directly 
involved in the case but a decreased tax 
liability overall due to the decision’s bind- 
ing effect on other reporting years. 


Although the general rule is that each 
tax year gives rise to a separate cause of 
action, the collateral estoppel doctrine will 
apply when the precise facts, rights, ques- 
tions, or issues decided on the merits and 
essential to the judgment in one case are 
presented for adjudication in the second. 
See generally 10 J. Mertens, Law of Federal 
Income Taxation § 60.25 (1984); W. W. 


5 We express no view as to whether this de- 


cision would have collateral eet effects as - 


to Behnken. 
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Windle, 550 F. 2d at 46; Walter Wilson Flora 
v. Commussioner [CCH Dec. 28,312], 47 
T. C. 410, 413-14 (1967). In W. W. Windle, 
for example, the Tax Court’s holding that 
the taxpayer sought to appeal would have 
had no binding effect on the taxpayer for 
other reporting years because the holding 
was unnecessary to the Tax Court’s deci- 
sion on the amount of the deficiency. 550 
F. 2d at 46. In this case, on the other hand, 
the Tax Court’s holding that the $631,383.80 
payment was not consideration for the 
Kreiders’ stock was a material and neces- 
sary part of the Tax Court’s decision char- 
acterizing the payments as something else. 
The precise facts and issues would be pre- 
sented if, after losing in this case, Kreider 
filed an amended return for 1978 and claimed 
a refund on the ground that the payment 
should be treated as consideration for the 
stock of Kreider Truck Service rather than 
as characterized by the Tax Court in the 
instant litigation. Similarly, if this case 
were decided in Kreider’s favor, the precise 
facts and issues would be presented if the 
Commissioner decided to contest the amended 
returns that Kreider would then file for 
subsequent tax years (see supra note 4) on 
the ground that the payment should be 
treated solely as consideration for the cove- 
nant not to compete. 


A case almost directly on point is Lea, 
Inc. v. Commissioner [CCH Dec. 34,984], 69 
T. C. 762 (1978), where a prior decision of 
the Court of Claims allocating the amount 
realized on the sale of a company between 
a covenant not to compete and good will 
was held to collaterally estop the taxpayer 
from relitigating the issue for subsequent 
reporting years. Jd. at 770. We believe that 
both Kreider and the Commissioner would 
be similarly barred from relitigating for - 
subsequent reporting years the tax conse- 
quences to the Kreiders of the payment 
received under paragraph 8.5 In sum, we 
believe that the Tax Court’s holding should 
be viewed in light of its binding effect on 
the Kreiders’ subsequent tax years. In that 
light, the Tax Court’s decision increased 
the Kreiders’ overall tax liability and is 
thus adverse to them. We therefore hold 
that we have jurisdiction to hear Kreider’s 
appeal from the Tax Court’s entire decision, 
including this first issue. ; 

Turning to the merits of Kreider’s appeal, 
we believe that the Tax Court correctly 
held that the $631,383.80 payment was not 
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additional consideration for the Kreiders’ 
stock based on paragraph 8’s characteriza- 
tion of the payment as either compensation 
for services or as consideration for the 
covenant not to compete.® The court first 
discussed the burden of proof on a party 
seeking to establish that the intent of the 
parties is other than that expressed in their 
contract, applying the “strong proof” stand- 
ard favored by the Tax Court and enunci- 
ated in Major v. Commissioner [CCH Dec. 
37,679]: 


[W ]Jhere one alleges that an allocation is 
actually other than that contained in a 
contract, that party must prove it beyond 
a mere preponderance of the evidence— 
he must present “strong proof” that the 
allocation is correct based on the intent 
of the parties and the economic realities. 


76 T. C. 239, 247 (1981). Kreider argues 
that the Tax Court erred in applying the 
strong proof standard because that stand- 
ard was not used in a 1955 decision of this 
circuit. 
Dec. 30,049], 54 T. C. 742, 756-57 (1970) 
(Tax Court bound to apply law of circuit to 
which appeal of decision would lie), [71-2 
ustc J 9497] aff'd, 445 F. 2d 985 (10th Cir.), 
cert. dented, 404 U. S. 940 (1971). In 1955, 
this circut held that 


in tax matters we are not bound by 
the strict terms of the agreement; we 
must examine the circumstances to deter- 
mine the actualities and may sustain or 
disregard the effect of a written provision 
or of an omission of a provision, if to 
do so best serves the purposes of the tax 
statute. . . . Therefore, it was the duty 
of the tax court and is our duty here to 
ascertain the true intent, insofar as tax 
consequences are concerned. Consequently, 
it is immaterial whether the contract did 
or did not define a specified amount as 
the value of the covenant. 


Wilson Athletic Goods Manufacturing Co. v. 
Commissioner [55-1 ustc J 9442], 222 F. 2d 
355, 357 (7th Cir. 1955). Kreider asserts 
that this circuit therefore looks to the “true 
intent” of the parties to determine the sub- 
stance of a transaction rather than looking 
to the strict terms of the agreement. In 
Wilson Athletic Goods, however, the issue 
was whether the parties had properly allo- 
cated a payment under the contract between 
good will and a covenant not to compete 


._ For purposes of this analysis, the items in 
paragraph 8 will be discussed as a unit. The 
question whether the payment under paragraph 
8 should be characterized as compensation for 
services or as consideration for a covenant not 
to compete will be disussed in the following 
section. : 


1985 Standard Federal Tax Reports» 


See Golsen v. Commissioner [CCH - 


when the contract was completely silent on 
the issue. The contract in that case pro- 
vided for the sale of a company at a total | 
purchase price of $570,000, comprising 
$270,000 for current assets, $157,300 for 
machinery, equipment, and other fixed as- 
sets, and an additional payment of $142,700. 
Id. at 356. The contract did not state the 
purpose of this additional payment. The 
taxpayer entered upon its books the follow- 
ing allocation: $132,700 to the covenant not 
to compete and $10,000 to good will. Jd. 
The Commissioner argued, and the Tax 
Court agreed, that nothing should be allo- 
cated to the covenant not to compete be- 
cause the contract did not expressly segregate 
the $132,700 from the total purchase price 
as the amount attributable to the covenant. 
Id. at 357. This court reversed, as quoted 
above. In view of the contract’s silence as 
to the purpose of the additional $142,700 
payment, this court held that it would look 
beyond the contract to determine whether 
the covenant not to compete had value and, 
if so, the amount thereof. Jd. 


The case cited by Kreider as support for 
his contention that this circuit does not fol- 
low the strong proof standard is therefore 
not a case in which the Tax Court would 
even apply that standard. The strong proof 
standard applies only when a party is seek- 
ing to establish that the parties intended 
something other than what is specifically 
stated in their contract, as Kreider is at- 
tempting to do here. See Peterson Machine 
Tool, Inc. v. Comnussioner [CCH Dec. 
39,178], 79 T. C. 72, 81-82 (1982). Wilson 
Athletic Goods, on the other hand, was a 
situation like that discussed in the follow- 
ing section where a party is merely seeking 
to construe a silent or ambiguous provision 
in the contract. A lesser burden of proof 
is imposed in the latter situation. See Peter- - 
son Machine Tool, 79 T. C. at 82. Thus, it 
appears that even if this court had discussed 
the different burdens of proof in Wilson 
Athletic Goods, we would not have applied 
the strong proof standard on the facts of 
that case." 


In short, Wilson Athletic Goods does not 
support Kreider’s contention that this cir- 
cuit has rejected the strong proof standard. 
Our emphasis in Wilson Athletic Goods on 
the intent of the parties and economic 


7 Perhaps one reason why the different bur- 
dens of proof were not discussed in Wilson 
Athletic Goods is that the strong proof standard 
was not really developed until several years 
later, in Ullman. v. Commissioner [59-1 ustc 
{ 9314], 264 F. 2d 305, 308 (2d Cir. 1959). See 
Major v. Commissioner [CCH Dec. 37,679], 76 
T. C.. 239, 249 n. 9 (1981). 
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realities is not at all inconsistent with 
approval of the strong proof standard, since 
the strong proof standard focuses on the 
same factors. See Major v. Commissioner, 
76 T. C. at 247. We therefore hold that 
the Tax Court did not err in using the 
strong proof standard in this case under 
the assumption that it would be acceptable 
to this circuit. See Kreider v. Commissioner, 
47 T. C. M. at 1074 n. 4; see also Major v. 
Commissioner, 76 T. C. at 249 (applying 
strong proof standard in case appealable to 
this circuit). 


‘Under the strong proof standard, Kreider 
must present strong proof that the $631,383.80 
payment under paragraph 8 was intended 
by the parties to be additional consideration 
for their stock rather than what paragraph 
8 says it is. The Tax Court found that the 
contract clearly provided that $1.2 million 
would be paid for all right, title, and inter- 
est in the Kreiders’ stock. Kreider pre- 
sented no evidence that the parties intended 
to allocate to the stock price more than the 
amount stated in the contract, and pre- 
sented no persuasive evidence that the $1.2 
million sale price was inadequate or that 
allocating the additional payment to com- 
pensation for services or to the covenant 
not to compete would not comport with 
economic reality. The Tax Court’s decision 
is supported by both parties’ treatment of 
the additional payment on their 1977 tax 
returns as attributable to the covenant not 
to compete rather than to the sale price 
of the stock. 


Kreider argues that the parties always 
intended the additional payment under 
paragraph 8 to be additional consideration 
for the stock of Kreider Truck Service, and 
cites as support the allegedly corresponding 
provisions in paragraphs 1(a) and 8 of the 
sales agreement. Just as any losses sus- 
tained by the company during the period 
from December 31, 1975, to the date of 
closing were to be subtracted from the $1.2 
million sale price under the provisions of 
paragraph l(a), he argues, the additional 
payment under paragraph 8 represented 

any profits earned by the company during 
the same period and thus reflected the in- 
creased value of the stock. The weakness in 
this argument is that the Kreiders were 
not bound by the provisions of paragraph 
1(a); if the company sustained a loss dur- 
ing the period from December 31, 1975, to 
the Wo of closing and if Behnken insisted 


upon reducing the sale price by that amount, 
the Kreiders could have voided the entire 
agreement. Thus, the agreement ensured 
that the Kreiders would receive no less than 
$1.2 million for their stock unless they 
chose to submit to the provisions of para- 
graph l(a). We believe that the Tax Court 
correctly held that paragraphs 1(a) and 8 
were not intended by the parties to be 
correlating provisions for the adjustment of 
the sale price of the stock between Decem- 
ber 31, 1975, and the date of closing. 


In sum, we affirm the Tax Court’s hold- 
ing that the $631,383.80 payment received 
by the Kreiders under paragraph 8 was 
not intended by the parties to be additional 
consideration for their stock in Kreider 
Truck Service. 


B. Compensation for Services versus 
Covenant Not to Compete. The second 
question on appeal is whether the Tax 
Court erred in holding that the additional 


’ payment received under paragraph 8 was 


allocable in part to the covenant not to 
compete. Paragraph 8, as seen earlier, is 
highly ambiguous as to the characterization 
of the payment to be made under its pro- 
visions. Subparagraph (b) provides that 
the payment is “[i]n consideration for” the 
covenant not to compete. Subparagraph (c) 
provides that the payment is either com- 
pensation for services or consideration for 
the covenant not to compete. Subparagraph 
(e) and the supplemental agreement impose 
a ceiling on the total amount to be paid 
under paragraph 8 that is equal to the 
amount calculated under either of subpara- 
graphs (b) or (c). 

Where the allocation in a contract is 
ambiguous, as here, and the parties merely 
seek to construe its terms in the light most 
favorable to their respective causes, the 
strong proof standard does not apply. 
Peterson Machine Tool, 79 T. C. at 82. 
Rather, the parties bear the burden of 
proving their respective interpretations by 
a mere preponderance of the evidence. Jd. 
Kreider argued before the Tax Court that 
the paragraph 8 payment should be char- 
acterized under subparagraph (c) entirely 
as compensation for his services.2 The Tax 
Court agreed that allocation of some of the 
$631,383.80 payment to compensation for 
services would comport with the parties’ 
intent and economic reality: 


38 Gene Kreider operated. Kreider Truck Service 
from the date of the sales agreement until the 
date of closing, working about 13) Bours a day, 
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During this 
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Testimony at trial revealed that the 
period between the date of the first 
agreement and the final closing would 
be a crucial one for Kreider Truck Serv- 
ice. The closing hinged upon approval 
from various transportation authorities 
of permit transfers, a process which re- 
quired hearings of unknown duration. 
Mr. Kreider testified that he knew that 
certain permits he had been seeking to 
acquire for ten years were to be granted 
during this period. Good business sense 
logically would impel the buyers to pro- 
vide Mr. Kreider with the incentive to 
put forth his best efforts during this 
crucial period. to exploit these new 
opportunities. 


47 T. C. M. at 1075. In addition, the 
formula under which the payment was to 
be computed was based upon the time 
period in which Kreider performed these 
services. The Tax Court thus held that 
Kreider had established by a preponder- 
ance of the evidence that at least some of 
the payment under paragraph 8 was alloca- 
ble to compensation for services. 


The Tax Court also held, however, that 
the Commissioner had met his burden of 
establishing by a preponderance of the 
evidence that at least some of the payment 
was allocable to the covenant not to com- 
pete. The covenant, contained in subpara- 
graph (a) of paragraph 8, was very 
detailed and specific, indicating that the 
parties thought it important. See supra note 
2° (containing text of the covenant). The 
Tax Court concluded that: 


The terms of the covenant thus reveal 
that the parties did not doubt its im- 
portance. This, coupled with the fact 
that Mr. Kreider had long experience 
in the industry and represented a for- 
midable competitive force leads us to 
conclude that the covenant had signifi- 
cant economic value. Moreover, the 
language of paragraph 8 indicates that 
some allocation to the covenant was in- 
deed intended although it does not make 
clear the specific amount. 


47 T. C. M. at 1075. 


Kreider argues that nothing should be 
allocated to the covenant not to compete 
because it lacked economic substance. 
Kreider testified before the Tax Court that 
he would have agreed to the covenant 
without any consideration because he had 
planned to retire. The Tax Court attached 
little weight to Kreider’s testimony, how- 
ever, finding no evidence that the Kreiders 
had informed Behnken during negotiations 
that they would be willing to agree to the 
covenant without consideration. On the 
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contrary, the evidence supported the con- 
clusion that the covenant not to compete 
was part of the bargained for considera- 
tion. Furthermore, even if Kreider planned 
to retire in 1977, it could not be said that 
the covenant completely lacked economic 
substance; Behnken would still have valued 
the covenant as protection against the pos- 
sibility that Kreider would decide not to 
retire after all. 


Kreider next argues that the covenant 
not to compete lacked economic substance 
because of the possibility that there would 
be no consideration for the covenant if the 
company failed to produce net earnings 
during the period from December 31, 1975, 
to the date of closing. The Tax Court was 
not convinced that this fact alone demon- 
strated that the covenant had no economic 
value: 


It is true that the payment formula in 
paragraph 8 of the agreement could have 
produced no compensation for the cove- 
nant. In that event, however, no pay- 
ment under that clause would have been 
made. Moreover, Mr. Kreider’s testi- 
mony indicates that he fully anticipated 
substantial net earnings during the pe- 
riod at issue because he knew that cer- 
tain permits he had been pursuing for 10 
years were about to be granted. More- 
Over, paragraph one of the agreement 
gave Mr. Kreider the right to void the 
entire agreement in the event of a loss 
(under certain circumstances); thus the 
only way Mr. Kreider would have been 
irrevocably bound by the covenant with- 
out receiving compensation would have 
been if net earnings had been exactly 
zero. 


47 T. C. M. at 1076-77. 


The Tax Court concluded, and we agree, 
that some allocation of the $631,383.80 pay- 
ment both to Mr. Kreider’s services and 
to the covenant not to compete was both 
intended and economically reasonable. In 
making the actual allocation, the court 
made the closest approximation it could 
since complete accuracy was impossible. 
See Levine v. Commissioner [63-2 vustc 
7 9785], 324 F. 2d 298, 302 (3d Cir. 1963) 
(affirming Tax Court’s allocation between 
good will and covenant not to compete 
when both items deemed valuable and 
complete accuracy impossible); Peterson 
Machine Tool, 79 T. C. at 86 (allocating 
portion of company’s purchase price to 
covenants not to compete); Kinney v. Com- 
misstoner [CCH Dec. 31,552], 58 T. C. 1038, 
1044-45 (1972) (same). Kreider does not 
argue on appeal that the Tax Court’s allo- 
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cation of one-third of the payment to com- 
pensation for services and two-thirds to 
the covenant not to compete is unreason- 
able other than by repeating his argument 
that nothing should be allocated to the 
covenant not to compete. We have, how- 
ever, already disposed of that argument. 
We do not find the Tax Court’s allocation 
clearly erroneous, and therefore affirm the 
court’s decision allocating one-third of the 
$631,383.80 payment to compensation for 
services and two-thirds to the covenant 
not to compete. 


C. Personal Service Income. Kreider’s 
final argument is that the two-thirds of the 
$631,383.80 payment allocated to the cove- 
nant not to compete should be deemed 
personal service income under the maxi- 
mum tax provisions of section 1348.° Sec- 
tion 1348, for all times relevant to this 
case, provided that the tax on a taxpayer’s 
“personal service income” would be no 
higher than 50%. The term “personal serv- 
ice income” was defined to include all of 
the taxpayer’s earned income plus certain 
amounts received as a pension or annuity 
under an employee retirement plan. 

I. R. C. § 1348(b) (1) (A). 


In making the argument that compensa- 
tion for the covenant not to compete is 
personal service income, Kreider must con- 
tend with the following Treasury regulation: 


For purposes of section 1348 and the 
regulations thereunder, the term “earned 
income” does not include such in- 
come as dividends . . .. other distribu- 
tions of corporate earnings and profits, 
gambling gains, or gains which are 
treated as capital gains under any provi- 
sion of chapter 1. The term also does not 
include amounts received for refraining 
from rendering personal services or en- 
gaging im compeittive activity or. amounts 
received as consideration for the can- 
cellation of an employment contract. 


Treas. Reg. § 1.1348-3(a)(1)(i) (emphasis 
added). Because this regulation expressly 
provides that amounts received for a cove- 
nant not to compete are not personal serv- 
ice income, Kreider’s claim to the contrary 
must fail unless the regulation itself is 
invalid. ; 


tandard of review when a reas 


This Court has many times declared 
that Treasury regulations must be sus- 
tained unless unreasonable and plainly 
inconsistent with the revenue statutes 
and that they constitute contemporane- 
ous constructions by those charged with 
administration of these statutes which 
should not be overruled except for 
weighty reasons. 


333 U. S. 496, 501 (1948). See also Com- 
missioner v. Portland Cement Co. [81-1 ustc 
7 9219], 450 U. S. 156, 169 (1981) (courts 
must defer to Treasury regulations that 
“implement the congressional mandate in 
some reasonable manner”) (quoting United 
States v. Correll [68-1 ustc 9101], 389 
U.S. 299, 307 (1967)); Northern Illinois Gas 
Co. v. United States [84-2 ustc 16,422], 
743 F. 2d 539, 542 (7th Cir. 1984). Kreider 
argues that consideration for a covenant 
not to compete is attributable to a person’s 
prior labor and accumulated experience 
and is thus similar to other types of income 
deemed personal service income under sec- | 
tion 1348, including amounts received as a 
pension or annuity, bonuses, prizes and 
awards in recognition of personal services, 
and gains and net earnings from the dis- 
position of property created by personal 
efforts. See I. R. C. §1348(b)(1)(A); 
Treas. Reg. § 1.1348-3(a)(1)(i). Although 
finding this a plausible policy argument, 
the Tax Court properly held that it was 
insufficient to establish that the regulation 
at issue was “plainly inconsistent” with 
section 1348. Section 1348 defined the term 
“personal service income” as, inter alia, 
“any income which is earned income within 
the meaning of . . . section 911(b). . 

Section 911(b), in turn, defined “earned in- 
come” as “wages, salaries, or professional 
fees, and other amounts received as com- 
pensation for personal services actually 
rendered” (emphasis added). Furthermore, 
Kreider’s argument that payment for a 
covenant not to compete is compensation 
for prior labor and is thus similar to some 
types of income included under section 
1348 overlooks the fact that other types of 
income received as an indirect result of 
prior labor, such as most investment in- 
‘come, are not included under section 1348. 


aaalbat sum, we agree with the Tax Court’s 
finding that Kreider has failed to establish 
that the Treasury regulation at issue is 

onable or plainly inconsistent with 
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court’s conclusion that the amount received 
by the Kreiders under paragraph 8 as con- 
sideration for the covenant not to compete 
is not personal service income and thus 


received by the Kreiders under paragraph 
8 of their sales agreement with Behnken 
was not additional consideration for their. 
stock, (2) the payment is allocated one- 


does not qualify for maximum tax treat- 
ment under section 1348.” 


II. 


In conclusion, we affirm the Tax Court’s 
holdings that: (1) the $631,383.80 payment 


third to compensation for services and 
two-thirds to the covenant not to compete, 
and (3) the portion allocable to the cove- 
nant not to compete is not personal service 
income under the maximum tax provisions 
of section 1348. 


[] 9428] Melinda L. Gee Trust, et al., Petitioners-Appellants v. Commissioner of 
Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 9th Circuit, Nos. 84-7405, 84-7406, 84-7407, 84-7408, 84-7409, 
84-7412, 5/28/85. Affirming the decision of the Tax Court, TC Dec. 40,474. 
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Undistributed personal holding company income: Dividends paid: Constructive divi- 
dends.—Successors-in-interest and transferees of two U. S. corporations which were major 
shareholders of an Australian corporation that realized capital gains on the sale of certain 
stock were liable for the pro rata shares of the Australian corporation’s undistributed 
income as dividends imputed to the American corporations. The constructive distribution 
resulted in both American companies being classified as domestic personal holding com- 
panies and being liable for the personal holding company tax. Back references: {] 3325C.015 


and 3332.05. 


Before Hau and Wiccrns, Circuit Judges, and Smiry,* District Judge. 


Opinion 

PER CurtAM: Appellants are successors- 
in-interest and transferees of two United 
States corporations, International Food 
Technology Service, Inc. (IFTS) and 
L. F. G., Inc. (LFG). During 1973 and 
1974, IFTS and LFG were major share- 
holders of Simarloo Pty., Ltd., an Australian 
corporation. During the fiscal year ending 
June 30, 1973, Simarloo realized capital 
gains on the sale of certain stock. Simarloo 
did not distribute this profit to its share- 
holders. 


The Commissioner determined that 
Simarloo was a foreign personal holding 
company under 26 U. S. C. §§ 551-556 for 
the 1973 fiscal year. Accordingly, pursuant 
to section 551(b), the Commissioner im- 
puted to both IFTS and LFG their pro 
rata shares of Simarloo’s undistributed in- 
come as dividends for the appropriate tax- 
able years. This constructive distribution 
resulted in both IFTS and LFG being 
classified as domestic “personal holding 
companies” under 26 U. S. C. § 542, and 
consequently being liable for the personal 


10 Kreider’s counsel raised for the first time 
at oral argument the claim that section 1.1348- 
3(a)(1) (i) of the Treasury regulations should 
not apply to the Kreiders because of the portion 
on covenants not to compete appeared for the 
first time in the final rule promulgating the 
regulation. See 41 Fed. Reg. 55,336, 55,339 (Dec. 
20, 1976). Because the Kreiders fashioned their 
September 1976 agreement in reliance on the 
proposed regulations to section 1348 (see 36 
Fed. Reg. 23,817 (Dec. 15, 1971)), he now argues 


and because the proposed regulations contained — 


no language on covenants not to compete, we 
should protect the parties’ justified expectation 
that the payment under paragraph 8 of their 
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agreement would qualify as personal service in- 
come. Because this argument was not presented 
to the Tax Court, however, we simply cannot 
address it on appeal. See Hormel v. Helvering 
[41-1 ustc 9322], 312 U. S. 552, 556 (1941). 
Even if we were to accept the premise that a 
party’s reliance on a proposed regulation could 
bind the Commissioner to the terms of the pro- 
posed regulation, we would have no way of 
reviewing the reasonableness and extent of the 
Kreiders’ reliance on the proposed regulation 
in the case because no factual findings on this 
issue were made below. 

* The Honorable Russell FE. Smith, Senior 
District Judge, sitting by designation. 
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holding company tax under section 541. 
See 26 C. F. R. § 1.543-1(b). The Commis- 
sioner issued appellants notices of defi- 
ciency for the appropriate taxable years. 


Appellants petitioned the Tax Court for 
_ review of these determinations. The Tax 
Court sustained the Commissioner’s posi- 
tion. Marian Frozen Foods, Inc. v. Commis- 
stoner [CCH Dec. 40,474], 81 T. C. 448 
(1983). In this court, appellants contend 
that the constructive dividends IFTS and 
LFG received from Simarloo under section 


551(b) do not constitute dividends for 
purposes of determining whether IFTS and 


LFG qualified as personal holding com- 


panies under section 542. The transferees 
of LFG also argue that the statute of 
limitations bars the Commissioner’s assess- 
ment against them.’ We reject both of these 
contentions for the reasons stated in the 
Tax Court’s well-reasoned and comprehen- 


sive opinion.’ See 81 T. C. at 486-90, 530-05. 


AFFIRMED. 


[f] 9429] Estate of Nelson A. Rockefeller, Deceased, Laurance S. Rockefeller, 


J. Richardson Dilworth and Donal S. O’Brien, Jr., 


Executors and Margaretta F. Rock- 


efeller, Appellants v. Commissioner of Internal Revenue, Appellee. 
U. S. Court of Appeals, 2nd Circuit, Docket No. 84-4182, 5/24/85. TS the 


Tax Court, 83 T. C. 368, Dec. 41,505. 


[Code Sec. 162] 


Business expenses: Campaign expenses: Confirmation expenses.—Expenses for legal 
and other professional services incurred by the taxpayer in connection with his confirma- 
tion by Congress as Vice President of the United States were not deductible as business 
expenses. The Vice Presidency involved a trade or business different from any in which 
the taxpayer was engaged at the time of his nomination and thus the confirmation 
expenses were not incurred in connection with his continued employment in the same 
trade or business. The court could not recognize a definition of trade or business that 
was wide enough to bring within it all the taxpayer’s various public service posts since 

. 1940 or that would overlook the substantial gaps between various posts. Back refer- 
ence: ff 1330.155. : 


William E. Jackson, Stuart E. Keebler, Joseph M. Persinger, Milbank, Tweed, Hadley 
& McCloy, 1 Chase Manhattan Plaza, New York, N. Y. 10005, for appellants. Glenn 
L. Archer, Jr., Assistant Attorney General, Michael L. Paup, Richard Farber, Bruce 
R. Ellison, Department of Justice, Washington, D. C. 20530, for appellee. 


Before Frrnperc, Chief Judge, and FrrenpLy and Newman, Circuit Judges. 


the United States were such expenses. The 
Commissioner of Internal Revenue denied 
this, the Tax Court agreed, and this appeal 
followed. We affirm. “sia 

The case arises as follows: Mr. Rock- 
efeller incurred expenses of $550,159.78 in 
connection with the confirmation hearings 
in 1974, primarily for legal and other pro- 
fessional services. The Commissioner does 


FRIENDLY, Circuit Judge: This appeal by 
the Estate of Nelson A. Rockefeller and 
his widow’ from a decision of the Tax 
Court, 83 T. C. 368 (1984), Featherston, J., 
presents a new variation on the old theme 
of what constitutes “ordinary and neces- 
sary expenses paid or incurred ... in carry- 
ing on any trade or business,” I. R. C. 
§ 162(a), which are deductible in determin- 


ing net income. Appellants contended that 
expenses incurred by Mr. Rockefeller in 
connection the the confirmation ey the 


not contend that the:expenses were exces- 
sive or unreasonable in relation to the serv- 
ices rendered. In their joint income tax 
return for 1974, which showed a gross 
income of $4, pectaret bas ands Mrs. Roa 
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amount of these expenses equal to his sal- 
ary as Vice President during the year. 
When the Commissioner of Internal Reve- 
nue disallowed this deduction, Mr. Rock- 
efeller’s estate and Mrs. Rockefeller 
petitioned for review by the Tax Court and 
asserted that the entire amount of $550,159.78 
was deductible as expenses of the trade or 
business of “performing the functions of 
public office.” 


The case was submitted on a rather 
meagre stipulation of facts which cited only 
Mr. Rockefeller’s tenure as Governor of 
New York State between January 1959 
and December 1973, when he resigned to 
devote his full time to the Commission on 
Critical Choices for Americans (1973-74) 
and the National Commission on Water 
Quality (1973-74), as showing the trade or 
business in which Mr. Rockefeller had 
engaged. However, copies of the hearings 
before and the reports of the Senate and 
House Committees on his nomination as 
Vice President were attached to the stipula- 
tion, and the Tax Court’s opinion lists 
other positions held by Mr. Rockefeller 
referred to in these hearings, as follows: 
Coordinator of Inter-American Affairs 
(1940-44), Assistant Secretary of State for 


American Republic Affairs (1944-45), 
Chairman of the Presidential Advisory 
Board on International Development 


(1950-51), Undersecretary of Health, Edu- 
cation and Welfare (1953-54), and Special 
Assistant to the President for International 
Affairs (1954-55). 83 T. C. at 374-75. 


Discussion 


Decision turns on the interpretation of 
the familiar provision of I. R. C. § 162(a), 
going back to the Revenue Act of 1918, 
which allows as a deduction 


all the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business. 


Also relevant is I. R. C. §7701(a) (26), 
adopted as §48(d) of the Revenue Act of 
1934, 48 Stat. 680, 696, ch. 277, which says: 

The term “trade or business” includes the 


performance of the functions of a public 
office.” 


Almost all discussions of the problem here 
at issue begin, and many of them end, with 
McDonald v. C. I. R. [44-2 uste J 9516], 323 
U. S. 57 (1944), although in fact it sheds 
a most uncertain light. McDonald had been 
appointed to serve an unexpired term as 
judge on a Pennsylvania court, carrying 
an annual salary of $12,000, with the un- 
derstanding that he would be a contestant 
in the ensuing primary and general elec- 
tions for a full term of ten years. To obtain 
the support of his party organization, he 
was forced to pay an “assessment” of 
$8,000, which was to be used for the sup- 
port of the entire ticket; he spent an addi- 
tional $5,017.27 for expenses of his own 
campaign. The Commissioner disallowed 
the deduction of both amounts. The Tax 
Court affirmed, 1 T. C. 738 (1943), as did 
a sharply divided Supreme Court.* The 
bases for the decision are not altogether 


2'The Senate and Conference Committee Re- 


ports describe this addition as ‘‘clerical’’ and 
“declaratory of existing law,’’ S. Rep. No. 558, 
73d Cong., 2d Sess. at 29: H. R. Rep. No. 1385, 
73d Cong., 2d Sess. at 17 (Conference Report) 
(1934). A discussion before the Senate Com- 
mittee on Finance suggests that the primary 
reason for the provision was to overcome 
doubts whether Senators were engaged in a 
“trade or business’’ so as to permit deduction 
for extra staff and telephone expenses. 1 Hear- 
ings before Committee on Finance on H. R. 
7835, 73d Cong., 2d Sess. (March 6, 1934), 
p. 29-30. The Ninth Circuit has said that 
§ 48(d) was adopted to modify the general rule 
that ‘‘in order for an activity to be considered 
a trade or business under Section 162 it must 
be engaged in for profit.”” Frank v. United 
States [78-2 ustc f 9545], 577 F. 2d 93, 95 (9 Cir. 
1978). The court cited Jackling v. C. I. R. 
[CCH Dec. 3129], 9 B. T. A. 312, 320 (1927), 
as the ‘‘best statement of the [existing] law’’ 
with respect to public officers, which the 
amendment was said to have codified. In Jack- 
ling, the Board of Tax Appeals allowed busi- 
ness deductions by a war-time government 
employee whose salary was only one dollar a 
year and rejected the Commissioner’s argument 
that the expenses were not deductible because 
the taxpayer’s employment was not profit mo- 
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tivated. Further support for this reading of 
§ 48(d) can be found in Revenue Ruling 
55-109, 1955-1 Cum. Bul. 262 (1955), in which the 
Commissioner interpreted the section as allow- 
ing a public office to be treated as a trade or 
business ‘‘even though the incumbent thereof 
may serve without compensation, a _ factor 
which is ordinarily regarded as a prerequisite 
to the pursuit of a trade or business.”’ 

3 Justice Frankfurter delivered a plurality 
opinion for himself, Chief Justice Stone and 
Justices Roberts and Jackson. Justice Rut- 
ledge concurred in the result. Justice Black 
dissented for himself and Justices Reed, 
Douglas and Murphy. It may not be altogether 
accidental that three of the dissenters had held 
elective office, an experience not shared by any 
member of the plurality. 

It should be noted that the dissenters did not 
disagree with the plurality’s conclusion that 
the amounts were not ‘‘ordinary and necessary 
expenses of a trade or business’; they argued 
rather that the expenses came within what is 
now § 212(1), adopted in 1942 to overrule 
Higgins v. C. I. R. [41-1 ustce { 9233], 312 U. S. 
212 (1941), which allowed deduction of ‘‘the 
ordinary and necessary expenses [of an indi- 
vidual] paid or incurred . . . for the produc- 
tion or collection of income.’’ 


q 9429 


88,170 


U.S. Tax Cases 


Rockefeller v. Com. 


clear. At one point Justice Frankfurter em- 
phasized that McDonald’s “campaign con- 
tributions were not expenses incurred in 
being a judge but in trying to be a judge 
for the next ten years.” 323 U. S. at 60. 
Perhaps fearing that this being-becoming 
distinction would cut too widely, Justice 
Frankfurter elaborated other factors. One 
was that allowance of a deduction for the 
assessments paid by McDonald would lead 
to deductions by persons who were not 
candidates but paid “such ‘assessments’ out 
of party allegiance mixed or unmixed by 
a lively sense of future favors,” id., a prop- 
Osition which would not necessarily follow 
and which in any event would not explain 
the disallowance of McDonald’s own cam- 
paign expenses. This was followed by a 
sentence, again emphasizing the being-be- 
coming distinction but with a different 
thought added for good measure, 323 U. S. 
at 60-61: 


To determine allowable deductions by the 
different internal party arrangements for 
bearing the cost of political campaigns 
in the forty-eight states would disregard 
the explicit restrictions of § 23 confining 
deductible expenses solely to outlays in 
the efforts or services—here the business 
of judging—from which the income flows. 
Compare Welch v. Helvering [3 ustc 
7.1164], 290 U. S. 111, 115-116. ; 


After disposing of arguments based on 
what are now I. R. C. § 165 and § 212(1), 
he continued with some observations con- 
cerning the increased public hostility to 
campaign contributions by “prospective 
officeholders, especially judges,” and then 
concluded on two notes. One was ' that, 323 


U.S. at 63-64: 


To find sanction in existing tax legis- 
lation for deduction of petitioner’s cam- 
paign expenditures would necessarily re- 

_ quire allowance of deduction for campaign 
expenditures by all candidates, whether 
incumbents seeking reelection or new 
contenders. To draw a distinction be- 
tween outlays for reelection and those 
for election—to allow the former and 
disallow the latter—is unsupportable in 
reason. It is even more unsupportable 


in public policy to derive from what 
Congress ey thus far bea a ene 


. 9 9568], 362 


ing office holders. And so we cannot 

recognize petitioner’s claim on the score 

that he was a candidate for reelection. 
(footnote omitted). The other was the 
desirability of according special deference 
to the Tax Court’s determination on a 
matter of the sort sub judice, id. at 64-65. 
The Supreme Court has not had subse- 
quent occasion to revisit the field plowed 
in McDonald. 


The courts have echoed the various 
themes sounded in McDonald. Some deci- 
sions have stressed the being-becoming 
distinction; see, e.g., Diggs v. C. I. R. [83-2 
uste’] 9538], 715 RY 2d 245,"250 (6 Cir 
1983). Others have emphasized the policy 
argument against deduction of campaign 
expenses, namely, that allowing such de- 
ductions would involve the whole community 
in partial subsidization of the electoral ex- 
penses of a particular candidate—a subsidy 
that would pay a larger amount of the cam- 
paign expenses of high than of low bracket 
candidates. See, e.g., James B. Carey [CCH 
Dec. 30,821], 56 T. C. 477, 479-81 (1971), aff'd 
per curiam [72-1 ustc { 9425], 460 F. 2d 1259 
(4 Cir.), cert. denied, 409 U. S. 990 (1972). 
The appellants distinguish the latter cases, 
stressing that the expenses here at issue were 
not incurred in an election in which Mr. 
Rockefeller was pitted against another citizen 
but in a confirmation in which he was the 
only candidate.* However, the policy argu- 
ment in McDonald is only dubiously appli- 
cable to Campbell v. Davenport [66-2 ustc 
F. 2d 624, 626 (5 Cir. 1966), 
Nichols v. C. I. R. [75-1 ustc $9404], 511 
F. 2d 618 (5 Cir.) (en banc), cert. denied, 
423 U. S. 912 (1975), and Levy v. United 
States [76-1 ustc 9405], 535 F. 2d 47 (Ct. 
Cl.), cert. denied, 429 U. S. 885 (1976), dis- 
allowing the deduction of small qualifica- 
tion fees payable by any candidate to his 
party to help defray the costs of con- 
ducting the primary election and of which 
“[n]o part . . . was used to espouse the 
causes of party candidates in the general 
election.” Nichols, supra, 511 F. 2d at 619. 
Further support for the Commissioner’s 
position can be found in Joseph W. Martino 
[CCH Dec. 32,790], 62 T. C. 840, 844 
(1974), disallowing deduction of legal fees 
incurred by a successful primary candidate 
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in defending his victory against an election 
contest suit filed by his opponent; Martino, 
like Mr. Rockefeller, was not seeking the 
suffrage of the people as against another 
candidate. 


Appellants’ principal argument is that a 
post-McDonald decision of the Tax Court, 
in which the Commissioner has acquiesced, 


David J. Primuth [CCH Dec. 29,985], 54 


T. C. 374 (1970), has undermined the being- 


becoming distinction. Primuth, the secre- 
tary-treasurer of a small corporation, Foundry 
Allied Industries, enlisted the aid of a 
“head-hunter” organization to find him a 
better job. This work resulted in his em- 
ployment as “secretary-controller’ of a 
company with greater geographical scope. 
The Tax Court held that the fees and 
expenses paid to the head-hunter organiza- 
tion were deductible under I. R. C. § 162. 


Judge Sterrett’s opinion for a plurality 
took off from the proposition that “a tax- 
payer may be in the trade or business of 
being an employee, such as a corporate 
executive or manager,’ 54 T. C. at 377, 
rather than or in addition to the trade or 
business of holding a particular job, citing 
numerous cases including our own Hochs- 
child v. C. I. R. [47-1 ustc J 9265], 161 F. 2d 
817 (1947). With that established, Judge 
Sterrett believed that “the problem pre- 
sented . virtually dissolve[d] for it 
is difficult to think of a purer business 
expense than oné incurred to permit such 
an individual to continue to carry on that 
very trade or business—albeit with a dif- 
ferent corporate employer.” 54 T. C. at 
379. However, he proceeded to emphasize 
the relatively narrow scope of the decision, id. : 


Futhermore, the expense had’ no per- 
sonal overtones, led to no position re- 
quiring greater or different qualifications 
than the one given up, and did not re- 
sult in the acquisition of any asset as 
that term has been used in our income 
tax laws. It was expended for the nar- 
rowest and most limited purpose. It was 
an expense which must be deemed ordin- 
ary and necessary from every realistic 
point of view in today’s marketplace 
where corporate executives change em- 
ployers with a noticeable degree of fre- 
quency. We have said before, and we 
say again, that the business expenses 


5 Most of these cases concerned education ex- 
penses, as to which there is a regulation, Treas. 
Reg. § 1.162-5 (1960). This elaborates on the 
statute by defining a specific type of deductible 
expenses, § 1.162-5(a)(2), and by prohibiting the 
deduction of expenses incurred in order to at- 
tain minimum educational requirements for a 
Position, § 1.162-5(b)(2), and expenses for a 
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which an employee can incur in his own 
business are rare indeed. Virtually all 
his expenses will be incurred on behalf 
of, and in furtherance of, his corporate 
employer’s business. What we have here, 
however, is an exception to that rule. 


(footnote omitted.) Judge Tannenwald, 
joined by three other judges, concurred: 
they were concerned over the “subtle dis- 
tinctions” which they saw developing in 
the deduction of employment agency fees 
and suggested that “everyday meaning” 
should be the touchstone in interpreting 
§ 162. 54 T. C. at 382. In a separate con- 
curring opinion, Judge Simpson took issue 
with language in the plurality opinion 
which he feared might confine the decision 
to cases where the taxpayer actually se- 
cured a new job. Jd. at 383. Judge Feather- 
ston’s concurrence placed greater weight on 
a Revenue Ruling that explicitly “allow[ed] 
deductions for fees paid to employment 
agencies for securing employment.” Id. at 
384. Six judges dissented. The Depart- 
ment of Justice rejected the Commissioner’s 
request for an appeal and the Commissioner 
acquiesced in the result, 1972-2 Cum. Bul. 
2 (1972). 


In Leonard F. Cremona [CCH Dec. 
31,369], 58 T. C. 219 (1972), a majority of 
the Tax Court rejected an attempt by the 
Commissioner to contain Primuth to cases 
where the employee had in fact obtained a 
new position. Again the Department of 
Justice declined a request to appeal and the 
Commissioner acquiesced, 1975-1 Cum. Bul. 


dw (1975). 


However, the erosion of the being- 
becoming distinction effected by Primuth 
and Cremona and the Commissioner’s ac- 
quiescence in these decisions was partial 
only. The Tax Court, with the approval of 
the courts of appeals, has limited deducti- 
bility to cases where the taxpayer was 
seeking employment in the same trade or 
business. Moreover, the courts have insisted 
on a high degree of identity in deciding the 
issue of sameness.° Thus, in William D. 
Glenn [CCH Dec. 32,613], 62 T. C. 270 
(1974), the court found that the broader 
scope of activities permitted in Tennessee 
to certified public accountants as compared 
with public accountants made the former a 


program of study leading to qualification in a 
new trade or business, § 1.162-5(b)(3). . How- 
ever, the Tax Court cites education cases in 
decisions regarding other types of expenses in- 
curred in obtaining a new position, see é. g., 
Primuth, supra, 54 T. C. at 378; Joseph Sorin 
Schneider [CCH Dec. 40,682(M)], T. C. Memo. 


1983-753 (1983). 
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new trade or business and, in consequence, 
that the expense of taking a review course 
designed to assist the taxpayer in qualifying 
for certification was not deductible. Simi- 
larly, being a registered pharmacist con- 
stitutes a different trade or business than 
being an intern pharmacist, so that expenses 
of attending courses on pharmacology were 


not deductible, Gary Antzoulatos [CCH 
Dec. 33,493(M)], T. C. Memo. 1975-327 
(1975). In Joel A. Sharon [CCH Dec. 


33,890], 66 T. C. 515 (1976), aff'd [78-2 ustc 
79834], 591 F.2d 1273 (9- Cir. 1978), 
cert. denied, 442 U. S. 941 (1979), the Tax 
Court disallowed an IRS attorney’s de- 
ductions for expenses related to taking 
the California bar examination. The court 
found that these expenditures would permit 
the taxpayer to engage in the new “trade or 
business” of the general practice of law in 
the State of California, The Ninth Circuit 
agreed with the Tax Court’s reasoning that 
private practice involved “significantly dif- 
ferent tasks and activities” from those re- 
quired of an IRS lawyer, 591 F. 2d at 1275. 
See, to the same effect, Joseph J. Vetrick 
[CGH Dee. > 35,012(M)]5> foo C.sMemo: 
1978-83 (1978) [80-2 ustc | 9750], aff'd, 628 
F. 2d 885 (5 Cir. 1980). The Tax Court has 
also disallowed a deduction for helicopter 
training expenses by an airline pilot. Ed- 
ward C. Lee [CCH Dec. 37,636(M)], T. C. 
Memo, 1981-26 (1981), aff'd on other grounds, 
Lee v. C. I. R. [84-1 ustec J 9156], 723 F. 2d 
1424 (9 Cir. 1984). The court found that “a 
helicopter pilot is in a different trade or 
business than is an airline pilot’? and, since 
the taxpayer flew only fixed-wing aircraft 
in his current employment, “the helicopter 
flight training [led] to Mr. Lee’s qualifica- 
tion in a new trade or business.” Joseph 
Sorin Schneider, supra, T. C. Memo. 1983- 
753 (1983), denied a deduction sought by a 
taxpayer who had resigned from the U. S. 
Army with a captain’s commission and who 
later, after graduation, entered the business 
world as a consultant, for amounts spent 
in applying to graduate schools, in getting 
the graduate degrees of M.B.A. and 
M.P.A. at Harvard, and in seeking a sum- 
mer job in Europe. The court said that the 
taxpayer’s business had been that of an 
Army officer and rejected his claim that he 
id been in the business of being a “man- 


ager’—a claim strongly resembling the one 
made here that Mr. Rockefeller was in the 
business of being ‘fa governmental execu- 
tive.’”" In Roger Eugene Evans [CCH Dec. 
38,129(M)], T. C. Memo. 1981-413 (1981), 
the court denied a deduction for job seek- 
ing expenses to a taxpayer who had been 
in the Air Force for 22%4 years and had 
risen to the rank of Lieutenant Colonel and 
the post of special assistant to the com- 


“mander of an Air Force base. The court 


was convinced that “petitioner’s service as 
an Air Force officer cannot be compared to 
any employment he might have obtained 
outside the Air Force” and that while he 
“undoubtedly sought employment that 


would utilize the skills he had acquired 


during his military career, he [had] failed 
to show that there would not be substantial 
differences between the employment he ~ 
sought to obtain in the private sector and 
his service as an Air Force officer.” In sum, 
the Tax Court’s decisions have adopted 
what Judge Tannenwald, in his concurring 
opinion in Primuth, characterized as ‘‘the 
simple test of comparing the position which 
the taxpayer occupied before and after the 
change,” 54 T. C. at 382, and conform to 
the statement in Kenneth C. Davis [CCH 
Dec. 33,669], 65 T. C. 1014, 1019 (1976), 
that “[i]f substantial differences exist in the 
tasks and activities of various occupations 
or employments, then each such occupation 
or employment constitutes a separate trade 
or business.” 


Appellants’ brief uses a mutnber of differ- 
ent phrases to describe Mr. Rockefeller’s 
trade or business at the time of his nomina- 
tion to be Vice President—“an executive in 
federal and state governments” (p. 8); “an 
executive in public office” (p. 8); “an execu- 
tive in public service’ (p. 17); and “a 
governmental executive” (p. 22). In fact, 
the only public posts Mr. Rockefeller held 
at the time of his nomination were the 
chairmanships of two commissions, posts in 
which he had no executive duties. One of 
these, the National Commission on Water 
Quality was created by the Federal Water 
Pollution Control Act Amendments of 1972, 
86 Stat. 816, to review water pollution con-. 
trol methods and issue a report to Congress 
recommending modifications. Although Mr. 
Rockefeller was elected chainman nS the 
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other members when he joined the Com- 
mission while still Governor of New York, 
the record reveals almost nothing about his 
activities there. The Commission on Critical 
Choices for Americans was an idea of Mr. 
_ Rockefeller’s. It was not a governmental 
body, although its membership included 
some members of Congress and of the ex- 
ecutive branch. Since federal funding was 
denied, the Commission was funded from 
private sources and foundation grants. If 
only these two activities were to be con- 
sidered, it would be plain beyond all argu- 
ment that holding the chairmanship of these 
Commissions and being Vice President are 
not the same trade or business but rather 
separate trades or businesses, if indeed 
membership on the commissions, particu- 
larly the Commission on Critical Choices, 
was a trade or business at all.® 


However, a taxpayer who is unemployed 
when the expenses are incurred is “viewed 
as still engaged in the business of provid- 
ing the type of services performed for [his] 
prior employer, unless ‘there is a substan- 
tial lack of continuity between the time of 
{the employee’s] past employment and the 
seeking of the new employment.’” 1 Bittker, 
Federal Taxation of Income, Estates and 
Gifts § 20.4.6, at 20-85 to 20-86 (1981), 
quoting Rev. Rul. 75-120, 1975-1 Cum. Bul. 
55, at 56; see, 4A Mertens, The Law of 
Federal Income Taxation § 25.08, at 33 
(1985) (taxpayer’s “trade or business [does] 
not cease to exist during a reasonable period 
of transition”). See also Stephen G. Sher- 
man, supra, T. C. Memo. 1977-301. Ap- 
pellants urge that this principle allows us 
look to Mr. Rockefeller’s fifteen years of 
service as Governor of New York in con- 
sidering whether the confirmation expenses 
on his nomination to be Vice President 
were in connection with the continuation of 
the same trade or business. We disagree, 
for two reasons. In order to take advan- 
tage of what is called the “hiatus” prin- 
ciple, a taxpayer must at least show that 
during the hiatus he intended to resume 
the same trade or business. See Sherman, 
supra, T. C. Memo. 1977-301. There is no 
such showing here. Mr. Rockefeller clearly 
did not intend to run again for Governor 
after having resigned that office after hold- 
ing it for fifteen years. Indeed, the stipula- 
tion states that Mr. Rockefeller resigned 


the governorship “to devote his full time 
to the Chairs” of the two commissions, and 
there is nothing to suggest that he was 
contemplating holding executive public of- 
fice again. The Vice Presidency became 
available only due to the resignation of 
President Nixon in the summer of 1974— 
an event that was not foreseeable until 
shortly before it occurred. We also cannot 
fault the Tax Court’s holding that being 
governor of the second most populous 
state in the union and being Vice President 
of the United States are not the same 
trade or business in the narrow sense in 
which sameness has been consistently char- 
acterized. While there are certain areas of 
overlap, the governorship entails many duties 
—enforcement of the laws of the state, 
developing and promoting new laws, super- 
vising a multitude of departments and 
agencies having thousands of employees 
and spending billions of dollars, proposing 
and securing the passage of a budget and 
the revenues needed to meet it, making 
appointments, and lobbying for the interests 
of the state with the Federal Government 
—which either find no counterparts in 
the Vice Presidency or find them only to the 
extent, usually quite limited, which the 
President has directed. On the other hand, 
the Vice Presidency involves many duties 
not found in the governorship of New York 
—presiding over the Senate, acting on be- 
half of the President on ceremonial occa- 
sions both within and without the United 
States, and executing special assignments 
by the President—not to speak of the Vice 
President’s most important task, readying 
himself for the possibility of assuming the 
Presidency on a moment’s notice. Although 
positions with somewhat different duties 
and responsibilities may be found to be 
within the same trade or business, whether 
in public or private employment, the Tax 
Court’s finding that the Vice Presidency 
involved a trade or business for Mr. Rocke- 
feller different from any in which he was 
engaged at the time of his nomination is 
not one that we are free to disturb, see 
I. R.. C. § 7482(a). 

Appellants ask us to take a still broader 
view and consider Mr. Rockefeller as hav- 
ing been engaged in the same trade or 
business since his appointment as Coordi- 
nator of Inter-American Affairs in 1940. 


8 The members of the Commission on Water 
Quality who were not officers or employees of 
the United States were paid by the Government 
on a ger diem basis, 33 U. S. C. § 1325(f); it 
does not appear whether Mr. Rockefeller ac- 
cepted such payments, at least for the period 
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when he was Governor of New York. The 
record is silent with respect to what salary, if 
any, was paid to Mr. Rockefeller as Chairman 
of the Commission on Critical Choices for 


Americans. 
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But the cases do not recognize a definition 
of “trade or business” wide enough to bring 
all of Mr. Rockefeller’s various posts within 
it. While there might be sufficient resem- 
blance and continuity between the posts of 
Coordinator of Inter-American Affairs which 
Mr. Rockefeller held between 1940 and 
1944 and that of Assistant Secretary of 
State for American Republic Affairs which 
he held between 1944 and 1945 to have 
qualified him as being in the business of 
being a public servant with special interest 
and expertise in Latin America, we see 
little resemblance between these positions 
and his service as Undersecretary of Health, 
Education and Welfare in 1953 and 1954 
or as Governor of New York between 1959 
and 1973. Furthermore there are substan- 
tial gaps between Mr. Rockefeller’s various 
posts—five years between 1945 and 1950, 
one and one-half years between 1951 and 
1953, three years between 1955 and 1958— 
far longer than the “hiatus” theory would 
recognize. See, e.g., Canter v. United States 
[66-1 ustc 9118], 354 F. 2d 352 (Ct. Cl. 
1965) (taxpayer who discontinued nursing 
activities for more than four years held 
not to retain status of being in the trade 
or business of nursing); Peter G. Corbett 
[CCH Dec. 30,669], 55 T. C. 884 (1971). 
See also Rev. Rul. 68-591, 1968-2 Cum. 
Bul. 73 (1968) (“Ordinarily, a suspension 


[of employment] for a period of a year 
or less, after which the taxpayer resumes 
the same .. . trade or business, will be 
considered temporary”). Our reading of 
the record shows Mr. Rockefeller as a dis- 
tinguished and public-spirited citizen, ready, 
for a third of a century, to put his great 
abilities at the disposal of the government 
in both appointive and elective office. While 
he was, of course, entitled to deduct un- 
reimbursed expenses incurred in perform- 
ing the fufctions of any of the many offices 
he held, I. R. C. §7701(a)(26), the Tax 
Court was warranted in holding that he 
had not engaged in any trade or business 
comparable to the Vice Presidency, within 
the rather narrow sense which the courts 
have reasonably given to the concept of 
identity. We therefore have no occasion to 
decide whether the “policy” reasons under- 
lying the decisions disallowing expenses in- 
curred in elections apply to expenses incurred 
in seeking confirmation to an appointive 
office which would seem to be properly 
regarded as the same trade or business,” 
or whether if they generally do not, there 
are special considerations for applying them 
to the unusual bicameral confirmation re- 
quired by the Twenty-Fifth Amendment 
which the Commissioner characterizes as 
the equivalent of an election. 


The judgment of the Tax Court is affirmed. 


[9430] William Leo Pritchett, Individually, et al., Plaintiffs v. United States of 


America, Defendant. 


U. S. District’ Court, Mid. Dist. Ala., So. Div., Civil Action No. 85V-40-S, 4/24/85. 


[Code Sec. 6672] 

Civil penalties: Failure to collect and pay over taxes: Conditions for bringing suit.— 
The taxpayer’s payment of 50% of the amount of the penalty for failure to pay over 
withholding taxes that was allocated to one employee did not satisfy the court’s juris- 
dictional requirements. Accordingly, his suit, which was filed individually and in his 


Capacity as bankruptcy trustee, was dismissed. Back reference: {] 5569.0127. 
David L. Carroll, Rosen, Harwood, Cook, & Sledge, P. O. Box 2727, Tuscaloosa, 


Ala. 35403, for plaintiffs. 


John C. Bell, U. S. Attorney, Montgomery, Ala. 36101, Paul 


E. Pelletier, Department of Justice, Washington, D. C. 20530, for defendant. 


Opinion 
Varner, District Judge: This cause is 
now before the Court on the Defendant’s 


motion to dismiss filed herein March 22, 
1985. 


Plaintiffs, William Leo Pritchett, indi- 
vidually, and Kermit Tanton, as Trustee in 


Bankruptcy for William Leo Pritchett, - 


filed their complaint herein on January 10, 


9. D2 a judge of a ‘federal district court 
nominated to a court of appeals, a judge of a 
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1985, seeking recovery of Internal Revenue 
taxes and penalties assessed against William 
Leo Pritchett pursuant to the INTERNAL 
REVENUE CODE [IRC], § 6672. In said 
complaint, Plaintiffs allege that a penalty 
of $35,948.59 was assessed against Mr. 
Pritchett on April 23, 1984, for failure to 
pay over to the Internal Revenue Service 
[IRS] withholdings of employee income 
taxes. In Paragraph 6 of said complaint, 


state court nominated to a federal court, or a 
foreign service officer to be an ambassador. 
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Plaintiffs allege that on May 15, 1984, Mr. 
Pritchett paid $375.20 to the IRS, said 
amount representing 50 percent of the 
FICA and federal income tax withheld 
from the salary of an employee named 
Randy Hughey. In Paragraph 7 of said 
complaint, the Plaintiffs further allege that 
the IRS, in 1984 informed Mr. Pritchett 
that the IRS was retaining Mr. Pritchett’s 
$200.00 overpayment of taxes in order to 
offset part of his outstanding liability to 
the IRS. 


In the motion now under consideration, 
the Defendant urges this Court to dismiss 
the above-styled cause for lack of subject 
matter jurisdiction. The Defendant argues 
that the Plaintiffs have not fulfilled all 
conditions precedent to the filing of a law- 
suit under 28 U. S. C. § 1346(a)(1). This 
Court is in agreement with Defendant 
Government. Before a federal court can 
acquire subject matter jurisdiction pursuant 
to 28 U. S. C. § 1346(a)(1) over a tax re- 
fund suit, there must be full payment of 
the amount due under the assessment. A 
partial payment is insufficient for jurisdic- 
tional purposes. Flora v. United States [60-1 
ustc jf 9347], 362 U. S: 145 (1960). An 
exception to this general principle is that 
a taxpayer assessed with a one hundred 
percent penalty under IRC § 6672 need only 
pay the penalty assessment attributable to 
a single individual employee’s withholding 
tax before filing a refund suit for full 
recovery of the assessment. Steel v. Umited 


States, 280 F. 2d 89 (8th Cir. 1960). The 
rationale for this exception is that § 6672 
assessments usually represent an aggregate 
total of all the discrete and divisible assess- 
ments from each individual employee. There- 
fore, payment of one divisible payment 
opens the doors of the federal court to the 
refund-seeking plaintiff. 


As heretofore stated, Plaintiffs have al- 
leged that Mr. Pritchett paid 50 percent 
of a penalty assessment of a single em- 
ployee. It appears to this Court, however, 
that partial payment of 50 percent of the. 
penalty assessment allocated to a single 
employee does not satisfy the jurisdictional 
prerequisites to the filing of a tax refund 
suit any more than payment of 50 percent 
of a nondivisible assessment would so sat- 
isfy jurisdictional prerequisites.* Therefore, 
it appears to this Court that this cause 
is due to be dismissed for want of subject 
matter jurisdiction. 


An Order will be entered in accordance 
with this Opinion. 


Order 


In accordance with the Opinion entered 
in the above-styled cause on this date, it is 

ORDERED by this Court that the De- 
fendant’s motion to dismiss filed herein 
March 22, 1985, is hereby granted and that 
this cause is hereby dismissed with costs 
taxed against Plaintiffs, for which execu- 
tion may issue. 


[19431] John J. Hanna, Appellant v. Commissioner of Internal Revenue, Appellee. 


U. S. Court of Appeals, 4th Circuit, No. 81-2122, 5/31/85. Affirming, reversing and. 
remanding Tax Court, 76 TC 252, Dec. 37,680. 


[Code Secs. 162 and 274] 


Deductions: Miscellaneous business expenses: Substantiation: Nonresident alien: Pro- 
fessional hockey player—Amounts withheld from a professional hockey player’s salary 
which were used by his employer to pay premiums on disability insurance were non- 
deductible personal expenses. Expenses incurred by the taxpayer for hockey publications 
were deductible if related to his work. The purchase of general newspapers was personal 
and could not be deducted. All of the hockey player’s promotional expenses were properly 
disallowed, except those connected with answering his fan mail. He failed to show that his 
entertainment expenses were for business purposes and failed to substantiate those ex- 
penses. He also failed to show that his gifts to fans of tickets for hockey games were for 
business purposes or to substantiate those ticket expenses. Hairstyling was personal and 
therefore nondeductible. The taxpayer also failed to substantiate gifts he made to team 
trainers. His expenses for maintaining a telephone and television were nondeductible 
personal expenses. Expenses incurred during travel to out-of-town games were denied due 
to a lack of substantiation. Finally, the issues of whether sewing expenses, expenses for 


1 Whether or not the claim of the Defendant 
Government for unpaid assessments, similar to 
a paid and litigated assessment, may be de- 
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feated by a taxpayer’s having successfully liti- 
gated a paid assessment is not a matter before 


this Court. 
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physical conditioning during the season, and whether the costs of tickets purchased 
for fans, solely because they were fans, were deductible were remanded to the Tax Court 
for further consideration. Back references: {[ 1330.385, 1330.517, 1330.5778, 1330.742, 
1340.2767, 1342.2509, 1342.251, 1342.2511, 1352.145, and 2296.30. 


[Code Sec. 162] 


Business expenses: Nonresident alien: Living and travel expenses——A nonresident 
alien employed as a professional hockey player by a U. S. team could not deduct the 
expenses incurred living in the vicinity of his team area or traveling between that area and 
his home in Canada because the expenses were not business necessities but rather were due 
to the taxpayer’s personal choice to live in Canada. Back references: {[ 1352.016 and 
1352.133. 


[Code Sec. 873] 


Deductions: Taxes: Interest: Nonresident alien——A professional hockey player who 
was a citizen and resident of Canada was not entitled to deduct state sales taxes, state 
and local gasoline taxes, personal property taxes, and interest expenses related to the 
purchase of automobiles because he failed to show that the expenses were business 
related. Back references: {| 1416.16, 1449.226, 4158.01, and 4158.0288. 


[Code Sec. 861] 


Nonresident alien; Professional hockey player: Allocation of income: Apportionment 
of deductions.—The salary paid to a nonresident alien Canadian professional hockey 


player, who worked under a one-year contract with a club located in the United States, 


was allocated to sources within and without the United States on the basis of the number 
of days in the regular season of play plus the number of days spent in training camp and 
the number of days spent in the play-offs. The player’s contract, however, did not cover 
the off-season period. Further, the player’s off-season conditioning expenses should have 
been apportioned between Canadian and United States income because off-season condi- 
tioning contributed not only to the fitness required of players on the first day of training 
camp but also to the fitness required throughout the regular season. Back references: 
{1 4108.012 and 4118.022. 

Charles L. Abrahams for appellant. Glenn L. Archer, Jr., Assistant Attorney General, 
Michael L. Paup, David English Carmack, Jonathan S. Cohen, Department of Justice, 
Washington, D, C. 20530, for appellee. 


Per Curiam: In Stemkowski v. Commis- 
stoner and in Hanna v. Commissioner [Dec. 


missioner (T. C. No. 3485-76), which 
were consolidated for briefing, trial, and 


37,680], 76 T. C. 252 (1981), two cases 
which were consolidated by the Tax Court 
for briefing, trial and rendition of opinion, 
Judge Goffe disallowed certain allocations 
and deductions claimed by the two non- 
resident aliens, both of whom are profes- 
sional hockey players, in connection with 
their respective 1971 federal income tax 
returns. On appeal from Judge Goffe’s 
opinion, Judge Oakes, writing for the Sec- 
ond Circuit in Stemkowski v. Commissioner 
[82-2 ustc 9589], 690 F. 2d 40 (2d Cir. 
1982), aff'd in part and rev'd and remanded 
in part to the Tax Court. Thereafter, on 
remand, Judge Goffe filed a further opinion. 
Stemkowski v. Commissioner [Dec. 41,253], 
82 T. C. 854 (1984). In his opinion, Judge 
Oakes after noting, 690 F. 2d at 42, that 
Stemkowski was a “supposed test case,” 
wrote (id. at 42 n. 1) 


We say “supposed” because the parties 
agreed that this case and Hanna v. Com- 
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Opinion, would dispose of 41 other hockey 
players’ cases before the Tax Court. But 
Hanna is currently on appeal to the 
Fourth Circuit (No, 81-2122), which may 
take a different view of one or more 
aspects of the case than we do. It is not 
clear from the record whether the con- 
solidation agreement was intended to 
apply only to disposition in the Tax 
Court, or to proceedings beyond the Tax 
Court as well. In any event, the Tax Court 
entered an order suspending decisions 
in the 41 other cases until the decisions 
in the instant case and Hanna have be- 
come final. 


Herein, in this separate appeal by Hanna 
from Judge Goffe’s decision in the Tax 
Court, this Court has before it many of the 
same issues raised by Stemkowski in his 


appeal to the Second Circuit, and also sev- 


eral additional issues. Our review of the 
record in this litigation leads us to agree 
with each and all of the views and holdings 
of the Second Circuit. Judge Goffe sum- 
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marized (at 76 T. C. 252, 254) the issues 
before him as follows: 


1. Whether the stated salaries in the 
employment contracts, in addition to 
covering the services of petitioners dur- 
ing the regular season of play, also com- 
pensated them for the off-season, the 
training camp and the playoffs so that 
the time spent by petitioners in Canada 
during any of the latter three periods of 
time cause allocations of salaries to 
sources outside the United States; 


2. Whether petitioners are entitled to 
deduct off-season physical conditioning 
expenses as ordinary and necessary busi- 
ness expenses, under section 162; 


3. Whether petitioners are entitled to 
deduct various expenses incurred in 1971 
as “away-from-home” traveling expenses 
under sections 62 and 162; and 


4. Whether petitioners are entitled to 
deduct various miscellaneous expenses 
and, if so, whether they have adequately 
substantiated such expenses claimed for 
the taxable year 1971. 


The relevant and material facts are fully 
and clearly set forth by Judge Oakes and 


Judge Goffe and need not be repeated 
herein. 
A 
The following claims by Hanna raise 


issues specifically dealt with by Judge 
Oakes in Stemkowski: 


Deductions for— 

1. living expenses in the United States. 

2. promotional expenses for “entertain- 
ing fans, team) members, and media 
people, purchasing hockey tickets for 
friends, having his hair styled, and an- 
swering fan mail; the tips he paid his 
trainers; and some of the costs of main- 


taining a telephone and television.” 690 
F, 2d at 47. 


3. state sales taxes. 
4. disability insurance. 
5. general newspapers. 
For the reasons set forth by Judge Oakes 
in Stemkowski, each of Hanna’s said claims 


is denied and the Tax Court’s opinion with 
relation thereto is affirmed. 


B 


There are two claims made by Hanna 
which require that the within ‘case be re- 
manded to the Tax Court for the same rea- 
sons stated by Judge Oakes in connection 
with Stemkowski’s appeal: 


1. Hanna’s contentions relating to off-_ 


season conditioning expenses and train- 
ing camp expenses each separately require 
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further substantiation and allocation be- 
tween Canadian and United States 
sources of income. 


2. Purchases of trade journals by 
Hanna require further consideration by 
the Tax Court. 


Cc 


There are certain questions raised in this 
appeal by Hanna which seemingly were not 
raised in the Stemkowski appeal to the Sec- 
ond Circuit. 


1. Expenses incurred during travel to 
out-of-town games. The Tax Court’s denial 
of that claim for lack of appropriate sub- 
stantiation is hereby affirmed for the rea- 
sons stated by Judge Goffe. 


2. State and local gasoline and personal 
property taxes. The reasons stated by Judge 
Oakes in Stemkowski with regard to sales 
taxes apply equally to gasoline and per- 
sonal property taxes. Accordingly, the Tax 
Court denials in connection with those items 
are hereby affirmed. 


3. Sewing expenses in the amount of 
$51.90. That item may constitute a personal 
and non-deductible expense. However, 
since the Tax Court made no determination 
in that regard and a remand is required 
in any event with regard to other questions, 
the issues of sewing expenses is also hereby 
remanded to the Tax Court for determination. 


4. For the reasons stated by Judge 
Goffe, the Tax Court’s denial of Hanna’s 
claims for interest expenses related to the 
purchase of an automobile and/or Seattle 
living expenses is hereby affirmed. 


5. Expenses for physical conditioning 
during the season. This is a $142.27 item 
which seemingly was not mentioned in 
Judge Goffe’s opinion although Hanna ap- 
parently raised his contention in connec- 
tion therewith in the Tax Court as well 
as in this Court. Under the circumstances, 
that issue is hereby remanded to the Tax 
Court for further consideration. 


6. While Judge Oakes did specifically 
deny Stemkowski’s claim concerning pur- 
chase of hockey tickets for friends, he did 
not apparently need to refer to hockey tick- 
ets purchased for fans. Hanna’s claim re- 
lating to tickets, if any, which he in fact 
purchased for fans, solely because they were 
fans, is hereby remanded for determination 
by the Tax Court. 


D 


As indicated infra, we find ourselves in 
agreement without reservation with the 
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Engineers Club of San Francisco v. U.S. 


Second Circuit’s opinion in Stemkowski. 
But even if our views varied slightly from 
those expressed by Judge Oakes, we would, 
unless our differences were of considerable 
import, not create a conflict between the 


peals arising out of a consolidated Tax 
Court proceeding of the type which took 
place in connection with Stemkowski’s and 
Hanna’s contentions. 


Judgment affirmed in part; reversed and 


two Circuits, in connection with two ap- remanded in part. 


[9432] The Engineers Club of San Francisco, Plaintiff v. United States of America, 
Defendant. 


U. S. District Court, No. Dist. Calif., No. C-83-5814-CAL, 2/12/85. 


[Code Secs. 501(c)(6) and 7430] 


Exempt organizations: Services limited to one profession or trade: Attorneys: Fees: 
Court-awarded.—An engineering club was entitled to a refund for the years in issue 
because it qualified as a business league, rather than as a social club. The requirements 
for a “business league” under Reg. § 1.501(c) (6)-1 were satisfied because: (1) the taxpayer 
was not engaged in a regular business of a kind ordinarily conducted for profit, and 
its food, beverage and social activities were incidental to its professional objectives; (2) 
the taxpayer’s activities were directed toward the improvement of business conditions 
of a line of business, as opposed to the performance of particular services for individual 
persons; and (3) the taxpayer’s net earnings, if there were any, did not inure to the 
benefit of any private shareholder or individual. However, the court denied the taxpayer’s 
request for an award of attorneys’ fees because the issue was sufficiently close that the 
IRS should not have been penalized for contesting the taxpayer’s claims. Back refer- 
ences: {| 3039.176 and 5785B.11. 


Lawrence V. Brookes, Valentine Brookes, Brookes & Brookes, 601 California St. 
San Francisco, Calif. 94108, for plaintiff. Jay R. Weill, Michael J. Yamaguchi, David 
L. Denier, Assistant United States Attorneys, San Francisco, Calif. 94102, for defendant. 


Opinion 

Lecce, District Judge: Plaintiff The En- 
gineers Club of San Francisco seeks re- 
funds with respect to income taxes which 
it paid for its fiscal years ended August 
31, 1978 through 1981. The refunds are 
based on plaintiff's claim that it should 
have been taxed as a business league under 
26 U. S. C. §501(c)(6), rather than as a 
social club under 26 U. S. C. §501(c)(7). 
The difference between a business league 
and a club primarily affects the method 
for calculation of unrelated business incorne 


under 26 U. S. C. §§ 511-513. 


The case was tried without a jury and 
submitted for decision. The court has 
reviewed and weighed the testimony, the 
exhibits which were introduced into evi- 
dence, and the limited stipulation of facts. 
The court makes the following findings of 
fact and conclusions of law, and enters 
judgment in favor of plaintiff.’ 


ve 


Plaintiff is a corporation, organized and 
existing as a nonprofit corporation under 


1The factual statements, and the conclusions 


of law and judgment which result from them, 
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the California Corporations Code. Plain- 
tiff's corporate purposes are stated in its 
amended articles of incorporation: 


“ec 


. to provide an organization in which 
Engineers of all branches of the Profes- 
sion may come together, and through 
which they may cooperate and foster the 
development of the Engineering Profes- 
sion as a whole in California and inci- 
dentally and in aid of such main purpose 
to acquire by purchase, lease or otherwise 
and conduct suitable quarters for a meet- 
ing place for carrying out such purposes.” 
Plaintiff's membership is composed pri- 

marily of professional engineers and persons 
associated with the engineering profession. 
Plaintiff serves its members, and the pro- 
fessional engineering societies to which they 
belong, by providing meetings and meeting 
space, logistical support, a location for 
operations, mailing service, telephone serv- 
ice, storage of records, and other facilities 
and services. Several of the engineering 
societies use plaintiff's address as their ad- 
dress. Plaintiff's manager coordinates the 
activities of some of the societies. 


pertain to plaintiff’s fiscal years ended August 


31, 1978 through 1981. 
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Plaintiff leases space in an office building 
in downtown San Francisco. The facilities 
consist of: the top two floors of the build- 
ing, on one of which is located kitchen 
facilities, meeting and dining rooms, and 
on the other additional space and a bar; 
the administrative offices are located on 
another floor; and storage space is located 
in the basement. Meetings, seminars, edu- 
cational presentations, and meal and bev- 
erage service take place in the rooms on 
the top two floors. The premises contain 
the records and equipment of plaintiff and 
of certain of the societies which use plain- 
tiff’s facilities. 

The stipulation of facts records that dur- 
ing the years in question plaintiff’s facilities 
were used extensively by over twenty engi- 
neering societies, and by other organiza- 
tions associated with the engineering 
profession, the construction industry, and 
affiliated activities. The stipulation also 
states that other professional societies met 
at plaintiff’s facilities periodically. Plain- 
tifi’s facilities are used by the engineering 
societies free of charge. 


The meetings of the professional organi- 
zations are conducted primarily to provide 
‘professional education and training to mem- 
‘bers, and to disseminate information for the 
‘benefit of the profession as a whole. To 
reach a wide audience, many of the meet- 
‘ings are held outside of normal business 
‘hours, or are specially scheduled when the 
amembers of the professional societies are 
in the San Francisco area. A significant 
number of meetings occur during lunch 
hour or dinner time and include the service 
of meals and beverages. Typically, a so- 
ciety will have a technical meeting or an 
opportunity for members to exchange pro- 
fessional views, prior to or during a cock- 
tail hour. There will then be a meal 
service of three quarters of an hour to an 
hour. There will then be a meeting, with 
an hour or two of technical presentation. 
Sometimes there are technical speakers dur- 
ing the meal service. Many of the meetings 
at plaintiff's facilities have no food or 
beverage service. 


It is not necessary for a member of an 
engineering society to be a member of 
plaintiff in order to attend a society meet- 
ing, or to eat or drink preceding or during 
a meeting. The engineering society meet- 
ings are arranged by a member of plaintiff 
who is also a member of the particular 
society. 

Not all of plaintiff’s activities are in con- 
nection with engineering societies. Plain- 
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tiff’s facilities are available for, and are 
used by, its members for purely social func- 
tions. Plaintiff itself offers its members 
certain social activities. And plaintiff's fa- 
cilities are also open for meetings of other 
groups to which its members may belong, 
not necessarily of an engineering type. 
However, plaintiff gives preference to engi- 
neering societies over others in the use of 
its facilities. 


Tks 


The Internal Revenue Service had classi- 
fied plaintiff as a “club,” exempt from some 
income tax under 26 U. S. C. §501(c)(7). 
In November 1981, plaintiff filed with the 
Internal Revenue Service a written request 
for a determination that it qualified for 
many years, including fiscal years 1978 
through 1980, as a “business league” ex- 
empt under 26 U. S. C. §501(c)(6). The 
IRS issued a ruling denying that exempt 
status in July 1982. The denial was timely 
protested, and hearings at the national of- 
fice of the IRS took place in January 1983. 
The IRS issued a letter affirming its denial 
of that exempt status in March 1983. 


This action seeks a refund of income 
taxes for plaintiff’s fiscal years ended 
August 31, 1978 through 1981. On its orig- 
inal returns, plaintiff calculated its income 
taxes based upon its being a club under 
Section 501(c)(7). Timely claims for re- 
fund were filed with IRS for each of the 
fiscal years in question. The refund claims 
were based on plaintiff’s assertion that it 
is a business league under Section 501 (c) (6). 
The refunds were denied and this suit was 
filed. This court has jurisdiction under 28 
U. S. C. §§ 1340 and 1346(a)(1), and 26 
Uz SiG2-§ 7422(a): 


The issue is whether during the years 
in question plaintiff should be classified as 
a club or as a business league. The dis- 
pute centers on plaintiff’s food and bever- 
age operation and its social activities. 


ITI. 


The exemptions for clubs and business 
leagues are defined in Title 26 Sections 
501(c)(6) and (7) as follows: 


(6) Business leagues, chambers of com- 
merce, real-estate boards, boards of trade 
or professional football leagues (whether or 
not administering a pension fund for 
football players), not organized for profit 
and no part of the net earnings of which 
inures to the benefit of any private share- 
holder or individual. 


(7) Clubs organized and operated ex- 
clusively for pleasure, recreation, and 
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other nonprofitable purposes, no part of the 
net earnings of which inures to the bene- 
fit of any private shareholder. 


The IRS has adopted regulations under 
those two sections.? Those regulations and 
their predecessors have been in effect for 
years and have acquired the effect of law. 
See National Muffler Dealers Assoc. v. United 
States [79-1 ustc 79264], 440 U. S. 472 
(1979); North Carolina Association of Insur- 
ance Agents v. United States [84-2 ustc 
{ 9668], 739 F. 2d 949 (4th Cir.1984). 


A. 


Plaintiff asserts that the IRS is collat- 
erally estopped from claiming that plaintiff 
is a club by virtue of United States v. Engi- 
neers Club of San Francisco [64-1 wustc 
7 15,540], 325 F. 2d 204 (9th Cir. 1963). 
The Ninth Circuit there affirmed a deci- 
sion of the district court that plaintiff was 
not a “social club’ within the meaning 
of Section 1710 of the Internal Revenue 
Code of 1939 and Section 4241 of the 1954 
Code, with respect to excise taxes on dues 
and initiation fees. That case is helpful 
to plaintiff here, but is not collateral estop- 
pel for the following reasons: First, the 
tax statutes involved were different and 
presented the issue of whether plaintiff was 
a social or a non-social club, not the issue 
of whether it is a club or a business league. 
In addition, the facts involved in that issue 
were for the years 1952 through 1959, while 
the facts involved here occurred approxi- 


mately twenty years later. There was tes- 
timony during the trial of this case that 
the nature of plaintiff’s operations had not 
changed, but the testimony was conclusion- 
ary in nature and not factually probative. 
Further, plaintiff has accepted the tax bene- 
fits of being a club under section 501(c) (7) 
for several years, and cannot claim that it 
has relied upon the 1963 decision for pur- 
poses of its income taxes at issue here. 


The method of analysis used by the 
Ninth Circuit in the 1963 case is instructive 
here. The court looked at the basic pur- 
poses and programs of plaintiff, and said’ 
that there is a recognized rule that if the 
basic purposes and prograims are essentially 
technical and professional, then incidental 
and limited social features such as meals 
and beverages will not make it social; 325 
By 2d at: 200: 


Bs 


Since the 1963 decision is not dispositive, 
this court must return to the statutes, the 
regulations, and the cases which have inter- 
preted them. 


Numerous cases have been decided on the 
issue of whether an organization is or is 
not a business league under Section 501 
(c)(6). However, those decisions were pri- 
marily factual and provide only limited 
guidance. In National Muffler Dealers Asso- 
ciation v. United States, supra, the Supreme 
Court upheld the decision of the lower 
court that the taxpayer there was not a 


2 Treas. Reg. § 1.501(c)(6)-1 (1984). 
leagues, chambers of commerce, 
boards, and boards of trade. 

A business league is an association of persons 
having some common business interest, the pur- 
pose of which is to promote such common in- 
terest and not to engage in a regular business 
of a kind ordinarily carried on for profit. It is 
an organization of the same general class as 
a chamber of commerce or board of trade. 
Thus, 
improvement of business conditions. of one or 
more lines of business as distinguished from 
the performance of particular services for in- 
dividual persons. An organization whose pur- 
pose is to engage in a regular business of a 
kind ordinarily. carried on for profit, even 
though the business is conducted on a coopera- 
tive basis or produces only sufficient income to 
be self-sustaining, is not a business league. An 
association engaged in furnishing information 
to prospective investors, to enable them to make 
sound investment, is ‘not a business league, 
since its activities do. not further any common 


Business 
real estate 


its activities should be directed to the 


chapter F, chapter 1 of the Code, and the regu- 
lations thereunder. 

Treas. Reg. §1.501(c)(7)-1 (1984). 
clubs. 

(a) The exemption provided by section 501(a) 
for organizations described in section 501(c) (7) 
applies only to clubs which are organized and 
operated exclusively for pleasure, recreation, 
and other nonprofitable purposes, but does not 
apply to any club if any part of its net earnings 
inures to the benefit of any private shareholder. 
In general, this exemption extends to social and 
recreation clubs which are supported solely 
by membership fees, dues, and assessments. 
However, a club otherwise entitled to exemp- 
tion will not be disqualified because it raises 
revenue from members through the use of club 
facilities or in connection with club activities. 

(b) A club which engages in business, such 
as making its social and recreational facilities 
available to the general public or by selling 
real estate, timber, or other products, is not 
organized and operated exclusively for pleasure, 
recreation, and other non-profitable purposes, 
and is not exempt under section 501(a). Solici- 
tation by advertisement or otherwise for public 

i facilities is prima facie evidence 
1b 5 d t 
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business league because it consisted only 
of the franchisees of one company, and was 
not therefore a “line of business” as de- 
fined in the regulations. In the present 
case, however, this court finds that plain- 
tiff’s activities do promote the whole of the 
profession of engineering and its related 
activities. In North Carolina Association of 
Insurance Agents v. United States, supra, the 
taxpayer was also denied exemption as a 
business league. It was engaged in a busi- 
ness, being the sole insurance agent for the 
State of North Carolina. The court there- 
fore concluded that it was engaged in a 
regular business of a kind ordinarily con- 
ducted for profit. The United States here 
contends plaintiff is similarly engaged in 
a regular business, because of its restaurant 
and beverage operations. This issue will be 
discussed below, but the North Carolina 
decision was based upon the facts and cir- 
cumstances in that case and does not 
resolve the issues here. Other cases have 
granted or denied taxpayers status as busi- 
ness leagues, depending upon the facts of 
the taxpayers’ operations in each case. See, 
e.g., American Institute of Interior Designers 
v. United States [62-2 ustc §9777], 208 F. 
Supp. 201 (N. D. Cal. 1962); Association 
Master Barbers and Beauticians v. Commis- 
sioner [Dec. 34,703], 69 T. C. 53 (1977); 
American Automobile Association v. Comms- 


sioner [Dec. 19,537], 19 T. C. 1146 (1953). 


The parties here agree that under the 
statutes, regulations, and cases, there are 
six applicable requirements to be a business 
league under Section 501(c) (6): 


(1) It must be an association of persons 
having a common business interest. 


(2) Its purpose must be to promote that 
common business interest. 


(3) It must not be organized for profit. 


(4) It should not be engaged in a regu- 
lar business of a kind ordinarily conducted 
for a profit. But a business activity shall 
not cost an organization its exemption as 
a business league if the activity is merely 
incidental to the main purpose of the 
organization. 


(5) Its activities should be directed toward 
the improvement of business conditions of 
one or more lines of business, as opposed 
to the performance of particular services 
for individual persons. 


(6) Its net earnings, if any, must not 
inure to the benefit of any private share- 
holder or individual. 


The parties agree that plaintiff here 
meets the first three requirements, but the 
second three are in dispute. Those dis- 
putes center around the food, beverage, 
and social activities of plaintiff. The court 
therefore turns to an examination of those 
activities to determine whether require- 
ments 4, 5 and 6 have been met. In ex- 
amining the facts and requirements, the 
court notes that the burden of proof is 
upon the taxpayer, and that tax exemptions 
are narrowly and strictly construed in 
favor of the United States; Helvering v. 
Taylor [35-1 ustc J 9044], 293 U. S. 507 
(1935); Association Master Barbers and 
Beauticians v. Commissioner, supra. 


VE 


The general activities of plaintiff have 
been discussed above, based upon the stipu- 
lation of facts and upon findings of fact 
which the court is satisfied are proved by 
a preponderance of the evidence. 


Plaintiff is a membership club, and its 
membership is not open to all pérsons, not 
even all engineers, who wish to apply. How- 
ever, the record indicates that at least two 
other membership clubs have also been 
classified by defendant as business leagues. 
They are The World Trade Club and The 
San Francisco Commercial Club.2 The 
court finds, by a preponderance of the 
evidence and by the applicable law, that 
plaintiff’s professional operations, standing 
alone, would qualify it as a business league. 
The question then is the effect of plain- 
tiff’s food, beverage and social activities. 


It is difficult to quantify precisely, either 
numerically or by percentages, the extent 
of the food, beverage and social activities. 
The parties did not present plaintiff's regu- 
lar financial statements. And its books 
were generally kept in such a manner as 
to satisfy the IRS’s reporting requirements 
under Section (c)(7), rather than to show 
information helpful to determine whether 
plaintiff is entitled to (c)(6) status. The 
amount of “social’’ gross revenue could 
not be precisely determined. There were 
also definitional difficulties in evaluating 
the testimony of the witnesses and the ex- 
hibits, on such questions as: what was 
“social” versus “business”; what was “mem- 


8 There was no direct testimony regarding 
The San Francisco Commercial Club. However, 
mention of its status as a business league was 
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contained in documents admitted into evidence, 
and the hearsay objection to those documents © 
was waived. ' 
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ber’ versus “non-member”; whether an 
activity was “banquet” or some other type 
of gathering; and whether specific events 
were “social” or “business” in nature. How- 
ever, the testimony and the exhibits are 
sufficient to establish the following by a 
preponderance of the evidence. 


During the years in question approxi- 
mately two-thirds of plaintiffs gross reve- 
nue was from the sale of food and beverage. 
During those years, dues increased from 
$332,000 to $453,000, while food and bever- 
age sales increased from $642,000 to 
$855,000. The policy of plaintiff's board of 
directors was to break even on the com- 
bined food and beverage operations, and 
leave the dues and initiation fee income to 
cover fixed costs and general and adminis- 
trative expenses. Any profit from the food 
and beverage operations could have been 
used to defray other expenses, but there 
was uncontradicted testimony that such a 
surplus would actually be put into invest- 
ments for capital development. One exhibit 
showed that for the four years in question 
there was a total combined net profit of 
approximately $25,000. Another exhibit 
showed that the food and beverage opera- 
tion actually resulted in a net loss during 
those years. Whichever exhibit was more 
accurate, it is clear that there was in fact 
little, if any, net profit from the combined 
food and beverage operations. 


With respect to the use of plaintiff’s 
facilities, the record is clear that extensive 
use was made by engineering societies and 
by plaintiff’s members for business pur- 
poses. There were also some purely social 
events. The club manager estimated twelve 
or so social events per year. From the 
listing of plaintiff’s activities in the exhibits, 
it appears that the purely social events were 
a very small percentage of the total usage, 
and they were far outweighed by business 
meetings. The government’s witness esti- 
mated that 34% of plaintiff’s banquet busi- 
ness was social, and that the banquet social 
use constituted approximately seven to 
eight percent of the club’s gross sales. The 
government’s witness also estimated that 
the usage of plaintiff’s facilities was ap- 
proximately 90% business and 10% social. 

C point of Soa: rey alist 


tions were business related, and no more 
than 10% were social. 


Another factor is as important as num- 
bers and percentages. That is, the degree 
to which the activities of the plaintiff—in- 
cluding its food, beverage and social usage 
aided the basic purposes and programs of 
its technical and professional activities; 
U. S. v. Engineers Club of San Francisco, 


supra, p. 206. Under that functional test, 


the food and beverage, and to a lesser de- 
gree the social activities, do serve those 
purposes. The food and beverage service 
are usually short compared with the busi- 
ness portions of the meetings. All of the 
plaintiff’s public rooms are used for the meet- 
ings and conferences. Some of the rooms 
are used for meetings during the day, 
with no food and beverage service. Dur- 
ing the years in question, engineering 
societies used plaintiff's facilities for meet- 
ings on an average of three and one-half 
nights per week. The engineering societies’ 


meetings were open to all engineers who — 


were members of those societies, whether 
they were members of plaintiff or not. And 
as high as 75% of the persons attending 
the meetings of the societies were not mem- 
bers of plaintiff. Most of the time of the 
staff of plaintiff was spent on the activities 
of the societies. The focus of plaintiff’s 
operations, both the business meetings with- 
out food and beverage and those activities 
which included food and beverage, was on 
the promotion of the engineering profes- 
sion, the activities of the profession and 
its related endeavors, and the professional 
development of persons connected with 
them. 


The court therefore concludes under re- 
quirement No. 4 that plaintiff was not en- 
gaged in a regular business of a kind 
ordinarily conducted for profit, and that 
its food, beverage and social activities were 
incidental to its professional objectives. 
Under requirement No. 5, the activities of 
plaintiff were directed toward the improve- 
ment of business conditions of a line of 
business, as opposed to the performance 
of particular services for individual per- 


_ sons. And under requirement No. 6, plain- 
tiff’s net earnings, if there were any, did 


not inure to the benefit of any private 
2 dex itor ene ae ee The require- 
t under the 
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V. 


For ‘the fiscal years ended August 31, 
1978 through 1981, plaintiff was entitled to 
be taxed as a business league under 26 
UNS. C2§: 501 (e).G6): 


Plaintiff is entitled to judgment against 
defendant for the refunds sought for each 
of the years in question: $245.00 for the 
fiscal year ended August 31, 1978; $1,233.00 
for the fiscal year ended August 31, 1979; 
$153.00 for the fiscal year ended August 31, 
1980; and $5,944.00 for the fiscal year ended 
August 31, 1981; together with interest on 
each of those sums; and costs of suit. 


The court denies plaintiff's request for 
attorneys’ fees under 26 U. S. C. § 7430. 
The issue was sufficiently close that de- 
fendant should not be penalized for con- 
testing plaintiff’s claims. And in view of 
the sums of money involved, this action 
was primarily in the nature of a declaratory 
judgment proceeding to establish plaintiff’s 
status as a Section 501(c)(6) business 
league. 


Plaintiff is to submit within ten days a 
proposed form of judgment setting forth 
the decisions stated in this section V. 


[] 9433] In re: J. K. Printing Services, Inc., Plaintiff v. United States of America, 
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U. S. Bankruptcy Court, West. Dist. Va., Charlottesville Div., No. 683-00221-C, 
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[Code Secs. 6672 and 7421, and 11 USC § 105(a)] 


Injunctions: Bankruptcy and receivership: Jurisdiction: Penalties, civil: Failure to 
collect and pay over tax: Standing.—Notwithstanding the literal wording of the Anti- 
Injunctive Act, the IRS could be enjoined in a bankruptcy proceeding against collecting 
the 100-percent penalty from a corporation’s chief operating officer who had willfully 
omitted paying withholding taxes. In accordance with the spirit and purpose of the 
Bankruptcy Code, the corporation had standing to challenge the collection efforts against 
its sole stockholder and the court had jurisdiction to protect the debtor’s opportunity to 


rehabilitate itself. Back references: {] 5569.012, 5641.0755, and 5779.781. 


Memorandum Opinion 


ANDERSON, Bankruptcy Judge: On Jan- 
uary 25, 1985 the debtor, by its president 
M. Julia Kelley McKay (“Mrs. McKay”), 
filed its verified “Complaint for a Tem- 
porary Restraining Order and for Prelimi- 
nary and Permanent Injunctive Relief” 
against the Internal Revenue Service 
(“IRS”) initiating this adversary proceed- 
ing. Upon the request of counsel for the 
debtor and Mrs. McKay, an ex parte hear- 
ing was held on that date at which time, 
based upon the facts set forth in the verified 
complaint and the representations of the 
attorney for the debtor, it clearly appeared 
that immediate and irreparable harm would 
result to the debtor before the IRS could 
be heard in opposition. It further appeared 
that the IRS would not sustain any sub- 
stantial damage or prejudice by the entry 
at that time of a Temporary Restraining 
Order pursuant to F. R. Civ. P. 65(b) and 
Bankruptcy Rule 7015. A Temporary Re- 
straining Order was entered by the Court 
at the culmination of that hearing restrain- 
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ing the IRS from further assessment or 
collection activity in regard to a 100% 
penalty assessed pursuant to 26 U. S. C. 
§ 6672 against Mrs. McKay, the debtor’s 
founder, president and sole stockholder. 
The aforementioned Temporary Restrain- 
ing Order was extended for an additional 
10 days by Order of the Court entered on 
February 4, 1985. 


On February 14, 1985 a hearing was 
held in this matter at Lynchburg, Virginia, 
during which testimonial and documentary 
evidence was presented. The IRS filed its 
“Motion to Dissolve Temporary Restrain- 
ing Order and to Dismiss Complaint” with 
supporting memorandum of law at that 
time. At the conclusion of that hearing 
counsel for the IRS agreed that the Tem- 
porary Restraining Order would continue 
in effect until the disposition of this matter 
by the Court and a schedule for the filing 
of memoranda of law by the parties was 
set. The Court subsequently requested that 
the parties file supplemental memoranda of 
law in which to address the recent case of — 
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In re The Original Wild West Foods, Inc. 
[85-1 ustc 7 9137], 45 B. R. 202 (Bkrtcy. 
W. D. Tx. 1984). The last of these supple- 
mental memoranda was filed by the IRS on 
April 26, 1985 at which time the Court took 
the matter under advisement. 


The Court has consolidated for determi- 
nation the Complaint of the debtor and the 
Motion of the IRS to dismiss the same. 
The matter before the Court is whether or 
not the IRS shall be enjoined from asses- 
sing and collecting from Mrs. McKay a 
100% tax penalty for unpaid pre-petition 
federal withholding and employment taxes 
pursuant to 26 U. S. C. § 6672. 


The Court finds that this is a core pro- 
ceeding and properly before it. 28 U. S. C. 
§ 157(b) (2) (A). 


Facts 


The debtor filed its petition for relief 
under Chapter 11 of the Bankruptcy Code 
on March 17, 1983. On March 26, 1984, the 
IRS filed an amended proof of claim in the 
total amount of $3,527.11 for federal em- 
ployment withholding and FICA taxes due 
from the debtor for the fourth quarter of 
1982 and the first quarter of 1983. Pl. Exh. 
1, 2/14/85 hrg. It is apparently undisputed 
that this is the correct amount owed the 
IRS by the debtor for pre-petition federal 
withholding and employment taxes. 


The plan of reorganization proposed by 
the debtor provided that all claims for taxes 
under 11 U. S. C. §507(a)(6) were to be 
paid in full as soon as possible after con- 


firmation of the plan. By letter dated April - 


20, 1984, a copy of which was filed with the 
Court, counsel for the debtor stated “... 
that the intent of the Plan is to satisfy the 
IRS debt, in the amount of $3,527.11, within 
120 days from the date of confirmation 

..” Exh. A. to Def, Motion. The debtor’s 
plan was confirmed by the Court on April 
26, 1984. The plan as confirmed conforms 
to the requirements of 11 U. S. C. 
§ 1129(a)(9)(C). 


The debtor has paid all but $2,501.60 of 
the withholding and FICA taxes for which 
it has become liable during the pendency 
se. As post-petition withholding 
taxes | are eutinistiatine) X= 


Under “form” coverletter dated April 17, 
1984, signed by an “Acting Group Man- 
ager”, the IRS sent Mrs. McKay a Form 
2751 Proposed Assessment of 100 Percent 
Penalty. pursuant to 26 U. S. C. § 6672. 
That letter and Form 2751 proposed assess- 
ment of a penalty of $2,289.83 against Mrs. 
McKay for that portion of the debtor’s 
pre-petition federal withholding and em- 


ployment tax debt owing for the lst Quar-° 


ter of 1983. It further requested Mrs. 
McKay’s agreement to such assessment. 
Pl. Exhs. 2 & 3, 2/14/85 hrg. The “form” 
nature of that letter and the fact that the 
amount of the 100% penalty proposed to 
be assessed was only for,the Ist Quarter 
of 1983, omitting the additional amount 
owing for the 4th Quarter of 1982, indi- 
cates that this was strictly a routine minis- 
terial act on the part of the IRS. 


On November 5, 1984, more than two 
months after the expiration of the 120 day 
post-confirmation period within which the 
$3,527.11 was due to IRS under the debtor’s 
plan as explained by counsel’s letter of 
April 20, 1984, the IRS assessed a 100% 
penalty against Mrs. McKay in the amount 
of $2,289.83 for withholding and FICA 
taxes owed by the debtor for the Ist 
Quarter of 1983. Def. Exh. A, 2/14/85 
hrg. By letter dated January 7, 1985, the 
IRS gave Mrs. McKay final notice of its 
intention to levy on her property to collect 
the penalty assessed. Pl. Exh. 4, 2/14/85 
hrg. Subsequently, negotiations took place 
between counsel for Mrs. McKay and Reve- 
nue Officer A. T. Harvey of the Charlottes- 
ville, Virginia, office of the IRS, apparently 
in an attempt to work out an installment 
payment arrangement. This resulted in a 
letter dated January 16, 1985 from Harvey 
to counsel for Mrs. McKay. Pl. Exh. 5, 
2/14/85. No such installment payment ar- 
rangement was ever entered into. 


A Notice of Federal Tax Lien on all 
property belonging to Mrs. McKay dated 
January 29, 1985 was filed with the Clerk 
of the Circuit Court for the City of Char- 
lottesville, Virginia. Def. Exh. A, 2/14/85 
hrg. While this filing was made after the 
date on which the Court entered the afore- 
mentioned Temporary Restraining Order, 
the Court takes judicial notice that the 
Temporary Re straining Qsder was. entexed 
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the entry of the Temporary Restraining 
Order at the time of filing the Notice of 
Tax Lien. é 


The IRS argues in its memorandum to 
the Court that it has not been proven 
that collection of the 100% penalty assessed 
against Mrs. McKay would adversely affect 
the debtor. On the contrary, the position 
of the IRS is that collection of the 100% 
penalty from Mrs. McKay would aid the 
debtor in its reorganization as it would 
satisfy one of the debtor’s priority claim 
obligations. However, the only evidence 
before the Court on this issue is the uncon- 
tradicted and rather emotional testimony 
of Mrs. McKay. It is clear from that testi- 
mony that Mrs. McKay is the cornerstone 
of the debtor’s continued vitality. Besides 
owning all of the stock of the debtor, she 
manages its business operations and pro- 
cures new accounts for it. She is appar- 
ently without sufficient disposable assets 
to pay the 100% penalty assessed against 
her. Therefore, based on her testimony, 
the Court concludes as a matter of fact 
that if the IRS were to proceed to collect 
the 100% penalty assessed against Mrs. 
McKay by levying on her individually 
owned property, any hope which the debtor 
has of rehabilitating itself will be effec- 
tively thwarted. 


Revenue Officer S. C. Groves testified 
that levy is only utilized as a method of 
last resort by the IRS in situations such 
as these. The Court notes that this is 
consistent with IRS policy nationwide. See: 
United States v. Sotelo [78-1 ustc ] 9446], 
436 U. S. 268, 279 (1978), however, it is 
irrelevant to this determination as the IRS 
is apparently poised to use such method 
in this case. 


Conclusions of Law 
Te, 


Numerous legal issues are raised by this 
adversary proceeding. Initially the Court 
disposes of the argument of the IRS that 
the Court’s Temporary Restraining Order 
against it was not properly entered. While 
the Court is unpersuaded that the require- 
ments of F. R. Civ. P. 65(b) were not 
fully complied with at the time of the 
entry of that Temporary Restraining Order, 
the issue of its propriety is now moot in 
light of the acquiescence of the IRS in its 


continued effect pending the Court’s deci- 
sion on the merits of the debtor’s request 
for permanent injunctive relief. 


I, 


The IRS vigorously contends that the 
Court is without jurisdiction to enter an 
order restraining collection of a tax penalty 
against Mrs. McKay. Collateral to this 
issue is whether or not the debtor has 
standing to seek injunctive relief for the 
benefit of its chief operating officer and 
sole stockholder. 


In support of its position that the Court 
lacks jurisdiction in this matter, the IRS 
relies heavily on the case of United States 
v. Huckabee Auto Co. [85-1 ustc J 9257], 46 
Boeke 741 0DY GMD: Ga. 1985). In 
Huckabee, as in the case at the bar, the 
debtor corporation’s confirmed plan of re- 
organization provided for payment in full 
of pre-petition FICA and employee with- 
holding taxes as a priority claim under 
§ 507(a)(b)(C) as required by 11 U. S. C. 
§ 1129. The opinion of the district court, 
in reversing the bankruptcy court, framed 
the jurisdictional issue as a conflict be- 
EWGelal le Cee Se Cans ZO sands ZO Wie Sane. 
§ 6672. The court concluded that since the 
officers of the debtor were not themselves 
debtors, the bankruptcy court was not the 
appropriate forum in which to seek injunc- 
tive relief for them against the IRS for 
their individual tax liabilities. Jd. at 745. 
The IRS cites Reed v. General Finance Loan 
Co. of Norfolk, 394 F. 2d 509 (4th Cir. 
1968), for the proposition that Huckabee 
should be followed by bankruptcy courts 
within the Fourth Circuit. 


In declining to follow Huckabee on this 
issue, the Court adopts the reasoning and 
authority set forth by Judge Elliott in his 
opinion in Original Wild West Foods, supra, 
a case identical to the present case in all 
relevant facts.* The Court in that case 
relied on Bostick v. United States [75-2 ustc 
7 9630], 521 F. 2d 741 (8th Cir. 1975) and 
its progeny to support its conclusion that 
jurisdiction to enjoin assessment and col- 
lection of the 26 U. S. C. § 6672 100% 
penalty exists in the bankruptcy court. The 
Original Wild West Foods court also found 
that the debtor therein had standing be- 
cause “[t]he Debtor’s interest in protecting © 
its ability to reorganize successfully is 


* The IRS contends that the debtor in this 
case is in default on its plan payments and, 
thereby, attempts to distinguish it from Origi- 
nal Wild West Foods. While such default may 
._ be grounds for a motion to convert the case to 
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one under Chapter 7 or to dismiss it, it is not 
relevant to this determination as the plan can 
still be amended to meet the strictures of 
11 U. S. C. § 1129(a)(9)(C). 
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sufficient to confer standing to enjoin the 
Internal Revenue Service from...” further 
collection efforts against the officer/stock- 
holder. Original Wild West Foods, supra, 
at 205. The Court notes that the majority 
of the reported court decisions on this 
issue have likewise determined that such 
jurisdiction and standing exists. In re Steel 
Products, Inc. [85-1 uste $9439], 12 BCD 
1055 (Bkrtcy. W. D. Wash. 1984). Jn the 
Matter of Beckers Motor Transportation, 
Inc. [81-1 ustc 7 9348], 632 F. 2d 242 (3rd 
Cir, 1980), cert. den. 450 U. S. 916. In re 
Pressimone, 39 B. R. 240 (D. C. N. D. N.Y. 
1984). See also, Jn the Matter of Johnson 
Electrical Corporation [71-1 uste J 9389], 442 
F. 2d 281 (2nd Cir. 1971). In the Matter 
of Zook [76-2 ustc { 9634], 541 F. 2d 220 
(9th Cir. 1976). Contra, United States v. 
Rayson Sports, Inc. [84-2 ustce 19968], 44 
B. R. 280 (D. C. N. D. Ill. 1984). 


The Court concludes that the debtor in 
this case has standing to seek an injunction 
against the collection of the 100% penalty 
assessed against Mrs. McKay pursuant to 
26 U. S. C. § 6672. Further, the Court has 
jurisdiction over this proceeding as the 
success of the debtor’s Chapter 11 reor- 
ganization is directly affected by its out- 
come. 11 U.S. C. § 105(a). 


Il. 


The IRS challenges the power of the 
Court to enjoin it from collecting the 100% 
tax penalty against Mrs. McKay. This 
challenge is based on 26 U. S. C. §7421(a) 
(“The Anti-Injunction Act’). 


The purpose of the [Anti-Injunction] 
Act is to serve “the Government’s need 
to assess and collect taxes as expedi- 
tiously as possible with a minimum of 
pre-enforcement judicial interference”, Bob 
Jones University v. Simon ey USTC 
1.9438], 416 U. S. 725, 736°. ... (1974) 


In re Pressimone, supra at 243. 


The Supreme Court has approved only 
two judicially-created exceptions to the 
Act's proscription. The first applies in cases 
where the plaintiff can demonstrate ir- 
_ reparable harm and a ygerionsty of success 
on the merits, . . . [Enochs v. Williams 
: kin: Navigation sO ol toe usTC 


Id. at 244. In the present case, as in 
Pressimone, the validity of the assessment 
of the 100% penalty is not disputed. 


Subsection (a) of the Anti-Injunction 
Act lists several specific exceptions to that 
statute’s prohibition. None of those excep- 
tions listed is applicable to the present 
situation. 26 U. S. C. § 742(a). 


The Court is faced with resolving the 
inherent conflict between the spirit and 
purpose of the Bankruptcy Code and the 
literal reading of the Anti-Injunction Act. 
Original Wild West Foods, supra at 207. This — 
conflict has been the subject of numerous 
reported court opinions which illustrate a 
clear split of authority between those courts: 
which have followed the authority of J 
the Matter of Becker's Motor Transportation, 
Inc. [81-1 uste {[ 9348], 632 F. 2d 242 (3rd 


Cir. 1980), cert. den. 450 U. S. 916, and 


those courts which have followed the au- 
thority of Bostwick v. United States [75-2 
ustc J 9630], 521 F. 2d 741 (8th Cir. 1975). 


The arguments on both sides of this con- 
flict have been expounded upon ad nauseum 
in the numerous opinions reported on this 
issue so as to render the Court’s further 
recitation of those arguments here unneces- 
sary. The Court adopts as its own the 
reasoning, authority cited, and conclusion 
of Judge Elliott in his opinion in Original 
Wild West Foods in deciding that it has the 
power, regardless of the Anti-Injunction 
Act, to enjoin the IRS from collecting the 
100% penalty of 26 U. S. C. § 6672 as 
assessed against Mrs. McKay because the 
Court: must be able to protect the debtor’s 
opporunity to rehabilitate itself. See, Jn 
re Steel Products, Inc., 12 BCD 1055 (Bkrtcy. 
W. D. Wash. 1984). Contra, In re Pressi- 
mone, supra. Franklin Press, Inc. v. United 
States, Adv. Case No. 84-0696-BKC-TCB-A 
(Bkrtcy. S. D. Fla. 1985). United States v. 
Rayson Sports, Inc. [84-2 usrc 9968], 44 
B. R. 280 (D. C. N. Dt Ill. 1984). ‘ 


IV. 


The Court now reaches the merits of the 
debtor’s request that the IRS be enjoined 
from any further assessment or collection 
of the 100% penalty against Mrs. McKay 
pursuant to 26 Ue Sie 8 sevoens ~ ee 
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100% penalty assessed against Mrs. McKay 
pursuant to 26 U.S. C. § 6672 which arises 
out of the debtor’s business operations. 
The injunction shall remain in effect pend- 
ing the debtor’s repayment of its employee 
withholding and FICA tax obligations to 
the IRS under its Chapter 11 plan of re- 
organization. As a condition of the injunc- 
tion, Mrs. McKay shall not be permitted, 
without the approval of the Court, to trans- 
fer any assets or interests in property to 
which the IRS would otherwise presently 
be able to look for satisfaction of its claim. 
Further, the IRS shall be permitted to 
complete its assessment of the 100% pen- 
alty against Mrs. McKay so long as no 
action to collect such assessment is made. 


Copies of the foregoing Memorandum 
Opinion are directed to be mailed to: Craig 
T. Redinger, Esq., Counsel for Debtor; Jean 
B. Weld, Esq., Assistant U. S. Attorney; 
Jennie L. Montgomery, Esq., Assistant 
U. S. Attorney; Patricia A. Scott-Clayton, 
Esq., Trial Attorney, Tax Division, U. S. 
Department of Justice; William French 
Smith, U. S. Attorney General, and Gerald 
R. Esposito, District Director, Internal Rev- 
enue Service. 


At Charlottesville, Virginia, in said Dis- 
trict, this 16th day of May, 1985. 


Upon the Complaint of the debtor seek- 
ing injunctive relief against the Internal 
Revenue Service from its further assess- 
ment or collection activities in regard to 
a 100% penalty assessed against M. Julia 
Kelley McKay, the debtor’s president and 
‘sole stockholder, and 


Upon the Motion of the IRS to dismiss 
said complaint, and 


Upon a hearing having been held in 
this matter at which testimony was heard 
and other evidence presented to the Court, 
and 


Upon a consideration of the memoranda 
of law filed by the parties and of the appli- 
cable authority, for the reasons set forth 
in the Memorandum Opinion of this date it 
is hereby 


Ordered 


That the IRS is enjoined from collecting 
any 100% penalty assessed against M. Julia 
Kelley McKay pursuant to 26 U. S. C. 
§ 6672 arising out of the debtor’s business 
operations, pending the debtor’s payment 
of its federal employee withholding and 
FICA tax obligations under its Chapter 11 
plan of reorganization, and d 


That M. Julia Kelley McKay shall not 
be permitted, during the effectiveness of 
this injunction, to transfer any assets or 
interests in property to which the IRS 
would otherwise be able to look for satis- 
faction of its claim, without the approval 
of the Court, and 


That the IRS may complete its assess- 
ment of the 100% penalty against M. Julia 
Kelley McKay so long as no action to 
collect such assessment is made. 


Copies of the foregoing Order are di- 
rected to be mailed to: Craig T. Redinger, 
Esq., Counsel for Dubtor; Jean B. Weld, 
Esq., Assistant U. S. Attorney; Jennie L. 
Montgomery, Esq., Assistant U. S. Attor- 
ney; Patricia A. Scott-Clayton, Esq., Trial 
Attorney, Tax Division, U. S. Department 
of Justice; William French Smith, U. S. 
Attorney General, and Gerald R. Esposito, 
District Director, Internal Revenue Service. 


[] 9434] Sharon Franklet, Plaintiff-Appellant v. United States of America, Defend- 


ant-Appellee. Dinah Bachrach, Plaintiff-Appellant v. United States of America, De- 
fendant-Appellee. John McChesney-Young and Ann L. McChesney-Young, Plaintiffs- 
Appellants v. United States of America, Defendant-Appellee. Kolya M. Braun, Plaintiff- 
Appellant v. United States of America, Defendant-Appellee. Mary McKenna, 
Plaintiff-Appellant v. United States of America, Defendant-Appellee. James T. Ayers, 
Plaintiff-Appellant v. United States of America, Defendant-Appellee. Judith L. Kaplan, 
Plaintiff-Appellant v. United States of America, Defendant-Appellee. Timothy A. Pearce, 
Plaintiff-Appellant v. United States of America, Defendant-Appellee. Betty Winkler, 
Plaintiff-Appellant v. United States of America, Defendant-Appellee. Peter C. Brewer 
and Faith J. Brewer, Plaintiffs-Appellants v. United States of America, Defendant- 
Appellee. Eugene A. Wiens, Plaintiff-Appellant v. United States of America, Defendant- 
Appellee. 

U. S. Court of Appeals, 9th Circuit, Nos. 84-1745—84-1752, 84-2022—84-2024, 5/21/85. 
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Civil penalties: Frivolous return penalty: Military expenditures: Rules applicable to 
penalties: Pre-assessment hearing.—The frivolous return penalty, imposed in each of 
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eleven cases consolidated for appeal, was affirmed without comment because the tax- 
payers’ various constitutional and procedural objections were without merit. Back ref- 


erences: {| 5596A.20 and 5596G.40. 


Robert N. Unruh, San Francisco, Calif. for plaintiff-appellant. Elaine F. Ferris, ‘De- 
partment of Justice, Washington, D. C 20530, for defendant-appellee. 


Before HALL and Wiceins, Circuit Judges, and Smitu,* District Judge. 


Opinion 

Per CurtaAM: In these eleven cases, which 
were consolidated for this hearing, the ap- 
pellants all filed income tax returns making 
claims for war tax credits or deductions. 
The Internal Revenue Service penalized 
the appellants for filing “frivolous” income 
tax returns (26 U. S. C. § 6702) for the 
year 1982. Appellants challenged the as- 
sessments in the District Court for the 
Northern District of California. Judgments 
in favor of the United States were entered 
in all cases. 


For the reasons stated in the © 


opinion in Franklet v. United States [84-1 
ustc § 9151], 578 F. Supp. 1522 (N. D. Cal. 
1984),* we affirm the judgments. 


We note that, since the decision in Franklet, 
similar results have been reached in Wall 
v. United States [85-1 ustc 9250], 756 F. 
2d 52 (8th Cir. 1985); Kahn v. United States 
[85-1 ustce J 9152], 753 F. 2d 1208 (3d Cir. 
1985); and Welch v. United States [85-1 
ustc 9122], 750 F. 2d 1101 (1st Cir. 1985). 
See also Jenney v. United States [85-1 ustc 
7 9280], 755 F. 2d 1384 (9th Cir. 1985). 


[7 9435] United States of America, Plaintiff-Appellee v. Gordon S. Buttorff, Defend- 


ant-Appellant. 


U. S. Court of Appeals, 5th Circuit, No. 83-1368, 6/3/85. Affirming the District Come 


83-1: ustc f 9342. 


[Code Sec. 7408] 


Tnjunchonst Abusive tax shelters: Promoter.—A preliminary injunction was prop- 
erly issued against an individual who promoted and sold pure equity or family trust 


packages and falsely represented their purported tax advantages. 


The district court 


was correct in finding that he knew or had reason to know that his representations to 
his customers regarding the tax benefits of the trust package were false and misleading 
since similar schemes were consistently held invalid by the courts. The injunction was 
necessary to prevent a recurrence of the violation. The activity enjoined was not pro- 
tected under the First Amendment since such protection does not extend to misleading 
commercial speech. Also, the existence of criminal or other legal sanctions did not: 
require that the district court deny the requested injunction. Back reference: {[ 5776E.10.. 


Glenn L. Archer, Jr, Assistant Attorney General, Michael L. Paup, Jonathan S.. 
Cohen, Robert S. Pomerance, Department of Justice, Washington, D. C., 20530, James. 
A. Rolfe, Dallas, Tex., 76102, for plaintiff-appellee. Gordon S. Buttorff, 13612 Midway 
Rd., No. 220, Dallas., Tex., 75234, pro se, Joe Alfred Izen, Jr., 8191) Southwest Free- 


way, No. 117, Houston, Tex., 77074, for defendant-appellant. 
Before Rusin, Potirz, and Garwoop, Circuit Judges. 
Facts and Proceedings Below 


Approximately ten years ago appellant, 
Gordon S. Buttorff, organized and is now 
executive director of Constitutional Trust 
Associates, a group engaged in a commer- 


Garwoop, Circuit Judge: This is an ap- 
peal from a preliminary injunction issued 
pursuant to section 7408 of the Internal 
Revenue Code. 26 U. S. C. $7408. We 
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cial tax practice doing business in Dallas, 
Texas. Since at least 1976, appellant and 
his associates have promoted, sold, and 
serviced a trust package,’ the “Constitu- 
tional Pure Equity Trust” (also referred 
to by the parties as a “Pure Equity” or 
“Family Trust”) which they said would 
enable its purchasers to avoid probate, sig- 
nificantly reduce income tax liability, and 
keep financial dealings private. Appellant 
is neither a lawyer’? nor an accountant, 
though he does employ accountants to pre- 
pare tax returns. 


A. The Trust. Appellant advised cus- 
tomers to transfer all their property (in- 
cluding such items as bank accounts, stocks, 
vehicles, insurance, furniture, jewelry, resi- 
dences and other real estate) to a trust 
and then claim the expenses of upkeep and 
operation of that property as deductible 
trust expenditures (including expenses re- 
lated to home maintenance and repair, 
utilities, insurance, and automobile upkeep) 
such that the trust would pay for prac- 
tically all family ordinary personal living 
expenses except food. According to trust 
documents submitted to the court below, 
generally the wife conveyed her real and 
personal property to the husband who 
then conveyed all family property to the 
trust, along with his income or the right 
to receive income from his lifetime services, 
in return for the entire beneficial interest 
in the trust evidenced by beneficial interest 
certificates, shares of which were then di- 
vided between the husband and wife and/or 
other family members. Any disbursement 
of trust income would be made pro rata 
according to the distribution of beneficial 
interest as evidenced by the certificates, 
and, if the trust were terminated, the assets 
were also to be distributed according to 
the beneficial interest certificates. Appel- 
lant and the wife were originally named 
as trustees; appellant subsequently resigned 
and the husband was made a trustee. The 
customers then became sole trustees and 


1 Appellant sold a kit of trust forms which 
included a declaration, introductory materials, 
and step-by-step instructions for creating and 
maintaining .the trust. Appellant also partici- 
pated in setting up the trusts and provided for 
preparation of his customers’ income tax returns 
for the first year after the trust was created. 
Although the forms were basically the same 
for all customers, the purchase price of the 
documents and service varied, based on the 
' value of the assets placed in the trust. 

2The Texas Committee on the Unauthorized 
Practice of Law filed a complaint against But- 
torff and his associates (none of whom is 
licensed to practice law in Texas) in state court. 
The parties stipulated, with the court’s ap- 
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beneficiaries (perhaps with other members 
of the family at the couple’s discretion) 
of the trust. As trustees, the taxpayers 
still had almost unlimited discretionary 
powers to deal with the trust assets, dis- 
tribute income, and terminate the trust. 


Such an arrangement was said to yield 
tax benefits in one of two ways. If no 
income were conveyed to the trust while a 
variety of deductions were claimed, a sub- 
stantial loss would result which was then 
transferred to the taxpayer’s personal tax 
return as a “distributable net loss” of the 
trust and used to reduce the personal taxa- 
able income to zero or near zero. On the 
other hand, if the taxpayer conveyed all or 
most of his income to the trust along with 
all income producing assets, deductions 
claimed by the trust could offset income 
reported by the trust leaving little or no 
net income to be reported. The taxpayer 
would then report little or no income on his 
personal tax return apart from amounts 
distributed to him by the trust as “consult- 
ing fees” (though his actual occupation did 
not change) or in the form of the trust’s 
distributable net income. Another. tax ben- 
efit said to follow from use of the trust is 
income splitting. It was said that when the 
taxpayer conveyed part of his income to 
the trust he would put himself in a lower 
tax bracket by lowering the amount report- 
ed on the personal return. Income con- 
veyed to the trust was then offset by 
deductions. 


Appellant’s clients generally had their 
tax returns completed by preparers recom- 
mended by him. They were also instructed 
not to seek professional advice from any 
lawyer or accountant, who were said not to 
understand such trusts. Appellant also told 
customers that the trust was unlikely to 
be examined by the Internal Revenue Serv- 
ice (“IRS”), but, if it were, it would with- 
stand scrutiny. 


B. IRS Treatment of Pure Equity Trusts. 
The IRS has consistently refused to recog- 


proval, that the promotion and sale of the 
Constitutional Pure Equity Trust violated state 
statutes prohibiting the unauthorized practice 
of law. On December 16, 1982, that court ~ 
entered an agreed temporary injunction re- 
straining appellant and his organization from 
promoting any such trust or device as a method . 
for reducing or eliminating income taxes (ex- 
cept as accountants are permitted to give such 
advice pursuant to the Internal Revenue Code 
and regulations), or from preparing any legal 
documents for any third person. Committee on 
the Unauthorized Practice of Law, State of 
Texas v. Buttorff, No 83-1368 (Dist. Ct. of 
Dallas County, 95th Judicial Dist. of Texas, 


December 16, 1982). 
q 9435. 


= 


88,190 


U.S. Tax Cases 


U.S. v. Buttorff 


nize such trusts as vehicles for shifting 
income away from the actual earner or 
for generating deductions not otherwise 
available. Thus, when returns of appellant’s 
clients are identified and audited, only 
deductions which would normally be allowed 
to an individual, such as home mortgage 
interest, or to a legitimate business, such 
as an office in the home used as the 
exclusive business location, are allowed. Per- 
sonal expenses are not allowed as deductible 
merely because property is owned by the 
trust, and legitimate business expenses are 
deductible regardless of whether a business 
is owned by the trust. 


The IRS estimated that 464 income tax 
returns were generated from trusts sold by 
appellant for the years 1978 to 1981. After 
properly realigning income and legitimate 
deductions, the IRS estimates (at an aver- 
age rate of $6,866 per return) total tax 
deficiencies of $3.2 million (exclusive of 
penalties and interest) are attributable to 
appellant’s customers. The wages and over- 
head for auditing the returns of his cus- 
tomers are estimated to have cost the IRS 
more than $400,000. 


C. Disposition Below. The United States 
instituted this action seeking to enjoin 
appellant from the promotion and sale of 
the Constitutional Pure Equity Trust, an 
allegedly abusive tax shelter within the 
meaning of sections 6700 and 7408 of the 
Internal Revenue Code. Some two months 
later, the district court entered an order 
denying appellant’s motion to dismiss, 
which rejected his First Amendment de- 
fense. Thereafter, following an evidentiary 
hearing, the court entered an opinion, United 
States v. Buttorff [83-1 ustc ] 9342], 563 
F. Supp. 450 (N. D. Tex. 1983), granting 
a preliminary injunction to prohibit the pro- 


motion, sale, or servicing of the Constitu- 
tional Pure Equity Trust or similar schemes 
or devices by appellant and those acting 
with him pending final determination of this 
action. This appeal followed. For the rea- 
sons stated below, we affirm. 


Discussion 


This Court has stated: “When an injunc- 


‘tion is explicitly authorized by statute, 


proper discretion usually requires its issu- 
ance if the prerequisites for the remedy 
have been demonstrated and the injunction 
would fulfill the legislative purpose.”” Dono-. 
van v. Brown Equipment and Service Tools, 
Inc., 666 F. 2d 148, 157 (5th Cir. 1982). 
See also United States v. Hayes International 
Corporation, 415 F. 2d 1038, 1045 (5th Cir. 
1969); Securities and Exchange Commission 
v. Management Dynamics, Inc., 515 F. 2d 
801, 806-08 (2d Cir. 1975). The district court 
found that “each” of the four factors tradi- 
tionally required before granting prelim- 
inary injunctive relief “is specifically satis- 
fied under the facts of this case.”* The 
court further pointed out that not only 
were individual taxpayers who had sub- 
scribed to appellant’s service faced with 
actual and anticipated risks and penalties, 
but there was also a continuing financial 
drain on the United States Treasury caused 
by lost revenues and depleted enforcement 
resources. Obviously, mich of this could 
never be recouped. 


A. Statutory Criteria. 


The district court also found that issuing 
the injunction would fulfill the legislative 
purpose by specifically finding that the two 
requirements imposed by section 7408 * 
were met—that appellant’s conduct was 
subject to penalty under section 6700 and 


3 These factors, which are expressly set out in 
the district court’s opinion, are: (1) A showing 
of substantial likelihood that the plaintiff will 
prevail on the merits; (2) a substantial threat 
of irreparable injury if the injunction is not 
granted; (3) the threatened injury to the 
plaintiff outweighs the potential harm from the 
injunction to the defendant; and (4) the public 
interest will not be jeopardized by the grant of 
the injunction. See, ¢.9., Canal Authority of 
Florida v. Callaway, 489 F. 2d 567, 572 (5th 

Cir 71974)3 
be posal S21 (a). = the Tax Equity and Fiscal 


(relating to penalty for promoting abusive tax 
shelters, etc.) may be commenced at the request 
of the Secretary. Any action under this section 
shall be brought in the district court of the 
United States for the district in which such 
person resides, has his principal place of busi- 
ness, or has engaged in conduct subject to 
penalty under section 6700. The court may 
exercise its jurisdiction over such action (as 
provided in section 7402(a)) separate and apart 
from any other action brought by the United 
States against such person. 

-“(b) Adjudication and decree.—In any action 
under subsection (a), if the court finds— 


w a that ‘the ~ person has_ engaged in any 
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that injunctive relief is appropriate in this 
case to prevent a recurrence of the conduct. 


1. Subject to Penalty. Section 6700 pe- 
nalizes any person who makes statements 
regarding the tax benefits of an arrange- 
ment organized or sold by him which he 
knows or has reason to know are false or 
fraudulent as to any material matter.® 


(a) Trust invalid. Several United States 
Courts of Appeals and the United States 
Tax Court have consistently invalidated 
similar trusts for federal income tax pur- 
poses on an individual taxpayer basis.’ We 
cite only a few of the many cases so hold- 
ing. See, ¢.g., Zmuda v. Commissioner [84-1 
ustc § 9442], 731 F. 2d 1417, 1421 (9th Cir. 
1984) (similar trusts “were shams”); Hol- 
man vu. United States [84-1 ustc § 9265], 728 
F. 2d 462, 465 (10th Cir. 1984) (similar trust 
“igs a mere sham”); O’Domnell v. Commis- 
stoner [84-1 ustc J 9275], 726 F. 2d 679 (11th 
Cir. 1984); Hanson v. Commissioner [83-1 
ustc 9150], 696 F. 2d 1232 (9th Cir. 1983) ; 
Schulz v. Commissioner [82-2 ustc J 9485], 
686 F. 2d 490 (7th Cir. 1982); Vuuk v. 
Commissioner [80-2 ustc $9575], 621 F. 2d 
1318 (8th Cir. 1980); Taylor v. Commissioner 
[CCH Dec. 37,457(M)], 49 T. C. M. (P-H) 
para. 80,552 (1980) ; Taylor v. Commissioner 
[CCH Dec. 39,837(M)], 52 T. C. M. (P-H) 
para. 83,034 (1983) (disallowing claimed 
loss from constitutional pure equity trust 
marketed by appellant on the basis of re- 
peated rejection of similar trust arrange- 
ments; a copy of this opinion was filed in 
the proceedings below); Wesenberg v. Com- 
misstoner [CCH Dec. 35,069], 69 T. C. 1005 
(1978). Such trusts have generally been in- 
validated on four grounds. 


(i) Deduction of personal consumption 
expenses. Appellant told clients that once 


5 Section 6700 provides in pertinent part: 

*§ 6700. Promoting abusive tax shelters, etc. 

“(a) Imposition of Penalty.—Any person 
who— 

**(1)(A) organizes (or assists in the organiza- 
tion of)— 

“*(i) a partnership or other entity, 

“‘ii) any investment plan or arrangement, or 

*‘Gjii) any other plan or arrangement, or 

**(B) participates in the sale of any interest 
in an entity or plan or arrangement referred 
to in subparagraph (A), and 

“*(2) makes or furnishes (in connection with 
such organization or sale)— 

“(A) a statement with respect to the allow- 
ability of any deduction or credit, the excluda- 
bility of any income, or the securing of any 
other tax benefit by reason of holding an 
interest in the entity or participating in the 
plan or arrangement which the person knows 
or has reason to know is false or fraudulent 
as to any material matter, or ; 
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they had conveyed their personal assets, 
such as cars and residences, to a trust they 
could deduct personal consumption ex- 
penses such as fire insurance, utilities, and 
repair and maintenance—indeed, almost 
everything except food consumed at home. 
However, “[i]t is fundamental to our in- 
come tax regime that personal consumption 
expenditures—food, clothing, travel, educa- 
tion, entertainment—do not generate in- 
come tax deductions unless they are some- 
how inextricably linked to the production 
of income.” Schulz, 686 F. 2d at 492-93. 
Thus, the district court correctly found that 
appellant’s representations to the contrary, 
without explaining the necessity for a busi- 
ness nexus or the fact that if a business 
nexus existed the trust was unnecessary to 
qualify for a tax deduction, were fraudulent. 


(ii) Assignment of income. Under appel- 
lant’s trust arrangement, his clients con- 
veyed their prospective future earned in- 
come, or “lifetime services” and the right 
to, receive income for performance of those 
services, to the trust in an effort to avoid 
personal taxation on that income. How- 
ever, it is a well established rule that in- 
come is taxed to the person who earns it, 
Commissioner v. Culbertson, [49-1 vustc 
J 9323], 337 U. S. 733, 739-40, 69 S. Ct. 1210, 
1212-13, 93 L. Ed. 1659 (1949), regardless of 
any “anticipatory arrangements and contracts 
however skillfully devised to prevent the sal- 
ary when paid from vesting even for a second 
in the man who earned it.” Lucas v. Earl 
[25 srcs 1.496) 1:2818 U. pSegl lL a5 50S Ce. 
241, 74 L. Ed. 731 (1930). Determination of 
the proper taxpayer depends upon which 
person or entity controls the earning of the 
income rather than who receives the in- 
come. Vnuk, 621 F. 2d at 1320 (citing Vercio 
v. Hailey [CCH Dec. 36,859], 73 T. C. 1246 


““(B) a gross valuation overstatement as to 
any material matter, 
“shall pay a penalty equal to the greater of 
$1,000 or 10 percent of the gross income de- 
rived or to be derived by such person from 
such activity. 


*““(c) Penalty in addition to other penalties. 
—The penalty imposed by this section shall 
be in addition to any. other penalty provided 
by law.”’ 

6 This fact makes United States v. Dahlstrom 
[83-2 ustc 9557], 713 F. 2d 1423 (9th Cir. 1983), 
cert. denied, — U. S. —, 104 S. Ct. 2363, 80 L. 
Ed. 2d 835 (1984), cited by appellant, clearly 
distinguishable. In that case, the court refused 
to uphold a conviction for conspiracy to defraud 
the United States by promoting a tax shelter 
because it was ‘‘convinced that the legality of 
the tax shelter program advocated by the ap- 
pellants in this case was completely unsettled 
by any clearly relevant precedent on the dates 
alleged in the indictment. ” Td. at 1428. 
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(1980) ). Thus, in invalidating similar trusts 
for tax purposes, the Eighth Circuit stated 
that : 


“Where the taxpayer simply assigns 
his lifetime services and income earned 
from the performance of those services, 
and the taxpayer rather than the trust 
has ‘ultimate direction and control over 
the earning of the compensation,’ the 
conveyance is ineffective to shift the tax 
burden from the taxpayer to the trust.’ 
Vnuk, 621 F. 2d at 1320 (citing Wesen- 
berg v. Commissioner [CCH Dec. 35,069], 
69 T. C. 1005, 1010-11 (1978)). 


To the same effect are Hanson, 696 F. 2d at 
1234; Holman, 728 F. 2d at 464; O’Donnell, 
726 F. 2d at 681. 


As in those cases, appellant’s clients 
were not bona fide servants of the trust 
because the trust had no right to supervise 
the taxpayer’s employment or determine 
the resulting income or benefit, and the 
taxpayer had no legal duty to earn money 
or perform services for the trust.’ The 
grantor’s purported conveyance of lifetime 
services to the trust does not create such a 
legal obligation because the grantor is on 
both sides of the transaction, as employee 
and as trustee leaving no one to enforce 
the obligation. Schulz, 686 F. 2d at 494. 
Moreover, it seems plain that in at least the 
vast majority of instances such a purported 
conveyance of lifetime services would be 
unenforceable and essentially nugatory un- 
der applicable state law. 


(iii) Grantor trust. Similar trusts have 
also been invalidated for federal income 
tax purposes under the “grantor trust” 
Provisions: ©26-"U5'S/"@; §$'6/1-77. *E. g., 
Vuuk, 621 F. 2d at 1321; Hanson, 696 F. 2d 
at 1234; Holman, 728 F. 2d at 464-65; Zmu- 
da, 731 F. 2d at 1421. Basically, these sec- 
tions provide that a trust will be ignored 
for tax purposes and the grantor will be 
treated as the appropriate taxpayer when 
he retains beneficial enjoyment of the cor- 
pus and income of the trust and the power 
to control and liquidate the trust either 
unilaterally or with the concurrence of 
someone who is not an “adverse party.” 
(Adverse party is defined as “any person 
having a substantial beneficial interest in 
the trust which would be adversely affected. 


ossesses respecting the trust.” 


a lose | 


Appellant attempts to distinguish his 
trust from those consistently invalidated 
for’ tax purposes by the courts as grantor 
trusts. In the trust arrangements exam- 
ined in the court below, the wife generally 
conveyed all her interest in their joint prop- 
erty to the husband who then conveyed all 
their property to the trust, and both hus- 
band and wife became trustees and benefi- 
ciaries. Thus, technically, the wife is not a 
grantor. The district court refused to ac- 
cept this distinction, stating that “[a] a 
trust is not sheltered from the operation of 
the grantor trust provisions by an artificial 
construction of adversity between parties.” 
Umited States v. Buttorff [83-1 ustc J 9342], 
563 F. Supp. 450, 454 (N. D. Tex. 1983). 
This view was adopted by the Seventh Cir- 
cuit in Schulz. That court suggested that 
the wife’s “conveyance can be ignored, 
either on the familiar tax principle that 
substance predominates over form, or be- 
cause the parties themselves treated it as 
neither a sale nor a gift.” Schulz, 686 F. 2d 
at 496 (footnote omitted). Schulz therefore 
found that the trust in question violated 
the grantor trust statutes in subtsance, if 
not in form. Id. at 495. To the same effect 
are Holman, 728 F. 2d at 464-65, and Zmuda, 
731 F. 2d-at 1421: 


(iv) Sham. Finally, it has frequently 
been recognized that trusts of this sort are 
mere shams, wholly lacking in any real 
substance and thus without any effect 
whatever for federal tax purposes. See 
Zmuda, 731 F. 2d at 1421; Holman, 728 
F, 2d at 465. : 


(b) Knowledge and materiality. There- 
fore, the fact that appellant assured cus- 
tomers that the purported tax benefits of 
the trust could lawfully be availed of, de- 
spite consistent rejection of similar schemes 
by the courts for the above reasons, and 
the fact that appellant counseled his clients 
not to seek separate opinions from lawyers 
or accountants, demonstrate that the dis- 
trict court was correct in finding that appel- 
lant knew or had reason to know that his 
representations to his customers regarding 
the tax benefits of his trust package were 
false and misleading. Furthermore, appel- 
lant’s customers whose IRS audits have 
resulted in disallowance of many of the 


claimed trust deductions testified that, had 
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appellant’s package. Thus, appellant’s false 
statements regarding tax benefits should 
be considered material within the meaning 
of section 6700. According to the legisla- 
tive history, a matter is considered material 
to the arrangement “if it would have a 
substantial impact on the decision making 
process of a reasonably prudent investor.” 
S. Rep. No. 97-494, 97th Cong. 2d Sess. 267 
(1982), reprinted in 1982 U. S. Code Cong. 
& Ad. News 781, 1015. This test was amply 
met here. é 


2. Prevention of Recurrence. Section 
7408 further requires the district court to 
consider the appropriateness of an injunc- 
tion in light of the need to prevent a recur- 
rence of the violation. The district court 
specifically found that an injunction was 
“necessary” for this purpose. The court 
cited appellant’s previous conviction for 
aiding and abetting taxpayers in filing 
fraudulent tax' forms, Umted States v. But- 
torff [78-1 ustc J 9265], 572 F. 2d 619 (8th 
Cir.) (affirming conviction on nine counts of 
aiding and abetting the filing of false with- 
holding certificates), cert. denied, 437 U. S. 
906, 98 S. Ct. 3095, 57 L. Ed. 2d 1136 
(1978), and the fact that there was no indi- 
cation that appellant would tailor his pre- 
sentation to stay within the law,® given his 
continued insistence that his trust arrange- 
ment offered legitimate tax benefits, as 
evidence of the necessity for the injunction 
to prevent recurrence of the violations of 
section 6700.° ’ 


In making this determination, the United 
States suggests an analogy to the injunctions 
issued to enforce securities laws in which 
courts have considered such factors as the 
defendant’s having previously been found 
liable for illegal conduct, the degree of 
scienter, whether the infraction is an iso- 
lated occurrence, whether the defendant 
maintains that his past conduct was blame- 
less, and whether his occupation would 
place him in a position where future viola- 
tions could be anticipated. E.g., Securities 
and Exchange Commission v. Commonwealth 
Chemical Security, Inc., 574 F. 2d 90, 100 
(2d Cir. 1978). Examination of these fac- 
tors in this case reflects that the injunction 
is appropriate. Appellant has been found 
liable for illegal conduct. Though not ex- 
actly the same conduct, it was conduct 
which promoted and aided others in a 


8 For example, although appellant admits that 
he became aware of the prohibition against the 
assignment of income in 1977, a taped promo- 
tional speech, which includes references to the 
purported benefits of income assignment, was 
being made available to prospective customers 
as late as the month this suit was filed. 
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tax-related fraud on the government which 
showed a disdain for the income tax laws. 
Appellant did know or have reason to 
know of the ineffectiveness of his trust 
package for the purpose of according the 
tax benefits for which it was sold. He 
sold hundreds of such trust packages and 
continues to assert that the trust as set up 
does have tax advantages despite the many 
cases holding similar trusts to be invalid 
for such tax purposes. If not enjoined from 
using his trust, appellant’s occupation puts 
him in a position to continue to promote 
such a trust. The district court’s finding 
that the injunction is necessary to prevent 
recurrence of the prohibited conduct is 
amply supported and not clearly erroneous 
or an abuse of discretion. 


B. Adequate Remedy at Law. 


Appellant contends that the injunction is 
improper because the government has an 
adequate remedy at law by prosecution un- 
der the criminal sections of the Internal 
Revenue Code and Title 18. We recognize 
that “[a]s a general rule, courts are reluc- 
tant to issue injunctions against the com- 
mission of a crime,” although “if the court 
finds that the prosecution of the criminal 
charge is not an adequate remedy, as when 
the conduct is creating a widespread public 
nuisance the fact that a crime is 
involved should not prevent the court from 
entering an injunction.” 11 Wright & 
Miller, Federal Practice and Procedure: Civil 
§ 2942 at 386-87. 


Here, however, we deal with a statute 
expressly authorizing injunctive relief at 
the request of the Secretary of the Treas- 
ury, on the finding by the court of stated 
preconditions, against actions denounced as 
wrongful by positive, public law. In such 
an instance, the traditional equity guide- 
lines for injunctive relief, both preliminary 
and permanent, may be somewhat modified. 
See, e.g., Donovan v. Brown Equipment 
Dynamics, Inc., 666 F. 2d at 157; United 
States v. Hayes International Corporation, 415 
F. 2d at 1045 (“irreparable injury should 
be presumed from the very fact that the 
statute has been violated’); Culpepper v. 
Reynolds Metal Co., 421 F. 2d 888, 894-95 
(5th Cir. 1970) (same); Securities and Ex- 
change Commission v. Management Dynamics, 
Inc., 515 F. 2d at 806-08. 


9In fact, appellant was convicted on five 
counts of knowingly and willfully violating the 
preliminary injunctive order entered below in’ 
October 1984 in the United States District Court 
for the Northern District of Texas. United 
States v. Buttorff, No. CR3-84-129-G (N. D. Tex. 


1984). 
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As we have observed, section 7408 au- 
thorizes an injunction at the request of the 
Secretary where the court finds that the 
person enjoined has engaged in conduct 
subject to penalty under section 6700 and 
“injunctive relief is appropriate to prevent 
recurrence of such conduct.’”’ No other re- 
quirements are stated. The district court 
found that the injunction was “necessary” 
to prevent recurrence of the prohibited 
conduct. This is tantamount to a finding 
that criminal and other legal sanctions 
would not suffice to prevent such recurrence. 


Prior to the enactment of section 6700, 
the Internal Revenue Code contained no 
penalty provisions specifically directed 
toward promoters of abusive tax shelters 
and other abusive tax avoidance schemes. 
In appropriate cases, the promoter might be 
subject to civil or criminal penalties for 
false or fraudulent return preparation or 
willful attempts to evade tax. S. Rep. No. 
97-494, 97th Cong. 2d Sess. 266 (1982), 
reprinted in 1982 U. S. Code Cong. & Ad. 
News 781, 1014. The legislative history of 
sections 6700 and 7408 indicates a congres- 
sional finding that these and other existing 
legal remedies for halting abusive tax shel- 
ters were not adequate.” Indeed, the legis- 
lative purpose in enacting these statutes 
was to allow the IRS to attack the growing 
phenomenon of abusive tax shelters at their 
source—the organizer and salesman—in the 
“most effective way’’—by injunction. As the 
Senate Report states: 


“The committee believes that the penalty 
provisions of present law are ineffective 
to deal with the growing phenomenon of 
abusive tax shelters. Abusive tax shelters 
must be attacked at their source: the 
organizer and salesman 
Internal Revenue Service can be expected 
to approach the problem with vigor since 
prevention of abusive shelter promotions 
will require less manpower than enforce- 
ment actions against numerous investor- 
taxpayers . 

“ce 

“The bill provides for a penalty on 
promoters of investments with abusive 
2 Thus, United States v. Petersen, 91 F. Supp. 


209 (S. Dy Cal. 1950), aff7d, 191 F, 2d 154 (9th 
Che) cert. denied sub nom. AO ides v. La 


[T]he . 


ing fdas case involved no statute Seuressy 


positions (see sec. 331 of the bill [section 
6700] described, above). The committee 
believes that the most effective way in 
which this new penalty can be enforced 
is through injunctions against violators 
to prevent recurrence of the offense. The 
ability to seek injunctive relief will insure 
that the Internal Revenue Service can 
attack tax shelter schemes years before 
such challenges would prove possible if 
the Internal Revenue Service were re- 
“quired to await the filing and examina- 
tions of tax returns by investors. Thus, 
injunctive relief will better enable the 
Internal Revenue Service to protect the 
integrity of the tax laws and to protect 
potentially innocent investors against 
widespread marketing of such tax 
schemes.” S. Rep. No. 97-494, 97th Cong., 
2d Sess. 266, 268 (1982) reprinted in 1982 
ie Code Cong. & Ad. News 781, 1014, 


This method avoids the drain on the re- 
sources of the IRS required by auditing 
individual accounts, a multiplicity of suits 
on the same issue against individual tax- 
payers, and piecemeal litigation, all of 
which would only encourage violations in 
the doubtless accurate belief that the IRS 


would be unable to detect and pursue every 


taxpayer in violation. 


Moreover, section 7408 specifically pro- 
vides that “[t]he court may exercise its 
jurisdiction over such action . . . separate 
and apart from any other action brought by 
the United States against such person.” 26 
U.S. C. § 7408(a). And, the legislative his- 


tory clearly indicates that section 7408 was. 


intended to provide an additional remedy 
against promoters of abusive tax shelters, 
but “not in any way [to] restrict the right 
of the United States to commence or carry 
on any other action against the organizer 
or seller.” S. Rep. No. 97-494, 97th Cong., 
2d Sess. 269 (1982), reprinted in U. S. Code 
Cong. & Ad. News 781, 1017. 


Accordingly, given the district court’s 
adequately supported findings and the pro- 
visions and legislative history of section 
7408, we hold that the existence of criminal 
or other legal sanctions did not require that 
rights, to. protect the general welfare, or to 
abate a public nuisance. Jd. at 213. However, 
because the defendant’s acts constituted nothing 
more than a violation of existing regulations, 
the criminal remedy at law was considered ade- 
quate. We have no quarrel with such reason- 
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the district court deny the requested in- 
junctive relief. 


C. Unclean Hands. 


Appellant contends that the government 
may not invoke the court’s equity jurisdic- 
tion to seek an injunction because it did not 
come to equity with “clean hands.” See 11 
Wright & Miller supra, § 2946 at 411-17. 
Appellant claims that a special agent of the 
IRS, in the course of a criminal investiga- 
tion, obtained a list of the names and 
addresses of his customers from an “infor- 
mant”’ who had burglarized his office, that 
this list was used by the special agent in a 
criminal investigation, and that customers 
on the list were later audited resulting in 
information regarding the returns of some 
of these clients which was used as evidence 
in this case. However, “[t]he alleged wrong- 
doing of the plaintiff does not bar relief 
unless the defendant can show that he has 
personally been injured by the plaintiff’s 
conduct.” Mitchell Brothers Film Group v. 


Cinema Adult Theatre, 604 F. 2d 852, 863° 


(5th Cir. 1979), cert. denied sub nom. Bora 
v. Mitchell Brothers Film Group, 445 U. S. 
917, 100 S. Ct. 1277, 63 L. Ed, 2d 601 (1980). 
See also 11 Wright & Miller, supra, at 414. 
In this case, appellant has not proved that 
the plaintiff came before the court with un- 
clean hands as no sufficient connection be- 
tween the alleged theft of his files and the 
government’s present cause of action was 
adequately shown. The IRS examining 


11 That order provides in pertinent part: 

“IT IS ORDERED that defendant Buttorff 
and all those in active concert or participation 
with him, including Constitutional Trust Asso- 
ciates and all those acting by, for, or through 
io are hereby enjoined and restrained as fol- 
ows: 

“1. Defendant and others described above 
are prohibited, pending the final hearing and 
determination of this action, from selling and 
promoting either directly or indirectly the 
‘Constitutional Pure Equity Trust,’ or any simi- 
lar scheme or device. 

“2. Defendant and others described above 
are prohibited, pending final determination, 
from representing that such a trust, scheme, or 
device eliminates or reduces the federal tax 
liability of a participant, and are prohibited 
from furnishing or distributing materials, in- 
cludng tape recordings and written information, 
which so indicate. 

“3. Defendant and others described above 
are prohibited, pending final determination, 
from performing services for others such as 
counseling, tax return preparation, or prepa- 
ration of deeds, resolutions, minutes, or other 
legal documents in connection with such trust, 
scheme or device, including those trusts sold or 
formed prior to the entry of this Order.’’ 

2 Similar orders enjoining the organization, 
promotion, sale, or servicing of a named trust 
plan have been issued by other courts, both to 
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agent and tax expert testified that he did 
not receive a list of names from the IRS 
criminal investigator and also testified to 
methods used by the IRS to identify “family 
trusts” such as those used by appellant’s 
customers. Moreover, “[t]he unclean hands 
defense is not an automatic or absolute bar 
to relief.” 11 Wright & Miller, supra, at 415. 


D. Limits of Injunction 


Appellant argues that the injunction ™ is 
so broad that it would prevent him from 
pursuing his occupation of tax planning 
and counseling. However, it is clear from 
the order issued by the district court, that 
appellant is enjoined only from promoting, 
selling, or servicing the Constitutional Pure 
Equity Trust or a similar type of trust 
whose like purported tax benefits have 
been discredited in previous cases against 
individual taxpayers.” Appellant promoted 
and sold a packaged kit of forms and 
documents purportedly offering a variety 
of advantages including tax benefits. No 
evidence was offered to show that any of 
appellant’s customers would have purchased 
the packaged trust for nonfederal tax reasons 
or that any of his customers failed to take 
advantage of the purported federal tax 
benefits. The whole key to the marketing 
and sale of the trusts was obviously the 
falsely represented purported tax advan- 
tages. 


We narrowly construe the injunctive 
order to enjoin appellant from promoting, 


prevent conduct subject to penalty under sec- 
tion 6700 and under other Internal Revenue 
Code sections. H.g., United States v. Hutchin- 
son, 83-1 ustc {| 9322 (S. D. Cal. April 6, 1983) 
(permanently enjoining the organization, pro- 
motion, sale, or servicing of named trust or 
similar trusts which conduct was found to 
violate section 6700 and was also subject to 
injunctive relief under section 7407, which 
authorizes injunctions against tax preparers 
engaging in fraudulent or deceptive conduct 
which substantially interferes with the proper 
administration of internal revenue laws); 
United States v. Landsberger [82-1 ustc { 9171], 
534 F. Supp. 142 (D. Minn. 1981) (permanetly 
enjoining the promotion, sale, or servicing of 
named trust or similar device which ‘‘differs 
little from the ‘family trust’ plan which has 
been held illegal by numerous -courts’’ under 
section 7402(a) which authorizes injunctions 
necessary or appropriate to enforce internal 
revenue laws and section 7407 which authorizes 
injunctions against tax return preparers engag- 
ing in fraudulent and deceptive conduct which 
substantially interferes with the proper adminis- 
tration of tax laws), aff’d in part, vacated and 
remanded in part, [82-2 ustrc f 9497], 692 F. 2d 
501 (8th Cir. 1982) (injunction order affirmed) ; 
United States v. White [84-1 usrc { 9441], 583 
F. Supp. 1118 (Minn. 1984), appeal pending 
(8th Cir., No. 845132). 
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selling, or servicing the Constitutional Pure 
Equity Trust and similar schemes only if 
the trust or similar scheme is sold, promoted, 
or serviced in a context which is to some 
extent commercial, and only if the trust or 
similar scheme is sold, promoted, or serv- 
iced to any extent expressly or impliedly 
on any basis, representation, or prediction 
of any purported federal tax benefits from 
such trust or scheme, or with any intent 
to afford a user there of any such purported 
tax benefits, or by attempting to influence 
a user to believe that any such benefits 
may be available or advantageously claimed. 
We hold that, given the nature of the Con- 
stitutional Pure Equity Trust, it is for fed- 
eral tax purposes essentially a sham and 
affords no tax benefits, and its commercial 
marketing on the basis that it does afford 
such benefits tends both to mislead and to 
result in violations of law. 


E. First Amendment 


Finally, we turn to appellant’s principal 
contention, that the First Amendment pro- 
hibits the district court’s injunction as a 
prior restraint on his right to disseminate 
information regarding estate and income 
tax planning. We affirm the district court’s 
rejection of this argument on the basis that 
the First Amendment does not protect com- 
mercial speech which is inherently mis- 
leading or has proven subject to abuse, nor 
does it protect commercial speech which 
promotes an illegal activity or transaction. 
Central Hudson Gas & Electric Corp. v. 
Public Service Commission, 447 U. S. 557, 
563-64, 100 S. Ct. 2343, 2349-50, 65 L. Ed. 
2d 341 (1980). 


As appellant concedes, he is engaged in 
commercial speech for profit. The state- 
ments he has made concerning the pur- 
ported tax benefits of the Constitutional 
Pure Equity Trust were made in an effort 
to promote and sell the packaged trust 
forms and his personal services in connec- 
tion therewith, all for profit. The United 


States Supreme Court has summarized the 
commercial speech doctrine in the context 
of advertising for professional services: 
“Truthful advertising related to lawful 
actialias. is ventless to pee protegtions of 


102 S. Ct. 929, 937, 71 L. Ed. 2d 64 (1982). 
See also Friedman v. Rogers, 440 U. S. 1, 
15-16, 99 S. Ct. 887, 896-897,.59 L. Ed. 2d 
100 (1979). Appellant’s representations re- 
garding the tax advantages of his trust were 
misleading. 


The United States Supreme Court also 
continues to refuse to shield commercial 
speech which promotes an illegal activity or 
transaction. Pittsburgh Press Co. v. The 
Pittsburgh Commission on Human Relations, 
413 U. S. 376, 389-90, 93 S. Ct. 2553, 2560-61, 
37 L. Ed. 2d 669 (1973) (upholding ordi- 
nance forbidding newspaper to run help 
wanted ads in sex-designated columns); 
Village of Hoffman Estates v. Flip Side, 
Hoffman Estates, Inc., 455 U. S. 489, 496, 
1O2FS SB CEC 6 at 1927 a emda cd G02 
(1982) (upholding ordinance regulating the 
sale of items designed or marketed for use 
with illegal drugs). Appellant’s promotion 
of his trust does advocate the attempt to 
take tax benefits repeated declared invalid 


by the courts. 


Furthermore, in enjoining appellant’s mis- 
leading commercial speech, the district 
court was relying upon the legislative deter- 
mination that an injunction was an appro- 
priate form of restriction. Section 7408 
specifically provides for an injunction when 
the organizer or salesman of a plan makes 
false of fraudulent statements of a material 
nature regarding tax benefits of participat- 
ing in the plan—conduct which is subject to 
penalty under section 6700—and where an 


injunction is appropriate to prevent recur-. 


rence. We do not today decide that section 
7408 is constitutional in all its possible ap- 
plications. However, in this case, where it 
has been determined that appellant’s state- 
ments regarding the tax benefits of his 
trust, which constitute commercia! speech, 
are misleading in the context contemplated 
by Congress in enacting the statute, and the 
injunction prohibiting such statements is 
adequately tailored and constructed to enjoin 
only such commercial speech which has 
been shown to be both misleading and likely 
to promote illegal activity, such repre- 
sentations are not protected by the First 
Amendment against restraint authorized by 
section 7408 and properly found necessary 
in the particular case to prevent recurrence 
of the denounced conduct. 
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for deception and confusion is particularly 
strong in the context of advertising profes- 
sional services, restrictions upon such ad- 
vertising may be no broader than reasonably 
necessary to prevent the deception.” In re 
Ke MM,,J.,455:U,. S. at 203; 102|S. Ct. at 937. 
However, the district court’s order is not 
a total ban on appellant’s commercial speech, 
as he urges, but is a ban on the promotion 
of the Constitutional Pure Equity Trust or 
similar trusts because his representations 
regarding the tax benefits of such trusts 
have proven to be misleading. Appellant 
may continue to disseminate information 
regarding tax planning, or even regarding 
trusts, as long as it does not involve this 
type of trust which has been discredited 
for the purpose of affording any federal 
tax benefits. See Friedman v. Rogers, supra. 


We recognize that an arguably related 
issue is presently pending before the United 
States Supreme Court by virtue of its grant 
of certiorari in Securities and Exchange Com- 
mission v. Lowe, 725 F. 2d 892 (2d Cir.), 
cert. granted sub nom. Lowe v. Securities and 
Exchange Commission, — U.S. —, 105 S. Ct. 
81, 83 L. Ed. 2d 29 (1984). In Lowe, a 
divided Second Circuit panel held that the 
district court had erred in refusing, on 
First-Amendment-related grounds, an SEC- 
requested injunction to prohibit Lowe from 
publishing and distributing, for profit, an 
investment advisory service. Due to several 
violations of the Investment Advisers Act 
of 1940 and other frauds, the SEC had 
revoked Lowe’s registration as an investment 
adviser. Lowe never sought judicial review 
of this order. However, Lowe subsequently 
published and distributed two investment 
advisory services, and the SEC then sought 
an injunction, under sections 203 and 209 
of the Investment Advisers Act, 15 U. S. C. 
§§ 80b-3, 80b-9, to prohibit this activity and 
to enforce its previous order. 


Our appellant Buttorff seeks to distin- 
-guish the Second Circuit’s decision in Lowe 
on the basis that it is essentially a licensing 
case—Lowe was merely prohibited from 
engaging in a business for which he was 
not licensed as required by federal law. 
Here no federal law requires that Buttorff 
be licensed in order to engage in the busi- 
ness of giving tax advice. Consequently, 
appellant urges that this is a substantially 


weaker case for injunctive relief than Lowe. 
We are not persuaded. While its licensing 
aspects may prove to be determinative, 
other aspects of Lowe reflect that in many 
respects it presents a substantially less com- 
pelling case for First Amendment excep- 
tion than the case now before us. 
As the district court pointed out in Lowe: 
“Investment advisory material dissemi- 
nated to the public is not commercial 
advertising of a product or service. Such 
publications are not the words of a seller 
peddling Mis own wares or services, but 
those of an apparently detached observer 
commenting on the value of choses offered 
or held by others. To be sure, the invest- 
ment publisher has a financial motivation 
to disseminate his analyses and recom- 
mendations, but so may the literary pub- 
lisher or political pamphleteer. Their 
motivations differ in kind from the mon- 
etary incentives characteristic of the 
advertiser of a particular product.” Secu- 
rities and Exchange Commission v. Lowe, 
556 F. Supp. 1359, 1366 (E. D. N. Y. 
1983) (emphasis added).” 
Here, by contrast, the Constitutional Pure 
Equity Trust and the related services which 
appellant promotes are products and sery- 
ices of his, or in which he is financially 
interested. Moreover, as the Second Circuit 
acknowledged in Lowe, “[n]o contention is 
made that any of the information published 
in the advisory services has been false or 
materially misleading” or ‘that Lowe him- 
self... has profited through personal or 
corporate investments from the investment 
advice rendered.” 725 F. 2d at 895. Here, 
however, the false and misleading nature 
of the promotion of the Constitutional Pure 
Equity Trust, and the inherently deceptive 
character of the trust itself, with its implicit 
promise of tax benefits which are wholly 
illusory, is clearly established. Further, 
unlike the publication in Lowe, the promo- 
tion of the Constitutional Pure Equity Trust 
invites its purchasers to break the law for 
their own financial gain. Finally, appellant 
here, unlike Lowe, does personally profit 
from the actions of his customers in ac- 
quiring the goods being touted by his promo- 
tions—namely, the trust kits and the services 
sold by appellant. In short, Lowe was en- 
joined from publishing impersonal, accurate 
advice about how others might legally in- 
vest in the goods and products of third 


_ 43 Nevertheless, the district court did rule 
that the SEC could prevent Lowe from pro- 
viding his subscribers ‘‘current information by 
telephone’ as this ‘‘creates the danger of per- 
sonal advice.’’ 556 F. Supp. at 1371. While the 
district court in Lowe thus avoided one ex- 
treme, the Second Circuit majority avoided the 
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other, noting that it was not passing on 
whether it would be appropriate to bar ‘‘a pub- 
lication dealing only with market indicators 
generally or making recommendations only as 
to groups of securities (e.g. air ion 
beverage-brewers, mobile homes) .. . 725 


F. 2d at 902 n. 7. 
q 9435 


88,198 


U.S. Tax Cases 


Stelly v. Com. 


parties in which he was not interested; ap- 
pellant is enjoined from attempting to sell 
his own misleadingly promoted and inher- 
ently deceptive product and services which, 
in effect, encourage violations of law by his 
customers. ; 

We mention Lowe not to intimate any 
view on the merits of the decision there, but 
rather because it points up how the present 
case falls so clearly within the First Amend- 


ment exception for pure commercial speech 


which is both misleading and tends to 
promote illegal conduct. 


We conclude that the district court’s in- 
junction, expressly authorized by section 
7408, does not violate appellant’s rights 
under the First Amendment. 

For the foregoing reasons, the decision 
of the district court is affirmed. 


~ AFFIRMED. 


[19436] Charles W. and Marlene D. Stelly, Petitioners-Appellants v. Commis- 
sioner of Internal Revenue, Respondent-Appellee. 


U. S. Court of Appeals, 5th Circuit, No. 84-4782, Summary Calendar. 6/3/85. Dism’g 


and rem’g unreported Tax Court opinion. 


[Code Sec. 61] 


Tax protestor: Income: Wages: Taxation—The Tax Court holding that the in- 
come tax on wages and salary income is constitutional was sustained. Back reference: 


{| 402A.105. 


[Code Sec. 7482] 


Court of appeals: Review of Tax Court decision: Frivolous appeal: Tax protestor: 
Damages.—A tax protestor who represented himself and argued on appeal that the: 


income tax on wages and salary income is unconstitutional brought a frivolous appeal. 
because the claim advanced was unreasonable or not brought with a reasonable good) 


faith belief that it is justified. Accordingly, the Court of Appeals imposed double costs: 
and attorney’s fees on the protestor for bringing a frivolous appeal where he was warned! 
that such claim was frivolous and was aware of the ample adverse legal authority re- 
garding his claim even though he appeared without counsel. Back reference: {[ 5873G.01. 


Charles W. Stelly, Marlene D. Stelly, 2014 Hickory Creek, Kingwood, Texas 77339, 


-pro se. Glenn L. Archer, Jr., 


‘Assistant Attorney General, Carleton D. Powell, William 


-A. Whitledge, Department of Justice, Washington, D. C. 20530, Robert P. Ruwe, In- 
ternal Revenue Service, Washington, D. C. 20224, for respondent-appellee. — 


Before CLark, Chief Judge, Garwoop, and HiccinsorHaM, Circuit Judges. 


PER CuRIAM: 
: I 


The Stellys appeal the United States Tax 
Court’s decision assessing a deficiency and 
penalty against the taxpayers. Based on 
the frivolous nature of their contentions, 
we dismiss this appeal and tax double costs 
and reasonable attorney’s fees against the 


 Stellys. 


hes 


II 


On their 1980 return, the Stellys reported 
almost $40,000 in wages and $1,847.55 in 
interest income. They ene bow ever to 


ing that inflation erroded the real value of 
their income. They also filed three amended 
returns for 1980. Each amended return 
omitted any wage or salary income, be- 
cause the Stellys alleged that the tax on 
wages was unconstitutional. The IRS as- 
sessed three $500 penalties against the 
Stellys for filing frivolous returns. See 26: 
U. S. C. § 6702. The award of these penal-. 
ties is not before the court. See 26 U. S. C.. 
§ 6703(b), & (c), nor is the tax due, if any, 
on the income from wages. 


- The IRS moved for summary judgment 

in July, 1984, The court scheduled a hear-. 

ing on this motion for September 5, 1984 in 
D E: 


ee 
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sessed against the taxpayers. The Stellys 
now appeal, appearing pro se, as they have 
throughout this case. 


TIT 


The thrust of the Stellys’ argument is 
that taxing their wage and salary income is 
unconstitutional, They contend that the 
sixteenth amendment only authorized taxes 
on “gain,” not income. They assert that 
compensation for labor is not gain because 
it is an even exchange; the employee pro- 
vides services equal in value to the wage 
earned. Only extra compensation, such as 
a bonus, would be taxable as a gain. They 
continue their argument by noting that if 
they persuade this court in the above argu- 
men, then a fact issue remains concerning 
the amount of a refund due them, preclud- 
ing summary judgment. 


The frivolity of this argument is patently 
obvious, and the other contentions raised 
in the Stellys’ briefs are equally meritless. 
It is clear beyond peradventure that the 
income tax on wages is constitutional. See 
e.g., Commissioner v. Glenshaw Glass Co. 
[55-1 ustc J 9308], 348 U. S. 426, 430, 75 
S. Ct. 473, 476, 99 L. Ed. 483 (1955); Eisner 
v. Macomber [1 ustc { 32], 252 U. S. 189, 
207, 40 S. Ct. 189, 193, 64 L. Ed. 521 (1919); 
Brushaber v. Union Pacific Railroad Co. [1 
uste 74], 240 U.S. 1, 12: 36'S. ‘Ct. 236, 
239, 60 L. Ed. 493 (1916); Perkins v. Com- 
missioner [84-2 ustc J 9898], 746 F. 2d 1187, 
1188 (6th Cir. 1984); Granzow v. Com- 
missioner [84-2 ustc 9660], 739 F. 2d 265, 
267-68 (7th Cir. 1984); Crain v. Commis- 
stoner [84-2 ustc ] 9721], 737 F. 2d 1417 
(Sth Cir. 1984); Funk v. Commissioner [82-2 
ust¢e § 9555], 687 F. 2d 264, 265 (8th Cir. 
1982); Lonsdale v. Commissioner [81-1 ustc 
19772], 661 F. 2d 71, 72 (5th Cir. 1981); 
United States v. Romero [81-1 ustc J 9276], 
640 F. 2d 1014, 1016 (9th Cir. 1981); 
Broughton v. United States [80-2 usre J 9728], 
632 F. 2d 706, 707 (8th Cir. 1980), cert. 
denied, 450 U. S. 930, 101 S. Ct. 1390, 67 
L. Ed. 2d 363 (1981); United States v. Fran- 
cisco [80-1 ustc J 9196], 614 F. 2d 617, 619 
(8th Cir. 1980), cert. denied, 446 U. S. 922, 
100 S. Ct. 1861, 64 L. Ed. 2d 278 (1980); 
Umited States v. Russell [78-2 ustc J 9814], 
585 F. 2d 368, 370 (8th Cir. 1978); United 
States v. Porth [70-1 ustc { 9329], 426 F. 2d 
519, 523 (10th Cir. 1970), cert. denied, 400 
UrtS 824 Oo neS @tat7 t27) Inaekdae2des3 
— (1970); Acker v. Commissioner [58-2 ustc 

7 9804], 258 F. 2d 568, 574-76 (6th Cir. 
1958), aff'd [59-2 ustc 79757], 361 U. S. 
87, 80 S. Ct. 144, 4 L. Ed. 2d 127 (1959). 
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Every court that has addressed the issue 
of the constitutionality of the income tax on 
wages, 28 U. S. C. §6l(a), has held the 
statute valid. The Stellys’ contention to the 
contrary is frivolous. 


‘ IV 

Sanctions are appropriate when a frivo- 
lous appeal is brought, pursuant to Fed. R. 
Ap. P. 38, and for appeals from the tax 
court, under 26 U. S. C. § 7482(c) (4). See 
H. R. Rep. No. 1, 69th Cong., Ist Sess. at 
19 (1939-1 Cum. Bull. (pt. 2) 315, 328). Cf. 
Fed. R. Civ. P. 11. These sanctions may in- 
clude single or double costs as well as 
reasonable attorney’s fees. Wright v. Com- 
missioner [85-1 ustc 9191], 752 F. 2d 1059, 
1062 (1985); Knoblauch v. Commissioner, 749 
F, 2d 200, 202 (Sth Cir. 1984) (Knoblauch I); 
Hagerty v. Successions of Clement, 749 F. 2d 
217 (5th Cir. 1984) (and cases cited therein). 
Even greater sanctions may be imposed 
under appropriate circumstances. Granzow, 
supra, at 270. Frivolous appeals unjustly 
burden the resources of the court and the 
government. The devotion of limited re- 
sources and time to these meritless cases 
causes deserving litigants to wait. In addi- 
tion, the opposite party is delayed in re- 
ceiving the just benefits of the trial court’s 
judgment until the appeal is concluded. 
Justice delayed is justice denied. Sanctions 
are imposed to deter such suits. 


All citizens have the right to litigate with 
their government and the right to appeal 
any adverse decision of a trial court. We 
do not lightly impose sanctions for invoking 
the right of appeal. Many such reviews that 
are eventually determined to be without 
merit are commenced in good faith with a 
reasonable belief that they are currently 
supported by existing law, or justify an 
extension, modification or reversal of the 
current law. Crain, supra, at 1418. In con- 
trast, we only impose sanctions when a 
meritless appeal is frivolous—when the 
claim advanced is unreasonable, or it is not 
brought with a reasonable good faith belief 
that it is justified. Cf. Hagerty, supra, at 
222 (“An appeal is frivolous when it in- 
volves legal points not arguable on their 
merits.”) Such is the case in the present 
appeal in light of the overwhelming and 
longstanding precedent refuting appellants’ 
arguments. 


Only one matter prompts any hesitation 
in imposing sanctions. That is that the 
Stellys appear pro se. Although a court can 
demand a higher degree of responsibility 
from members of the bar, litigants cannot 
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be treated as free to advance frivolous 
claims merely because they appear without 
counsel. Where pro se litigants are warned 
that their claims are frivolous, as were the 
Stellys, and where they are aware of the 
ample legal authority holding squarely 
against them, then sanctions are appropriate. 
See Wright, supra, at 1062-63; Perkins, supra, 
at 1188-89; Lonsdale, supra at 72. 


The Stellys demonstrated facility in legal 
research by citing numerous precedent, 
spanning the period from the words of 
Chief Justice John Marshall in 1829 to 
those of this court as late as February of 
this year. We have no doubt, then, that the 
Stellys were thoroughly familiar with the 
precedent which uniformly denied validity 
to their position. In addition, the IRS and 
tax court informed them of the frivolous 
nature of their claims. 


In the interest of justice we dismiss this 
appeal, see Fed. R. Ap. P., Loc R. 42.2, and 
impose double costs and attorney’s fees on 
the Stellys for bringing a frivolous appeal. 
Fed. R. Ap. P. 38. Rather than calculate 
the amount of those attorney’s fees, how- 
ever, we remand to the tax court to make 
this determination. Knoblauch v. Commis- 
sioner of Internal Revenue, 752 F. 2d 125 
(Sth Cir. 1985) (Knoblauch II), does not 
prohibit this remand. In Knoblauch II, this 
court departed from our “preferred proce- 


dure . . . to remand for the determination 
of the amount of such an award,” id. at 128 
n. 4, stating that the appeal was from the 
tax court instead of the district court. 
Knoblauch II, however, did not establish a 
different procedure for determining attor- 
ney’s fees in all tax court cases from that 
applicable in district court cases. The panel 
merely exercised its discretion to determine 
the amount of those fees itself rather than 
remand the issue. The panel in Knoblauch I, 
supra at 203, had directed the Commissioner 
to file the supporting documents to his mo- 
tion for attorney’s fees with the appellate 
court. The Commissioner submitted those 
documents to that court,.and Knoblauch 
did not contest the Commissioner’s cal- 
culations. Thus, the panel deemed it more 
expedient to compute the fee, pursuant to 
our Local Rule 47.8.1, rather than to remand. 


In contrast, we have not yet received 
affidavits and calculations from the Com- 
missioner to support an attorney’s fee 
award. Due to the tax court’s superior fact 
finding capability, we remand to that court 
to calculate the amount of the Commis- 
sioner’s reasonable attorney’s fees. The 
Stellys’ petition for “reasonable litigation 
costs” is frivolous and is hereby denied. 


DISMISSED and REMANDED for a 


HEARING to DETERMINE ATTOR- 
NEY’S FEES. 


[] 9437] Robert Prewitt v. United States of America. 


U. S. District Court, West. Dist. Tex., Austin Div., Civil Nos. A-83-CA-677, 
A-84-CA-344, 5/13/85. 
[Code Secs. 6321 and 6323] 


Assessment: Lien for taxes: Property transferred to third parties: Real property: 
Validity of lien: Bona fide purchaser for value: Notice or knowledge of lien: Recorda- 
tion of interest: Property subject to lien: Tax liens under state law: Texas—A U. S. 
District Court held that a lien for the unpaid taxes of an ex-husband attached to the 
ex-husband’s rights in the community real property that his ex-wife received pursuant 
to their property settlement because there was no instrument of record cutting off his 
rights in the subject property. Upon the initial finding that the United States (IRS) was 
entitled to protection under the applicable Texas Recording Statute as a lien creditor, 
the court determined that the ex-wife was required to record her interest in the commu- 
nity real property in order to cut off her ex-husband’s interest and to prevent the tax 
lien from attaching. However, no deed or other instrument of conveyance was ever 
executed by the ex-husband conveying the property to the ex-wife, and the certified 
copy of the divorce decree (awarding the community real property to the ex-wife) was 
not filed in the deed records maintained by the County Clerk until after the levy by the 
United States (IRS). Further, because the lien for the unpaid taxes of the ex-husband 
validly attached to his rights in the community real property, the federal tax lien had 
priority over an individual’s interest in the subject property that the individual had pur- 
chased subsequent to the filing of the Notice of Federal Tax Lien from the ex-wife for 
good and valuable consideration. Furthermore, the U. S. District Court ruled that the 
‘United States (IRS) qualified under Texas law as a creditor without notice because the 
United States (IRS) did not have any express information that the ex-husband’s interest 
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in the subject property was cut off, and no instrument cutting off the ex-husband’s 


interest was filed until several months after the assessment. 


The court rejected the 


individual’s argument that, under Texas law, the United States (IRS) was on constructive 
notice of all facts recorded in the civil minutes of a Texas district court in a divorce 
proceeding. Back references: {] 5357.65, 5357.66, 5362.048, 5362.41, 5362.781, 5362.835, and 


5362.935. 


Frank Oliver, McGinnis, Lochridge & Kilgore, 919 Congress Avenue, Austin, Tex. 
78701, for plaintiff. Grover Hartt, III, Department of Justice, Dallas, Tex. 75242-0599, 


for defendant. 


Order 


Nowtiin, District Judge: Before the Court 
are the Motions for Summary Judgment of 
both the Plaintiff and the Defendant in the 
above-styled and numbered causes of ac- 
tion. The parties agree that there are no 
genuine issues of material fact in these 
cases, and that disposition by summary 
judgment is appropriate. The Court has 
considered the Motions of the parties as 
well as the other pleadings filed in this 
cause, and is of the opinion that the De- 
fendant United States of America’s Motion 
for Summary Judgment is meritorious and 
should be Granted, and that the Plaintiff’s 
Motion for Summary Judgment is not 
meritorious and should be Denied. 


The parties stipulate and agree to the 
following uncontested facts for all purposes 
in this cause of action: 


The subject property is located in Travis 
County, Texas. Prior to September 9, 1982, 
the subject property was owned by James 
Damon and Johanna Damon as husband 
and wife and was community property 
under the laws of the State of Texas. At 
material times, Johanna Damon resided in 
Travis County, Texas. Prior to his incar- 
ceration in July, 1982, James Damon also 
resided in Travis County, Texas. At all 
material times, Robert Prewitt resided in 
Travis County, Texas. On or about July 9, 
1982, Johanna Damon filed a suit for di- 
vorce against James Damon in the 126th 
Judicial District Court of Travis County, 
Texas, Cause No. 336,809, styled In the 
Matter of the Marriage of Johanna E. Damon 
and James M. Damon. During July or Au- 
gust, 1982, Internal Revenue Service Spe- 
cial Agents Lory Furr and J. Kenneth 
Huff learned from Johanna Damon that 
“she was getting a divorce’ from James 
Damon. Johanna Damon never advised 
any representative of the Internal Revenue 
Service of the specific details of her prop- 
erty settlement. 

On September 9, 1982, James Damon and 
Johanna Damon were divorced. The 
Decree of Divorce entered on that date 


stated “that all property, real, personal, or 
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mixed, that may belong to Respondent 
[James Damon] is hereby awarded to 
Johanna E. Damon, Peitioner as her sole 
and separate property.” The Decree of 
Divorce further stated “that the estate of 
the parties be awarded to Johanna E. 
Damon, Petitioner.’”’ The Decree was filed 
in the Travis County District Clerk’s Office 
on September 9, 1982, an entry of the 
Divorce was duly noted on the docket 
sheet maintained by the Travis County 
District Clerk for Cause No, 336,809. A 
certified copy of the Divorce Decree was 
not filed in the deed records maintained by 
the Travis County Clerk until after the levy 
by the Internal Revenue Service which is 
at issue in this case. Further, no deed or 
other instrument of conveyance was ever 
executed by James Damon conveying the 
subject property to Johanna Damon. The 
Decree of Divorce was not the subject of 
appeal and became a Final Judgment on 
October 9, 1982. 


On December 15, 1982, the United States 
of America, by and through the Internal 
Revenue Service, assessed federal taxes: 
under Internal Revenue Code, Section 5811 
against James Damon in the amount of 
$134,750.00, said taxes representing preparer 
penalties assessed against James Damon. 
On May 13, 1983, the United States of 
America, by and through the Internal Reve- 
nue Service, filed in the Travis County 
Clerk’s Office a Notice of Federal Tax 
Lien under Internal Revenue laws against 
James Damon for the federal taxes assessed 
on December 15, 1982. James Damon is 
the sole taxpayer identified in the Notice 
of Federal Tax Liens; his former wife, 
Johanna Damon, is not named in the Notice 
of Federal Tax Lien. 


On May 23, 1983, Plaintiff, Robert Pre- 
witt, purchased the subject property from 
Johanna Damon for good and valuable 
consideration. At the time of the purchase, 
Robert Prewitt did not have actual knowl- 
edge of the filing of the Notice of Federal 
Tax Lien against James Damon. However, 
Johanna Damon, her attorney, James Hud- 
son, and Stewart Title Company representa- 
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tives Richard Black and David Tandy did 
have actual knowledge of the filing of the 
Notice of Federal Tax Lien against James 
Damon. The closing was held at the offices 
of Stewart Title Company in Austin, Texas, 
and Stewart Title Company representative 
David Tandy acted as closing officer for 
the transaction. Because the Notice of Fed- 
eral Tax Lien was only in the name of 
James Damon, and because of the prior 
divorce of James Damon and Johanna 
Damon, neither Stewart Title Company 
nor Johanna Damon’s attorney believed 
that the Notice of Federal Tax Lien against 
James Damon affected the subject property. 
Subsequent to his purchase of the subject 
property, and without actual knowledge 
of the Notice of Federal Tax Lien against 
James Damon, Plaintiff Robert Prewitt, 
made valuable improvements to the sub- 
ject property. 


Between September 9, 1982 when the 
Damons were divorced, and May 12, 1983, 
when the Plaintiff purchased the subject 
property, Johanna Damon did not transfer, 
assign, or convey any interest in the sub- 
ject property to James Damon. On or 
about August 10, 1983, the United States 
of America, acting by and through the 
Internal Revenue Service, seized the sub- 
ject property under a levy issued by the 
District Director of Internal Revenue for 
the Federal taxes due by James Damon as 
reflected in the Notice of Federal Tax 
Lien. All procedural notice requirements 
for the levy were complied with by the 
Internal Revenue Service. The parties do 
not stipulate or agree that the seizure and 
levy were lawful. 


The Plaintiff filed his complaint in Cause 
No. A-83-CA-677 on December 8, 1983. The 
complaint attacked the United States’ levy 
on the subject property as wrongful and 
seeks injunctive relief. On May 21, 1984, 
the Plaintiff filed Cause No. 362,366 in a 
Travis County, Texas, District Court against 
the United States seeking a quiet title to 
the subject property and a declaratory 
judgment. That case was removed to this 
Court on June 6, 1984, as Cause No. A-84- 
CA-344, Both causes of action were con- 
geligated by the Court on December 3, 1984. 


fevenue Code, the 
ien for id 


property” of a taxpayer. 26 U.S. C. § 6321. 
The tax lien arises on the date of the 
assessment. 26 U. S. C. § 6322. Whether 
the taxpayer had any rights in the subject 
property to which the tax lien could attach 
must be determined by state law. Aguilino 
v. United States, 363 U. S. 509, 512-14 
(1960); Umited States v. Bess [58-2 ustc 
7 9595], 357 U. S. 51, 55 (1958); Metropoh- 
tan Dade County v. United States [81-1 ustc 


979173], 635 F. 2d 512, 514 (Sth Cir. 1981). 


If James Damon had any interest in the 
subject property on the date the lien at- 
tached, then the tax lien has priority over 
the interest in the subject property which 
the Plaintiff purchased from Johanna Damon 
on May 23, 1983. E 


The parties to this action agree that under. 
Texas law a state district court has jurisdic- 
tion to divide a couple’s community prop- 
erty pursuant to a divorce proceeding. Cam- 
eron v. Cameron, 641 S. W. 2d 210, 213 
(Tex. 1982); Murff v. Murff, 615 S. W. 2d 
696, 698 (Tex. 1981); Hedkte v. Hedkte, 
248 S. W. 21 (Tex. 1923). Further, the 


‘parties do not contest the validity of 


the divorce decree or the fact that the 
decree was filed in the civil minutes of the 
district court. The United States, however, 
argues that it is entitled to protection under 
the applicable Texas Recording Statutes’ 
as a lien creditor. The note that because 
Johanna Damon failed to file any indicia 
of title in the County Recorder of Deeds 
Office there was no instrument of record | 
cutting off James Damon’s rights in the 
subject property. Consequently, the United 
States argues that their tax lien is superior 
to the rights of the Plaintiff. 


The Plaintiff argues that the moment 
the divorce decree was filed in the civil 
minutes of the district court James Damon 
lost all interest in the subject property to 
which the tax lien could attach. Further, 
the Plaintiff denies that the United States 
is entitled to any protection afforded by the 
Texas Recording Statutes, He argues that 
neither Article 6627 nor any other recording 
statute applies to a property division in a 
divorce decree which awards the wife com- 
munity property as her sole separate prop- 
erty. In the alternative, the Plaintiff argues 
that the United States is not a creditor 

2; first, because ee are 
tice of all proce dir 
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in the civil minutes of a district court; and 
second, because representatives of the gov- 
ernment were told that the Damons were 
“getting a divorce.’ The United States 
denies that it had any notice, actual or con- 
structive, of Johanna Damon’s divorce decree. 


James Damon's Interest in the Subject 
Property 


The Plaintiff cites Nooms uv. United States 
[83-2 ustc 79700], 576 F. Supp. 853 (W. D. 
Tex. 1983), in support of his position that 
“as a matter of state law’ James Damon 
lost all interest in the subject property 
when the divorce decree in the civil minutes 
of the district court was filed. In Noonis, 
the Court considered the effect of a property 
settlement agreement under which certain 
community property became separate prop- 
erty of the wife. The agreement predated 
a tax assessment by the I. R. S. The Court 
found that couples could agree to a prop- 
erty settlement at the time they separated, 
under California law. In addition, the 
Court found that under a California statute 
once the community property had become 
separate property of one spouse, the other 
spouse lost all interest in the property. Id. 
at 856 (citing California Civil Code § 5102 
(West 1970)). The Court noted that a 
California Superior Court found the prop- 
erty agreement was effective prior to the 
assessment. Consequently, the Court held 
the tax liens could not attach to the sub- 
ject property because the husband had no 
interest in the property when the taxes 
‘were assessed. 


Noonis does not support the Plaintiff’s 
position for several reasons. The decision 
in Noonis was necessarily based on spe- 
cific California statutes. In the instant 
case, whether James Damon had any in- 
terest in the subject property after the 
divorce decree was filed is a matter of 
Texas law. During the relevant time 
period Texas had no statutes even similar 
to those upon which Noonis is based. In 
addition, the instant case involves a divorce 
decree while Noonis concerned a division of 
community property by agreement of the 
spouse.” Finally, Noonis did not involve the 
rights of a creditor as to the subject 
property. 

The Plaintiff's argument also conflicts 
with United States v. Creamer Industries, 
Inc. [65-2 ustc 79527], 349 F. 2d 625 (Sth 


2Tt is interesting to note that Texas would 
now allow such agreements but requires that 
they be filed in the County Deed Records before 
they can cut off the rights of a creditor. While 
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Cir.), cert. dented, 382 U. S. 957 (1965). In 
this case certain real property was omitted 
in a deed from the taxpayer to Creamer 
Industries. Two months after this trans- 
action the United States assessed the tax- 
payer and filed its lien against the subject 
property. Subsequently, the taxpayer exe- 
cuted a correcting deed which included the 
omitted real property. The question before 
the Court was whether the seller had any 
interest to which the tax lien could attach. 
The Court applied Texas law and upheld 
that as between the taxpayer-seller and the 
purchaser, the taxpayer’s interest “may 
differ from its interest with respect to a 
creditor without notice, such as the U. S.” 
Creamer Indus., 349 F. 2d at 628. 


The Court then held that the United 
States was a creditor entitled to the pro- 
tection of the Texas Recording Statutes, 
and concluded that the equitable rights of 
the purchaser could not prevail over the 
tax lien. Jd. It is apparent, therefore, that 
Texas recognizes a creditor’s interest in 
property even after the debtor’s interest 
has been terminated. Though the Plaintiff 
contests the corréctness of the decision in 
Creamer Industries, he cites no authority 
to controvert the Court’s ruling. This 
Court is therefore constrained to apply the 
Fifth Circuit’s ruling to this case. Con- 
sequently, the Court is of the opinion that 
Noonis cannot stand for the proposition urged 
by the Plaintiff. 


Because the Fifth Circuit has determined 


“that the United States is entitled to the 


protection of the Texas Recording Statutes 
as a third-party creditor, the Court must 
now determine whether those statutes re- 
quire recordation of a divorce decree 
awarding community real property to a 
spouse. 


Application of the Texas Recording 
Statutes 


The Plaintiff argues that none of the re- 
cording statutes apply to a divorce decree. 
He notes that the Texas Supreme Court 
has recently held that property decisions in 
a divorce decree are in the nature of a 
partition. Cameron, 641 S. W. 2d at 215 
(citing Hailey v. Hailey, 331 S. W. 2d 299, 
303 (Tex. 1960)). Because Article 6627 ap- 
plies only to conveyances, the Plaintiff 
argues that this statute is not applicable to 
a divorce decree. Further, the Plaintiff 


this is obviously not dispositive to this case, it 
does tend to support the United States’ posi- 
tion that the Texas Recording Statutes are de- 
signed to protect creditors of real property. 


{ 9437 


88,204 


U.S. Tax Cases 


Preuntt v. U.S. 


argues that while Article 6638 provides 
for recordation of partitions of land, this 
statute is merely a rule of evidence which 
requires that a partition be recorded before 
it is admitted into evidence during a 
judicial proceeding. The Plaintiff notes 
that even if Article 6638 applied to this 
case the divorce decree has now been re- 
corded, and further that the United States 
has stipulated to the contents of the 
decree. 


In addressing these arguments it is es- 
sential not to lose sight of the purpose of 
the recording statutes. The object of all 
recording acts is to protect innocent 
purchasers and encumbrancers from previ- 
ous deeds, mortgages or similar instru- 
ments which are not recorded, and to 
deprive the holder of these unrecorded in- 
struments of the priority given those in- 
struments under the common law. Cox v. 
Clay, 237 S. W. 2d 798, 804 (Tex. Civ. 
App.—Amarillo 1950, writ ref’d n. r. e.); 
see White v. McGregor, 92 Tex. 556, 50 
S. W. 564 (1899). 


An analysis of the early Texas case law . 


concerning the characterization of real 
property awarded in divorce decrees amply 
supports a Texas Supreme Court’s state- 
ment that the relevant cases “are in hope- 
less conflict and confusion.” Hailey, 331 
S. W. 2d at 302. Fortunately, the Texas 
Supreme Court dispelled much of this con- 
fusion in Cameron when it held that divorce 
decrees were in the nature of partitions. 
This Court, however, is of the opinion that 
whether the division is characterized as a 
partition, a conveyance, or a judgment, 
Texas law requires that it be recorded in 
the County Deed Records before it can 


cut off the rights of a creditor without 


notice. 


In Meyers v. Crenshaw, 116 S. W. 2d 1125 
(Tex. Civ. App. — Texarkana 1938), aff'd, 
137 S. W. 2d 7 (Tex. Comm’n App. 1940, 
opinion adopted), the Court considered the 
effect of an unrecorded divorce decree that 
awarded certain land which was the sub- 
ject of a trespass to try title action. The 
Court held “if anything be included in the 
divorce decree intended to affect title to 
real estate, then raphe oo must soya re- 


The Plaintiff relies upon the confusion 


surrounding the characterization of such > 


partitions to argue that Benn and Meyers 


conflict with Hailey and Cameron and are con-_ 
sequently inapplicable to this case. He ar- 
gues that before Benn and Meyers could be 


applied to this case the Court would have 
to characterize the partition as a convey- 
ance. The Court would note, however, that 
both Benn and Meyers held that the divorce 
decrees before the respective courts should 
have been recorded pursuant to Article 
6638. It appears that neither case character- 
ized a divorce decree as a conveyance. To 
the extent that Benn and Meyers do not 
treat a divorce decree as a partition, the 
Plaintiff is correct; however, the issue be- 
fore the Court is whether the decree must 
be recorded in order to cut off a creditor 
without notice. Neither Hailey, Cameron, 
nor any subsequent Texas cases hold that 
such divsions need not be recorded. Con- 
sequently, it is clear that divorce decrees 
which partition community real property 
must be recorded under Texas law. Wood- 
ward v. Ortiz, 237 S. W. 2d 286, 289 (Tex. 
1951); Meyers, 116 S. W. 2d at 1125; Benn, 
54 S. W. 2d 146. 


In addition, it is apparent that Texas al- 
lows state taxing authorities to rely on 
their recording statutes. In Woodward, 237 
S. W. 2d at 286, the Texas Supreme Court 
held that a county and its tax attorney 
could rely upon the records of a county 
clerk and be absolved of constructive notice 
of an unrecorded judgment. Jd. at 291. 
Based upon the points discussed earlier and 
because Texas law allows a state taxing 
authority to rely upon recording statutes, 
the Court finds that under Texas law 
Johanna Damon was required to record her 
interest in the community real property in 
order to cut off James Damon’s interest and 
prevent the tax lien from attaching. 


Finally, the Plaintiff’s argument that Ar- 
ticle 6638 is merely a rule of evidence with 
which they have complied is not supported 
by Texas law. Texas law holds that Article 
6638 is not a mere evidentiary rule. Permian 
Oil Company v. Smith, 73 S. W. 2d 491 
(Tex. Comm’n App. 1934, opinion adopted), 
reh’g denied, 107 S. W. 2d 564 (Tex. 1937). 
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6638. The issue before the Court is whether 
the divorce decree had to be recorded with 
the County Clerk. No reasonable construc- 
tion of the stipulation in light of the record 
in this case indicates that the United States 
stipulated that the unrecorded divorce 
’ decree cut-off the rights of James Damon’s 
creditors. 


The United States as Creditor Without Notice. 


The Plaintiff argues that the United 
States cannot qualify as a creditor without 
notice because they had notice of the di- 
vorce decree. First, the Plaintiff argues 
that a suit for divorce is a proceeding 
in rem which imparted constructive notice 
to the United States as a creditor who 
sought to enforce a claim against a com- 
munity estate. Second, the Plaintiff argues 
that the United States has such knowledge 
of the Damons’ divorce that it had a duty 
of further inquiry “which, if pursued with 
only ordinary diligence, would have resulted 
in actual knowledge of the divorce at issue 
in this case.” ; 


First, it is clear that under Texas law the 
United States was not on constructive no- 
tice of all facts recorded in the civil minutes 
of the District Court. “[T]he judgment had 
not been recorded in the Office of the 
County Clerk and the law did not charge 
him with notice of a judgment of record 
only in the civil minutes of the District 
Court. Arts. 6627 and 6638, Vernon’s Ann. 
Civ. St... .” Woodward, 237 S. W. 2d at 
289 (citations omitted). 


The Plaintiff next argues that the De- 
fendant had actual notice of the Damon’s 
divorce. Under Texas law, actual notice 
“embraces those things of which the one 
sought to be charged has express informa- 
tion, and likewise those things which a rea- 
sonably diligent inquiry and exercise of the 
means of information at hand would have 
disclosed.” Id. at 289. The Defendant’s ar- 
gument is based upon the stipulation that 
in July or August, 1982, Johanna Damon 
told two IRS special agents that she was 
getting a divorce. When the comment was 
made the two special agents were returning 
documents to her after the Damons had 
been convicted of tax crimes. Neither 
agent was involved with investigating, assess- 
ing or collecting the Damons’ potential 
civil tax liability. Ms. Damon never indi- 
cated that she had been awarded any 
community real property, or even that a 
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property settlement had been achieved. As 
noted earlier, the divorce decree was not 
entered until September 9, 1982. In fact 
it is possible that the divorce proceeding 
had not even been filed when the comment 
was made. Therefore, the special agents 
who spoke with Mrs. Damon in July or 
August, 1982, could not have had any ex- 
press knowledge that James Damon’s in- 
terest in the subject property would be 
cut-off. Further, those IRS agents involved 
in this civil action had no knowledge that 
Mrs. Damon was even contemplating a di- 
vorce. 


Under these facts the Court cannot find 
that the United States had any express 
information that James Damon’s interest in 
the subject property had been or even 
would be cut-off. Further, the Court would 
note that even if the United States were 
held to a duty of further inquiry, that duty 
would have been discharged after a search 
of the County Deed Records. Because the 
United States had no express information 
that James Damon’s interest in the subject 
property was cut off, and because no instru- 
ment cutting off James Damon’s interest 
was filed until several months after the as- 
sessment, the Court finds that the United 
States qualifies under Texas law as a credi- 
tor without notice. See Creamer Industries, 
349 F. 2d at 628; Woodward, 237 S. W. 2d 
at 286; Meyers, 116 S. W. 2d at 1125; Benn, 
54 S. W. 2d at 146. 


ACCORDINGLY, IT IS ORDERED, 
ADJUDGED and DECREED that: 


The lien for the unpaid taxes of James 
Damon attached to the Bouldin Creek 
Apartments on December 15, 1982; 


The interest in the Bouldin Creek Apart- 
ments purchased by Plaintiff Robert Prewitt 
from Johanna Damon on May 23, 1983, is 
subordinate to the lien of the United States 
for the unpaid taxes of James Damon; 


The United States is entitled to sell the 
Bouldin Creek Apartments pursuant to its 
levy on August 10, 1983; and 


The United States shall be entitled to 
apply the proceeds from the sale of the 
Bouldin Creek Apartments to satisfy its 
assessment against James Damon; all 
proceeds remaining after payment of the 
costs of sale and the tax liability shall be 
awarded to Robert Prewitt. 
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[7 9438] Stephen A. Pototzky v. The United States. 


U.S. Claims Court, No. 52-84T, 6/4/85. 


[Code Sec. 6672] 
Civil penalties: Failure to collect and pay over employment taxes: Responsible person: 


Corporate officers and employees: 


Willfulness.—A former corporate officer and director 


was not liable for the 100-percent penalty for failure to pay over employment taxes 
because the court determined that he was not a person responsible for collecting and 
paying over the taxes. The taxpayer initially had been deeply involved in the day-to-day 
operation of the business, had kept the company’s books and had signed most of the 
corporation’s checks. However, at the time the delinquency accrued he had relinquished 
all day-to-day involvement and ceased to sign any checks, although he continued to hold 
a corporate office. The court held that merely holding a corporate office, without exercis- 
ing any authority, was insufficient to make the taxpayer a responsible person. Further, the 
court found that, even assuming arguendo that the taxpayer was a responsible person, 
the taxpayer’s lack of day-to-day involvement in the business coupled with his efforts 
to get other corporate directors and officers to pay the delinquency precluded a finding 


that he had willfully failed to collect and pay over taxes. 


Therefore, the statutory 


requisites of liability were not met and the taxpayer’s motion for summary judgment was 


granted. Back references: 


{] 5569.013 and 5569.014. 


Rexford R. Cherryman, 4606 Westgrove Ct., Virginia Beach, Va. 23455, for plaintiff. 
Glenn L. Archer, Jr., Assistant Attorney General, David Gustafson, Mildred L. Seidman, 
Donald H. Olson, Department of Justice, Washington, D. C. 20530, for defendant. 


Opinion 


Lypon, Judge: This case comes before 
the court on plaintiff's motion and de- 
fendant’s cross-motion for summary judg- 
ment. In support of their respective motions, 
the parties have stipulated to and submitted 
plaintiff’s testimony from his deposition as 
well as other documentation to be utilized 
by the court as a record upon which to base 
its determination and thus alleviating the 
necessity for a trial. 


On January 27, 1982, the Internal Reve- 
nue Service (IRS) assessed a 100 percent 
penalty in the amount of $33,463.20 against 
plaintiff under the authortiy of 26 U. S. C. 
§ 6672(a) (1976 & Supp. 1984). The assess- 
ment was based on plaintiff’s alleged liabil- 
ity for a penalty relating to federal income 
and social security (FICA) taxes due and 
owing from Kilian GMC, Inc. on the wages 
of its employees for the last quarter of 
1978 and the first three quarters of 1979. 
On January 7, 1982, plaintiff paid $44.47, 
the amount of tax due during the delin- 
quent period for one employee, and filed a 
timely claim for refund with the IRS, 


1As stated above the 100 percent penalty 
initially assessed against plaintiff was for 
$33,463.20. However, defendant indicated in its 
answer to plaintiff's complaint that another re- 
sponsible officer of Kilian GMC, Inc. had paid 
$20,753.24 in assessment penalties. The Inter- 
nal Revenue Service (IRS) accordingly re- 
duced its demand for payment from plaintiff to 
$12,665.49. This amount minus the $44.47 plain- 


tiff has already paid became the new amount — 


defendant was es | in its counterclaim. 
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which it disallowed. This refund suit fol- 
lowed. Defendant counterclaimed for the 
unpaid portion of the penalty assessed 
against plaintiff. 


The issue presented to the court by the 
parties’ motions for summary judgment is 
whether plaintiff was a person required, 
pursuant to 26 U. S. C. § 6672(a), to col- 
lect, truthfully account for, and pay over 
the payroll taxes of Kilian GMC, who will- 
fully failed to do so. After considering the 
stipulated record and the briefs of the par- 
ties, applicable statutes, relevant case law, 
oral argument having been waived by the 
parties, the court concludes that plaintiff’s 
motion for summary judgment should be 
granted and defendant’s cross-motion should 
be denied. 


Ik 


Based on the record submitted to the 
court by the parties, the court makes the 
following findings of fact set out HOOK in 
narrative form. 


Sometime in 1972 or 1973, a truck dealer- 
ship called Diamond GMC (Diamond) 


The court notes that an error may exist in 
the amount defendant is currently requesting 
in its counterclaim. The initial assessment 
amount of $33,463.20 minus the $20,753.24 pen- 
alty payment received from another Kilian 
GMC, Ine. officer leaves a _ difference of 
$12,709.96. If the amount plaintiff has already 
paid is subtracted from $12,709.96, the differ- 
ence is $12,665.49. This figure would appear to 
be the proper figure for defendant’s counter- 
claim. Defendant, apparently, inadvertently 
subtracted the $44.47 shoe uaeas 
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located in Nashville, Tennessee, experienced 
financial difficulties and subsequently went 
through bankruptcy. At that time, Edward 


J. Mikula (Mikula) was the manager of 


Diamond. In addition to Diamond’s finan- 
cial problems, it was also delinquent ($43,000) 
in paying over its payroll tax withholdings 
to the federal government. Mikula was in 
charge of issuing the payroll checks. Dur- 
ing the period Diamond was experiencing 
financial problems, its owners requested 
plaintiff, who was an experienced financial 
consultant with a thorough knowledge of 
accounting and the current tax laws, to look 
into its financial trouble. From 1966 to 
1970, plaintiff had worked on a part-time 
basis as Diamond’s secretary-treasurer. 


During plaintiff’s investigation of Dia- 
mond, Mikula approached plaintiff and asked 
if he wished to join Mikula in purchasing 
the truck dealership. Plaintiff subsequently 
invested $40,000 and co-signed a $100,000 
note and became a 22% percent share- 
holder. Another individual, David Hogan 
(Hogan) became a 10 percent shareholder. 
Mikula owned the remaining shares. In 
purchasing Diamond, the above group pur- 
chased its assets and the Diamond contract 
which was in Mikula’s name. The record 
indicates that if Mikula died plaintiff at all 
times relevant to this case was to be named 
as Mikula’s successor to the dealership with 
General Motors Corporation (GMC). 


After the purchase, the group established 
a truck dealership in Norfolk, Virginia 
originally under the name Diamond Motor 


_Trucks, Inc. However, its name was changed 


in January 1975 to Kilian GMC, Inc. 
(Kilian). Mikula was the president and 
treasurer of the corporation.. Plaintiff be- 
came the vice president and secretary of 
Kilian while Hogan had no involvement 
in the management of the corporation. 
Both plaintiff and Mikula were directors of 
the corporation. 


At all times relevant to this case, plain- 
tiff owned and ran a financial consulting 
business. Up until 1974, he conducted this 
business in his home. At the end of 1974 
or the beginning of 1975, plaintiff moved 
his consulting business onto the premises 
of Kilian. He maintained separate tele- 
phone lines, his own business sign and busi- 
nesscards. However, plaintiff admits that 
he was directly involved in the day-to-day 
management of Kilian from the time he 

2 Two signatures were required on all Kilian 


GMC (Kilian) checks and plaintiff generally in- 
sisted that his be one of the two signatures. 
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moved onto the premises until he left at 
the end of 1976. 


Plaintiff’s responsibilities at Kilian from 
the end of 1974 until the end of 1976 pri- 
marily consisted of supervising the book- 
keeping. He signed every check from 
Kilian? He made sure that the proper 
federal taxes were withheld from the pay- 
roll and that such withholdings were paid 
over to a trust fund. Plaintiff also helped 
to establish some payment priorities. 
Mikula, on the other hand, was in charge 
of sales and maintenance services. It was 
apparent to the court from the record that 
Mikula had the ultimate authority within 
the company. When plaintiff hired a new 
office manager who subsequently fired Ruth 
Bolstad (Bolstad), Mikula’s secretary, 
Mikula overruled plaintiff and fired the 
new office manager and rehired Bolstad. 


Sometime in 1976, plaintiff realized that 
the business of the truck dealership was 
requiring too much of his time. He had 
hoped to spend no more than 40 percent 
of his time on Kilian matters but his ready 
access on the premises permitted Mikula 
and others to demand much more of his 
time. Plaintiff also became aware that his 
own secretary was being asked to do 
Kilian work. In addition, plaintiff was dis- 
turbed by the fact that Mikula overruled 
him on more than one occasion and failed 
to consult with him on such business mat- 
ters as purchasing a yacht for the corpora- 
tion or Mikula’s act of granting himself a 
$5,000 salary increase. Based primarily on 
the excessive time demands placed on him, 
as well as these other problems, plaintiff 
decided to move his consulting business to 
a new location. 


The record indicates that after plaintiff 
left the premises of Kilian.on or about 
January 1, 1977, his involvement in the 
day-to-day management of Kilian. dramat- 
ically decreased. As of the beginning of 
1977 he neither signed a single Kilian 
check nor was he requested to do so. 
Plaintiff essentially relinquished all of his 
bookkeeping and other responsibilities to 
Mikula at the beginning of 1977. Many 
of these responsibilities were assumed by 
Bolstad. Though it is clear that plaintiff 
had some involvement in the Kilian busi- 
ness affairs after January 1, 1977, the rec- 
ord indicates that such involvement can be 
characterized more as a consultant/client 
relationship. After January 1, 1977, plain- 

The court notes that plaintiff was from 


time-to-time identified as the. corporation’s 
secretary-treasurer though officially he was 


never the treasurer. 
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tiff's primary dealings with Mikula and 
Kilian revolved around his efforts to help 
sell the truck dealership. Plaintiff prepared 
reports on Kilian to attract prospective 
buyers. The preparation of these reports, 
which were based primarily on sales pro- 
jections, was billed to Kilian by plaintiff’s 
consulting business. Plaintiff was involved 
in two attempts to sell the business in 
1977 and once in 1978. 


After January 1, 1977, plaintiff visited 
Kilian perhaps once every two months and 
never after business hours. He did, how- 
ever, continue to receive monthly financial 
statements regarding the Kilian business. 
These statements were sent to him by 
Bolstad. He also was able to review a 
copy of his own account with Kilian on a 
regular basis. It was apparent from the 
record that plaintiff's visits to Kilian were 
primarily related to his efforts in trying to 
sell the business. As a director and one 
of the three shareholders of the corpora- 
tion, plaintiff also regularly attended Board 
of Directors and Shareholders meetings at 
Kilian after January 1, 1977. These visits 
along with his practice of reviewing his 
account and the monthly statements were 
also a part of his efforts to protect his in- 
vestment in the business. 


Sometime in May of 1978, plaintiff dis- 
covered, through the monthly financial 
statements he was receiving, that Mikula 
was not maintaining a proper trust fund for 
certain truck sales. At the same time, 
Mikula was not paying the manufacturer 
all that it was due. When he went to 
Kilian to discuss these irregularities, he 
learned that the locks to the premises had 
all been changed and thus he no longer 
had access to the dealership after business 
hours. When plaintiff questioned the fi- 
nancial discrepancies, Mikula also ordered 
Bolstad to cease sending plaintiff the 
monthly financial statements. 


Sometime in the beginning of 1977, 
plaintiff requested that his salary be re- 
duced to $1.00 per week. This reduction 


in pay resulted in an annual payment of, 


approximately $6,500 or 24 semi-monthly 
payments of $270.83. 


Of that $270.83,. 


$269.83 was for insurance coverage and 
the required income tax and Social Se- 
curity withholdings. He requested this 
arrangement so that the insurance cover- 
age he had through Kilian would continue 
until he completely resigned from the cor- 
poration. The record indicates that on 
November 16, 1977, plaintiff resigned his 
position as vice president of the corpora- 
tion. He maintained his position as secre- 


-tary and director only to “keep the [his] 


foot in the door” to protect his $40,000 
investment and his status as cosignator on 
a $100,000 note. He resigned as secretary 
on March 26, 1979 and as director shortly 
thereafter. 


The record supports a finding that after 
January 1, 1977, plaintiff had very few 
“business” discussions with Mikula. These 
discussions primarily focused on the efforts 
of plaintiff and Mikula to sell the dealer- 
ship. They never discussed day-to-day 
management affairs and plaintiff did not 
make suggestions concerning the prior- 
itizing of payments to creditors other than 
to urge Milenta to pay off the $100,000 
note.* 


On April 19, 1977, plaintiff did sign a 
bank signature card which gave him the 
authority to sign Kilian checks. However, 
he never exercised that authority. Plain- 
tiff also thought that, after he resigned his 
position as vice president, he lost his check- 
signing authority though in fact that was 
not the case due to the fact that he had 
signed the check-signing authority cards 
both in his capacity as vice president and 
as secretary. 


In March of 1979, Bolstad contacted 
plaintiff at his financial consulting office. 
Bolstad had become aware of the fact that 
Mikula had not placed the withheld pay- 
roll taxes in a trust fund and Kilian owed 
$17,000 to the federal government in with- 
holding taxes for the last quarter of 1978. 
Unable to explain the situation to Bolstad 
over the telephone, plaintiff went to Kilian 
to explain the problem and its potential 
consequences. When plaintiff arrived, he 
explained to Bolstad that she could be held 


’ The $100,000 was only partially paid off by 
Kilian when the bank called the note. As a 
co-signer on the note, plaintiff was obligated at 
that time to borrow money to pay half the 
outstanding balance. 

Defendant points out that many of the 
Minutes to the meetings of the Board of Di- 
rectors indicated that “Tgjeneral business mat- 
ters were discussed at length.’’ Defendant 
Claims that such statements found regularly in 
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the minutes indicate that plaintiff was discus- 
sing business with Mikula, Plaintiff explained 
in his deposition that as the secretary of those. 
meetings he routinely noted that general busi- 
ness matters were discussed though in reality 
no such discussions ever took place. The court 
is persuaded by his testimony and notes that 
defendant has introduced no evidence from any 
other person who attended those meetings to 
contradict plaintiff's assertion, 
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personally liable for the delinquency.’ Bol- 
stad asserted that the delinquency was 
Mikula’s fault. At that point, plaintiff con- 
fronted Mikula and urged him to pay the 
withheld payroll taxes. Mikula claimed 
that he was about to sell the business and 
the proceeds from the sale would cover the 
delinquency. After the March 1979, meet- 
ing, the record indicates that plaintiff de- 
cided to resign as secretary and director of 
the corporation and to absorb any losses 
he might incur surrounding his investment 
in Kilian GMC. Plaintiff did attend the 
annual shareholder’s meeting after he re- 
signed as secretary and he did draft the 
minutes for that meeting. He neither con- 
firmed that the business was being sold 
nor did he inquire further into the tax 
delinquency problem. 


During the March 1979, meeting, plain- 
tiff observed that Bolstad had prepared the 
necessary checks to pay the withholding 
taxes which were due. Bolstad had signed 
the checks, but a second signature was 
required. Plaintiff, however, did not pro- 
vide the necessary signature. Plaintiff ex- 
plained that he did not offer to sign the 
checks because he had not signed any 
checks since January 1, 1977, and he felt 
that after he resigned as vice president he 
no longer had the authority to sign Kilian 
checks. Plaintiff also stated that Bolstad 
indicated that Kilian had insufficient funds 
to pay the delinquent taxes and plaintiff 
did not wish to become liable for the 
issuance of bad checks. 


The record evidences that plaintiff was 
unaware of the tax delinquency for the 
last quarter of 1978 until the March 1979, 
meeting with Bolstad. It is apparent that, 
after plaintiff completely washed his hands 
of the entire Kilian business, he assumed 
the payroll taxes were being paid because 
of his familiarity with the potential conse- 
quences if such taxes were not paid. He 
had not been informed that any such po- 
tential consequences had occurred. How- 
ever, on December 6, 1979, plaintiff was 
interviewed by R. O. Kight (Kight) of 
the IRS, who informed plaintiff that Kilian 


had been delinquent in paying over its pay- 
roll taxes for the period October 1, 1978, 
through September 30, 1979. Sometime at 
the end of September 1979, Kilian had filed 
for bankruptcy. 


On January 27, 1982, the IRS proposed 
an assessment against plaintiff of a 100 
percent penalty, pursuant to section 6672 
of the Internal Revenue Code for failing 
to remit payroll taxes for the fourth quar- 
ter of 1978 and for the first three quarters 
of 1979. The IRS indicated that there 
were no corporate assets available to 
satisfy the tax liability and thus it was as- 
sessing a penalty of $33,463.20 against 
plaintiff. The IRS considered plaintiff to 
be “a person required to collect, account 
for, and pay over withheld taxes for 
[Kilian GMC, Inc.].” 


On January 7, 1983, plaintiff paid to the 
IRS $44.47. This amount represented the 
delinquent payroll taxes and withholding 
for Lonnie Kenley, an employee of Kilian. 
On January 18, 1983, the IRS filed a 
notice of a federal tax lien in the amount 
of $33,418.73 with the Clerk of the Court 
for the City of Norfolk, Virginia. On or 
about February 8, 1983, the IRS notified 
plaintiff that the penalty assessment had 
been reduced from $33,463.20 to $12,668.49.° 


On March 11, 1983, taxpayer filed with 
the IRS a claim for a refund of the $44.47 
he had already paid as a part of the tax 
assessment. This claim was denied by the 
IRS in a letter dated January 11, 1984. 
Plaintiff subsequently filed his complaint 
in this court seeking to recover the $44.47 
in taxes he has already paid and abatement 
of the $33,463.20, or revised $12,668.49, tax 
assessment. 


iB 


As stated above, the primary statutory 
provision at issue in this case is 26 U.S. C. 
§ 6672(a)(Supp. 1984). Section 6672(a) 
states in pertinent part: 


Any person required to collect, truthfully 
account for, and pay over any tax im- 
posed by this title who willfully fails to 
collect such tax, or truthfully account for 


4 Plaintiff was familiar with the potential lia- 
bilities in this area due to his previous involve- 
ment in a similar withholding tax problem at 
Diamond GMC. 

5From defendant’s answer and the evidence 
in the record, it is apparent that the IRS was 
able to collect a portion of the assessment 
($20,753.24) from Mikula. However, it appears 
that the IRS was unable to collect the entire 
amount of delinquent taxes from Mikula and 
thus it was attempting to acquire the re- 
mainder from plaintiff. 
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On May 5, 1983, plaintiff posted a bond to 
suspend the collection of the penalty. Despite 
the posting of this bond, plaintiff alleges that 
the IRS has failed to release its lien as is re- 
quired by 26 U. S. C. § 6325(a)(2) (1976 & 
Supp. 1984). 4 

The court notes that the figure of $12,668.49 
does not correspond to any of the figures in 
defendant’s answer: Based on the record, the 
court believes that this figure is inaccurate. 
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any pay over such tax, or willfully at- 
tempts in any manner to evade or defeat 
any such tax or the payment thereof, 
shall, in addition to other penalties pro- 
vided by law, be liable to a penalty equal 
to the total amount of the tax evaded, or 
not collected, or not accounted for and 
paid over. 


Section 6671(b) of title 26 defines “per- 
son” for purposes of section 6672 as follows: 


(b) Person defined—The term “person”, 
as used in this subchapter, includes an 
officer or employee of a corporation * * * 
who as such officer, employee * * * is 
under a duty to perform the act in respect 
of which the violation occurs. 


Based on section 6672, a person is liable 


for a 100 percent penalty if two separate 
statutory requirements are present. First, 


the person must have the duty to collect, - 


account for, and pay over any taxes im- 
posed by title 26. Such a person is labelled 
a “responsible person.’ *® Second, the “re- 
sponsible person” must have willfully failed 
to collect, account for, and pay over the 
taxes or have willfully attempted to evade 
or defeat the payment of taxes. Both statu- 
tory requirements must be established in 
order to impose the 100 percent penalty. 
See McCarthy v. United States, 194 Ct. Cl. 
42, 53-54, 437 F. 2d 961, 967 (1981). There- 
fore, the court must determine: (1) whether 
plaintiff. was a “responsible person” at the 
relevant time, and (2) if plaintiff was a 
“responsible person”, whether he acted will- 
fully to evade the payment of the taxes in 
issue. 


A. “Responsible Person” 


The determination of whether or not an 
individual is a “responsible person” is a 
fact question. See Bauer v. United States 
[76-2 ustc J 9720], 211 Ct. Cl. 276, 286, 543 
F. 2d 142, 148 (1976). “Any corporate 
officer or employee with the power and 
authority to ‘avoid the default’ or to direct 
the payment of the taxes is a responsible 
person within the meaning of section 6672.” 
Feist v. United States [79-2 ustc J 9635], 221 
Ct. Cl. 531, 539, 607 F. 2d 954, 960 (1979) 
(citing White v. United States [67-1 ustc 
7 9250), 178 Ct. Cl. 765, 771, 372 F. 2d 513, 
§16 (1967)). The court must look beyond 


*In commenting on the term ‘‘responsible 
person’’ the Federal Circuit Court of Appeals 
in Godfrey v. United States [84-2 ustc {| 9974], 
748 F. 2d 1568, 1574 n. 4 (Fed. Cir. 1984) stated: 

“The term ‘responsible person’ is an invention 
of the courts, having no statutory definition or 
discussion in the legislative history. As the 
Supreme Court recently noted in Slodov v. 
United States [78-1 ustc {| 9447], 436 Uz. S. 238: 
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organizational form and look for those 
people ‘actually responsible for an em- 
ployer’s failure to withhold and pay over 
the tax.” Godfrey v. United States [84-2 
ustc § 9974], 748 F. 2d 1568, 1574 (Fed. 
Cir. 1984) (citing Pactfic National Ins. Co. 
v. United States [70-1 ustc § 9238], 422 F. 
2d 26, 31 and n. 12 (9th Cir. 1970), cert. 
denied, 398 U. S. 937. Section 6672 en- 
compasses all of the officers and employees 
of a corporation who have such responsibili- 
ties even though liability may be imposed 
on more than one person. Godfrey v. United 
States, supra, 748 F. 2d at 1575 and cases 
cited therein. 


The proper focus for the court in this 
case is to look for the person with the 
“ultimate authority over the expenditure 
of funds since such a person can fairly be 
said to be responsible for the corporation’s 
failure to pay over its taxes.” Jd., 748 F. 
2d at 1575 (citing White v. United States, 
supra, 178 Ct. Cl. at 771, 372 F. 2d at 517).. 
The court must determine from a review 
of the record submitted in this case whether 
plaintiff had “the final word as to what 
bills should or should not be paid and 
when.” Wilson v. United States [57-2 ustc 
7 10,040], 250 F. 2d 312, 316 (9th Cir. 
1958) (as cited in Pacific National Ins. Co. v. 
United States, supra, 422 F. 2d at 31). 


Defendant argues that plaintiff is pre- 
sumed to be a responsible person by virtue 
of the fact that he was the corporation’s 
secretary at the time of the initial delin- 
quency period, citing Farris v. United States 
[84-1 ustc J 9263], 4 Cl. Ct. 633, 636 (1984). 
Defendant argues that plaintiff has failed 
to overcome this presumption. Given the 
tenor of the Godfrey v. United States, supra, 
decision, the court must now reject any 
such “presumption.” It may be true that, 
in fact, most corporate officers have the 
“authority to make disbursements,” as the 
Court of Claims required, before it would 
presume that a corporate officer was a “re- 
sponsible person.” Bolding v. United States 
[77-2 ustc J 9737], 215 Ct. Cl. 148, 159, 565 
F. 2d 663, 670 (1977) (as cited in Farris v. 
United States, supra, 4 Cl. Ct. at 636). How- 
ever, the Federal Circuit Court of Appeals 
made it clear that a fact-finder must focus 


‘The cases which have been decided under 
§ 6672 generally refer to the ‘‘person required 
to collect, truthfully account for, and pay 
over any tax imposed by this title’’ by the 
“responsible person.’””’ We 
use that phrase without necessarily adopting 
any of the constructions Placed upon it in the 


‘decision.’ 


436 U. S. at 246 n. 7." it 
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on substance and not form. The court em- 
phasized that the fact-finder must determine 
the person or persons with the ultimate 
authority and power “to compel or prohibit 
the allocation of corporate funds.” Godfrey 
v. United States, supra 748 F. 2d at 1576. 
Clearly, the Court of Appeals indicated that 
the mere fact that an individual is a corpo- 
rate officer does not make him a “respon- 
sible person.” 


Defendant argues that Godfrey v. United 
States, supra, is distinguishable on its facts 
and therefore, not controlling. It argues 
that Godfrey involved an “outside director” 
who was not an officer of the corporation. 
This court believes that defendant is em- 
phasizing excessively the technical posi- 
tions of individuals while ignoring the actual 
authority they may have exercised within 
their respective corporations. Clearly, the 
plaintiff in Godfrey was not a corporate 
- officer as plaintiff was in this case. The 
plaintiff in this case also owned a larger 
share of his corporation than the plaintiff 


in Godfrey. However, the trial court in. 


Godfrey found the plaintiff to be the “single 
most important individual directing the 
business affairs of the corporation.” Godfrey 
v. United States [83-2 ustc J 9635], 3 Cl. Ct. 
595, 604 (1983). Plaintiff in this case had 
been a very active officer in the corporation, 
but as of January 1, 1977, he ceased to 
exercise his authority though he maintained 
his titles. Godfrey clearly points out that 
the proper focus in these cases is not an 
individual’s formal title but upon his ulti- 
_mate power to disburse corporate funds. 
Therefore, the court concludes that Godfrey 
is controlling in this case and the mere fact 
that plaintiff was Kilian’s secretary does 
not make him a “responsible person” with- 
out more. 


The burden of proving whether plaintiff 
is a “responsible person” falls upon the 
plaintiff. Clearly, the taxpayer has the bur- 
den of proof as to his claim for a refund. 
The general rule would place the burden 
of proof on the government to prove its 
counterclaim. However, the court in Psaty 
v. United States [71-1 ustc 7 9346], 442 F. 
2d 1154, 1159-60 (3d Cir. 1971), found that 
the presumptive correctness afforded to the 
Commissioner’s assessment determination 
allows the government to establish a prima 
facie case of liability merely by offering 
into evidence a certified copy of the assess- 
ment. See also Adams v. United States, 175 
- Ct. Cl. 288, 301-02, 358 F. 2d 986, 994 


(1966). Once that prima facie case is made: 
out both the burden of going forward with 
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evidence and the ultimate burden of per- 
suasion shifts to the plaintiff. Psaty v. 
United States, supra, 442 F. 2d at 1160.. See 
also Lesser v. Umited States [62-2 ustc 
79749], 368 F. 2d 306 (2d Cir. 1966); 
United States v. Lease [65-2 ustc { 9478], 
346 F. 2d 696 (2d Cir. 1965); United Azrline 
Co. v. Commissioner [63-1 ustc { 9434], 
316 F. 2d 701 (1st Cir. 1963). But see 
United States v. Molitor [64-2 ustc { 9820], 
337 F. 2d 917, 922-23 (9th Cir. 1964). 
Therefore, the general rule is that plaintiff 
must prove by a preponderance of the 
evidence that he is not a “responsible. per- 
son,’ and thus defendant’s assessment is 
erroneous. Psaty v. United States, supra, 
442 F. 2d at 1160; Datlof v. United States 
[66-1 ustc J 9329], 252 F. Supp. 11 (E. D. 
Pa. 1966), aff'd, [67-1 ustc [9167], 370 F. 
2d 655 (3d Cir. 1966), cert. dented, 387 U. S. 
906 (1967). 


After a thorough review of the stipulated 
record in this case, the court finds that 
plaintiff has proved by a preponderance of 
the evidence that he was not a “responsible 
person” at the relevant times in this case. 
The court notes that defendant takes issue 
in a most generalized and unspecified manner 
with the admissibility of some of the docu- 
mentary evidence submitted by plaintiff. 
The court assures the parties that it has 
reviewed all of the documents submitted 
and has attributed to them the proper 
weight in arriving at its conclusions. Clearly, 
prior to January 1, 1977, plaintiff was a “re- 
sponsible person.” Plaintiff admitted that 
he was in charge of ensuring that the taxes 
were properly handled. He was directly 
involved in the day-to-day operations of 
the corporation, he prioritized the order of 
paying creditors, he signed almost all of the 
checks leaving Kilian, and he was receiv- 
ing a salary from the corporation. These 
facts regarding plaintiff prior to January 1, 
1977, would clearly satisfy the requirements 
of a responsible person as set out in White 
v. United States, supra, 178 Ct. Cl. at 768-70, 
372 F. 2d at 514-15 (as cited in Godfrey v. 
United States, supra, 748 F. 2d at 1575). 
However, after January 1, 1977, plaintiff 
relinquished the authority he had exercised 
prior to that time. Clearly, as of the delin- 
quent period, October 1978 through Sep- 
tember 1979, he had relinquished almost 
all of his control which he once had at 
Kilian. 


After January 1, 1977, plaintiff ceased 


signing checks for Kilian. He moved from 


the business premises and relinquished all 
of his day-to-day responsibilities. He was 
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no longer in charge of ensuring that the 
taxes were handled properly. He requested 
that his salary be reduced to $1.00 semi- 
monthly so that his company insurance 
coverage would continue until he had 
completely resigned from his corporate 
offices. Even prior to his leaving the 
premises of Kilian, Mikula overruled plain- 
tiff upon occasion. After plaintiff left, the 
record makes it clear that the person with 
the ultimate authority over the financial 
and other management decisions was 
Mikula. Plaintiff was also effectively locked 
out of the premises sometime after Jan- 
uary 1, 1977." Plaintiff’s relationship with 
Mikula became quite cool and it was a 
business relationship which this court 
characterizes as a consultant/client ar- 
rangement. Plaintiff's primary involve- 
ment, outside of shareholder and director 
meetings, with Mikula and Kilian was his 
efforts to help sell the dealership. No other 
business was discussed and plaintiff did 
not attempt to advise Mikula on the day- 
to-day affairs of the corporation. It is true 


that plaintiff signed a bank signature card ~ 


which continued his authority to sign 
Kilian checks on April 19, 1977, which was 
after the date upon which he relinquished 
his duties and left the premises of Kilian. 
However, the rule is that the mechanical 
duty or ability to sign checks alone is not 
determinative of liability under section 
6672. Godfrey v. United States, supra, 748 
F. 2d 1575. The Court of Claims did state 
that: “Authority to cosign [checks] in 
effect gives one the authority to decide 
which creditors should be paid.” Burack v. 
United States [72-2 uste J 9490], 198 Ct. CL. 
855, 869, 461 F. 2d 1282, 1291 (1972). How- 
ever, this rule, as set out in Burack, has 
been limited. In Barrett v. United States 
[78-2 ustc 7 9570], 217 Ct. Cl. 617, 624-25, 
580 F. 2d 449, 453° (1978) the Court of 
Claims stated: 


However, in the Burack and Flan cases, 
other circumstances set forth in those 
decisions placed the check-signing au- 
thority in context and disclosed that the 
responsible persons in those cases pos- 
sessed authority over corporate affairs 
that extended beyond mere check-sign- 
ing authority. Case law discloses that 
authority to sign checks, without more, 


is a weak pillar on which to rest a liabil- 

ity determination that .a person is prop- 

erly subject to a 100 percent penalty 

under section 6672. 

In this case, plaintiff technically had the 
authority to sign Kilian checks but he 
neither signed any after January 1, 1977, 
nor was he asked to do so. Plaintiff also 
resigned as vice president of the corpora- 
tion on November 16, 1977. Plaintiff indi- 
cated that as of his resignation from his 
position as vice president he assumed that he 
no longer had check-signing authority. The 
court recognizes that plaintiff also signed 
the signature cards in his capacity as sec- 
retary and thus it attributed little weight 
to plaintiff's mistaken belief. These facts, 
as a whole, combined with the fact that 
plaintiff relinquished al! of his other au- 
thority regarding the management of the 
corporation, convince the court that plain- 
tiff’s known or unknown power to sign 
checks was insufficient to make him a “re- 
sponsible person.” See Barrett v. United 
States, supra. 


It is uncontradicted in this case that 


plaintiff maintained his position as secre- 


tary of the corporation until. approxi- 
mately March 26, 1979. He resigned his 
position as secretary shortly after learning 
of Kilian’s tax delinquency for the last 
quarter of 1978. The record indicates that 
plaintiff's only function as secretary after 
January 1, 1977, was to draft corporate 
minutes and associated correspondence. 
However, plaintiff may have drafted those 
minutes merely in his capacity as a director 
and a shareholder since he continued to do 
so after he resigned as secretary. Plaintiff 
indicated that the only reason he main- 
tained his position as secretary was to keep 
his foot in the door to protect his invest- 
ment. As stated earlier, the mere fact that 
plaintiff was the secretary of the corpora- 
tion does not make him a “responsible 
person.” As the Federal Circuit pointed 
out in the analogous case, Godfrey v. United 
States, supra, it is clear that “a person’s 
‘duty’ under § 6672 must be viewed in light 
of his power to compel or prohibit the 
allocation of corporate funds. It is a test 
of substance, not form.” Jd., 748 F. 2d at 
1576. The facts indicate in this case that, 


™Sometime prior to July 1978, the locks and 
burglar alarm system were altered at Kilian 
without plaintiff's knowledge, which precluded 
plaintiff from entering the premises outside of 
regular business hours. This action by’ Mikula 
preceded the first delinquent period by at least 
two months. Plaintiff’s inability to enter the 
premises after hours indicates a complete 
erosion of any prior management authority 
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plaintiff may have had. Being effectively 
“locked out’’ supports the court’s conclusion 
that plaintiff could not be considered a ‘‘re- 
during the relevant delin- 
quency periods. See Dudley v. United States 
[70-2 usre { 9520], 70-2 ustc 84,200, 84,203 (9th 
Cir. 1970). See also Klotz v. United States 
[79-2 ustc ul eget 79-2 usTc set ge Pap, (9th 
Cir. 1979). ~ 
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as secretary of Kilian after January 1, 
1977, plaintiff had no power “to compel or 
prohibit the allocation of corporate funds.” 


The Court of Appeals, in Godfrey vw. 
Umited States, supra, 748 F. 2d at 1575-76, 
listed several additional factors which may 
indicate whether or not an individual is a 
“responsible person.” These factors in- 
clude: (1) did the person control the dis- 
bursement of payroll; (2) did the person 
control the voting stock of the corporation; 
(3) did he participate in the day-to-day 
management of the corporation; (4) did he 
determine which creditors would be paid 
and which would not; (5) did he come to 
the corporate office daily; (6) did he hire 
and fire employees or have the authority to 
do so; (7) did he draw a regular salary. 
As to these additional factors a negative 
response for plaintiff would be appropriate 
after January 1, 1977. Clearly, the answers 
would be “no” for the delinquency period 
at isste. 


One point expressly and implicitly em- 
phasized by defendant is _ plaintiff’s 
knowledge of Kilian’s financial condition and 
failure to pay its tax obligations. Plaintiff 
claims his knowledge of the corporation’s 
finances was limited and as of July, 1978, 
when Mikula ordered Bolstad to stop sending 
plaintiff monthly financial statements, his 
source of information was extinguished. As 
far as the tax delinquency in particular, 
the record indicates that plaintiff became 
aware of the delinquency for the last quar- 
ter of 1978 in March of 1979. After con- 
fronting Mikula and urging him to pay the 
taxes, Mikula responded that the proceeds 
from the sale of the business would cover 
the $17,000 tax bill. At that point plaintiff 
washed his hands completely of the entire 
affairs of Kilian. It was not until Decem- 
ber 6, 1979, that plaintiff learned that 
Kilian had failed to withhold and pay over 
any payroll taxes for the last quarter of 
1978 and the first three quarters of 1979. 


Even assuming arguendo that the facts 
indicated that plaintiff knew of Kilian’s 
failure to pay its tax obligations, such 
knowledge is irrelevant in considering 
whether he was a “responsibile person” 
under 26 U. S. C. §6671(b). Godfrey v. 


8The court notes that the fact that plaintiff 
tnay have been a “‘responsible person’’ prior to 
January 1, 1977, does not make him one in this 
case. The proper focus must be on the person’s 
authority and responsibilities at the times 
relevant to the delinquency period and not al- 
most two years before the delinquency period 
began. Otherwise, individuals who retire from 
a corporation, who sell their company, or who 
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United States, supra, 748 F.2d at 1576. Plain- 
tiff’s knowledge of nonpayment is, at most, 
relevant to the issue of willfulness. Jd. 
(citing Marlowe v. United States [83-2 ustc 
J 9435], 2 Cl. Ct. 711, 716 (1983)). 


Further support for the court’s conclusion 
that plaintiff is not a responsible person can 
be found in an analysis of the facts in God- 
frey v. United States, supra. In Godfrey, 
the Federal Circuit found that the plaintiff 
was not a responsible person. The plaintiff 
in Godfrey was the Chairman of the Board 
‘of Directors of the corporation at issue. He 
had no office at the corporation and received 
no salary. The plaintiff neither signed any 
corporate checks nor prepared or signed 
any tax forms. The plaintiff did exercise his 
authority given him by the bylaws. He 
elected officers, hired top level consultants, 
delegated authority to set up bank accounts 
and designated signatories for those ac- 
counts. Godfrey v. United States, supra, 748 
F. 2d at 1571. He also authorized borrow- 
ing and sales programs, ratified and ap- 
proved settlements made by others, and 
approved loan agreements with banks. Ad- 
ditionally, he authorized the filing of the 
corporation’s bankruptcy petition. Jd. 


The plaintiff in Godfrey also attempted to 
to sell some or all of the assets of the 
corporation in a recapitalization effort. 
Godfrey was fully aware of the corpora- 
tion’s unpaid withholding taxes (income 
and FICA) but he stated in response to one 
officer’s concern about non-payment, “no 
one ever goes to jail for not paying taxes, 
so I wouldn’t be too concerned about it.” 
Id., 748 F. 2d at 1572 (citing Godfrey v. 
United States [83-2 ustc J 9635], 3 Cl. Ct. 
595, 601 (1983)). As stated earlier, the trial 
court characterized Godfrey as the “single 
most important individual directing the 
business affairs of the corporation.” God- 
frey v. United States, supra, 3 Cl. Ct. at 604. 
The Federal Circuit found this to be “ma- 
terial but not controlling.” Godfrey v, United 
States, supra, 748 F. 2d at 1575-76. 


Comparing plaintiff’s authority and role 
in the corporation in this case with the 
plaintiff in Godfrey, it is clear that after 
January 1, 1977,° plaintiff generally had far 
less authority than the plaintiff in Godfrey. 
relinquish responsibilities (like plaintiff) or 


have them taken away from them some time 
prior to a delinquent period could be held li- 


- able. Such a finding of liabiiity would be con- 
- trary to the intent of section 6672. See Slodov 


v. United States [78-1 ustc { 9447], 486 U. S. 
238, 254 (1978) (no imposition of liability with- 
out personal fault). : 
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The court concludes that if the plaintiff in 
Godfrey could not be considered a “respon- 
sible person” then certainly the plaintiff in 
this case is not such a person. 


B. Willfulness 


Assuming, arguendo, that plaintiff was a 
“responsible person” under section 6672, the 
court finds no evidence in the record to 
support a determination that he “willfully” 
failed to collect, account for, or pay over 
the taxes, or willfully evaded or defeated 
the taxes. 


In determining whether a failure to pay 
taxes was willful, the Court of Claims con- 
curred that ‘‘willfully” “means a deliberate 
choice voluntarily, consciously and inten- 
tionally made to pay other creditors instead 
of paying the Government, and that it is 
not necessary that there be present an intent 
to defraud or to deprive the United States 
of the taxes due, nor need bad motives or 
wicked design be proved in order to con- 
stitute willfulness.” White v. Umted States, 
supra, 178 Ct. Cl. at 778-79, 372 F. 2d at 521. 
See also Godfrey v. United States, supra, 748 
F. 2d at 1576-77; Feist v. United States, 
supra, 221 Ct. Cl. at 541, 607 F. 2d at 961; 
Scott v. United States [66-1 ustc J 9169], 173 
Ct. Cl. 650, 655-56, 354 F. 2d 292, 295 (1965). 
Generally, if a person knows that taxes are 
due, but he uses corporate money to pay 
other creditors or for other business pur- 
poses, he has been found to have willfully 
disregarded his duty. See Feist v. United 


States, supra, 221 Ct. Cl. at 541, 607 F. 2d, 


at 961 and cases cited therein. 


A showing that an individual was negli- 
gent in not ascertaining the facts regarding 
a tax delinquency is insufficient to prove 
willfulness. Id., 221 Ct. Cl. at 541, 607 F. 2d 
at 961; Bauer v. United States, supra, 211 
Ct. Cl. at 289, 543 F. 2d at 150. However, 
willful conduct can also include a respon- 
sible person’s reckless disregard of his duty 
to collect, account for, and pay over taxes 
or that he ignored an obvious and known 
risk that taxes would not be paid. Godfrey 
v. United States, supra, 748 F. 2d at 1577; 
Feist v. United States, supra, 221 Ct. Cl. at 
542, 607 F. 2d at 961. The Court of Claims 
in 1 Feist v. United States stated: 


not clear from 


The concomitant of this rule must be 
that absence of willfulness can be proved 
by an affirmative showing that the re- 
sponsible person did not disregard his 
duties, and that he undertook all reason- 

able efforts to see that such taxes would 
in fact be paid, in circumstances where 
the employer had the means of payment 
and could reasonably be expected to make 
the payment. (Emphasis added.) 


_ [d., 221 Ct. Cl. at 542, 607 F. 2d at 961.] 


Additionally, willfulness includes an element 
of personal fault thus requiring some rele- 
vant evidence regarding a responsible per- 
son’s fault. See Slodov v. United States, 
supra, 436 U.S. at 254; Feist v. United States, 
supra, 221 Ct. Cl. at 543, 607 F. 2d 962° 


It is true in this case that sometime in 
March of 1979, plaintiff learned that Kilian 
was delinquent on its withholding taxes (in- 
come and FICA) for the last quarter of 
1978. After being informed of the problem, 
plaintiff went to Kilian and confirmed the 
delinquency. He immediately informed Bol- 
stad of her potential liability and urged 
her to pay the taxes. Bolstad informed 
plaintiff that it was Mikula’s fault. Plain- 
tiff then confronted Mikula and asked him 
to pay the taxes. Mikula explained that he 
would take care of the taxes with the pro- 
ceeds from the sale of the business. The 
court believes that, given plaintiff’s limited 
power in the corporation at the time, plain- 
tiff did all he could do in an attempt to 
ensure that the taxes were paid. His sole 
act was “an instruction looking to payment 
and not to evasion and defeat.” Godfrey v. 
United States, supra, (748 F, 2d at 1577. 


Defendant also emphasizes the fact that 
when plaintiff went to the premises of 
Kilian in March of 1979, Bolstad had al- 
ready prepared the necessary checks to pay 
the taxes. These checks only needed an- 
other signature which plaintiff could have, 
but did not provide. The court believes 
that plaintiffs actions in only urging Mikula 
and Bolstad to pay the taxes instead of 
signing the checks himself were reasonable. 
First, plaintiff claims he had no knowledge 
of his ability to sign the checks, based on 


his misbelief that he had relinquished such 


authority and the fact that he had not 


conduct. 


See Molitor v. United States [64-2 
22-£ 
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signed any Kilian checks in over two years, 
which appears to negate the proposition that 
he acted consciously in defeating the pay- 
ment of taxes. Second, having relinquished 
his authority to Mikula and having been 
overruled by Mikula in the past, it would 
not have been unreasonable to assume that 
Mikula would have prevented the payment 
of the taxes. Third, Bolstad mentioned to 
plaintiff that Kilian had insufficient funds 
to pay the $17,000 delinquency. Plaintiff 
had no reason to question this statement 
and signing checks with insufficient funds 
to back them up could have opened plain- 
tiff up to certain liabilities. Finally, Mikula 
assured plaintiff that he would pay the 
taxes with the proceeds from the sale of 
the business. Plaintiff, knowing that Mikula 
was aware of the potential liabilities if the 
taxes were not paid, because of Mikula’s 
prior experience with unpaid taxes at 
Diamond GMC, had no reason to doubt 
this assurance that the taxes would be 
paid. Therefore, the court finds that it was 
reasonable for plaintiff not to sign the 
prepared checks and his failure to do so 
was not a willful attempt to evade the pay- 
ment of taxes. 


Defendant argues that plaintiff could 
have, and should have done more to ensure 
that the taxes were paid. It claims that 
plaintiff should have either signed the 
checks after inquiring at the bank concern- 
ing the availability of funds or worked with 
Mikula to set up a plan for paying these 
delinquencies. The court does not concur 
with this position. 


All that plaintiff was required to do was 
to do “. . . all he could reasonably do in 
the circumstances to see that the taxes 
were paid.” Feist v. Umted States, supra, 221 
Ct. Cl. at 542, 607 F. 2d at 961-62. When 
considering the circumstances of a case it is 
necessary to look at both an individual’s ac- 
tions and his power to act, 1. e., the facts 
surrounding his characterization as a “re- 
sponsible person.” Defendant apparently 
assumes that by virtue of plaintiff’s position 
as the secretary and a director he had both 
the technical and actual power to compel 
the payment of the taxes. However, as the 
court has stated, plaintiff’s actual relation- 
ship with Kilian had become strictly that 
of a consultant. Whatever authority plain- 
tiff may have had in the bylaws as sec- 


retary had been relinquished over two 
years previously. It is clear to the court 
that both — plaintiff’s perceived and_ his 
actual power to compel the payment of the 
taxes had disappeared. Therefore, plain- 
tiff’s efforts in urging Mikula and Bolstad 
to pay the taxes were entirely reasonable 


under the circumstances of his limited 
powers within the corporation. 
Defendant also asserts that Bolstad’s 


proposal to cover up the tax deficiency and 
Mikula’s prior “negligence and stupidity” 
regarding payroll taxes at Diamond GMC 
constituted an obvious and known risk that 
the taxes would not be paid. The court 
does not find a relationship between Bol- 
stad’s proposal to alter the W-2 Forms and 
her statement that there were no funds 
available to pay the taxes. If anything, her 
proposal to cover up the tax problem made 
her statements concerning the availability 
of funds more believable and thus it was 
reasonable for plaintiff to rely on her claim 
that no funds existed. It was also reason- 
able for plaintiff to believe that, after one 
encounter with the potential consequences 
of section 6672 at Diamond GMC, Mikula 
was no longer “stupid” regarding the neces- 
sity to pay over the payroll taxes to the 
government. Plaintiff’s knowledge of Mikula’s 
awareness of the potential liabilities as- 
sociated with the nonpayment of such taxes 
made his reliance on Mikula’s assurances 
more reasonable.” 


The court also finds it reasonable to 
conclude that plaintiff had no knowledge 
of Kilian’s delinquencies for the first three 
quarters of 1979. After plaintiff's March 
1979, meeting with Bolstad and Mikula he 
totally divorced himself from the corpora- 
tion, except for attending a stockholders’ 
meeting, and he conceded that his invest- 
ment was lost. After this complete separa- 
tion, plaintiff had no way of knowing of 
any tax delinquencies. In fact, he reason- 
ably speculated that the taxes were being 
paid because the dealership was still doing 
business which he assumed may not have 
been the case had the taxes not been paid. 


Defendant implies that plaintiff’s knowl- 
edge of the corporation’s delinquent tax 
situation for the last quarter of 1978 created 
a duty to inquire into and cure any new 
deficiencies, and his failure to do so con- 
stituted a willful failure to carry out his 


10 The court is persuaded that the fact that 
Mikula attempted to defraud GMC at one time 
does not make his potential nonpayment of 
the payroll taxes an obvious and known risk. 
Mikula’s prior exposure at Diamond GMC to 
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the potential penalties surrounding the non- 


‘payment of taxes would seem to give him 


added inducement to pay the taxes at some 
point in time. 
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duties. The Court of Appeals, in Godfrey 
v. United States, supra, 748 F. 2d at 1577-78, 
rejected this theory finding that case law 
requires “actual notice of a current delin- 
quency to establish an affirmative duty to 
act.” The court in Godfrey went on to state: 
“To hold that Godfrey’s knowledge of a 
past delinquency alone makes him a guar- 
antor of future tax payments would be 


contrary to the logic of the Supreme 


Court’s discussion of willfulness in Slodov 
v. United States [78-1 ustc J 9447], 436 U. S. 
238.” Id., 748 F. 2d at 1578. 


The court finds no evidence in the record 
which establishes plaintiff's personal fault, 
assuming, arguendo, that he could be con- 
sidered a responsible person. Personal fault 
is the “epitome of willfulness.” Jd., 748 F. 
2d at 1579. There is little support in the 


record for finding that plaintiff either will- 
fully evaded the payment of taxes or dis- 
regarded an obvious and known risk that 
the taxes may not be paid. 


Il, 


Based upon the above discussion the court 
concludes that plaintiff was not a ‘“‘respon- 
sible person” as defined in 26 U. S. C. 


-§ 6671(b) and he did not willfully fail to 


carry out the duties imposed by 26 U. S. C. 
§6672(a). Therefore, the court grants 
plaintiff’s motion for summary judgment 
and denies defendant’s cross-motion for 


summary judgment. Accordingly, judgment 


is to be entered for plaintiff for $44.47 plus 
interest thereon as provided by law with 
defendant’s counterclaim to be dismissed. 


[7 9439] In re: Steel Products, Inc., Debtor, Steel Products, Inc., Plaintiff v. 


United States of America, et al., Defendants. 


U. S. Bankruptcy Court, West. Dist. Wash., Seattle, Case No. 83-00670, 12/26/84. 


[Code Secs. 6672 and 7421] 


Injunctions: Bankruptcy and receivership: Jurisdiction: Penalties, civil: Failure to 
collect and pay over tax: Standing.—In order to allow three individuals to remain suf- 
ficiently involved in a bankrupt corporation that was undergoing rehabilitation, the IRS 
could be enjoined against collecting $38,600 from them as a 100-percent penalty. The 
Anti-Injunction Act did not preclude the Bankruptcy Court from granting injunctive 
relief, the debtor corporation had standing to act and thereby protect its reorganizational 
- efforts, and the court had jurisdiction to issue the requested relief. Back references: 


J] 5569.012, 5641.0755, and 5779.781. 


Catherine L. Walker, Short & Cressman, 3000 First Interstate Center, Seattle, Wash. 
98104, for plaintiff. David A. Slacter, Department of Justice, Washington, D.C. 20530, 


for defendants. 


Findings of Fact and Conclusions 
of Law 


VoLINN, Bankruptcy Judge; This matter 
came on for hearing before the Honorable 
Sidney C. Volinn, Bankruptcy Judge, on 
October 26, 1984 on Plaintiff's motion for 
a preliminary injunction and defendants’ 
cross-motion to dismiss Plaintiff’s Complaint. 
Plaintiff appeared through its authorized 
representatives, Ole Nelson, President and 
shareholder, Alex Campbell, Secretary- 


Treasurer and shareholder, William Rig- 

gin, shareholder and former officer, and 

Sey L Walker, attorney ob ecard, 
dat ed thr 


of Plaintiff's case and the testimony of 
Mrs. Patricia Hannifin, a revenue officer 
for the Internal Revenue Service who had 
responsibility for Mr. Nelson’s and Mr. 
Riggin’s tax accounts. 


Based on the testimony, and after hear- 
ing the arguments of counsel, the court 
entered the following findings of fact: 


Findings of Fact 


1. Pursuant to § 6672 of the Internal 
Revenue Code, the Internal Revenue Serv- 
ice (“IRS”) has proposed an assessment 
of, or has assessed, a 100% tax penalty 
against each of Plaintiff's three sharehold- 
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2. Plaintiff is reorganizing pursuant to 
the terms of a plan of reorganization con- 
firmed by the court on August 6, 1984. The 
plan of reorganization proposed the merger 
of another corporation, Metal Finishers, 
Inc. into Plaintiff, with Plaintiff assuming 
liability for all debts of Metal Finishers, 
Inc. Metal Finishers, Inc. was a debtor- 
in-possession in a Chapter 11 proceeding 
filed under the case number 83-00669 in the 
Bankruptcy Court for the Western District 
of Washington. The reciprocal plans of 
reorganization for both Plaintiff and Metal 
Finishers, Inc. were confirmed on August 
6, 1984, and the merger was accomplished 
thereafter. 


3. Ole Nelson, Alex Campbell and Wil- 
liam Riggin were also the sole shareholders 
and officers of Metal Finishers, Inc. Al- 
though the IRS has not yet assessed a 
100% tax penalty against any of the three 
shareholders arising out of the business 
operations of Metal Finishers, Inc., the 
three shareholders may face an assertion 
by the IRS of their potential personal lia- 
bility for such trust fund taxes. 


4. The terms of the plans of reorganiza- 
tion for Plaintiff and Metal Finishers, Inc. 
require full payment to the IRS of the tax 
obligations that have given rise, or may 
eventually give rise in the case of Metal 
Finishers, Inc., to the assessment by the 
IRS of 100% withholding penalties against 
each of the three shareholders pursuant to 
§ 6672 of the Internal Revenue Code. The 
terms for repayment comply with § 1129 
of the United States Bankruptcy Code. 
Throughout the Chapter 11 proceeding, 
and since the date the plans of reorganiza- 
tion were confirmed, Plaintiff has met its 
current obligations as they came due and 
has complied fully with the terms of the 
plans. With the full participation and com- 
mitment of the three owners, Plaintiff has 
a very good chance of fully consummating 
the plan and becoming rehabilitated. 


5. Ole Nelson is 54 years of age and has 
been involved with Plaintiff’s business for 
over 20 years; Alex Campbell is 61 years 
of age and has been an owner for over 10 
years; and William Riggin is 65 years of 
age and has been an owner for over 10 
years. These three men have had the ex- 
clusive control of and responsibility for 
the business operations since they pur- 
chased the business in 1973. The metal 
fabricating business, which is Plaintiff’s 
business, is highly competitive and service- 
oriented. The full commitment of the three 
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owners is essential to a successful reorga- 
nization because of their knowledge of 
Plaintiff's business and customers. 


6. Mr. Nelson and Mr. Campbell are 
without current assets sufficient to pay 
even a nominal portion of the tax assessed 
against each of them. Mr. Riggin has cur- 
rent assets sufficient to pay a portion of 
the assessed amount. Given the respective 
ages, conditions of health, earning capa- 
cities and assets of the three shareholders, 
however, it is not realistic to expect any 
of them to pay the assessed penalty and 
still remain sufficiently involved in Plain- 
tiff’s business to give Plaintiff a reasonable 
chance at rehabilitation. 


7. Through the commitment of the three 
shareholders and the cooperation of credit- 
ors, Plaintiff has substantially improved its 
financial condition since the date of the 
filing of the Chapter 11 petition. Plaintiff 
has booked higher gross sales for the first 
six months of its fiscal year 1984 (June 
through December) than it booked for 
nearly all of fiscal year 1983. 


8. If the reorganization fails and Plain- 
tiff is liquidated, no creditor, except Peoples 
Bank and the IRS, would receive any dis- 
tribution in respect to its claim. While the 
bank would receive a substantial portion of 
its secured claim; the IRS would receive 
substantially less than its total claim. If 
the reorganization fails, the employees of 
Plaintiff will lose their jobs and the local 
economy will be adversely impacted. 


9. Each of these men is in the twilight 
of his years with little or no earning power 
outside of his relationship with and em- 
ployment by Plaintiff. Until the plan of 
reorganization is fully performed and all 
creditors have been paid pursuant to the 
plan, all three men have committed to take 
no more salary than is necessary for basic 
living expenses and to pay ‘the mortgages 
to Peoples Bank encumbering their homes. 
Efforts by the IRS to collect the 100% 
penalty from any one or all of the share- 
holders will cause irreparable harm to the 
bankruptcy estate by driving the three 
shareholders away from their commitment 
to Plaintiff and the reorganization effort. 
On the other hand, the IRS will suffer 
little, if any, harm if enjoined from collect- 
ing the penalty because the terms of both 
plans of reorganization require Plaintiff to 
pay the IRS in full with interest within 
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the time period set forth in § 1129 of the 
Bankruptcy Code. 


10. An injunction of the IRS’s collection 
efforts against the three individuals will 
best serve the public interest after consid- 
ering the impact of a liquidation on Plain- 
tiff’s creditors, employees and shareholders, 
the local community, and the IRS, and 
after considering the benefits to all inter- 
ested parties if Plaintiff is permitted a 
meaningful chance to rehabilitate without 
the interference of the IRS’s collection ef- 
forts against the three shareholders, 


Based on the foregoing Findings of Fact, 
the court entered the following Conclusions 
of Law: . 


Conclusions of Law 


1. The Bankruptcy Court has jurisdiction 
over Plaintiff’s Complaint for Injunctive 
Relief pursuant to 28 U. S. C. § 1471 and 
11 U. S. C. §§ 105(a), 106 and 505. 


2. Plaintiff, as the debtor corporation, 
has a sufficient personal stake in the out- 
come of the controversy between the three 
principal shareholders of Plaintiff and the 
IRS to ensure a true controversy and ap- 
propriately defined issues. See In re Jon 
Co., Inc.,,30, Bo RK. 83) (D..Co.,1983)., Plain= 
tiff, therefore, has standing to request in- 
junctive relief against the IRS to protect 
the reorganization efforts. 


3. The Anti-Injunction Act, 26 U. S. C. 
§ 7421(a), does not preclude the Bankruptcy 
Court from granting injunctive relief against 
the IRS because Congress, through enact- 
ment of the Bankruptcy Code, has evinced 
an intention to enact a particularized yet 
complete statutory scheme governing bank- 


ruptcy that overrides the general policy re- 
flected by the Anti-Injunction Act. Bostwick 
v. United States [75-1 ustc § 9630], 521 F. 
2d 741 (8th Cir. 1975); In re Jon Co., Inc.,. 
30 B. R. 831 (D. Co. 1983). 


4. An injunction should be issued bar- 
ting the IRS from collecting any 100% 
withholding penalty arising out of the busi- 
ness operations of either Plaintiff or Metal 
Finishers, Inc. from any one or all of the 


‘three shareholders pending consummation 


of the terms of the plans of reorganization 
pertaining to repayment of the indebtedness 


of Plaintiff and Metal Seas Inc. to | 


the IRS. 


5. To provide equitable treatment of the 
parties and to protect the IRS’ interests 
during pendency of the injunction, the in- 
junction should have as a condition the 
agreement of the three shareholders not 
to transfer assets or property in which they 
have or may have an interest while the 
injunction is in effect, except as is appro- 


- priate to maintain their and their families’ 


usual and customary livelihoods. 


6. The court should retain jurisdiction of 
this case to enable the IRS to petition the 
court for a review of the injunction in the 
event the IRS is not paid as required by 
the plans and § 1129 of the Bankruptcy Code. 


7. The IRS should be permitted to ac- 
complish an assessment, which includes the 
filing of tax liens, of a 100% withholding 
tax penalty against Ole Nelson, Alex Camp- 
bell, or William Riggin, or all three, pro- 
vided no collection of the assessment occurs 
pending consummation of the terms of the 
plans of reorganization pertaining to re- 
payment of the indebtedness of Plaintiff and 
Metal Finishers, Inc. to the IRS. 


[9440] John K. Turner and Bonnie Turner, Plaintiffs v. United States of America, 


Defendant. 


U. S. District Court, Dist. Wyo., No. C84-181-K, 5/24/85. 


[Code Secs. 316(a) and 7430] 
Corporate distribution: Definition of dividend: Loans v. dividend: Intent to repay: 


Repayment.- 


—The district court ruled that disbursements made by a corporation to its 


president/director and his director wife were in the nature of a loan rather than a con+ 


‘structive Raneenge be taxpayers Cay ecapti be a whi erckiest. al the cyanosis that 
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end loan balance was evidenced by a promissory note payable upon demand that was 
held by the bookkeeper of the corporation, (5) the disbursements did not follow a 
continuous pattern but were related to the unexpected financial reverses of the taxpayers, 
and (6) the disbursements were based upon the financial needs of the taxpayers rather 
than cash balances and availability or earnings and profits of the corporation. Further, 
the court declined to award the taxpayers their legal fees because the position taken 
by the IRS was not unreasonable. Back references: {| 2377.654, 2377.684, 2377.7125, and 


5785B.11. 


Findings of Fact and Conclusions of Law 


Kerr, Senior Judge: The above-entitled 
matter having come on regularly for trial 
before the Court, sitting without a jury, 
plaintiffs appearing by and through their 
attorneys, John DeBruyn and Thomas N. 
Long; and defendant appearing by and 
through its attorneys, Toshiro Suyematsu, 
Assistant United States Attorney for the 
District of Wyoming, and John D. Steffan, 
Tax Division, United States Department 
of Justice, and the Court having heard 
the evidence adduced for and on behalf of 
the parties, and having considered the 
pleadings, testimony and exhibits relevant 
thereto, and the authorities submitted by 
counsel in support of their respective theo- 


ries of the case, and being fully advised 


in the premises, makes the following Find- 
ings of Fact and Conclusions of Law: 


Findings of Fact 


1. Plaintiffs are citizens of and residents 
‘of the State of Wyoming and this dispute 
arises between the plaintiffs and defend- 
ant with regard to the Internal Revenue 
laws. 


2. Plaintiffs filed timely and proper 
claims for refund with the Internal Reve- 
nue Service for refund of their 1977 income 
taxes in the amount of $7,500.42 for a net 
operating loss carried back from the year 
1980 and in the amount of $11,259.00 for 
an investment credit carried back from the 
year 1980. Defendant counterclaimed here- 
in against plaintiffs claiming a tax defi- 
ciency of $33,583.00 for 1980. 


3. Turner & Turner is a Wyoming gen- 
eral partnership composed of John K. 
Turner and Bonnie L. Turner, plaintiffs 
herein, as the sole partners thereof. Turner 
& Turner owns the trademarks and service 
marks associated with the Taco John’s 
Mexican fast-food restaurant franchise 
business. Its assets include a right to re- 
ceive a portion of the initial franchise fee 
paid by purchasers of a Taco John’s fast- 
food restaurant franchise, and a right to 
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receive royalties from Tortilla Mfg. & 
Supply, Inc. for use of the trademarks and 
service marks. 


4. Tortilla Mfg. & Supply, Inc. is a cor- 
poration organized and existing under the 
laws of the State of Wyoming which man- 
ufactures tortillas and distributes tortillas, 
seasonings, and other food stuffs to fran- 
chisees operating under the Taco John’s 
trademarks. The outstanding shares of 
the corporation are owned as follows: 
John K. Turner and Bonnie K. Turner, 
JTWROS—601 shares; Floyd Young and 
Bessie Young, JTWROS—199 | shares; 
Harold W. Holmes and Nona W. Holmes, 
JTWROS—100 shares; and James F. 
Woodson and Marian FE. Woodson, 
JTWROS—100 shares. John K. Turner is 
president and a director of the corpora- 
tion; the other two directors are Bonnie 
Turner and Floyd Young. Floyd and 
Bessie Young are the parents of Bonnie 
Turner. 


5. The other shareholders of the corpo- 
ration, Harold W. Holmes and Nona W. 
Holmes and James F. Woodson and 
Marian E. Woodson, are unrelated to the 
plaintiffs. James Woodson and Harold 
Holmes conduct the franchising operations 
of the Taco John’s enterprise. Business 
relations between the plaintiffs and Wood- 
son and Holmes are at arm’s-length. Liti- 
gation occurred between plaintiffs and 
Woodson and Holmes several years ago, 
and during the year in question herein 
there were threats of litigation made by 
Woodson and Holmes against plaintiffs 
and/or Turner & Turner and Tortilla Mfg. 
& Supply, Inc. with regard to their busi- 
ness relationships concerning the ‘Taco 
John’s enterprise. 


6. Plaintiff John Turner is the origina- 
tor of the Taco John’s enterprise, and origi- 
nally owned restaurant units, manufactured 
tortillas, manufactured seasonings, dis- 
tributed or arranged for distribution of 
other necessary supplies to restaurant unit 
owners, warehoused supplies, and handled 
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all aspects of franchising of new restau- 
rant units including training and opening 
of the units. Prior to the years in question 
herein, franchising rights were sold to 
Messrs. Woodson and Holmes, and the 
operating restaurant units were also sold 
to Woodson and Holmes. 


7. With the proceeds of the sale of res- 
taurant units to Woodson and Holmes, 
the plaintiffs purchased a cattle ranch in 
the State of Colorado, known as the 
J Bar T Branch. Following purchase, and 
at the instance of the Internal Revenue 
Service which had questioned whether the 
scope of the ranch enterprise was com- 
mercial in nature, the ranching business 
was expanded to encompass thirty-six 
thousand (36,000) deeded and leased acres 
‘by approximately 1976. 


8. The defendant conceded that Two 
Hundred Sixty-Eight Dollars ($268.00) of 
plaintiffs’ claim for refund should be al- 
lowed. This amount represents legal fees 
incurred by plaintiffs with regard to serv- 
ices involving the trademarks and service 
marks owned by Turner & Turner. Said 
amount, therefore, should be allowed 
plaintiffs as a deductible expense for pro- 
tection of investment assets as contended 
by plaintiffs, and the claim of defendant 
that the expenditures for said legal fees 
represent a capital expense is rejected. The 
issue which this Court must resolve, there- 
fore, is whether plaintiffs realized con- 
structive dividend income by virtue of 
-certain disbursements from the corpora- 
tion to them during 1980 as hereinafter 
described. 


9. Tortilla Mfg. & Supply, Inc. made 
disbursements to plaintiffs, or on their be- 
half, which were recorded in the books 
‘of the corporation as loans. Certain 
amounts were credited upon the books of 
‘‘the corporation as repayment of loans. 
‘The -year-end balance of such disburse- 
‘ments and repayments in each year re- 
‘corded to the loan account from December 
‘31, 1976 through December 31, 1981 may 
‘be summarized as follows: 


December 31, 1976............. $ 26,061 


Disbursed), in: 397G. 2. 25. sates 71,137 
Repaid. in-d9TT = oa s . ee etree 43,947 
December 31," 197 12". ee 53,251 
‘Disbursed in 1978.............. 93,248 
Repaid in 1978................. 89,626 
(December, 31-5 IVS. cucetrchesauair “hs 56,873 


Disbursed in 1979. esse bic ence wee 
Repaid in-1979) Qe eke e eats. he 
December 31, 1979.5 ha epee ce: 
Disbursed in 1980... 
Repaid in 1980.... sri 
‘December 31, 1980... ele Sie bere 


Disbursed. in «1981 oe ee 
Repaid’ tm t98l. Ts acc Gunes eee 
December’! 31, LOSE! SPR 225,386: 


10. The bookkeeper for Tortilla Mfg. & 
Supply, Helen Bixby, was primarily respon- 
sible for preparation of the checks of the 
corporation, including the above-described 
disbursements to plaintiffs. Such checks were 
not signed until they were approved by 
Steve Turner, vice-president of the corpo- 
ration and son of the plaintiffs, who was 
employed by the corporation to serve as 
financial manager during 1980. The above- 
described disbursements were considered to 
be loans from the corporation to the plain- 
tiffs by Helen Bixby and Steve Turner, and 
they considered the plaintiffs to be obligated 
to repay the same to the corporation. 


11. The disbursements were identified as. 
“loans” on the books of the corporation and’ 
all disbursements were accounted for and. 
there was no commingling of corporate: 
funds and personal funds of the plaintiffs. 
The balance sheet section of Internal Rev-- 
enue Service Form 1120, corporation income: 
tax return, requires that year-end balances,, 
such as the above-described disbursements, 
be entered on a separate line designated for 
“loans to shareholders.’ The year-end bal- 
ances are so set forth as an asset of the 
corporation in the balance sheet section of 
the income tax returns of the corporation, 
as shown by defendant’s exhibits “J”, “K”, 
and “‘L” which are the 1978, 1979, and 1980, 
income tax returns of the corporation. 


12. The year-end loan balance for 1980 is. 
evidenced by a promissory note dated De- 
cember 31, 1980 which was executed by the 
plaintiffs at a meeting held in the offices of 
Hirst & Applegate on January 19, 1981, 
prior to the time the defendant made known: 
its position with regard to the matters in 
issue herein. The plaintiffs executed similar: 
notes evidencing year-end loan account bal- 
ances for 1981, 1982, and 1983, all of which 
were admitted into evidence herein. 


13. Promissory notes were executed in 
early 1976 and periodically thereafter evi- 
dencing loans from the corporation to the. 
Turners. The accountant for the corpora- 
tion, George Lamberson, purchased a pad 
of blank promissory note forms from a.- 
stationery store for this purpose, and he 
delivered the pad to the Turners and 
instructed them on the completion and sign- 
ing of the note forms to evidence cumula- 
tive balances of loans to them. The Turners 
signed such notes for this purpose in the 
presence of their accountant on at least two 
(2) occasions. The accountant | considered 
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the disbursements to the Turners to be loans 
which they would be required to repay to 
the corporation. 


14. The promissory notes evidencing cu- 
mulative loan balances prior to 1980 were in 
the custody of the bookkeeper of the corpo- 
ration, Helen Bixby, until the time the cor- 
poration moved its offices in 1980 from a 
room in the tortilla-making factory building 
to a house that was converted to offices. 
These promissory notes and other corporate 
records, excluding journals, ledgers, bank 
statements and cancelled checks, were de- 
livered by Bixby to Steve Turner, who had 
taken over as the corporation’s financial 
manager that year. Most of these records 
were stored in the basement of the new 
offices, beneath the office of Steve Turner, 
and the remainder of these records were 
kept in the office of Steve Turner. Early 
in. January, 1981 there was a fire that de- 
stroyed the records in the basement and 
some of the records in Steve Turner’s office, 
which was located immediately above the 
center of the fire which had started in the 
basement. The journals, ledgers, cancelled 
checks, and other records located in the 
bookkeeper’s office, away from the center 
of the fire, were not greatly damaged, 
although some were charred, and all of such 
remaining records were made available at 
the trial. The inability of the Turners to 
produce promissory notes evidencing 
amounts due the corporation prior to 1980 
is due to the fire. 


15. The corporation held its annual meet- 
ing following the end of the calendar year 
1980 in the offices of Hirst & Applegate on 
January 19, 1981 after due notice to all 
shareholders and directors. The directors 
continued their authorization of loans to the 
Turners through 1980 as evidenced by the 
minutes of the meeting which are in evi- 
dence herein. This meeting was held prior 
to notice to the Turners of the position 
taken by the defendant herein. 


16. The accountant for the corporation 
had instructed the prior attorney of the 
corporation to prepare similar minutes in 
early 1976 with respect to loans by the cor- 
poration to the Turners. Such minutes were 
never prepared by the attorney, and no such 
minutes are located in the minute book 
maintained by the attorneys for the corpora- 
tion. The minute book was misplaced from 
1976 through approximately 1980 at which 
time the meeting was scheduléd and held. 
If any minutes of any meetings were pre- 
pared during this four-year time period, the 
same were not produced by plaintiffs. 
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17. All of the directors of the corpora- 
tion were aware of the disbursements to 
the Turners, and all directors approved of the 
same, both during the time period that the 
minute book was misplaced, and thereafter 
as evidenced by minutes of actual meetings 
held thereafter. 


18. No objections to the loans by the 
corporation to the Turners were made by 
the unrelated shareholders, James F. Wood- 
son and Marian E. Woodson and Harold 
W. Holmes and Nona W. Holmes. These 
unrelated shareholders were given due 
notice according to law of the meeting at 
which the loans for the particular year in 
dispute were discussed and approved. 


19. The loans were made solely to the 
Turners and no other shareholders received 
such loans, and the disbursements, there- 
fore, bore no relationship to the sharehold- 
ings in the corporation. 


20. The corporation declared no. divi- 
dends from 1976 through 1980, and. no divi- 
dends were intended to be paid by the 
corporation. 


21. The disbursements to the Turners 
during 1979 and 1980 were primarily used 
to assist the Turners with their payment 
obligations on an airplane owned -half by 
Tortilla Mfg. & Supply and half by Turner 
& Turner. The airplane was used for travel 
to promote the sale of the corporation’s 
products and to police and supervise the 
use of the trademarks and service marks by 
Turner & Turner. The airplane was also 
leased to members of the public through 
and air charter service as it was available to 
help service the debt incurred by its owners 
on acquisition and to defray the costs of 
maintenance and operation of the airplane. 
The government does not contest the de- 
ductibility of the payments made by Tortilla 
Mfg. & Supply for the airplane as a business 
expense. 


22. Much of the remaining disbursements 
by the corporation to the Turners were 
used to pay expenses associated with the 
J Bar T Ranch. 


23. Both the airplane and the ranch were 
acquired by the Turners and/or Tortilla 
Mfg. & Supply and Turner & Turner at a 
time when the future of the Taco John’s 
enterprise seemed very bright and revenues 
were rapidly growing for the various en- 
tities involved. The airplane was acquired 
in connection with that business in order to 
deal with the expanding scope of respon- 
sibility of Turner & Turner and Tortilla 
Mfg. & Supply. The J Bar T Ranch was 
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acquired and expanded by the Turners dur- 
ing these financially optimistic times as a 
business which would allow John Turner to 
return to his agricultural family heritage. 

24. During 1979 and 1980 the Turners 
and Turner & Turner and Tortilla Mfg. & 
Supply experienced an economic downturn 
which made it extremely difficult for them 
to meet the financial obligations incurred 
at the earlier times. The airplane was 
grounded for much of 1979 and 1980 due to 
an accident, and thereafter due to FAA 
grounding related to claimed faulty design 
of the airplane; this severely reduced the 
charter income earned from leasing of the 
airplane to defray its costs. At the same 
time, interest rates increased from 11% to 
22%, nearly doubling the payments due 
arising from acquisition of the airplane. 
During 1980, approximately $74,000.00 of 
the disbursements to the Turners from the 
corporation were for Turner & Turner’s 
share of the debt service on the loan to 
acquire the airplane. The ranch sustained 
substantial losses in 1980 totaling approxi- 
mately $184,000.00 for the year. These fi- 
nancial problems explain the small amount 
repaid to the corporation by the Turners 
on the loan account during 1979 and 1980. 

25. Also during 1979 and 1980 the tre- 
mendous increase in interest rates nation- 
wide led to a serious downturn in the sale 
of new Taco John’s franchises, from which 
Turner & Turner directly obtained income. 
By reason of this reduction in partnership 
income and the increase in business ex- 
pense associated with the airplane and the 
ranch, the Turners were forced to borrow 
funds from available sources to meet these 
financial obligations. Plaintiffs’ exhibit 11 
shows several institutional lenders to which 
the Turners were indebted in 1979 and 1980. 
Payments were made on all of such loans, 
as well as upon the loan account of the 
corporation. 


26. The Turners pursued other extraordi- 
nary measures during 1979 and 1980 in 
order to meet these financial obligations. 
Efforts were made to sell the ranch and the 
airplane. Eventually the airplane was 
traded in for a smaller, less expensive air- 
plane in late 1980 or early 1981. 


27. Disbursements to the Turners in 
1979 and 1980 do not follow a continuous 
pattern but are rather related to unex- 
pected financial reverses of the Turners, 
and disbursements were based upon these 
financial needs rather than cash balance 
availability or earnings and pase of ye 
corporation. — 
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28. At all times from 1976 through 1980, 
the Turners’ assets were of a value far in 
excess of the cumulative total disburse- 
ments from the corporation to them. The 
assets were highly illiquid at these times 
and the unavailability of cash without liqui- 
dation or bankruptcy protection gave rise 
to the Turners’ needs to borrow cash from 
the corporation and other sources. At all 
relevant times, plaintiffs were able to repay 
the loan disbursements in question. 


29. Actual repayments on the loan dis- 
bursements were made by the Turners 
from time to time as noted above with regard 
to annual total repayments. During Janu- 
ary, 1981, the Turners repaid approximately 
$125, 000.00 to the corporation with royalty 
revenues which were taxed to them as ordi- 
nary income in that year. This repayment 
falls only $3,000.00 short of eliminating the 
total met disbursements, approximately 
$128,000.00, charged as loans during 1980 
to the Turners. 


30. The defendant concedes that the re- 
payments of approximately $17,000.00 made 
by the Turners during the year 1980 were 
loan repayments, and that the $17,000.00 
disbursed to them and so repaid in 1980 
were loans rather than dividends. The de- 
fendant contends only that the net dis- 
bursements of approximately $128,000.00 
made during 1980 should be declared con- 
structive dividends. 


31. The Internal Revenue Service audited 
the 1977 tax return of the Turners and did 
not contend that the net amount disbursed 
in 1977 by the corporation to the Turners, 
aproximating $27,200.00, was a constructive 
dividend. The only issue arising herein as 
to 1977, therefore, is the effect of, certain 
net operating loss carry backs which might 
be available by reason of operating losses 
for the year 1980. 


32. The disbursements to the Turners by 
the corporation, as evidenced by promis- 
sory notes, were made payable on demand, 
without interest, and without provision for 
collateral to secure the repayment obliga- 
tion of the Turners. The accountant for 
the Turners advised them that loans to the 
Turners from the corporation could be 
made payable on demand and interest free. 
The defendant does not contend herein that 
the interest- free nature of the loans gives 
rise to imputed income to the Turners, but 
only that the principal of the net loans to 
the Turners should be declared to be con- 
structive dividends. 
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33. John Turner testified that the Turn- 
ers intended to repay the amounts disbursed 
to them. The accountant, George Lamber- 
son; the bookkeeper, Helen Bixby; and the 
vice-president and financial manager, Steve 
Turner, also testified that they were so ad- 
vised of the Turners’ intention to repay, all 
at times prior to the position of the de- 
fendant herein being made known. 


34. The accountant, Lamberson, testified 
that John Turner has an extremely high 
reputation for truthfulness and that he be- 
lieved Turner’s statements of intention to 
repay were absolutely truthful. Lamberson 
based his opinions upon his dealings with 
the Turners since the early 1970's, includ- 
ing his initial contact with the Turners dur- 
ing which the Turners agreed to voluntarily 
amend their individual income tax return 
to report $9,000.00 more in income tax 
liability, because in Lamberson’s opinion 
they had in prior years improperly inter- 
preted the Internal Revenue laws on their 
return as filed. Lamberson also testified to 
the high level of ordinary income tax paid 
annually by the Turners on their sources of 
income and the lack of tax shelters or other 
tax planning or tax avoidance devices em- 
ployed by them. 

35. The Turners enjoy a modest personal 
lifestyle, and the loans involved herein were 
employed primarily for business rather 
than personal purposes as described above. 


36. The Turners intended to repay all 
loans at the time the disbursements were 
made to them and continue to intend to 
repay the disbursements. 


37. Tortilla Mfg. & Supply expected re- 
payment at the time each disbursement was 
made to or on behalf of the Turners, and 
continues to expect repayment. 


38. The amounts disbursed to the Turners 
are reasonable and not excessive under all 
circumstances presented to the Court. 


39. The defendant is not guilty of con- 
duct which under 26 U. S. C. § 7430 would 
render the defendant liable for the legal 
fees sought by plaintiffs in their complaint. 

40. That taking all of the evidence, facts, 
and circumstances in the case, together with 
the reasonable inferences to be drawn there- 
from, the Court finds that the plaintiffs 
have sustained by a preponderance of the 
evidence the material allegations of their 
complaint with the exception of { 14 thereof. 


41. The defendant, by filing its counter- 
claim herein, and proving its income tax 
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assessment against the plaintiffs, shifted 
the burden of proof to the plaintiffs and 
taking all of the evidence, facts, and cir- 
cumstances in the case, together with the 
reasonable inferences to be drawn there- 
from, the Court finds that the plaintiffs have 
sustained by a preponderance of the evidence 
the material allegations of their reply to 
the defendant’s counterclaim. 


Conclusion of Law 


1. This Court has jurisdiction of the sub- 
ject matter and the parties under 28 U. S. C. 
§§ 1340 and 1346, and venue is proper in 
this district under 28 U. S. C. §§ 1391(b), 
1396, and 1402. 


2. Any distribution by a corporation to 
its shareholders is a dividend to the extent 
of its earnings and profits unless an excep- 
tion can be found, 26 U. S. C. §§ 301(c) (1) 
and 316(a). Such an exception would in- 
clude a disbursement representing a loan 
to shareholders. 


3. Whether a disbursement to shareholders 
is a loan or is a distribution taxable as a 
dividend depends upon the intent of the bor- 
rower to repay and expectation of repayment 
of the lender, Wortham Machinery Co. v. 
United States [74-1 ustc J 9449], 375 F. Supp. 
835 (D. Wyo. 1974), aff’d [75-2 ustc { 9665] 
521 F. 2d 160 (10th Cir. 1975); Willams 
v. Commissioner [80-2 ustc 99550], 627 F. 
2d 1032 (10th Cir. 1980). 


4. The subjective statement of intention 
to repay by the borrower is merely one 
item of evidence regarding actual intention 
to repay, and other evidence of actual inten- 
tion to repay includes, but is not limited to, 
the observance of corporate formalities with 
regard to documentation of the loan, the 
treatment of the loan upon the books and 
records of the corporation, the existence of 
promisssory notes, whether the loans are 
pro rata with respect to the shareholdings 
in the corporation, the size of the advances, 
ability to repay the loans, and actual efforts 
of repayment of the loans. Dolese v. United 
States [79-2 ustc 9540], 605 F. 2d 1146 
(10th Cir. 1979), cert. den. 445 U. S. 961 
(1980); Wortham Machinery Co. v. United 
States [74-1 ustc 9449], 375 F. Supp. 835 
(D. Wyo. 1974), aff'd [75-2 ustc J 9665], 521 
F. 2d 160 (10th Cir. 1975); see also 10 Tax 
L. Rev. 569 (1955). 

5. The disbursements made from Tortilla 
Mfg. & Supply to John K. Turner and 
Bonnie L. Turner were bona fide loans 
which the Turners intended to repay and 
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which the corporation expected to be repaid 
at the time of each such disbursement 
evidenced herein and which the Turners 
continued through at least the year in 
question to intend to repay and which the 
corporation continued through at least the 
year in question to expect to be repaid. 


Turner which were charged to the loan 
account as evidenced herein were not 
dividends to the Turners from the corpora- 
tion under 26 U. S. C. § 316(a). 


Judgment will be entered in accordance 
with these Findings of Fact and Conclu- 
sions of Law. 


6. The disbursements from Tortilla Mfg. 
& Supply to John K. Turner and Bonnie L. 


[| 9441] Boutique for Women, Inc., an Illinois corporation, Plaintiff v. United States 
of America, Defendant. 


U. S. District Court, No. Dist. Ill., East. Div., No. 84 C 3380, 4/29/85. 


[Code Secs. 3402, 6414, 6651, 6656, and 6657] 


Closely held corporations: Employment taxes: Constructive payment of wages: 
Payments by check: Refunds and credits: Additions to tax—Regardless of whether a 
one-owner corporation had sufficient funds to pay the salary checks that had been drawn 
in favor of its owner-employee, the corporation incurred liability for employment taxes 
when it issued such checks and withheld the appropriate taxes. The events gave rise to 
the constructive payment of her salary, the government gave her a credit for the withheld 
taxes, and, accordingly, the corporation was not entitled to a refund of payroll and income 
taxes paid on her behalf. In addition, because the corporation violated Code Secs. 6651, 
6656, and 6657 by either filing late or remitting bad checks to the government, it could not 
obtain a refund of related penalties and interest. Back references: {| 4942K.16, 5524.53, 
5555.07, and 5557.01. 


[Code Sec. 6511] 


Refunds and credits: Claims for refund: Untimely claims.—A portion of the tax- 
payer’s claim for refund was properly disallowed by the IRS because the taxpayer had: 
failed to file a timely claim. Back reference: {| 5473.2455. 


Jeffrey N. Kaplan, Department of Justice, Washington, D. C. 20530, for defendant. 


Order income taxes. During the three years in 


Bua, District Judge: This action was 
brought by the Boutique for Women (plain- 
tiff) seeking a refund for federal payroll 
taxes withheld and paid to the United States 
of America (defendant). Before the Court 
are the parties’ cross-motions for summary 
judgment. The main issue before the Court 
is whether the plaintiff is entitled to a 
refund of certain payroll and income taxes 
paid plus interest and penalties because the 
wages taxed were never paid. For the 
reasons stated below, this Court denies 
the plaintiff’s claim for refund, and- grants 
defendant’s motion for summary judgment. 


it Facts 


question, the plaintiff filed the appropriate 
corporate tax returns (Forms 941), although 
the returns were sometimes filed late and 
even paid late. Late filings and payments 
resulted in the assessed interest and pen- 
alties which are in question. | 


On November 7, 1982, the plaintiff filed 
amended Forms 941 for quarters March, 
September and December 1977, March, 
June, September and December 1978, and 
March, June and December 1979. The 
plaintiff's reason for amending was that 
the prior returns were not By cepred cor- 
rectly. 


On the amended returns, the plaintiff 
claimed overpayment of $12, 578. 56 in total. 
The figure represented a refund of income 
taxes withheld, ie pe Pie tia and em- 
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and for late filing of tax returns. Breaking 
down the claimed overpayment, $7,690.81 
applied to interest and penalty and $4,887.75 
applied to income and Social Security taxes 
withheld: income tax withheld, $2,671.14; 
employee’s FICA, $1,108.31; employer’s 
FICA, $1,108.30. 


Of the $4,887.75 claimed overpayment, 
$4,551.10 is traced to checks made to an 
employee who also serves as president and 
is sole shareholder of the plaintiff corpora- 
tion. The controversy lies in the payroll 
checks made out to this employee/sole 
shareholder, Rita Ejisenstat. She claims 
that no tax should be paid on her salary 
checks since she never cashed all of the 
checks because her store did not have suff- 
cient funds to pay the checks. 


II. Discussion 


Under 26 U. S. C. § 3402, every employer 
who pays wages is required by law to de- 
duct and withhold from those wages the 
estimated income tax liability of each em- 
ployee. The plaintiff acknowledges that the 
checks were made out to Rita Eisenstat and 
the appropriate taxes withheld. However, 
since Eisenstat never cashed the checks due 
to the fact that her store did not have suff- 
cient funds to cover her wages, she claims 
that the taxes should not have been with- 
held. 


Besides requiring an employer to with- 
hold the appropriate taxes, Treas. Reg. 
§ 31.3402(a) (1) defines when wages are con- 


structively received. The regulation states: 


(b) The employer is required to collect 
the tax by deducting and withholding the 
amount thereof from the employee’s 
wages as and when paid, either actually 
or constructively. Wages are construc- 
tively paid when they are credited to the 
account of or set apart for an employee 
so that they may be drawn upon by him at 
anv time although not then actually re- 
duced to possession. To constitute pay- 
ment in such a case, the wages must be 
credited to or set apart for the employee 
without any substantial limitation or re- 
striction as to the time or manner of 
payment or condition upon which pay- 
ment is to be made, and must be made 
available to him so that they may be 
drawn upon at any time, and their pay- 
ment brought within his own control and 
disposition. 


The regulation supports the conclusion 
that even on wages “constructively paid 
. . although not then actually reduced to 
possession,” the employer must withhold 
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the appropriate tax. Treas. Reg. § 31.3402. 
In accordance with the regulation, Eisen- 
stat’s wages were “set apart ... without 
any substantial limitation or restriction.” 
Treas. Reg. § 31.3402. As sole shareholder, 
Eisenstat was free to pay whatever ex- 
penses she deemed appropriate. In 1977, 
with a gross profit of over $40,000, Eisenstat 
chose not to burden the corporation by 
demanding payment of her salary checks. 
Instead, she chose to wait in the hope that 
through the normal course of business, the 
checks would be able to be cashed. 


Although Treas. Reg. § 31.3402(a) (1) in- 
dicates that the plaintiff “constructively 
paid” wages to Eisenstat and therefore was 
required to pay the corresponding withhold- 
ing taxes for employee wages, plaintiff cor- 
poration still maintains that a refund is due. 
If more than the correct amount of income 
tax is withheld under I. R. C. § 3402, 
I. R. C. § 6414 prescribes a rule as to the 
circumstances under which an overpayment 
may be credited or refunded. 


Under I. R. C. § 6414, a refund is allowed 
to an employer if the employer. pays more 
than the correct amount of tax under 
I. R. C. § 3402 or any interest or penalty 
with respect to such tax. Treasury Regula- 
tion § 31.6414-1 goes further to state: “No 
refund or credit to the employer is allowed 
for the amount of any overpayment of tax 
which the employer deducted or withheld 
from an employee.” Treas. Reg. § 31.6414-1; 
see also I. R. C. § 6414. Here, the employer 
is not allowed a refund of income taxes 
withheld because the employee receives a 
credit on his/her tax return for the same 
withholdings under I. R. C. §31. If the 
employee receives a credit on his/her tax 
return, the employer cannot also subse- 
quently receive a refund for amounts with- 
held. The issued checks and _ exhibits 
showing amounts of income taxes deducted 
suggest that too much tax was withheld. 
However, although a greater tax was with- 
held from the employee than should have 
been, I. R. C. § 31 allows for the employee 
to get full credit for the amounts deducted 
and withheld. Therefore, since an employer 
refund under § 6414 is not mandated when 
an employee does not cash his/her wage 
check or the check is dishonored and since 
the employees (Eisenstat included) received 
a credit for those amounts deducted under 
I. R. C. § 31, the plaintiff corporation is not 
entitled to a refund of income taxes with- 
held. 


As previously discussed, the liability of an 
employer to withhold income taxes arises 
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as soon as the wages are actually or con- 
structively paid to the employee. See 
Treas. Reg. § 31.3402(a)(1). Also, an em- 
ployer’s duty to withhold an employee’s 
portion of the Social Security tax attaches 
at the time wages are actually or construc- 
tively paid. Treas. Reg. § 31.3402(a)(1), 
Treas. Reg. § 31.3121(a)(2). The employer’s 
liability for its portion of Social Security 
taxes also arises at the time the wages are 
paid to the employee. Treas. Reg. 
§ 31.3111-3 and § 31.3121(a) (2). 


In the instant case, the Court can only 
conclude that the plaintiff became liable for 
the payroll tax as soon as its sole share- 
holder/employee Eisenstat constructively or 
actually received her paycheck. For this 
Court to interpret the applicable Treasury 
regulations as allowing the plaintiff to make 
the determination of when a payroll tax 
becomes due, 7. e., also making the IRS guess 
when wages are actually paid or checks 
honored, would effectively controvert any 
system of uniform and consistent tax col- 
lection and regulation interpretation. There- 
fore, the plaintiff's argument that a payroll 
tax did not attach because the corporation 
had no money to pay the checks also fails. 
The Treasury Regulations already men- 
tioned set forth that the liability of the 
employer (the plaintiff) attached when the 
check was issued to the employee (Eisen- 
stat) and not when the employee endeay- 
ored to cash the check. 


The 1978 annual tax return shows that 
besides a gross profit of over $40,000, the 
plaintiff expended over $20,000 on business 
improvements. Again, the plaintiff con- 
tinued to make out payroll checks to Eisen- 
stat during 1978, later claiming that they 
were not cashed for lack of funds and 
consequently no payroll tax liability should 
attach. This Court’s interpretation of the 
applicable Treasury Regulations that the 
payroll tax liability attaches at the moment 
the wages are received actually or construc- 
tively by the employee and not as decided 
by each individual employer is supported 
by case law and IRS revenue rulings. 
Preferring to leave money in the business 
for creditors and the “good of the business” 
and not drawing on the salary checks does 
egate igri us es hel dr oh 


Cir. 1945). In the present case, because the 
corporation still operates, Eisenstat may 
still collect on the checks not already 
cashed, as noted in Revenue Ruling 71-525. 
In that ruling, the IRS found that the fact 
that a situation arises which necessitates 
the cancellation of a paycheck and issuance 
of another “does not affect the liability of 
the employer to withhold on the employee’s 
compensation. . .” Rev. Rul. 71-525. To 
ask that the government go beyond the 
face of the check is too great a burden 
for the government to bear. 


Therefore, for all reasons mentioned, the 
Court finds that the liability for the payroll 
taxes attached at the time the wages were 
actually or constructively paid and as a 
result, the plaintiff's request for a refund 
of employer’s payroll taxes and employee 
Social Security taxes is denied. 


Also, the plaintiff seeks a refund of inter- 
est and penalties paid. However, the Court 
only need look as far as the Internal Rev- 
enue Code to reject the plaintiff's request. 
Since the plaintiff violated I. R. C. §§ 6651, 
6656, and 6657 by either filing late or remit- 
ting bad checks, the interest and penalties 
cannot be refunded. The interest and pen- 
alty fines must be upheld as a means of 
underscoring the importance of meeting 
governmental tax deadlines. 


Lastly, the Court denies plaintiff's claim 
for refund for the quarters ending March 
31, 1977. The Internal Revenue Code at 
Section 7422(a) disallows a suit for refund 
unless an actual claim for refund has been 
filed. To be classified as filed, a claim for 
refund must be filed ‘within three years 
from the time the return was filed or two 
years from the time the tax was paid, 
whichever expires later.” I. R. C. § 6511(a). 
Here, the quarterly return for March 31, 
1977 was filed on April 22, 1977, and the 
claim for refund was filed on November 8, 
1982. Clearly, the claim for refund of the 
quarter ending March 31, 1977 is barred 
under I. R. C. § 6511(a). 


III. Conclusion 


Accordingly, the defendant’s motion for 
summary judgment is granted. 


_ IT IS SO ORDERED. © 
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[| 9442] Myrna LaBow, Appellant v. Commissioner of Internal Revenue, Appellee; 
Ronald LaBow, Appellee v. Commissioner of Internal Revenue, Appellant. 


- U.S. Court of Appeals, 2nd Circuit, Docket Nos. 84-4012, 84-4013, 84-4075, 6/3/85. 
Affirming, reversing and remanding Tax Court, 46 TCM 777, Dec. 40,287(M), TC 
Memo 1983-417. 


[Tax Court Rule 161] 


Tax Court: Motions: Reconsideration of findings or opinion—The Court of Appeals 
(CA-2) reversed a trial court’s ruling which denied a motion requesting the trial court 
to reconsider its earlier decision that payments made to a wife by her former husband 
were alimony and, therefore, were includible in her gross income. Extraordinary circum- 
stances existed which showed that the trial court abused its discretion in denying the 
motion. Although the motion was untimely, a good-faith effort was made to meet the 
deadline as demonstrated by the fact that a lengthy motion was written and submitted 
by the petitioner pro se in less than one month. Further, substantial new evidence was 
presented in the motion which refuted the trial court’s finding and, considering that the 
original opinion was based on a scanty record, would possibly cause the trial court to 
change its opinion. Back reference: {[ 5823N.515. 


[Code Sec. 7482 and Tax Court Rule 142(a)] 


Tax Court: Burden of proof: Error: Remand.—The Court of Appeals (CA-2) re- 
versed and remanded for further evidence a trial court’s decision concerning amounts 
which it found that a husband paid to his former wife as alimony. As a result of its 
failure to correctly set the burden of proof, the trial court erroneously found that the 
husband was entitled to deduct alimony payments which the wife should have included 
in her gross income. Since the husband failed to present any documentary evidence to 
substantiate the deductions, there was no factual basis for asserting that the wife received 
the benefits of the payments. Back references: {| 5823A.15 and 5876A.53. 


Myrna LaBow, New York, N. Y., pro se. Glenn L. Archer, Jr., Assistant Attorney 
General, Gary Gray, Michael L. Paup, Gilbert S. Rothenberg, Martha Brissette, Depart- 
ment of Justice, Washington, D. C. 20530, for appellee. ° 


Before: Oakes, MESKILL, and Pierce, Circuit Judges. 


Oakes, Circuit Judge: This appeal arises 
from two cases consolidated for trial in the 
United States Tax Court, Arthur L. Nims 
III, Judge, in which Ronald LaBow and 
Myrna LaBow each challenged income tax 
deficiencies assessed for the years 1975 and 
1976. The issue in both cases was how 
much alimony Ronald LaBow paid to 
Myrna LaBow during those years, alimony 
being includible in Myrna’s income under 
26 U. S. C. §71(a)(3) (1982)* and deducti- 
ble from Ronald’s income under id. § 215(a).” 
The Tax Court concluded that Ronald paid 
Myrna $15,130.45 in alimony in 1975 and 
$6,011.25 in 1976, and assessed income tax 
deficiencies against both parties. Myrna 
now appeals that decision pro se; Ronald 
does not. The Commissioner of Internal 
Revenue has filed a protective appeal with 


126 U. S. C. § 71(a)(3) provides in pertinent 
part: : 
If a wife is separated from her husband, the 
wife’s gross income includes periodic payments 
. received by her after the date of the en- 
actment of this title from her husband under a 
decree entered after March 1, 1954, requiring 
the husband to make the payments for her 
support or maintenance. 
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respect to Ronald, in the event that this 
court finds Myrna not liable for the full 
amount. 


Myrna raises three principal issues. First, 
she challenges the Tax Court’s characteri- 
zation of any payments received in 1975 
and 1976 as alimony. To qualify as alimony 
under section 71, support payments must be 
made pursuant to a decree while husband 
and wife are living separately. Myrna spe- 
cifically contests the Tax Court’s findings 
that two support orders, dated February 
25, 1975, and February 23, 1976, were effec- 
tive before August 1976, and that Myrna 
and Ronald lived separately from January 
1975 to October 1976. Second, Myrna ar- 
gues that the court erred in finding that 
she received $15,130.45 from Ronald in 


226 U. S. C. § 215(a) provides in pertinent 
art: 
B In the case of a husband described in section 
71, there shall be allowed as a deduction 
amounts includible under section 71 in the 
gross income of his wife, payment of which is 
made within the husband’s taxable year. 
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1975.3 Finally, since most of Myrna’s argu- 
ments rest on new evidence first presented 
in an untimely post-trial motion for recon- 
sideration, Myrna implicitly contends that 
the denial of that motion was an abuse of 
discretion.* 


We hold that the Tax Court did abuse its 
discretion in denying Myrna’s motion and 
consequently reverse and remand on those 
issues affected by Myrna’s new evidence. 
We also reverse and remand, with instruc- 
tions to allow Ronald a reasonable time to 
present new evidence, the determination 
that Myrna received alimony payments 
during 1975. We affirm in all other respects. 


Background 


-Ronald and Myrna LaBow were married 
in 1960 and had three children. The couple 
resided in a cooperative apartment located 
at 1050 Park Avenue, New York, New York, 
and occasionally spent time at their prop- 
erty in Weston, Connecticut, which had 
two houses on it. 


In July 1974, Myrna moved to. dissolve 
their marriage in the Superior Court of 
Fairfield County, Connecticut. A final judg- 
ment of divorce was not entered until 
August 28, 1978. Meanwhile, the Superior 
Court had issued an order for alimony 
pendente lite on February 25, 1975 (“1975 
Order’), retroactive to November 1, 1974, 
which provided in part: 


The Defendant shall pay all current bills 
for maintenance of the apartment in New 
York and the house in Wilton [sic], and 
shall pay all medical and dental expenses 
for his wife and children pending disposi- 
tion of the above-entitled case. The De- 
fendant shall also pay all bills for the 
education of the minor children. .. . 

The Defendant shall pay to the Plain- 
tiff the sum of $300 per week, and she 
shall pay all food bills and bills for her 


personal needs, and she shall pay for the © 


lunches for the children until such time 
as this matter is finally disposed of. The 
Defendant is to receive a credit of $500 
as paid on or about November 


Ronald appealed, having appeared specially 
to contest Connecticut hse weve and on 


Myrna’ 's figures" 


August 17, 1976, the Connecticut Supreme 
Court affirmed the order. LaBow v. LaBow, 
171 Conn. 433, 370 A. 2d 990 (1976). On 
February 22, 1977, the Connecticut Supe- 
rior Court of Fairfield County found Ron- 
ald in contempt of the 1975 Order and fixed 
arrearages at $36,032 for the period No-— 
vember 1, 1974, through August 31, 1976. 
Ronald also appealed this order, the appeal 
having the effect of staying the order. The 
Superior Court lifted the stay on April 29, 
1977, however, believing that the appeal 
was taken only to delay payment. 


Myrna argues, as she did below, that the 
1975 Order, like the February 22, 1977, 
order, was automatically stayed pending 
resolution of the appeal. But Myrna had 
no proof below either that such a stay is 
automatic or that any stay of the 1975 Order 
remained in effect, and several signs con- 
vinced the Tax Court that the order, even 
if initially stayed, became effective soon 
after February 25, 1975: Ronald testified 
that he thought the order was effective; 
the Superior Court, in assessing arrear- 
ages in 1977, treated some earlier payments 


.as made in partial fulfillment of Ronald’s 


obligations under the 1975 Order; and a 
stay in 1975, like the 1977 stay, would prob- 
ably have been lifted quickly. 


In the motion for reconsideration, how- 
ever, Myrna marshalled substantial docu- 
mentation to show that the 1975 Order had 
in fact been stayed: (1) certification from 
the clerk of the Fairfield Superior Court 
that Ronald appealed the 1975 Order; (2) 
a letter dated October 17, 1975, from Ron- 
ald’s Connecticut attorney to a New York 
attorney, stating the following: 


The Superior Court also entered an 
order for alimony and support pendente 
lite. Our appeal automatically stays this 
order. Then the Plaintiff [Myrna] moved 
for a termination of the automatic stay. 
A hearing was held... and the... mo-~ 
tion was granted. This meant ‘that. the 
order pendente lite went back into effect. — 
From this decision we filed a petition for 
review to our Supreme Court. The 
petition for review acts as an automatic 
stay on the last decision. Thus, the 
status of the case in Connecticut is that 
there is no order pendente lite until the | 


_*The court also rejected Myrna’s argument 
that the payments were child support payments 
f 26 U. S. C. § 71(b) since the 
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petition for review is heard and deter- 
mined by our Supreme Court. 


(emphasis in original); (3) an order dated 
July 16, 1975, signed by Chief Justice 
Charles S. House of the Connecticut Su- 
preme Court granting the petition for re- 
view of the order terminating the stay and 
directing the trial court to set forth its rea- 
sons for terminating the stay; (4) copies of 
Conn. S. Ct. R. ch. 45, § 3065, which states 
that an appeal acts as an automatic stay 
until a final determination is rendered, 
unless the stay is terminated, and id. § 3067, 
which states that a petition for review of an 
order terminating a stay in turn stays the 
termination order; (5) notification from the 
clerk of the Superior Court that on De- 
cember 10, 1975, the Supreme Court vacated 
the order of the Superior Court terminat- 
ing the stay; and (6) an affidavit dated 
December 4, 1975, in which Ronald, point- 
ing out that he had appeared specially in 
Connecticut to contest jurisdiction, stated 
several times that there was no alimony 
order pendente lite in effect until his peti- 
tion for review was heard and deter- 
mined by the Connecticut Supreme Court.® 


In her motion for reconsideration, Myrna 
contended for the first time that a later 
-support order was also ineffective, a tem- 
porary order entered on February 23, 1976, 
by the Court of Common Pleas—Bureau. of 
Support, Fairfield County, Connecticut, re- 
quiring Ronald to pay Myrna $750 a week. 
According to Myrna, Ronald purposely 
evaded service in Connecticut, proof of 
evasion residing in a letter of Ronald’s at- 
tached to her motion. Unserved, the Con- 
necticut order had no effect except as a 
recommendation when Myrna brought her 
petition anew in New York Family Court. 
Myrna argued in her motion and continues 
to argue on appeal that it was not until 
August 3, 1976, when New York Family 
Court itself issued a temporary order re- 
quiring Ronald to pay $2,580 a month, that 
Ronald was subject to an effective court 
decree. 


While Ronald and Myrna battled over 
support orders, they also battled over ac- 
cess to the Park Avenue cooperative apart- 
ment, each of them moving in and out at 


®This affidavit was submitted in an action 
Ronald brought in New York Supreme Court, 
‘LaBow v. LaBow, No. 35093/75, seeking custody 
or visitation rights pendente lite in New York. 
In the same affidavit, Ronald claimed that des- 
pite the stay of the 1975 Order he had paid 
more than $25,000 in alimony, child support, 
rent, and tuition during 1975. 
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different times. Thus, from 1974 until the 
New York Supreme Court ordered Ronald 
to vacate the co-op on October 24, 1976,° 
Ronald and Myrna lived together at times, 
in the co-op, and separately at times, Ron- 
ald sometimes staying in a rented apartment 
on 79th Street or one of the Connecticut 
houses, Myrna sometimes staying in the 
other Connecticut house. 


For the two years in question, Myrna 
and Ronald agree that they lived apart 
from approximately May 30, 1975, when 
Myrna moved to Connecticut, to September 
16, when Myrna moved back to the co-op. 
They disagree about two time periods, Jan- 
uary to May 1975 and the second half of 
September 1976. Ronald testified that he 
moved out of the co-op in 1974 but moved 
back in late September or early October 
1976. Ronald also produced an affidavit 
submitted by Myrna in connection with 
other litigation in which she stated that he 
stopped sleeping at the co-op in the spring 
of 1974, At trial, however, Myrna testified 
that Ronald lived in the co-op throughout 
1975 and 1976 except for six months or so, 
from October 1975, when she had him 
locked out, until April 2, 1976, when he ob- 
tained a preliminary injunction allowing 
him renewed access. The Tax Court found 
that Ronald and Myrna lived apart from 
January 1975 to October 1, 1976, since 
Myrna did not produce proof that Ronald 
resided in the apartment during 1975 until 
her motion for reconsideration, to which 
she attached two affidavits of Ronald’s pre- 
pared on October 15, 1975, and May 11, 
1976. The affidavits, prepared for another 
case, stated that he lived at the co-op until 
he was denied access on October 15, 1975. 


Of course, if Myrna is correct that any 
payments made before August 1976 were 
not alimony because the 1975, and February 
23, 1976, orders were ineffective, then 
whether or not Ronald and Myrna lived to- 
gether during 1975 is a moot point. Myrna’s 
third argument presents another alterna- 
tive: there were no 1975 payments at all. 


Ronald claimed that he made the follow- 
ing payments to Myrna and the children 
during 1975: 


6 Although the Fairfield Superior Court or- 
dered Ronald to vacate the co-op in its order 
of February 22, 1977, Ronald apparently did not 
leave, since Myrna moved in New York Supreme 
Court for an order enforcing this portion of the 
Connecticut order. On October 24, 1977, an 
order was filed in the New York Supreme Court 
requiring Ronald to vacate and stay away from 
the cooperative apartment pending final judg- 
ment in the Connecticut divorce action. 
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1975 
Checks: to’ Myrna... .. 220.5: ): $ 9,000.00 
Cooperative maintenance ex- 

DenSe@S fo. sige tebe na 8,832.00 
Medical expenses .........-.. 302.50 
Cable television .............. 46.00 
New York Telephone........ 465.75 
Consolidated Edison ......... 984,20 
ReEDAIS ck fic. ee ee aaa sts 80.08 
Connecticut Light & Power.. 126.13 
Southern New England Tele- 

phone’, TE MGEe AEs. See ee 320.09 
Fuel 4920.00. GiaxGttot 25 363.34 
Tractorirepain sA4..oecs. 48.52 
Tuition expenses ............ 9,294.50 

$29,863.11 


To prove his claims, Ronald testified that 
he showed the cancelled checks to the 
IRS agent who audited his 1975 return 
and then offered the agent’s worksheets 
into evidence. But the Tax Court refused 
to accord the worksheets any weight, since 
the IRS did not agree to their use as 
evidence, as required by Fitzner v. Com- 
missioner [CCH Dec. 23,515], 31 T. C. 1252 
(1959). Moreover, the court found that 
the worksheets, which stated that ‘“C/C 
are all on deposit as evidence w/ Superior 
Court & TP has no access to the checks,” 
in fact contradicted Ronald’s story. Be- 
cause Ronald did not produce the checks 
themselves and did not call the IRS agent 
to testify, his proof boiled down to his 
own testimony. 


Myrna, when asked whether she received 
any checks from Ronald during 1975, testi- 
fied that she thought Ronald made some 
payments, “but it wasn’t very much.” As 
to the bills and cooperative maintenance 
expenses Ronald claimed to have paid, 
Myrna testified that she had no knowledge 
of them and no way of knowing whether 
Ronald paid them. 


Acknowledging that the evidence was 
sparse, the Tax Court yet found it “clear 
that Ronald paid substantial sums to or 
for the benefit of Myrna and the children” 
during 1975, and attempted to determine 
exact amounts. Ronald admitted that tui- 
tion expenses and $25 of medical expenses 
are nondeductible. In addition, the Tax 


Court disallowed a deduction for payments 
relating to the Connecticut property, since 
“Ronald introduced no evidence to show 

penses were not spent for his 


d in | Connecti- 


that he paid some of the year’s $14,400 
cooperative maintenance expense. Fur- 
ther, Myrna does not contest that Ronald 
paid the medical, telephone, etc., bills 
which he claims to have paid. But Myrna 
has no records showing the amounts of 
money received from Ronald and spent 
for her benefit by him in that year. 


On appeal, Myrna argues that the Tax 
Court erred in including these payments 


‘in her income as alimony without proof 


that they were made for her benefit or the 
children’s. 


Discussion 


Because so much of Myrna’s appeal re- 
lies on the new documents filed with her 
motion for reconsideration, we first address 
the Tax Court’s denial cf that motion. We 
are well aware that rulings on motions for 
reconsideration are committed to the dis- 
cretion of the Tax Court, subject to re- 
versal only if “extraordinary circumstances” 
clearly show that that discretion was abused. 
Wilson v. Commissioner [74-2 ustc [ 9630], 
500 F. 2d 645, 648 (2d Cir. 1974). See also 
Louisville & Nashville Railroad Co. v. Com- 
missioner [81-1 ustc J 9212], 641 F. 2d 435, 
443 (6th Cir. 1981) (Tax Court did not 
abuse its broad discretion in granting an 
untimely motion for reconsideration even 
though motion did not present newly dis- 
covered evidence); BASF Wyandotte Corp. 
v. Commissioner [76-1 ustc { 9268], 532 F. 
2d 530, 539 (6th Cir. 1976) (Tax Court did 
not abuse its discretion in denying applica- 
tion to file a motion for reconsideration 
several months after the opinion was en- 
tered). But we are compelled to conclude 
that this case presents the “extraordinary 
circumstances” envisaged by Wilson. Whether 
the motion was denied as untimely or as 
meritless—it was merely stamped “DE- 
NIED” without explanation—our conclu- 
sion remains the same. 


.A motion for reconsideration must be 
filed within thirty days after a written 
opinion has been served, unless the Tax 
Court otherwise permits. Tax Ct. R. 161. 
At Myrna’s request, the Tax Court granted 
her an extra thirty days on August 22, 
1983, since she was away from home and 

ctually receive the opinion until 
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hibits, a substantial accomplishment for a 
pro se litigant, mother of three, who was 
also embroiled in other litigation pro se 
relating to her divorce. And irrespective 
of Myrna’s good faith, the Tax Court 
should have thought twice before rejecting 
new evidence that would likely change its 
Opinion, an opinion shakily based on a 
scanty record. In these circumstances the 
motion’s untimeliness did not justify its 
denial. 


Alternatively, if the Tax Court denied 
the motion because of a belief that Myrna 
did not set forth evidence significant 
enough to call its original decision into 
question, we would still find the denial to 
be an abuse of discretion. 


Most dramatically, Myrna’s new evidence 
conclusively refutes the Tax Court's find- 
ings that the 1975 Order was not stayed. 
‘ It appears from the evidence that the order 
was automatically stayed by Ronald’s ap- 
peal, and although the Fairfield Superior 
Court terminated the automatic stay, that 
termination order was itself stayed by 
Ronald’s petition for review and eventually 
vacated by the Connecticut Supreme Court. 
Even Ronald and his attorneys took the 
position that the 1975 Order was not effec- 
tive until his appeal was heard and decided. 
Indeed, the Commissioner does not now 
dispute the existence of a stay. 


The significance of the stay we leave to 
the Tax Court on remand. This is an area 
of law where Tax Court expertise may be 
useful in explication and we ordinarily give 
that expertise deference. Judge Nims indi- 
cated below that payments made while a 
support order is stayed are “nondeductible 
voluntary payments instead of deductible 
alimony payments,” citing Daine v. Com- 
missioner [48-1 ustc [9295], 168 F. 2d 449 
(2d Cir. 1948) (holding that payments 
made pursuant to a voluntary support 
agreement are not alimony even if a later 
nunc pro tunc decree establishes a support 
obligation as of the date of the voluntary 
agreement). And in one affidavit attached 
to the motion for reconsideration, Ronald 
stated both that the 1975 Order was in- 


7 See supra note 5 and accompanying text. 

8 We note that the Revenue Rulings, Rev. 
Rul. 71-390, 1971-2 C. B. 82; Rev. Rul. 70-61, 
1970-1 C. B. 18; Rev. Rul. 58-321, 1958-1 C. B. 
35, and the case, Wondsel v. Commissioner [65-2 
ustc J 9597], 350 F. 2d 339 (2d Cir. 1965), cited 
by the Commissioner do not directly address 
the issue raised by the facts in this case, 
whether alimony payments are deductible under 
an otherwise valid support order while the 
order has been stayed pending appeal. 
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effective and that he nevertheless provided 
Myrna and the children with support in 
excess of $25,000 in 1975,” strong evidence 
that he made the payments voluntarily. 
But the Commissioner contends on appeal 
that an order remains effective for federal 
tax purposes until declared invalid by the 
issuing jurisdiction, citing Revenue Rulings 
and Second Circuit precedent.® and that 
the Connecticut courts consistently recog- 
nized the order’s validity, the Fairfield 
Superior Court eventually enforcing the 
order by a judgment for contempt and 
arrearages. The Commissioner should have 
the opportunity to assert this argument on 
remand. 


On remand the Tax Court should also 
give consideration to Myrna’s suggestion 
that the Connecticut support order of Feb- 
ruary 23, 1976, was merely a recommended 
order without legal effect. Ronald’s be- 
havior after this order, however, seems to 
demonstrate belief in its validity: between 
February 23, 1976, and the New York 
order of August 3, 1976, Ronald made de- 
posits of $2,775° with the New York 
Family Court, not quite the $750 per week 
ordered on February 23, but something. 


The Tax Court’s finding that Ronald did 
not reside at 1050 Park Avenue during 
1975 also appears questionable after read- 
ing affidavits now included by Myrna in 
the motion for reconsideration. Flatly 
contradicting Ronald’s testimony at trial, 
these affidavits contain Ronald’s own ad- 
mission that he lived at the Park Avenue 
apartment (though in separate quarters) 
with Myrna and the children until June 
25, 1975, and that he kept the extra apart- 
ment not as his residence but as a backup 
in case he was ordered out of the Park 
Avenue apartment. Of course, Myrna’s 
testimony that Ronald lived at the apart- 
ment through 1975 conflicts with her earlier 
affidavit asserting that Ronald acquired 
other living quarters and stopped sleeping 
at 1050 Park Avenue in the spring of 1974. 
The task of sorting out which testimony 
is credible and which self-serving properly 
belongs to the Tax Court on remand. 


®In the motion for reconsideration, Myrna 
submitted a statement from the Manhattan 
Family Court Support Collections Unit estab- 
lishing that of the $3,775 Ronald paid through 
the court in 1976, see supra note 3, $2,775 was 
paid before August 1 and $1,000 after August 3. 
10 Myrna testified that she moved out on May 
30, not June 25, and now uses Ronald’s affidavit 
only to prove that they were living togther 
in the co-op until May 30. The June 25 date is 

otherwise irrelevant. 
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The motion for reconsideration does not 
present any new evidence undermining the 
finding that Ronald moved back to the 
Park Avenue apartment in October 1976. 
Myrna only reasserts, as she did below, 
that it is unreasonable to think that Ronald 
waited until October, five months after the 
April 2 injunction restored his right to 
occupy the apartment. Judge Nims’s rejec- 
tion of this logic without clearer proof of 
residence is not clearly erroneous and may 
not be questioned on remand. 


Also beyond the motion’s scope but chal- 
lenged on appeal are the Tax Court’s find- 
ings that Ronald made certain payments to 
Myrna in 1975. Tellingly, these findings 
were made despite the court’s own mis- 
givings about the lack of proof. Both 
Ronald and Myrna had the burden of 
showing that the Commissioner’s deficiency 
determination was incorrect, Tax Ct. R. 
142(a), a burden neither met with concrete 
evidence. Faced with what it perceived as 
a failure of proof by both parties, but also 
with a need to resolve the case, the Tax 
Court latched onto shreds of testimony to 
arrive at as equitable a decision as it be- 
lieved possible: Myrna’s admissions that 
she received some checks in 1975 and that 
Ronald paid some of the cooperative main- 
tenance expenses gave the court reason to 
allow Ronald deductions for half the 
amount he claimed to have paid by check 
directly to Myrna and for all the claimed 
co-op expenses; Myrna’s failure to contest 
Ronald’s payment of medical, telephone, 
and other bills, reason to allow those de- 
ductions; and Ronald’s failure to establish 
that the claimed payments made in con- 
nection with the Connecticut property were 
not for his own benefit, reason to disallow 
deductions for those payments. 


We quarrel, first, with two of the Tax 
Court’s findings. Myrna did not admit that 
Ronald paid some co-op expenses; her 
testimony was that she did not know that 
he paid them. And while Myrna could not 
directly contest Ronald’s claimed payments 
of certain bills, she certainly contested 


those payments as best she could, testify- 
ing that she had no knowledge of them 
and no doubt relying on Judge Nim’s assur- 
ances that Ronald had the burden of ages 


Sot Cir. 1977) ; see also. Ages uv. Com- 


More important than these clearly er- 
roneous findings of fact, however, is the 
fundamental error in setting the burden of 
proof, the error that put the Tax Court 
into the uncomfortable position of having 
to make these findings in the first place. 
Although Ronald and Myrna both had to 
overcome the presumption that the Com- 
missioner’s deficiency determinations were 
correct, their burdens differed. A taxpayer 


‘like Ronald must always make an affirma- 


tive showing, based on “specific evidence” 
and not just the “taxpayer’s unsupported 
statement,” that he is entitled to a deduc- 
tion. Hintz v. Commissioner [83-2 vustc 
7 9458], 712 F. 2d 281, 286 (7th Cir. 1983). 
“There is no burden on the Commissioner 
to justify his disallowance of a claimed 
deduction.” Hanover Insurance Co. v. Com- 
miksioner [79-1 ustc J 9366], 598 F. 2d 1211, 
1219 (Ast Cir.) (citing New Colonial Co. v. 
Helvering [4 ustc 1292], 292 U. S. 435, 
440 (1934); Welch v. Helvering [3 vustc 
7 1164], 290 U. S. 111, 115 (1933)), cert. 
denied, 444 U. S. 915 (1979). But while 
“the burden of proof may be said techni- 
cally to rest” on Myrna, a taxpayer con- 
testing the IRS’s determination of income 
received, United States v. Jams, [76-2 ustc 
{ 16,229] 428 U. S. 433, 441 (1976), Myrna, 
unlike Ronald, need not prove the IRS 
wrong; if Myrna can show the IRS made 
“a ‘naked’ assessment without any founda- 
tion whatsoever,’ id. (emphasis in origi- 
nal), then the burden shifts back to the 
IRS to prove her receipt of alimony in- 
come. As explained by Judge Goldberg of 
the Fifth Circuit: 

The jurisprudence finds justification 
for the presumption that assessments are 
correct and for the taxpayer’s burden of 
proof in the strong need of the govern- 
ment to accomplish swift collection of 
revenues and in order to Cnn ABS rec- 
ordkeeping by taxpayers. . 

. [T]ax collection . . however 
hae [nJever been thought “holly to 
excuse the government from providing 
some factual foundation for its assess- 
ments. The tax collector’s presumption 
of correctness has a herculean muscu- 
larity of Goliathlike reach, but we strike 
_an Achilles’ heel when we find no mus- 
. cles, no tendons, no ligaments of fact. 


Corson v. United States, 560 F. 2d 693, 696 
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missioner [81-1 ustc J 9446], 649 F. 2d 152, 
156 (2d Cir. 1981) (presumption that Com- 
missioner’s notice of deficiency is correct 
evaporates lacking a rational basis). 


For its case against Myrna, the IRS 
relied exclusively on Ronald’s proof of 
alimony payments.” As we have seen, 
however, Ronald did not produce any 
documentary evidence to substantiate his 
testimony. Thus, the IRS did not have any 
factual basis for asserting that Myrna re- 
ceived or benefited from Ronald’s claimed 
payments during 1975, and the presumption 
that the deficiency assessed against Myrna 
was correct must give way. We conclude 
that the Tax Court, on the record before 
it, erred in holding that Ronald made any 
payments to Myrna in 1975. 


Instead of reversing the Tax Court out- 
right on this issue, however, we remand 
with directions to allow Ronald a reason- 
able time to submit new evidence. Under 
26 U. S. C. § 7482(c), we have the power 
to “remand[] the case for a rehearing, as 
justice may require.” Because the burden 
of proof was unclear at trial, because 
Myrna admitted to receiving some checks 
in 1975, and because there is a chance some 
checks substantiating Ronald’s claimed 
payments are on file with the Fairfield 
Superior Court,* we believe justice so re- 
quires in this case. 


The opinion of the Tax Court is affirmed 
in part and reversed and remanded in part 
for further proceedings not inconsistent 
with this opinion. 


[f 9443] W. J. Voigt and Irene A. Voigt, Petitioners v. United States of America, 


et al., Respondents. 


U. S. District Court, West. Dist. Wash., No. C84-71C, 2/14/85. 


[Code Sec. 7602] 


Summonses: Disclosure of grand jury information: Baggot rule.—Pursuant to the 
direction of the Ninth Circuit Court of Appeals, a district court order allowing an 
enforcement of an IRS summons was vacated and the action was dismissed with prejudice. 
A magistrate’s recommendations, on which the order was based, declined to follow the 
Baggot rule, 83-2 USTC { 9438, on the basis that a grand jury disclosure order was 
obtained after the taxpayers had been notified that their returns had been selected for 


audit. Back reference: {] 5924.15. 


F. Michael Kovach, Jr., Department of Justice, Washington, D. C. 20530, for 


respondents. 


Findings of Fact and Conclusions 
of Law Recommended by 
United States Magistrate 


WEINBERG, U. S. Magistrate: The follow- 
ing recommended findings and conclusions 
are based upon the pleadings, the declara- 
tion of Revenue Agent Danny LaTurner 
and the arguments presented at the hearing 
held on April 25, 1984. 


Findings of Fact 


1. These proceedings were instituted by 
petitioners to quash four Internal Revenue 
summonses served on Shoreline Savings 
and Loan Association, Seattle First Na- 


2 Before trial, the Commissioner also relied 
on the February 22, 1977, decision of the Fair- 
field Superior Court, crediting Ronald with 
certain payments in assessing arrearages due 
under the 1975 Order, as proof of alimony pay- 
ments. However, this decision was worthless as 
proof of 1975 alimony payemnts, because the 
Superior Court did not separate 1975 payments 
from 1976 payments and did not distinguish be- 
tween payments made directly by Ronald and 
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tional Bank and two branches of Peoples 
National Bank. 


2. Petitioners are W. J. Voigt and Irene 
A. Voight, husband and wife. 


3. Respondents are the United States of 
America and Revenue Agent Danny La- 
Turner. 


4. Certain foreign trust returns were 
signed by Irene A. Voigt and filed with 
the Philadelphia Service Center. As a 
result of the discovery of these returns, 
the Examination Division, Internal Rev- 
enue Service, Seattle, Washington, sent the 
Voigts a letter advising them that their 
1980 and 1981 returns had been selected 


payments made from the children’s trust, the 
latter of which payments Ronald did not claim 
as alimony. 

13 As we stated above, the IRS agent who 
audited Ronald noted that the cancelled checks 
were apparently on file with that court. Cer- 
tainly the Superior Court must have had some 
evidence in order to credit Ronald with specific 
payments when it calculated his arrearages, see 
supra note 12. : 
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for audit because of their involvement with 
those foreign trusts. 


5. Revenue Agent Nealy of Spokane, 
Washington, was originally assigned to this 
investigation and began his investigation 
by April of 1983. 


6. The petitioners requested that the 
case be transferred from Mr. Nealy in 
May of 1933, and the case was reassigned 
to Revenue Agent LaTurner in June of 1983. 


7. After being assigned to the case, 
Revenue Agent LaTurner summoned the 
records of two of the Voigts’ previous em- 
ployers. The cancelled checks obtained 
pursuant to those summonses coupled with 
Form'1099 information returns obtained by 
the revenue agent indicated that the peti- 
tioners had engaged in financial transac- 
tions during the years under investigation 
with the four banks subsequently summoned. 


8. On December 29, 1983, Revenue Agent 
LaTurner served the subject summonses 
by handing an attested copy of the respec- 
tive summons to the persons indicated below: 


Seattle First National 


Bank Se iy aes. Laurie L. Cepa 
Shoreline Savings & 

Isoanrd Ati Seebetrred Barbara McDonald 
Peoples National Bank 

(Seattle Wisse aes Teri L. Ward 
Peoples National Bank 

(Kenmore) .......... Carmen Blenman 


9. On that same day, November 29, 1983, 
the revenue agent personally handed no- 
tice of the service of each of these sum- 
monses to Irene A. Voigt. 


10. The petitioners timely filed a Peti- 
tion to Quash, acting pro se. 


11. Petitioners presented no evidence that 
they are being audited solely due to their 
membership in the American Law Associa- 
tion. Instead, the declaration of Revenue 
Agent LaTurner states that petitioner’s 
returns were selected for audit because 
Irene Voigt filed foreign trust returns dur- 
ing one of the years involved. 


12. Neither did petitioners produce any 


evidence to show that Grand Jury informa- 
tion was. ale pe: disclosed to the Ta 


light upon those tax liabilities. 


13. Revenue Agent LaTurner'’s investi- 
gation of petitioners’ 1980 and 1981 tax 
liabilities is being conducted for a proper 
purpose and is not being conducted in bad 
faith. 


14. The records sought by the summonses 
would assist in determining the Voigts’ cor- 
rect tax liabilities for the years under in- 
vestigation. The records sought might throw 
Conse- 
quently, the records sought are relevant to 
the revenue agent’s investigation. 


15. The testimony and the books, rec- 
ords, papers and other data demanded by 
the summonses are not in the possession 
of the Internal Revenue Service. 


16. All administrative steps required by 
the Internal Revenue Code for the issuance 
of these summonses have been taken. 


17. There has been no referral to the 
Department of Justice for criminal prosecu- 
tion of the petitioners for the taxable years 
involved in this investigation. 


Conclusions of Law 


1. The Court has jurisdiction in this 
proceeding to quash Internal Revenue Service 


summonses to judicially enforce and com- 


pel compliance with those same summonses. 
Code, Sec. 7609(h) (1). 


2. Venue 
(h) (1). 


3. Revenue Agent Danny LaTurner is 
investigating the tax liabilities of petitioners. 
His investigation is being conducted for a 
legitimate purpose. The information sought 
is not already within the possession of the 
Internal Revenue Service and the adminis- 
trative steps required by the Internal Rev- 
enue Code have been followed. The inquiry 
may be relevant to the investigation. No 
referral to the Department of Justice for 
criminal prosecution of the petitioners is 
in effect. Thus, all requirements for en- 
forcement of the summonses are estab- 
lished. United States v. Powell [64-20% uSTC 
19858], 379 U. S. 48 (1964). — 


> 4, The administrative steps” required of 


Code, Sec. 7609 


is proper. 


: the Internal Revenue eee for ine en- 
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609, will not defeat the enforcement of the 
challenged summonses. 


5. Petitioners have made no showing 
that the Internal Revenue Service acted 
improperly in investigating their returns 
because Irene Voigt filed foreign trust 
returns similar to those used in foreign 
trust schemes designed to escape federal 
income taxation. 


6. The United States has moved for 
summary enforcement of the four sum- 
monses and supported its motion with the 
declaration of Revenue Agent LaTurner, 
consisting of fourteen numbered paragraphs. 
Petitioners have made no showing that any 
of the declarations made by Revenue Agent 
LaTurner are incorrect. The motion of the 
United States of America for summary 
enforcement should be granted. 


7. Each side is to bear its own costs, 
fees and attorneys’ fees. 


Order Adopting Magistrate’s Recommen- 
dations and Enforcing Summonses 


Having reviewed the petition, the Gov- 
ernment’s response, the motions and mem- 
oranda of the parties, the Findings of Fact 
and Conclusions of Law Recommended by 
United States Magistrate John L. Wein- 
berg, and the balance of the file in this 
case, it is now 


ORDERED: that the Findings of Fact 
and Conclusions of Law recommended by 
Magistrate Weinberg in this case are ap- 
proved and adopted; it is further 


ORDERED: that the United States’ mo- 
tion for summary enforcement of the four 
summonses issued to Shoreline Savings and 
Loan, Seattle First National Bank, and to 
the Kenmore and Seattle Office of Peoples 
National Bank is granted; it is further 


ORDERED: that the summoned parties 
shall appear before Revenue Agent LaTur- 


ner or his designate at a time and place 
to be arranged by the parties, but not later 
than 30 days after entry of this order, to 
testify and to produce records as demanded 
by the summonses. If the summoned par- 
ties fail to comply with this order they 
can be held in contempt of Court and be 
subject to fine, imprisonment, or both; it is 
further 


ORDERED: that the Clerk of the Court 
shall send a copy of this order to W. J. 
Voigt and Irene A. Voigt, 23320 - 34th 
Street, Brier, Washington 98036; Shoreline 
Savings and Loan Association, 6701 N. E. 
181st Street, Seattle, Washington 98155; 
Seattle First National Bank, P. O. Box 
3977, Seattle, Washington 98124; Peoples 
National Bank (Kenmore Office), 6460 
N. E. Bothell Way, Seattle, Washington 
98155; and Peoples National Bank of Wash- 
ington, 1414 Fourth Avenue, Seattle, Wash- 
ington 98111. 


Minute Order 


The following Minute Order is made by 
direction of the Court, the Honorable John 
C. Coughenour, U. S. District Judge: 


Plaintiff's exceptions to the Magistrate’s 
Order Denying Continuance. are DENIED, 
and that Order is AFFIRMED. The Order 
has not been shown to be clearly erroneous 
or contrary to law, as required by 28 
Us S.C. Sec. 636(b) (1) (A). 


Pursuant to the direction of the Court 
of Appeals for the Ninth Circuit, the Court’s 
“Order Adopting Magistrate’s Recommen- 
dations and Enforcing Summonses,” en- 
tered June 13, 1984, is hereby VACATED, 
and this action is DISMISSED WITH 
PREJUDICE. 


IT IS ORDERED AND ADJUDGED 
that this action is DISMISSED WITH 
PREJUDICE. 


[7 9444] Jean McFarland, Plaintiff v. Bechtel Petroleum, Inc., a corporation doing 
business in the State of California, and its individual agents Tom Rowe, George Burns, 
Dan McGlathern, Donald E. Quiett, and Does 1 through 10, Defendants. 


U. S. District Court, No. Dist. of Calif., No. C-83-3963-JPV, 4/28/85. 


[Code Sec. 3403] 


Withholding: Liability for tax: Employer.—An employee’s action against her em- 
_ ployer for improperly withholding federal taxes was barred by Code Sec. 3403 where the 
employer merely discharged its legal obligations. The court granted legal costs and attor- 
ney’s fees to the employer where the evidence indicated that such frivolous action was 
‘brought as a tax protest lawsuit in an effort to deter the employer from complying with 
the statutory requirement of tax withholding. Back reference: {| 4945B.1635. 
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[Code Sec. 7421] 


Injunction: Collection of tax: Employer withholding: Anti-injunction Act.—An action 
‘brought by an employee against her employer seeking to enjoin the latter from withhold- 
ing federal income taxes from her wages in essence constituted a challenge to the legality 
of federal tax withholding and was barred by the Anti-injunction Act. Back reference: 


J 5770.743. 


Amended Order Denying Plaintiff’s Motion 
to Remand and Granting Defendant’s 
Motion to Dismiss 


Introduction 


VUKASIN, Judge: Plaintiff is an employee 
-of defendant Bechtel Petroleum, Inc. at a 
construction project in Richmond, Califor- 
nia. On July 30, 1982, plaintiff completed 
an Employee’s Withholding Allowance 
Certificate [W-4 form] for Bechtel’s payroll 
department. On the form he claimed exemp- 
tion from federal income tax withholding 
on the grounds that in the previous year he 
was not liable for any federal income tax 
‘and he did not expect in the current year 
to incur any federal income tax liability. 
Plaintiff apparently earns in the environs of 
$30,000 per year. In accordance with Treas- 
ury Regulations 31.3402(f)(2)-(1)(g)(1), 
Bechtel forwarded plaintiff’s W-4 to the 
Internal Revenue Service [IRS]. On June 
17, 1983, the IRS sent Bechtel a directive 
indicating that plaintiff’s W-4 was incorrect 
and instructing the company to begin 
withholding federal tax from his paycheck. 
Bechtel complied. 


On July 27, 1983, plaintiff commenced the 
present action in the California Superior 
Court, Contra Costa County. The com- 
plaint seeks restitution of tax withheld 
plus damages of $50,000 purportedly arising 
-out of Bechtel’s “breach” of a “common 
law work contract” between the parties. 
In his somewhat lutulent moving papers, 
plaintiff explains that this “breach” derives 
from the aforesaid federal tax withholding. 
-On August 25, defendants removed the ac- 
tion to this Court. 


Plaintiff now seeks to have this matter 
remanded to state court, on the theory that 
-his suit is predicated solely on state law; | 

roposition is that plain- 
ly of defendants’ ( 
p Ry x ie my " 


ternal Revenue Code and appurtenant Reg- 


ulations, and that the complaint fails to 
state a claim upon which relief can be 
granted due to the bar of the Anti-Injunc- 
tion Act. In conjunction, with the motion 
to dismiss, defendants seek an award of 
attorney’s fees on the ground plaintiff’s 
lawsuit is frivolous, vexatious and brought 
in bad faith. 


Analysis 


Plaintiff's Motion to Remand. Plaintiff as-- 
serts in support of his motion to remand. 
that the complaint presents no federal claim 
but rather is solely an action “arising out 
of and under the Common Law of the State: 
of California.” Removal of the action to: 
this Court from state court was improper,,. 
plaintiff’s argument goes, as his complaint: 
alleges only that defendants have wrong- 
fully withheld state taxes from his pay. An 
evaluation of the complaint, however, reveals 
that this argument is meritless. 


The general rule regarding removal is that 
the existence of federal jurisdiction must be 
determined from the face of plaintiff’s claim. 
Louisville & Nashville Railroad v. Mottley, 
211 U. S. 149, 29 S. Ct. 42, 53 L. Ed. 126 
(1908). Whether a case is removable de- 
pends “solely on the form which the plain- 
tiff by his voluntary action shall give to. 
the pleadings in the case.” Great Northern 
Railway v. Alexander, 246 U. S. 276, 282, 38 
S. Ct. 237, 240, 62 L. Ed. 713 (1918). Plain- 
tiff’s complaint alleges, in pertinent part: 
“On July 30, 1982, plaintiff executed a 
Common Law contract of work with de- 
fendant Corp., and as a condition of em- 
ployment, plaintiff executed a quasi written 
agreement known as ‘Depariment of the 
Treasury—Internal Revenue Service—Em- 
ployee’s Withholding Allowance Certificate. 
Form ee in which plaintiff claimed ‘EX- 

from RoE GGUS taxes.” [sic] 
A cODY Ok the wiz4 
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It is apparent, therefore, that the basis 
of plaintiff's claim is that he is exempt 
from federal income tax and that defendant 
has wrongfully withheld such federal tax 
from his paychecks. Little or nothing is 
asserted in the complaint which supports 
plaintiff’s present insistence that this action 
is rooted in state “common law” principles. 
The actual language of the complaint in 
fact belies this. It is only in this motion 
for remand that plaintiff first alleges he is 
claiming wrongful withholding of state in- 
come taxes exclusively. The face of the com- 
plaint, however, clearly indicates that federal 
jurisdiction does exist. The action was 
therefore properly removed to this Court, 
and plaintiff’s motion to remand must ac- 
cordingly be denied. 


Defendani’s Motion to Dismiss.—Section 
3402(a)(1) of the United States Internal 
_ Revenue Code (Code) provides that “. . . 
every employer making payment of wages 
shall deduct and withhold upon such wages 
ay tas gee OR UES Onn 8. 94012.c2)) Gli) a SEC= 
tion 3403 of the Code provides that “[t]he 
employer shall be liable for the payment of 
the tax required to be deducted and with- 
held under this chapter, and shall not be 
liable to any person for the amount of any 
such payment.” 26 U. S. C. § 3403. 


It is difficult to construe this action as 
anything other than plaintiff’s effort to hold 
his employer liable for the taxes withheld 
from his wages, an attempt that flies in the 
face of the clear language of the statute. 
Bechtel has done no more than comply 
with applicable federal laws and IRS code 
sections and regulations governing the with- 
holding of federal income tax. Although 
plaintiff styles his complaint an action for 
breach of contract, he does not assert that 
his employment contract contained any 
specific provision requiring Bechtel to re- 
frain from withholding taxes from his 
wages. Indeed, had such a provision ex- 
isted, it would surely be invalid and un- 
enforceable as contrary to statute and 
public policy. See Stonecipher v. Bray [81-2 
ustc [9614], 653 F. 2d 398, 403, (9th Cir. 
1981), cert. denied, 454 U. S. 1145 (1982). 
Section 3403 of the Code clearly proscribes 
employer liability in the instant situation; 
hence, Bechtel has merely discharged its 
legal obligations. Plaintiff’s “claim” is, 
therefore, statutorily barred. 


As a second and independent ground for 
dismissal, defendants argue that plaintiff’s 
claim is barred by the Anti-Injunction Act, 
26 U.S. C. § 7421(a), which prohibits tax- 
payers in plaintiff’s position from bringing 
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suit “for the purpose of restraining the 
assessment or collection of any tax.” This 
argument is meritorious. The purpose of 
this statute is to permit the United States 
to assess and collect taxes alleged to be due 
without judicial intervention and to require 
that the legal right to the disputed sums be 
determined in a suit for refund. Enochs v. 
Williams Packing and Navigation Co., Inc. 
[62-2 ustc 7 9545], 370 U. S. 1, 82 S. Ct. 
1125, 8 L. Ed. 2d 292 (1982). 


In the instant case, the fact that plaintiff 
has attempted to plead his claim in the 
guise of a contract action becomes nugatory 
when it is recalled that no contract term 
specifically addressed the issue of withhold- 
ing. It is apparent that the underlying mo- 
tivation for plaintiff’s complaint is to mount 
a challenge to the legality of federal tax 
withholding by way of an attack on de- 
fendants’ collection of such taxes. Such an 
action is firmly within the ambit of suits 
subject to, the proscriptions of the Anti- 
Injunction Act. 


Attorney’s Fees. There is evidence that the 
instant action is not an independent suit 
by an isolated taxpayer seeking redress, but 
is rather part of an organized campaign of 
“tax protest” lawsuits brought by several 
disgruntled taxpayers. See Howard Dec. 
The strategy of the campaign appears to 
be to thwart federal tax regulations by in- 
undating employers with frivolous suits in 
the hope that the volume and cost of litiga- 
tion involved in defending these actions will 
deter the latter from complying with the 
statutory requirement of tax withholding. 
Id. This is the second lawsuit plaintiff himself 
has instituted; an earlier action, differing 
only marginally from the present suit, was 
dismissed with prejudice by United States 
District Judge Spencer Williams on Au- 
gust 29, 1983. Finding that action frivolous 
and without foundation, Judge Williams 
awarded attorney’s fees and costs to de- 
fendant Bechtel. McFarland v. Comm’r., No. 
C-83-3840 (N. D. Cal., Aug. 29, 1983). 
Furthermore, the present action is virtually 
identical to another action filed against the 
same employer. Gonsalves v. Bechtel, No. 
C-83-3964; the latter case has also been 
dismissed with prejudice, and attorney’s 
fees awarded to Bechtel. 


Attorney’s fees may be awarded where a 
litigant files an action in bad faith. Roadway 
Express, Inc. v. Piper, 447 U. S. 752, 765-767, 
100 S. Ct. 2455, 65 L. Ed. 2d 488 (1979); 
Alyeska Pipeline Co. v. Wilderness Society, 
421 U. S. 240, 258-259, 95 S. Ct. 1612, 44 L. 
Ed. 2d 141 (1974); F. D. Rich Co. v. Indus- 
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trial Lumber Co., 417 U. S. 116, 120-30, 94 
S. Ct. 2157, 40 L. Ed. 2d 703 (1973). How- 
ever, he may seek to, characterize it, plain- 
“tiffs complaint is in reality a challenge to 
the federal tax laws. The meritlessness 
of the instant claim, conjoined with the 
profusion of such lawsuits directed against 
a single employer, is indicative of bad faith 
and vexatious intent. An award of attor- 
ney’s fees in suits such as this one may 
serve as “an appropriate deterrent to fu- 
ture frivolous suits.” Callow v. Amerace 
Corp. [82-2 ustc 9641], 681 F. 2d 1242, 
1243 (9th Cir. 1982). In view of the fact 
that Bechtel should not have to bear the 
costs of this action simply because it prop- 
erly complied with federal tax laws, an 
award of attorney’s fees is warranted. 


Conclusion 
The Court concludes: 


1. Plaintiff's complaint is barred by Sec- 
tion 3403 of the United States Internal 
Revenue Code, 26 U. S. C. § 3403; 


2. Plaintiff's complaint fails to state a 
claim upon which relief can be granted in 
that it is barred by the Anti-Injunction 


Act, 26 U. S. C. § 7421(a); 


3. An award of attorney’s fees and costs 
is appropriate in view of the frivolous 
and vexatious nature of the instant action. 


Accordingly, the Court hereby grants de- 
fendants’ motion to dismiss and denies 
plaintiff's motion to remand. 


[9445] United States of America, Appellee v. James C. Bouse Appetit United 
States of America, Appellee v. Mary K. Benson, Appellant. 


U. S. Court of Appeals, 8th Circuit, Nos. 84-5097, 84-5098, 4/15/85. Affirming an 


unreported District Court decision. 


[Code Sec. 7203] 


Criminal penalties: Failure to file return: Miscellaneous assertions of error—The 
taxpayers’ convictions for failure to file income tax returns were affirmed. There was 
no reversible error in the district court’s handling of voir dire, its refusal to disclose 
grand jury proceedings, or its denial of motions to suppress evidence obtained using 


administrative summonses. Back reference: {] 5709.256. 


Before HEANEY, Bricut, and Ross, Circuit Judges. 


Per Curtam: Mary K. and James C. Ben- 
son were convicted of failure to file income 
tax returns for the years 1977 through 1979, 
in violation of 26 U. S. C. §7203 (1982). 
On appeal, they contend that the district 
court* erred in: (1) failing to suppress 
IRS summonses, (2) denying a motion for 
discovery of grand jury proceedings, (3) 
refusing to admit certain testimony and a 
tape recording into evidence, and (4) re- 
fusing to ask certain voir dire questions 
requested by Mary Benson. We affirm the 
judgment of the district court. 


BACRGROUNL, In Becks eidhen tus 
ind Mai 


ber 8, 1980, the Internal Revenue Service 
(IRS) issued administrative summonses to 
Pillsbury Credit Union, Northwestern 
State Bank, and Northland Mortgage Com- 
pany seeking financial information con- 
cerning the Bensons. The  Bensons 
intervened in federal district court, claim- 
ing the summonses were invalid because 
they were issued solely to aid a criminal 
investigation. The court adopted a magis- 
trate’s report finding that the summonses 
had been issued for purposes of a civil 
investigation and recommending enforce- 
ment of the summonses. The Bensons — 
appealed to this court and we affirmed. 
United States v. dee aa Union eye 
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On January 25, 1984, a grand jury in- 
dicted: the Bensons on charges of failing 
to file income tax returns. In pretrial mo- 
tions, the Bensons again contested the 
validity of the 1980 summonses and also 
moved the district court to permit dis- 
covery of the grand jury proceedings. The 
court denied both motions. At the con- 
clusion of the trial, the jury found both 
Bensons guilty on three counts of failing 
to file income tax returns. The court 
sentenced James Benson to two years of 
imprisonment followed by three years of 
probation, and Mary Benson to one year 
of imprisonment followed by two years 
of probation. The Bensons appeal from 
the judgment and commitment orders. 


II. DISCUSSION. 
A. Administrative Summonses. 


The IRS has limited authority to issue 
summonses pursuant to 26 U. S. C. 
§ 7602 (1982): 

(a) Authority to summon, etc. 


For the purposes of ascertaining the 
correctness of any return, making a re- 
turn where none has been made, deter- 
mining the liability of any person for 
any internal revenue tax * * * or collecting 
any such liability, the Secretary is au- 
thorized— 


* * * 


(2) To summon * * * any person 
having possession, custody, or care of 
books of account containing entries re- 
lating to the business of the person 
liable for tax * * *, 


Section 7602 does not authorize the IRS 
to issue summons solely for the purpose of 
aiding criminal investigations. See United 
States v. LaSalle National Bank [78-2 ustc 
7 9501], 437 U. S. 298, 317 n. 18 (1978). 


In their pretrial motions, the Bensons 
alleged that the summonses issued in 1980 
were invalid because the IRS issued them 
with the sole intent of gathering evidence 
for a criminal prosecution. Accordingly, 
they moved to suppress all evidence ob- 
tained through the use of these summonses. 
Appellants raised the same issues in their 
original challenge to the enforcement of 
the summonses. In that action, the district 
court determined that the summonses were 
valid and. we affirmed the district court’s 
determination. United States v. Pillsbury 
Credit Union, supra. We think Pills- 
bury is dispositive and affirm the district 
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court’s denial of the Bensons’ motions to 
suppress. 


B. Voir Dire Questions. During voir 
dire, the district court refused to ask ques- 
tions proposed by Mary Benson regarding 
the jurors’ religious attitudes and their 
willingness to follow the law. Where, as 
here, the court did ask the jurors if they 
would follow the court’s instruction on the 
law and instructed them on the presump- 
tion of innocence and the Government’s 
burden of proof, it was within the trial 
court’s discretion to reject specific ques- 
tions proposed by the defendant. See 
United States v. Hall, 588 F. 2d 613, 615 
(8th Cir. 1978). Furthermore, Mrs. Benson 
has not demonstrated any prejudice re- 
sulting from the court’s refusal to ask the 
questions. Without substantial prejudice 
to defendant there can be no reversible 
error in the trial court’s handling of voir 
dire. United States v. Brown, 540 F. 2d 364, 
378-79 (8th Cir. 1967). 


C. Disclosure of Grand Jury Proceed- 
ings. Although disclosure of grand jury 
proceedings under certain circumstances 
is now authorized by Rule 6 of the Federal 
Rules of Criminal Procedure, a long-estab- 
lished policy in the federal courts main- 
tains the secrecy of these proceedings. In 
Re Disclosure of Testimony Before the Grand 
Jury, 580 F. 2d 281, 285 (8th Cir. 1978). 
Parties seeking disclosure must show a 
“particularized need,” and the decision to 
permit disclosure lies within the sound dis- 
cretion of the trial judge. Douglas Oil Co. 
v. Petrol Stops Northwest, 441, U. S. 211, 
223 (1979); United States v. Lame, 716 F. 
2d 515, 518-19 (8th Cir. 1983). The record 
supports the district court’s finding of no 
particularized need for disclosure; we 
therefore conclude that denial of the Ben- 
sons’ motions for discovery of the grand 
jury proceedings did not constitute an 
abuse of discretion. 


We have also reviewed the Bensons’ 
arguments concerning the district court’s 
exclusion of certain items of evidence. We 
conclude that the court’s evidentiary rul- 
ings did not constitute an abuse of its dis- 
cretion; thus, reversal is not warranted 
on this basis. 


III. CONCLUSION. For the foregoing 
reasons, we affirm the judgment of con- 
viction. > 
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[] 9446] Charles E. and Carol M. Saunooke, et al., Plaintiffs v. The United States, 
Defendant. 


U.S. Claims Court, No. 129-85T, 6/5/85. 


[Code Sec. 7422] 


Civil suits: Civil actions for refund: Class action: Certification denied.—The tax- 
payers, who were members of an Indian tribe, were denied certification of their proposed 
class action for refund of federal income taxes. Pursuant to an Act of Congress and a 
United States Supreme Court ruling, income which is derived directly from land allotted 
to individual members of the tribe, as well as undivided parcels of land, is exempt from 
taxation. The taxpayers proposed a class claim alleging that they had been disallowed 
the exemption from taxation for the portion of their income which was generated from 
their commercial businesses operated on possessory holdings. In denying the taxpayers’ 
motion for certification, the court discussed various factors contributing to the disfavored 
Status of a class action in the Claims Court coupled with the difficulties a class action 


creates in a tax refund suit. Back reference: {] 5781.5255. 
Charles A. Hobbs, Hobbs, Straus, Dean & Wilder, 1819 H Street, Washington, D. C. 


20006, Orville Coward, Coward, Dillard, Cabler, Sossoman, 


& Hicks, 43 West Main 


Street, Sylva, N. C. 28779, Steve C. Horowitz, Albright, Horowitz, Gallagher & Robinson, 


P. O. Box 2727, Gastonia, N. C. 28052, Theodore A. Shields, 
Wilder, 1819 H Street, Washington, D. C. 20006, for plaintiffs. 


Hobbs, Straus, Dean & 
Glenn L. Archer, Jr., 


Assistant Attorney General, Theodore D. Peyser, Mildred L. Seidman, Department of 


Justice, for defendant. 


Order 


NETTESHEIM, Judge: Plaintiffs have 
moved for class action certification pur- 
suant to RUSCC 23. Defendant opposes. 


Facts 
On March 6, 1985, Charles E. Saunooke, 
Charles Bradley, Carolyn Crowl, and 


Nathan Robinson, all enrolled members of 
the Eastern Band of Cherokee Indians, a 
federally recognized tribe residing in North 
Carolina, along with their spouses (“plain- 
tiffs”), filed a complaint seeking a refund 
of federal income taxes pursuant to Inter- 
nal Revenue Code (“I. R. C.”) § 7422, 26 
U.S. C. § 7422 (1982). 


By motion filed simultaneously with their 
complaint, plaintiffs requested certification 
of a general class consisting of enrolled 
members of the Eastern Band of Cherokee 
Indians of North Carolina who own “pos- 
sessory holdings” and derive income di- 
rectly from such holdings. Plaintiffs also 
sought appointment as representatives of 
the proposed class. 


The complaint and motion allege that all 
land located on the Cherokee Reservation 
is owned by the United States in trust for 
the tribe pursuant to the Act of June 4, 


1See Rev. Rul. 
come derived directly from allotted and re- 
stricted Indian lands exempt from federal 
income tax); Rev. Rul. 67-284, 1967-2 C. B. 55, 


56-57 (five-part test for determining whether 


Indian income exempt from federal taxation). 
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56-342, 1956-2 C. B. 20 (in- 


1924, Pub. L. No. 190, 43 Stat. 376 (codified 
at 25 U. S. C. §331 note (1982)) (the 
“Act”). Under section 21 of the Act, 43 
Stat. 381, lands allotted to individual mem- 
bers of the tribe, as well as undivided par- 
cels, are exempt from taxation. Squire v. 
Capoeman [56-1 ustc 9474], 351 U. S. 1 
(1956), restricted the exemption to include 
only income derived directly from the land.* 


The named plaintiffs and all members of 
the proposed class claim that they have 
been disallowed the aforementioned exemp- 
tion for that part of their income derived 
directly from their possessory holdings. 
The income, if any, so derived is generated 
by the commercial businesses operated on 
plaintiffs’ possessory holdings. At issue in 
this case are tax years 1971-75 and 1977-82.’ 
Thus far none of the members of the pro- 
posed class, with the exception of the 
named plaintiffs, have complied with the 
jurisdictional preconditions for a tax refund 
action in this court—payment of any as- 
sessed deficiency and timely claim for re- 
fund. Accordingly, by their reply brief, 
plaintiffs seek to recharacterizé the class 
to include only those Eastern Cherokee 
taxpayers who have filed timely claims for 
refund, and they request certification of 
the proposed class on a provisional basis 


2 Exhibits A-D of the complaint indicate the 
applicable tax years for the named plaintiffs. 


Similar information has not been supplied for 


the remaining members of the proposed class. 
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until further jurisdictional compliance ma- 
terial is gathered with respect to the entire 
class. 

Discussion 


Class Actions in the United States Court of 
Claims and the United States Claims Court 

The case history developed by the former 
Court of Claims and the present Claims 
Court reveals that the class action has been 
“generally disfavored” and should be re- 
served only for “extraordinary cases.” 
O’Hanlon v. United States, 7 Cl. Ct. 204, 206 
(1985) (citing, inter alia, Kominers v. United 
States, 3 Cl. Ct. 684 (1983); and Cooke v. 
United States, 1 Cl. Ct. 695 (1983) (orders 
denying class action certification)). Al- 
though the reported decisions provide no 
definitive reasons for the limited regard 
that the class action has received in both 
courts, several considerations have emerged. 
First, the majority of actions in this court 
seek money judgtnents, 28 U. S. C. § 1491 
(a)(1) (1982);* see Opalack v. United 
States, 5 Cl. Ct. 349, 360 (1984), and liti- 
gants must individually prove both their 
damages and the quantum thereof sus- 
tained by reason of governmental conduct. 


Consistent with the principle that 
waivers of sovereign immunity are nar- 
rowly construed, see, e. g., United Construc- 
tion Co. v. United States, 7 Cl. Ct. 47, 50 
(1984) (order denying motion for summary 
judgment) (citing cases), neither this court 
nor its predecessor ever indicated a toler- 
ance for speculation in damage determina- 
tions. Accordingly, the courts have required 
each claimant, in sustaining its burden 
of proof, to provide a sufficient basis 
for determining damages sought. See 
G. M. Shupe, Inc. v. United States, 5 Cl. Ct. 
662, 719, 740 (1984); Willems Industries, 
Inc. v. United States, 155 Ct. Cl. 360, 376, 
295 F. 2d 822, 831 (1961), cert. denied, 370 
U. S. 903 (1962). It is inconsistent with 
the courts’ unwillingness to speculate as to 
damage determinations to permit a large 
number of claimants to seek relief through 
a class action. As a practical matter, only 
the named plaintiffs or class representa- 
tives are capable of satisfying this strict 
burden of proof. Further, RUSCC 42 gov- 
erning consolidations provides an alterna- 
tive under which numerous litigants 
possessing similar claims can consolidate 
their actions. By proceeding under Rule 
42, the court does not sacrifice its interest 
in individualized damage determinations. 


%The fact that the majority of class actions 
‘in district court are for declaratory relief, 
coupled with the limited jurisdiction of the 
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Secondly, the class action has gained 
disfavor because of a recognition by the 
Claims Court and its predecessor of the 
flaws in maintaining the action as either 
a so-called opt-in or opt-out proceeding. 
See Quinault Allottee Ass'n v. United States, 
197 Ct. Cl. 134, 140, 453 F. 2d 1272, 1275 
(1972) (order granting class action certifi- 
cation). Since its initial application in the 
Court of Claims, the device has never been 
viewed as one which should operate to 
bind the parties to either its unfavorable 
or even favorable results under those cir- 
cumstances in which such individuals have 
failed to opt out or request class exclusion. 
O’Hanlon, 7 Cl. Ct. at 207 (citing Ouinault, 
197 Ct. Cl. at 141, 453 F. 2d at 1276). Con- 
versely, an opt-in approach, or one that 
affords protection to individuals who 
choose not to enter into a proposed class, 
places the court in the “decidely uncom- 
fortable position under our system of 
jurisprudence” of, in effect, inviting poten- 
tial litigants to come forward with their 
claims. See Cooke v. United States, 1 Cl. 
Ct. at 698. Reflecting dissatisfaction with 
class action procedures, Cooke states that 
the court should “be reluctant to certify a 
class unless it is convinced that to do so 
would serve the interests of justice.” Id. 


The unique jurisdiction of the court also 
limits the utility of the class action. “[T]he 
defendant in our cases is always the same 
—the United States... .” Cooke, 1 Cl. Ct. 
at 697-98. The Claims Court is precluded 
from adjudicating claims against individ- 
uals. E. g., Grundy v. United States, 2 Cl. Ct. 
596, 598 (1983). Once one prevails against 
the United States and an issue is actually 
and necessarily determined by the Claims 
Court, the doctrine of offensive collateral 
estoppel can bind the United States in sub- 
sequent actions by different individuals 
with respect to previously litigated issues. 
For the doctrine to apply, “both the prior 
and subsequent litigations need only have 
one party in common... .” Monterey Life 
Systems, Inc. v. United States, 225 Ct. Cl. 50, 
61, 635 F. 2d 821, 827 (1980). “Mutuality 
of parties is no longer required. . . .” De- 
partment of Natural Resources & Conserva- 
tion v. United States, 1 Cl. Ct. 727, 737 
(1983). In this court the results achieved 
by class action can be as easily obtained 
by individual suits. See Cooke, 1 Cl. Ct. 
at 698. 


Claims Court to issue such relief, also serves 
to explain the infrequent occurrence of class 
a 
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Finally, Congress conferred on this court 
power to make its own rules. 28 U.S. C. 
§ 2503(b) (1982). Departing from the 
formulation utilized by the former Court of 
Claims, which had been carried over into 
the new rules of this court, see Kominers v. 
United States, 3 Cl. Ct. 685-86, the Claims 
Court adopted in its stead the following 
Rule 23 effective on February 15, 1984: 


A motion to certify a class action shall 
be filed with the complaint and comply 
with Rule 3(c), with service to be made 
as provided in Rule 4. The court shall 
determine in each case whether a class 
action may be maintained and under 
what terms and conditions. 


Refund Claims as Class Actions 


This case is particularly ill-suited for 
class certification by virtue of its status 
as a tax refund claim. Under I. R. C. 
§ 7422(a), the United States has waived its 
sovereign immunity for tax refund claims. 
However, the waiver of immunity is limited. 
Accordingly, tax refund suits must be main- 
tained “strictly within the terms of the 
statute under which the sovereign has con- 
sented to be sued.” Lipsett v. Umted States, 
87. EY Re AD 549:95519(S Di Nia, 1965) 
(quoting 10 Mertens Law of Federal Income 
Taxation, §58 A. 02, at 4 (1984 ed.)). 


Plaintiffs recognize that strict adherence 
to sovereign immunity mandates that this 
court cannot gain subject matter jurisdic- 
tion over a tax refund action until each 
member of the proposed class has paid 
his entire assessed deficiency and filed a 
timely claim for refund pursuant to 26 
U. S. C. § 7422(a). Frise v. United States 
[84-2 ustc [9637], 5 Cl. Ct. 488, 490 
(1984) (citing cases); B & M Gross Corp. 
v. Umited States [84-1 ustc { 9373], 4 Cl. Ct. 
792, 794 (1984). Thus far only the named 
plaintiffs have satisfied the jurisdictional 
preconditions. 


Seeking to achieve jurisdictional compli- 
ance by the entire proposed class, the 


named plaintiffs narrow the size of their 
class to include only those Eastern Chero- 
kee Indian taxpayers who have filed timely 
claims for refund. They request provi- 
sional class action certification or, more 
specifically, deferral of such determination 
until entry of final judgment. Plaintiffs 
contend that by final judgment, jurisdic- 
tional compliance information concerning 
the unnamed class members will be sup- 
plied to the court to enable it to issue 
a final order regarding certification. The 
procedure suggested for bringing the pro- 
posed class action within the court’s sub- 
ject matter jurisdiction, however, would 
contravene settled law militating against 
deferred certification determinations* and 
serves only to emphasize the problems asso- 
ciated with the pursuit of tax refund claims 
in a class action context. 


Lipsett v. United States, 37 F. R. D. 549 
(S. D. N. Y. 1965), illustrates the indi- 
vidualized, rather than class-oriented, nature 
of tax refund actions. In Lipsett claimants 
sought refund of their taxes by class action. 
After refusing certification for inadequacy 
of class size, the court also refused to 
permit movants to intervene, stating that by 
nature “a tax refund action involves, in 
effect a reaudit of the individual taxpayer’s 
return for the time period in question (cit- 
ing Lewis v. Reynolds [3 ustc { 856], 284 
U. S. 281 (1932)), and not merely the 
ground on which the refund is sought 
oe ae, Lapsett, of kau. Dates 52. \Vnether 
the tax refund action is litigated as a 
class action or one in which the movants 
seek intervention, the court has the respon- 
sibility of “adjudicating the validity of each 
item on [each claimant’s return].” Such a 
“conglomerate” refund action would be both 
“chaotic” and burdensome for both the 
parties and the court involved. 37 F. R. D. 
at 552-53. 


Menesen evidentiary Bs a ae render 
impracticable the disposition of tax refunds 
as class actions. In a suit for refund of 


“As authority for deferring the certification 
determination until such a late stage in this 
proceeding, plaintiffs cite General Telephone 
Co. v. Falcon, 457 U. S. 147, 160 (1982), and its 
reference to Fed. R. Civ. P. 23(c)(1). The sec- 

nce of Fed. R. Civ. P. 23(c) (1) Boa 


settled proposition that class certification 
should precede any determination on the merits 
of a case. Otto v. Variable Annuity Life In- 
surance Co., 98 F. R. D. 747 (N. D. Ill. 1983) 
(citing Peritz v. Liberty Loan Corp., 523 F. 2d 
349, 353-54 (7th Cir. 1975); and Hisen v. Carlisle 
& Jacquelin, 417 U. S. 156, 177-78 (1974)). 
Although a applica be dn ‘this ee an ex- 
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federal taxes, the court begins its inquiry 
by recognizing that determinations of the 
Internal Revenue Service are presumed to 
be correct. See, e.g., Chilton T. C. AU v. 
United States, 4 ClsCt 442 (1984). To pre- 
vail each individual must not only estab- 
blish the error in his particular assessment, 
but also the correct amount of taxes. Eg., 
Luce v. United States [84-1 ustc J 13,549], 4 
ClsCt 212, 222 (1983), Viereck v. United 
States [83-2 ustc J 9664], 3 ClsCt 745, 750 
(1983). As with the burden of proof in the 
court with respect to damages, it is vir- 
tually impossible in a class action to achieve 
the individualized results demanded under 
this burden of proof. 


Application of the Federal Rules of 
Civil Procedure , 


In support of their motion, plaintiffs rely 
on Kominers v. United States, 3 Cl. Ct. 685; 
Crone v. United States, 210 Ct. Cl. 499, 515, 
538 F. 2d 975, 884 (1976); and Quinault 
Allottee Ass'n, 197 Ct. Cl. 134, 140-41, 453 
F. 2d 1272, 1276, for the proposition that 
Fed. R. Civ. P. 23 supplies “persuasive cri- 
teria” for determinations in the Claims 
Court ‘concerning class action certification. 


Plaintiffs thoroughly analyze this case 
under the criteria whose development drew 
from various portions of Fed. R. Civ. P. 23 
and which were adopted in Quinault. The 
Federal Rule, however, was not deemed 
binding on this court’s predecessor. Crone, 
210 Ct. Cl. at 515, 538 F. 2d at 884. Thus, 
the court in Quinault deemed these criteria 
“Tpersuasive] in appropriate cases,” even 
though the criteria of Federal Rule 23 were 
held not to be requirements. Crone, id.; 
Quinault, 197 Ct. Cl. at 139, 453 F. 2d at 
1275; see Washington-Baltimore Newspaper 
Guild, Local 35 v. Washington Post Co., 442 
F. 2d 1234, 1239 (D. C. Cir. 1971) (Federal 
Rules of Civil Procedure not designed to 
apply in any proceeding other than the 
ones in United States district courts).* 
Although the Quinault standards now do 
not merit endorsement as the exclusive cri- 
teria for certification determinations in this 
court, their recognition in O’Hanlon, 7 Cl. 


5In their reply ‘plaintiffs cite to several tax 
eases, including Flast v. Cohen, 392 U. S. 83, 
94 (1968), which was certified as a class action. 
Although each of these state and federal cases, 
which were decided under the Federal Rules or 
their equivalent, has been examined carefully, 
the court declines to follow them based on the 
policy considerations discussed in the text of 
this order. 

6 For refund actions in a class context, the 
class can only be as large as the number of 
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Ct. at 206, warrants at least their applica- 
tion to the facts of this case.° 


First, with respect to the commonality 
of claims requirement, plaintiffs’ version of 
the common legal issues in this case asks 
“whether the class members are being un- 
lawfully taxed on the amount of income 
which they directly derive from their pos- 
sessory holdings. . . .”, Plfs’ Mem. filed 
Mar. 6, 1985, at 6, and, although this does 
represent a question common to the entire 
class, it is not a complete statement of 
the predominant legal issue. Plaintiffs’ in- 
quiry is resolved promptly under section 21 
of the Act and Squire v. Capoeman, 351 
U. S. 1. Taxation of the income from class 
members derived directly from their pos- 
sessory holdings is unlawful. Rather, the 
dispositive legal issue in this case is as 
defendant suggests: whether the income 
produced by the commercial operations con- 
ducted on the possessory holdings of 
members of the proposed class may be con- 
sidered directly derived from the land and 
thus tax exempt. See Critzer v. United 
States, 220 Ct. Cl. 43, 55, 597 F. 2d 708, 715, 
cert. denied, 444 U. S. 920 (1979). It is 
unlikely that the resolution of the legal 
issue will involve a common question for 
any of the members of the proposed class, 
because the commercial operations on each 
class member’s possessory holding must be 
examined to determine whether the income 
from such operations is directly derived 
from the land. 


The commonality requirement also is not 
satisfied with respect to factual issues in 
this case. Although a precise statement of 
the uncommon factual issues need not be 
set out at this juncture, they would ulti- 
mately entail individualized quantitative 
determinations of the applicable tax exemp- 
tions, if any. Cooke denied class action 
certification where the factual issues in 
dispute concerned status and damage ques- 
tions particular to each claimant, and for 
the same reason denial is warranted here. 
1 Cl. Ct. at 699. Further, Cooke indicates 
that where factual issues are not common 
among numerous potential plaintiffs, the 


members who have fulfilled all required juris- 
dictional preconditions. Thus, with provisional 
certification barred, the proposed class in this 
case consists of at most 14 members—the four 
named plaintiffs (and their spouses) and the 
six additional taxpayers who plaintiffs allege 
have filed or soon will file claims for refund. 
Viewing matters in the light most favorable to 
plaintiffs, the Quinault standards shall be ap- 
plied without regard to the failure to satisfy 
jurisdictional prerequisites. ‘ 
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class action is of no greater value than 
repetitive lawsuits, since under either form 
of proceeding separate determinations of 
each factual issue would remain necessary. 
1 Cl. Ct. at 698. 


Secondly, plaintiffs contend that the risk 
of inconsistent adjudications in this case 
warrants class certification and in support 
of their contention cite Cooke. While Cooke 
is correctly cited for the proposition that 
there exists a risk of inconsistent judgments 
in tax refund actions by virtue of the 
concurrent jurisdiction of the district courts 
and this court over such suits, 28 U.S. C. 
§ 1346(a)(1), and counsels that class action 
treatment be granted “most liberally” in 
cases that could involve concurrent juris- 
diction, 1 Cl. Ct. at 697-98 & n.4, the risk 
is not so excessive in this instance as to 
warrant class certification. Venue in tax 
refund actions is proper only in the judicial 
district where the taxpayer resides. See, 
e.g., Noonis v. United States, 539 F. Supp. 
404-05 (S. D. Cal. 1982). All named plain- 
tiffs and potential class members reside in 
North Carolina. Accordingly, refund actions 
pursued by plaintiffs individually could be 
brought only in the appropriate North Caro- 
lina district courts or this court. This is 
not the type of action where plaintiffs could 
sue in the Claims Court as well as various 
district courts throughout the country. 


Thirdly, and notwithstanding the fact that 
resolution of the jurisdictional issue renders 
inadequate the size of the class in this case, 
plaintiffs’ allegation that the proposed class 
will consist of at least 50 members is insuf- 
ficient to satisfy the numerosity, or class 
size, requirement. See, e. g., Evans v. United 
States Pipe & Foundry Co., 696 F. 2d 925, 
930 (11th Cir. 1983) (showing of precise 
numbers is not required, but mere allega- 
tions of numerosity are inadequate); Waller 
v. International Harvester Co., 98 F. R. D. 
560, 563 (N. D. Ill. 1983) (numerosity 
requirement not satisfied where class size 
purely speculative). As with O’Hanlon, in 
which the 39-member size of the proposed 


class was not significantly smaller than the 


class proposed in this case, joinder of 
potential plaintiffs pursuant to RUSCC 
20(a) is the more suitable procedure. See 
7 Cl. Ct. at 206. 


In any event, significant doubt exists as 
to whether the named plaintiffs could rep- 
resent adequately the interests of the pro- 
posed class. Although they seek to litigate 
the question of whether they have been 
deprived unlawfully of an exemption for 
income generated by commercial operations 
on their possessory holdings, no considera- 
tion is given to the potential issues that 
could be raised by other members of the 
proposed class. Plaintiffs contend that the 
existence of such additional issues is specu- 
lative. However, a tax refund action in a 
class action context which seeks to litigate 
at least ten tax years of various litigants 
could breed additional issues not adequately 
represented by the named plaintiffs’ com- 
plaint. Representation by others would be 
particularly detrimental to any unnamed 
plaintiffs since a decision on each tax year 
is res judicata as to any subsequent proceed- 
ings involving that year. Commtssioner v. 
Sunnen [48-1 ustc 9230], 333 U. S. 591, 
598 (1948). Thus, as defendant argues, 
“TC]ertification followed by a judgment for 
the Government would cause each member 
of the class to forfeit all other [potential] 
claims for refund ....”, Def’s Brief at 7-8, 
for the ten years at issue. As a consequence, 
provisional certification is not a satisfactory 
alternative. 


Conclusion 


Under RUSCC 23 the judge is delegated 
the discretion in each case to determine 
“whether a class action may be maintained 
and under what terms and conditions.” The 
various factors contributing to the disfa- 
vored status of the class action in this court, 
coupled with the difficulties it creates in 
tax refund litigation, counsel against certifi- 
cation of the proposed class action in this 
case. 


Based on the foregoing, plaintiffs’ motion 
for class action certification is denied. 
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[713,600] Alfred Giardino, Executor of the Estate of Ferdinand G. Chiarello, Plaintiff v. 
Commissioner of Internal Revenue and United States of America, Defendants. 


US. District Court for the Southern District of New York, 83 CIV 7205 (CBM), 12/12/84. 


[Code Sec. 2039 prior to amendment by the Revenue Act of 1978] 


Estate tax—Gross estate—Lump-sum distributions—Qualified plans.—The proceeds of 
life insurance policies on the life of a decedent that were paid in a single sum as death 
benefits under a qualified pension plan were not includible in the decedent’s gross estate 
because the beneficiary did not elect to have the amount taxed as a lump-sum distribution 
for income tax purposes. Back references: J 6890.02 and 6890.32. 


Lambos, Flynn, Nyland & Giardino, W. Donald Nyland, 29 Broadway, 9th Floor, New York, 
New York 10006 for Plaintiff. Rudolph W. Guiliani, United States Attorney, Southern District of 
New York, Marc H. Rosenbaum, One St. Andrew’s Plaza, New York, New York. 10007 for 


Defendants. 
MEMORANDUM OPINION AND 
ORDER 


MOTLEY, Ch. J.: Plaintiff Alfred Giardino sues 
as executor of the estate of Ferdinand G. 
Chiarello to recover estate taxes he claims were 
erroneously and illegally paid. Plaintiff asserts 
that defendant Commissioner of Internal Reve- 
nue improperly included in decedent’s gross 
estate the proceeds of certain life insurance poli- 
cies held by decedent’s pension plan. This mat- 
ter is before the court on defendants’ motion for 
judgment on the pleadings and plaintiff’s 
motion for summary judgment. For the reasons 
set forth below, plaintiff's motion is granted and 
defendants’ motion is denied. 


FACTS 


Although no formal stipulation of facts has 
been entered into by the parties, there appear to 
be no material factual disputes in this case. In 
addition, since defendants have not filed an 
answer to plaintiff's statement in accordance 
with Local Rule 3(g), plaintiff’s statement of 
the facts must be deemed to be admitted. 


Decedent Ferdinand G. Chiarello died on 
October 31, 1978. At the time of his death, 
decedent was a 36 year employee and partici- 
pant in the Pittston Stevedoring Salaried 
Employees Pension Plan (Pension Plan), which 
is a qualified pension plan under Internal Reve- 
nue Code section 401(a). The Pension Plan held 
six whole life insurance policies on the life of 
decedent to fund his retirement benefits, which 
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would have consisted of an annuity funded by 
the cash value of the policies. 


Upon decedent’s death, the full face value of 
the policies, $196,606.67, was paid directly into 
a previously unfunded inter vivos trust. 
Chiarello had established the trust to continue 
support payments to his estranged wife, Olive, 
in the event of his death. At no time did the 
inter vivos trustee or the executor elect to have 
the proceeds received under the insurance poli- 
cies treated as a “Jump sum distribution’ under 
LR.C. section 402(e)(4)(B), and no Form 4972 
was ever filed making such an election. 


Plaintiff Giardino, as executor, filed U/S. 
Estate Tax Return, Form 706, on July 31, 1979, 
listing the insurance proceeds as excludable. On 
July 2, 1982, the Internal Revenue Service 
(IRS) issued a Notice of Deficiency for 
$71,933.66, which included $64,632.58 of estate 
tax on the insurance proceeds claimed to be 
excludable and $7,301.08 of unrelated estate 
taxes not challenged herein. On September 5, 
1982, the estate paid $71,933.66, plus interest of 
$27,604.78, or a total of $99,538.44 to the IRS. 
On September 14, 1982, the estate filed a claim 
for a refund, Form 843, for $64,632.58 of tax 
paid on the insurance proceeds, plus $24,836.36 
of interest paid thereon. Plaintiff brought this 
action to recover on this claim on September 27, 
1983. 


DISCUSSION 


Defendants concede that since more than six 
months elapsed after the filing of the claim for a 
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refund before plaintiff commenced this action, 
jurisdiction in this court is proper under I.R.C. 
section 6532(a)(1). In fact, this court notes, 
more than twenty-six months have now elapsed 
since plaintiff first filed his claim, with no offi- 
cial denial of the claim having been issued by 
the District Director. 


This case presents a transitional problem con- 
cerning the construction of I.R.C. section 2039, 
which deals with the estate tax treatment of 

- annuities, and, more specifically, section 2039(c) 
as it existed between the amendments of 1976 
and 1978. All statutory references herein will be 
to the Code as it existed at the time of dece- 
dent’s death in 1978. The question presented, 
one of virtual first and perhaps last impression, 
is whether the proceeds of life insurance policies 
paid in a lump sum as death benefits under a 
qualified pension plan are includable in the 
decedent’s gross estate when no election of 
“Jump sum”’ treatment is made by the estate. 


Generally, I.R.C. section 2042 makes life 
insurance proceeds includable in the decedent’s 
gross estate. However, section 2039(a), which 
provides that a decedent’s annuities are includ- 
able, makes an exception for those paid by quali- 
fied plans through policies on the life of the 
decedent. Section 2039(c) excludes qualified 
plan annuities unless paid through “a lump sum 
distribution described in section 402(e)(4).” 
Rev. Rul. 67-371, 1967-2 C.B. 329 clarifies the 
interaction of these provisions by providing that 
life insurance proceeds paid through qualified 
plans, otherwise includable under section 2042, 
are exlcudable under 2039(c). Since decedent 
Chiarello’s insurance proceeds were paid under a 
qualified pension plan, they are therefore 
excludable from the gross estate unless they fall 
within the lump sum exception of section 
2039(c). 


The question, then, is what precisely is the 
meaning of ‘‘a lump sum distribution described 
in section 402(e)(4)’? Plaintiff contends that 
the plain language of section 2039 requires us to 
consult the entire subsection 402(e)(4), which as 
a whole is labelled ‘Definitions and special 
_ rules.” Section 402(e)(4)(A) defines what a lump 
sum is in a way that concededly applies to 
plaintiff’s claim, but 402(e)(4)(B) provides that 
the taxpayer must elect lump sum treatment in 
order for a pa yanent to be Slee asa ap 


Defendants respond that only section 
402(e)(4)(A) should be looked to in determining 
whether a lump sum distribution has been made 
for the purposes of section 2039(c). Defendants 
cite to legislative history to back up their inter- 
pretation of section 2039, relying primarily on a 
post-enactment Congressional explanation. See 
S. Rep. No. 95-1263, 95th Cong., 2d Sess. 81 
(1978) (pre-1979 law denied exclusion to all 
lump sums regardless of election of lump sum 


treatment). Limited legislative history, how- 


ever, should not be relied upon to contradict the 
meaning of a statute plain on its face, unless 
necessary to avoid an absurd result. Cf. United 
States v. Perdue Farms, Inc., 680 F.2d 277, 284 
(2d Cir. 1982), and this court is particularly 
reluctant to apply after-the-fact commentary by 
a different Congress to interpret a statute unless 
that statute is incapable of reasonable contruc- 
tion by its own language. 


As further support for their interpretation, 
defendants cite to Treas. Reg. section 
20.2039-3(b), which purports retroactively to 
define lump sum with reference to section 
402(e)(4)(A) only. Under this construction, dece- 
dent’s insurance proceeds would be a lump sum 
distribution subject to estate taxation even 
though no election was ever made under section 
402(e)(4)(B). 


The Secretary of the Treasury is empowered 
under I.R.C. section 7805 to promulgate retroac- 
tive regulations. However, courts will decline to 
give regulations retroactive effect when they 
wiil result, inter alia, in inconsistent treatment 
of similarly situated taxpayers or inordinately 
harsh results in a particular case. See Anderson, 
Clayton & Co. v. United States [72-2 UsTC 
{| 9727], 562 F.2d 972, 981 (Sth Cir. 1977), cert. 
denied, 436 U.S. 944 (1978); Chock Full O’ Nuts 
Corporation v. United States [72-1 ustc J 9146], 
453 F.2d 300, 302-03 n.6 (2d Cir. 1971); Dunn 
v. United States, 468 F.Supp. 991, 995 & n.20 
(S.D.N.Y. 1979) (Weinfeld, J.). 


There appears to be only one federal case on 
point in this controversy. In Giardina y. United 
States of America, 80-2 U.S.T.C. 13,383, 47 
AFTR 2d 81-1580 (D. Md. 1980), aff'd without 
published opinion, 661 F.2d 921 (4th Cir. 1981), 
a Maryland district court held that the refer- 
ence to section 402(e)(4) in section 2039 must on 
its face be read to encompass al] of 402(e)(4), 
including both subsections (A) and (B). See also 
J. Lidsky, Lump Sum Distributions under the 
Tax Raloriis At ef 1976, 19 B. Cli Revs ast} 
534- 
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The taxpayer’s argument rests on the plain 
text of the statute. The United States relies 
largely on the legislative history of a provision 
in the Revenue Act of 1978 that amended the 
section at issue. The district court correctly 
reasoned that the subsequent statutory 
amendment and its legislative history cannot 
alter the language of the applicable statute. 


Giardina v. United States, No. 80-1822, slip op. 
at 2 (4th Cir. July 7, 1981). The circuit court 
further observed that I.R.C. regulations pursu- 
ant to section 2039 are also “post hoc interpre- 
tations that cannot override statutory 
language.” Id. n.*. 


Defendants seek to distinguish Giardina on 
the basis that it did not deal with insurance 
proceeds. However, as the government itself has 
argued, the meaning of Rev. Rul. 67-371, 1967-2 
C.B. 329 is that “if a payment is receivable by a 
beneficiary under a qualified plan, then the 
payment will be either excluded or included 
from the estate depending solely on the applica- 
tion of the language in section 2039(c), whether 
or not the payment is in the form of insurance 
proceeds.” Memorandum of Law in Support of 
Defendant’s Motion for Judgment on the Plead- 
ings at 9. Since the meaning of the language in 
section 2039 was precisely the issue addressed in 
Giardina, that case is squarely on point and this 
court adopts its analysis here. 


As the Giardina court concluded, the plain 
language of the applicable statutes supports 
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plaintiff's position. Since the statute of limita- 
tions and changes in the code make it unlikely 
that this precise question will arise again, the 
policy in favor of consistent treatment of simi- 
larly situated taxpayers argues against permit- 
ting defendants retroactively to apply 
regulations so as to change the result of 
Giardina in this case. Particularly since such an 
inconsistent ruling would have so little effect on 
future I.R.S. policy, this result would be inordi- 
nately harsh as to this taxpayer. Therefore, the 
court finds that the reference in section 2039(c) 
to section 402(e)(4) encompasses both (4)(A) 
and (4)(B), and that since no election of lump 
sum treatment was made pursuant to (4)(B), the 
proceeds of the insurance policies on decedent’s 
life should not receive lump sum treatment. 
These funds should therefore have been excluded 
from decedent’s gross estate. 


For the foregoing reasons, plaintiff’s motion 
for summary judgment is granted and defen- 
dant’s motion for judgment on the pleadings is 
denied. The clerk is directed to enter judgment 
against the defendants in the amount of 
$89,468.94 plus interest to be calculated pursu- 
ant to 28 U.S.C. 2411. 


This action is hereby discontinued. 


SO ORDERED 


Dorothy N. Hunter, Executrix of the Estate of Samuel Knox Hunter, Jr., 


Deceased, Plaintiff v. United States of America, Defendant. 


US. District Court for the Western District of Pennsylvania, Civil Action 82-2756, 11/28/84. 


[Code Sec. 2041] 


Estate tax—Gross estate—Powers of appointment—Ascertainable standard.—A dece- 
dent’s power to invade the corpus of a trust for his benefit “should any emergency arise” was 
not a general power of appointment because its exercise was limited by an ascertainable 
standard relating to his health, education, support or maintenance. The power was limited 
by the term “emergency” since the decedent’s ability to exercise it was reasonably measura- 
ble in terms of his needs for health or support. Therefore, the value of the trust corpus was 
not includible in the decedent’s gross estate. Back reference: § 6945.555. 


William McC. Houston, John F. Meck, Houston, Houston & Donnelly, 2510 Centre City Tower, 
Pittsburgh, Pennsylvania 15222, for plaintiff. Will E. McLeod, Thomas A. Daley, Department of 
Justice, Washington, D.C. 20530, for defendant. 


(2) Samuel Knox Hunter, Jr., died testate on 
October 17, 1978. A proper tax was paid on the 
undisputed portion of the estate, but not on the 


Memorandum Opinion 


ZIEGLER, District Judge: (1) This is a civil 


action seeking an estate tax refund in the 
amount of $44,138.97, plus interest. Jurisdiction 
is predicated on 26 U.S.C. § 7422 and 28 U.S.C. 
§ 1346(a)(1). The parties have submitted a stip- 
ulation of facts and each has moved for sum- 
mary judgment. 
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corpus of a trust created for decedent under the 
will of his mother, Stella T. Hunter. Contending 
that the corpus of the trust should have been 
included in decedent’s gross estate, the Internal 
Revenue Service assessed a deficiency. Plaintiff 
paid the deficiency and filed a claim for refund, 
asserting that decedent was only an income ben- 
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eficiary of the trust. The Internal Revenue Ser- 
vice denied the refund claim and plaintiff filed 
the instant action. 


(3) The Stella T. Hunter will divided her 
residuary estate into three equal parts. She 
devised one part outright to decedent. Stella T. 
Hunter Will, § III(A). She created a trust with 
the remaining two parts, naming decedent and 
Mellon National Bank and Trust Company as 
co-trustees. Stella T. Hunter Will, § III(B). 
Within Item III(B), paragraph (a) directed the 
payment of income from the trust to decedent 
for life. Subparagraph (b)(1) of Item III(B) pro- 
vided that upon the death of decedent, Samuel 
Knox Hunter, Jr., the trust estate was to be 
divided equally into two separate trusts. The 
net income from the first was to be paid to 
Dorothy Hunter, decedent’s wife, until her 
death or remarriage. Stella T. Hunter Will, 
§ ITI(B)(b)(2). The second half of the trust 
estate, as well as the remainder interest from 
Dorothy Hunter’s trust, was designated the 
“Residuary Trust.” Stella T. Hunter Will, 
§ III(B)(b)(1), (3). The Residuary Trust was to 
continue in separate trust for Stella T. Hunter’s 
grandchildren with distribution of principal at 
age thirty (30). Stella T. Hunter Will, 
§ IIT(B)(b)(4)-(7). 


(4) Subparagraph (b)(9) of Item III(B), the 
invasion clause, is crucial to the taxability of the 
corpus of the trust created for decedent in para- 
graph (a) of Item III(B). It provides as follows: 


If at any time the net income from any trust 
hereinabove established is inadequate for the 
comfortable support and maintenance of any 
beneficiary therein, or should any emergency 
arise, then and in such event my Trustees are 
authorized to pay to or use and expend for the 
benefit of any beneficiary so much of the 
corpus of the trust as in their sole and uncon- 
trolled discretion may be deemed necessary 
for such purposes. : 


Stella T. Hunter Will, § ITI(B)(b)(9). 


(5) The threshold issue is whether the inva- 
sion clause applies to the trust created for dece- 
dent in paragraph (a) of Item III(B) of the will. 
If so, decedent had the power to invade princi- 
pal in accordance with its terms and we must 
then decide whether the invasion clause consti- 
tutes a general power of appointment. 26 U.S.C. 
§ 2041. If it does, the corpus of decedent’s trust 
past be, included i in his gross estate and is sub- 


III(B)(b)(9). According to plaintiff, basic princi- 
ples of outlining preclude the application of sub- 
paragraphs under (b) to (a) because paragraphs 
(a) and (b) are parallel and equal in rank. Fur- 
thermore,. asserts plaintiff, the capitalization 
pattern and distinct labels employed by the 
scrivener isolate the decedent’s trust from the 
invasion power. 


(7) Under Pennsylvania law our task is to 


_ construe the will according to the intent of the 


testator. Estate of Reynolds, 494 Pa. 616, 627, 
432 A.2d 158, 163 (1981). Absent ambiguity, 
that intent should be determined from the four 
corners of the will. In re Blough’s Estate, 474 
Pa. 177, 185, 378 A.2d 276, 280 (1977). As the 
Supreme Court of Pennsylvania stated in 
Blough’s Estate, ‘“The duty of the court is not to 
determine what the testator might or should 
have said in light of subsequent events but, 
rather, the actual meaning of the words used. 
[citations omitted] Only if the language 
employed by the testator is ambiguous should 
the court resort to canons of construction.” Id. 


(8) The reference in the invasion clause to 
“any trust hereinabove established”’ does not, on 
its face, appear limited to only those trusts 
established in paragraph (b) of Item III(B). The 
usual meaning of “hereinabove” is “above this 
or at a prior point in this writing or document.” 
Webster’s Third New International Dictionary 
(1961). However, the outlining scheme does 
introduce a degree of ambiguity. 


(9) The scrivener employed considerably more 
precision when describing trusts in other provi- 
sions of the will. In subparagraph (b)(3) of Item 
III(B) “hereinabove” is used in conjunction with 
words of limitation: “the ‘Residuary Trust’ here- 
inabove referred to in Paragraph (b)(1).” Trusts 
are specified as follows in other numbered sub- 
paragraphs of (b): ‘each separate trust so set 
aside for each grandchild,” “the trusts created 
under subparagraph (b)(4) above,” and “any 
trust created or administered under this Item 
III.” Stella T. Hunter Will, § ITI(B)(b)(5)-(8). 
The lack of any words of limitation modifying 

“any trust hereinabove established” in the inva- 
sion clause, § III(B)(b)(9), suggests that the tes- 
tator intended “any trust hereinabove 
established” to mean any trust. 


(10) Turning to the trust labeling and capital- 
ization pattern, plaintiff asserts that decedent’s 
trust is referred to exclusively as the “Trust 
Estate.” However, in subparagraph (b)(8) and 


eee ie), of Item III(B) the lower case 
“trust u 


d to refer, in Pat, to decedent’s s 
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the will was not carefully drawn, casting doubt 
on the wisdom of placing too much emphasis on 
outline structure. 


(11) Extrinsic factors do not aid interpreta- 
tion. Stella Hunter knew that her son had con- 
siderable financial resources at the time she 
executed her will, suggesting perhaps that she 
would not find it necessary to grant him inva- 
sion power. Stipulation of Facts No. 9. Con- 
versely, Stella’s great concern for her son 
indicates that Stella would desire to grant inva- 
sion power to decedent in an emergency. Stipu- 
lation of Facts No. 7. We find that these 
extrinsic factors, being highly speculative, shed 
little light on a proper interpretation of the will. 


: (12) We believe that the reference in the 


- invasion clause to ‘‘any trust hereinabove estab- 


lihsed” [sic—CCH] must be given its plain 
meaning. Consequently, the invasion clause, 
§ III(B)(b)(9), does apply to decedent’s trust 
created in §III(B)(a). We hold that decedent 
possessed the power to consume the corpus of his 
income trust according to the terms of the inva- 
sion clause. 


II. Does the Decedent’s Invasion Power 
Constitute a General Power of Appointment? 


(13) If decedent’s power to consume principal, 
as limited by the invasion clause, constituted a 
“general power of appointment,” the principal 
or corpus of the trust is includible in his gross 
estate and subject to federal estate tax. 26 
U.S.C. §2041(a)(2). Section 2041 defines a 
“general power of appointment” as follows: 


(1) General power of appointment—The term 
“general power of appointment” means a 
power which is exercisable in favor of the 
decedent, his estate, his creditors, or the cred- 
itors of his estate; except that— 


(A) A power to consume, invade, or appropri- 
ate property for the benefit of the decedent 
which is limited by an ascertainable standard 
relating to the health, education, support, or 
maintenance of the decedent shall not be 
deemed a general power of appointment. 


26 U.S.C. § 2041(b)(1)(A). 


(14) The extent of decedent’s power over the 
trust corpus must be determined by Penn- 
sylvania law. Miller v. United States [68-1 USTC 
4 12,504], 387 F.2d 866, 868 (3d Cir. 1968). 
Decedent’s failure to exercise the power during 
his lifetime is irrelevant to this inquiry. Once 
the boundaries of the power are defined, the 
taxability of the interest is governed by federal 
law. Id. 


(15) The issue here is whether the grant of 
power to decedent in the invasion clause is “‘lim- 
ited by an ascertainable standard relating to the 
health, education, support or maintenance of 
the decedent.” 26 U.S.C. § 204(b)(1)(A). Defen- 
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dant concedes that power to invade for ‘“‘com- 
fortable support and maintenance” constitutes 
such an ascertainable standard and thus creates 
no general power of appointment. The dispute 
focuses on whether power to consume “‘should an 
emergency arise” is related to health, education, 
support or maintenance. 


(16) Defendant contends that In re Dobbin’s . 
Estate, 148 Pa. Super. 177, 24 A.2d 641 (1942), 
is dispositive of the meaning of “emergency” in 
Pennsylvania. In Dobbin’s Estate the testator 
granted his daughter, the income beneficiary of 
the trust, a personal right to invade corpus “‘in 
the event of an emergency.” The court permit- 
ted invasion when the beneficiary needed funds 
to prevent foreclosure upon one of her apart- 
ment houses. Jd. at 181-82, 24 A.2d at 643-44. 
Noting that the invasion clause did not limit 
“emergency” to any particular character or 
kind, the court found the clause ‘operative in 
any pressing situation, personal to the donee, 
which the payment of money will relieve.” Id. at 
180, 24 A.2d at 643. This interpretation of 
“emergency” appears to go beyond the confines 
of health, education, support and maintenance. 


(17) We are not bound to apply Dobbin’s 
Estate. The Pennsylvania Supreme Court has 
never considered the extent of power granted by 
authority to invade principal in an “emer- 
gency.’ While we must give “proper regard” to 
the rulings of lower state courts, we are, in 
effect, sitting as a state court and must apply 
state law as we find it. Commissioner of Internal 
Revenue v. Estate of Bosch [67-2 USTC 
{ 12,472], 387 U.S. 456, 465 (1967). 


(18) The vitality of Dobbin’s Estate, a 
42-year-old precedent, is questionable today. 
The Superior Court’s interpretation of ‘“emer- 
gency” was influenced in part by knowledge 
that the remainderman was a corporate charity. 
The court noted that a will should be inter- 
preted in favor of heirs or next of kin. Dobbin’s 
Estate, supra, 148 Pa. Super. at 180, 24 A.2d at 
643. Also, the testator’s restriction on withdraw- 
als from principal to $2000 per year may have 
lessened the court’s concern that allowing inva- 
sion could lead to a dissipation of principal. Jd. 
at 181, 24 A.2d at 643. Finally, our research 
discloses that Dobbin’s Estate has never been 
cited by any court. We find Dobbin’s Estate 
unpersuasive and we conclude that the Penn- 
sylvania Supreme Court would not follow the 
decision today. 


(19) The Pennsylvania Supreme Court con- 
strued the word “emergency” in Scaccia v. Old 
Forge Borough, 373 Pa. 161, 163, 94 A.2d 563, 
564 (1953): .. 


It is difficult to define an emergency, but as a 
generalization it is a sudden or unexpected 
event which creates a temporarily dangerous 
condition usually necessitating immediate or 
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quick action. [cites omitted] Ordinary condi- 
tions or customarily existing conditions are 
not emergencies. 


Although the facts of Scaccia are unrelated to 
the present case, the Pennsylvania Supreme 
Court made clear that “emergencies,” within its 
understanding, are “dangerous” situations. This 
suggests a narrower construction of the term 
than the Superior Court employed in Dobbin’s 
Estate; foreclosure upon a real estate holding, 
not one’s primary residence, cannot be consid- 
ered dangerous. 


(20) Having examined the meaning of ‘‘emer- 
gency” under Pennsylvania law, we must con- 
sider federal law to determine whether the term 
“emergency” limits invasion power sufficiently 
to constitute an ascertainable standard relating 
to health, education, support or maintenance. 26 
U.S.C. § 2041(b)(1)(A). We are mindful that the 
Court of Appeals has held that the grant of 
power to a decedent must be “‘clearly limited” in 
its exercise to matters relating to health, educa- 
tion, support or maintenance in order to avoid 
taxation. Strite v. McGinnes [64-1 UusTC 
§ 12,223], 330 F.2d 234, 238 (3d Cir. 1964). 


(21) The Treasury Regulations illuminate the 
meaning of the standard set forth in 
§ 2041(b)(1 (A): 


A power is limited by such a standard if the 
extent of the holder’s duty to exercise and not 
to exercise the power is reasonably measura- 
ble in terms of his needs for health, education, 
or support (or any combination of them). As 
used in this subparagraph, the words ‘“‘sup- 
port” and ‘maintenance’ are synonymous 
and their meaning is not limited to the bare 
necessities of life. A power to use property for 
the comfort, welfare or happiness of the 
holder of the power is not limited by the 
requisite standard. Examples of powers which 
are limited by the requisite standard are pow- 
ers exercisable for the holder’s ‘“‘support,” 
“support in reasonable comfort,” ‘“‘mainte- 
nance in health and reasonable comfort,” 
“support in his accustomed manner of living” 


Treas. Reg. § 20.2041-1(c)(2) (1984). Note that 
the regulations require only that “emergency” 
be “reasonably measurable” in terms of health 
or support. More importantly, “support” can 
‘mean “support in his accustomed manner of 
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living.” Allowing invasion in order to support 
the beneficiary in his accustomed manner of 
living is surely a more liberal standard than 
that embodied in the term “emergency.” We 
can envision no emergency which would not be 
reasonably measurable in terms of health or to’ 
support a beneficiary’s standard of living. Fur- 
thermore, a testator should not be required to 
use the exact words set forth in the statute and 
regulations in order to avoid creating a general 


power of appointment. Given the foregoing, we 


hold that permitting invasion of corpus ‘should 
an emergency arise” constitutes an ascertaina- 
ble standard within § 2041(b)(1)(A). 


(22) Case authority supports our finding that 
“emergency” fulfills the requirements of 26 
U.S.C. § 2041(b)(1)(A). The court in Estate of 
Sowell v. Commissioner of Internal Revenue 
[83-1 ustTc 13,526, 708 F.2d 1564 (10th Cir. 
1983), found that power to invade “‘in case of 
emergency or illness” did not constitute a gen- 
eral power of appointment. Noting that the key 
characteristics of the meaning of “emergency” is 
that of need, the court concluded that “‘emer- 
gency” has no meaning broader than health, 
education and support. Jd. at 1566. In Doyle v. 
United States [73-2 ustc J 12,945], 358 F. Supp. 
300, 302 (E.D. Pa. 1973), the court found a 
general power of appointment where trustees 
could invade principal to pay testator’s wife “as 
may be necessary for her comfort, maintenance 
and support, or in the event of illness, accident 
or other case of necessity or emergency as the 
result of which she may be in need.” However, 
the court stated that if “comfort” was elimi- 
nated, an ascertainable standard would remain, 
necessarily implying that “emergency” falls 
within § 2041(b)(1)(A). Id. at 307. 


(23) We hold that the limitation on invasion 
of corpus set forth in the Stella T. Hunter Will, 
Item III(B)(b)(9), is an ascertainable standard 
related to health, education, support or mainte- 
nance. Therefore, the corpus of the decedent’s 
trust is not includable within his estate and not 
subject to federal estate tax. We will order that 
the estate tax paid on the trust be refunded to 
the estate of Samual Knox Hunter, Jr., with 
interest. 5 


An appropriate eee will be filed with the 
clerk. 
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constitute reasonable cause for filing the return three months late and, accordingly, the 
estate was liable for penalties for late filing. The delegation to an agent of the executor’s 
duty to file the return in a timely manner does not relieve the executor of his duty to 
ascertain the filing deadline and to ensure that such deadline is met. Boyle, CA-7, 83-2 USTC 
13,530, 710 F2d 1251, reversed. Back reference: J 9937.722. One concurrence. 


Syllabus 


Respondent, executor of his mother’s will, 
retained an attorney to handle the estate. 
Respondent provided the attorney with all rele- 
vant information and records for filing a federal 
estate tax return, which under § 6075(a) of the 
Internal Revenue Code was required to be filed 
within nine months of the decedent’s death. 
Respondent inquired of the attorney from time 
to time as to the preparation of the return and 
was assured that it would be filed on time. But 
the return was filed three months late, appar- 
ently because of a clerical oversight in omitting 
the filing date from the attorney’s calendar. 
Acting pursuant to §6651(a)(1) of the Code, 
which provides a penalty for failure to file a 
return when due “unless it is shown that such 
failure is due to reasonable cause and not due to 
willful neglect,” the Internal Revenue Service 
assessed a penalty for the late filing. Respon- 
dent paid the penalty and filed a suit in Federal 
District Court for a refund, contending that the 
penalty was unjustified because his failure to 
file the return on time was “‘due to reasonable 
cause,” 1.e., reliance on his attorney. The Dis- 
trict Court agreed and granted summary judg- 


ment for respondent. The Court of Appeals 
affirmed. 


Held: The failure to make a timely filing of a 
tax return is not excused by the taxpayer’s reli- 
ance on an agent, and such reliance is not “rea- 
sonable cause’’ for a late filing under 
§ 6651(a)(1). While engaging an attorney to 
assist in probate proceedings is plainly an exer- 
cise of the “ordinary business care and pru- 
dence” that the relevant Treasury Regulation 
requires the taxpayer to demonstrate to excuse a 
late filing, this does not answer the question 
presented here. To say that it was “reasonable” 
for respondent to assume that the attorney 
would meet the statutory deadline may resolve 
the matter as between them, but not with 
respect to the respondent’s obligation under that 
statute. It requires no special training or effort 
on the taxpayer’s part to ascertain a deadline 
and ensure that it is met. That the attorney, as 
respondent’s agent, was expected to attend to 
the matter does not relieve the principal of his 
duty to meet the deadline. Pp. 4-10. 


710 F. 2d 1251, reversed. 


BURGER, C.J., delivered the opinion for a unanimous Court. BRENNAN, J., filed a concurring 
opinion, in which MARSHALL, POWELL, and O’CONNOR, JJ., joined. 


CHIEF JUSTICE BURGER delivered the opinion 
of the court: We granted certiorari to resolve a 
conflict among the circuits on whether a tax- 
payer’s reliance on an attorney to prepare and 
file a tax return constitutes “reasonable cause” 
under §6651(a)(1) of the Internal Revenue 
Code, so as to defeat a statutory penalty 
incurred because of a late filing. 


I 
A 


Respondent, Robert W. Boyle, was appointed 
executor of the will of his mother, Myra Boyle, 
who died on September 14, 1978; respondent 
retained Ronald. Keyser to serve as attorney for 
the estate. Keyser informed respondent that the 
estate must file a federal estate tax return, but 
he did not mention the deadline for filing this 


return. Under 26 U.S.C. §6075(a), the return 
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was due within nine months of the decedent’s 
death, i.e., not later than June 14, 1979. 


Although a businessman, respondent was not 
experienced in the field of federal estate taxa- 
tion, other than having been executor of his 
father’s will 20 years earlier. It is undisputed 
that he relied on Keyser for instruction and 
guidance. He cooperated fully with his attorney 
and provided Keyser with all relevant informa- 
tion and records. Respondent and his wife con- 
tacted Keyser a number of times during the 
spring and summer of 1979 to inquire about the 
progress of the proceedings and the preparation 
of the tax return; they were assured that they 
would be notified when the return was due and 
that the return would be filed “in plenty of 
time.” App. 39. When respondent called Keyser 
on September 6, 1979, he learned for the first 
time that the return was by then overdue. 
Apparently, Keyser had overlooked the matter 
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because of a clerical oversight in omitting the 
filing date from Keyser’s master calendar. 
Respondent met with Keyser on September 11, 
and the return was filed on September 13, three 
months late. 


B 


Acting pursuant to 26 U.S.C. § 6651(a)(1), 
the Internal Revenue Service assessed against 
the estate an additional tax of $17,124.45 as a 
penalty for the late filing, with $1326.56 in 
interest. Section 6651(a)(1) reads in pertinent 
part: 


“Tn case of failure ... to file any return... on 
the date prescribed therefor ..., unless it is 
shown that such failure is due to reasonable 
cause and not due to willful neglect, there 
shall be added to the amount required to be 
shown as tax on such return 5 percent of the 
amount of such tax if the failure is for not 
more than 1 month, with an additional 5 
percent for each additional month or fraction 
thereof during which such failure continues, 
not exceeding 25 percent in the aggregate. 
..’ (Emphasis added.) 


A Treasury Regulation provides that, to demon- 
strate “reasonable cause,” a taxpayer filing a 
late return must show that he “exercised ordi- 
nary business care and prudence and was never- 
theless unable to file the return within the 
prescribed time.” 26 CFR § 301.6651-1(c)(1) 
(1984).! 


Respondent paid the penalty and filed a 
claim for a refund. He conceded that the assess- 
ment for interest was proper, but contended 
that the penalty was -unjustified because his 
failure to file the return on time was ‘“‘due to 
reasonable cause,” 1. e., reliance on his attorney. 
Respondent brought suit in the United States 
District Court, which concluded that the claim 
was controlled by the Court of Appeals’ holding 
in Rohrabaugh v. United States, 611 F. 2d 211 
(CA7 1979). In Rohrabaugh, the United States 


! The Internal Revenue Service has articulated eight rea- 
sons for a late filing that it considers to constitute “reasona- 
ble cause.” These reasons include unavoidable postal delays, 
the taxpayer’s timely filing of a return with the wrong IRS 
office, the taxpayer's reliance on the erroneous advice of an 
IRS officer or employee, the death or serious illness of the 
taxpayer or a member of his immediate family, the tax- 

_payer’s unavoidable absence, destruction by casualty of the 
taxpayer's records or place of business, failure of the IRS to 
furnish the taxpayer with the necessary forms in, a timely 
fashion, and the inability of an IRS representative to meet 
with the taxpayer wire the pees makes a Adinely visit 


Court of Appeals for the Seventh Circuit held 
that reliance upon counsel constitutes “‘reasona- 
ble cause” under § 6651(a)(1) when: (1) the tax- 
payer is unfamiliar with the tax law; (2) the 
taxpayer makes full disclosure of all relevant 
facts to the attorney that he relies upon, and 
maintains contact with the attorney from time 
to time during the administration of the estate; 
and (3) the taxpayer has otherwise exercised 
ordinary business care and prudence. 611 F. 2d, 


-at 215, 219. The District Court held that, under 


Rohrabaugh, respondent had established “‘rea- 
sonable cause” for the late filing of his tax 
return; accordingly, it granted summary judg- 
ment for respondent and ordered refund of the 
penalty. A divided panel of the Seventh Circuit, 
with three opinions, affirmed. 710 F.2d 1251 
(1983). 


We granted certiorari, 466 U.S. — (1984), 
and we reverse. 


Il 
A 


Congress’ purpose in the prescribed civil pen- 
alty was to ensure timely filing of tax returns to 
the end that tax liability will be ascertained and 
paid promptly. The relevant statutory deadline 
provision is clear; it mandates that all federal 
estate tax returns be filed within nine months 
from the decedent’s death, 26 U.S.C. 6075(a).? 
Failure to comply incurs a penalty of 5 percent 
of the ultimately determined tax for each month 
the return is late, with a maximum of 25 per- 
cent of the base tax. To escape the penalty, the 
taxpayer bears the heavy burden of proving 
both (1) that the failure did not result from 
“willful neglect,” and (2) that the failure was 
“Sdue™ to reasonable causes. «9265 Uss.6. 
§ 6651(a)(1). 


The meaning of these two standards has 
become clear over the near-70 years of their 
presence in the statutes.* As used here, the term 
“willful neglect” may be read as meaning a 


appears to a person of ordinary prudence and intelligence as 
a reasonable cause for delay in filing a return and which 
clearly negatives willful neglect will be accepted as reasona- 
ble.” Id., at J 22.2(3). ; 


“Section 6081(a) of the Internal Revenue Code autho- 
rizes the IRS to grant ‘“‘a reasonable extension of time,” 
generally no longer than six months, for filing any return. 


3 Congress added the relevant language to the tax stat- 
utes in 1916. For many years before that, § 3176 mandated 
a 50% penalty “in case of a refusal or neglect, except in 


cases of sickness or absence, to make a list or return, or to 
..” US. Rev. Stat. § 3176 (2d ed. 1878) 
he Revenue Act ty 1916 reer this 


verify the same. .. 


Court Decisions—Cited 85-1 USTC 


88,255 


U.S. v. Boyle 


conscious, intentional failure or reckless indiffer- 
ence. See Orient Investment & Finance Co. v. 
Commissioner [48-1 ustc { 9162], 83 U.S. App. 
D.C. 74, 75, 166 F.2d 601, 602 (1948); Hatfried, 
Inc. v. Commissioner [47-1 ustc J 9294], 162 F. 
2d 628, 634 (CA3 1947); Janice Leather Imports 
Ltd. v. United States [74-2 ustc { 9607], 391 F. 
Supp. 1235, 1237 (SDNY 1974); Gemological 
Institute of America, Inc. v. Riddell {57-1 ustc 
9418], 149 F. Supp. 128, 131-132 (SD Cal. 
1957). Like “willful neglect,” the term “reasona- 
ble cause” is not defined in the Code, but the 
relevant Treasury Regulation calls on the tax- 
payer to demonstrate that he exercised ‘“‘ordi- 
nary business care and prudence’ but 
nevertheless was ‘unable to file the return 
within the prescribed time.’’*+ 26 CFR 
§ 301.6651(c)(1) (1984); accord, e.g., Fleming v. 
United States [81-1 ustc J 13,410], 648 F. 2d 
1122, 1124 (CA7 1981); Ferrando v. United 
States [57-2 ustTc J 11,702], 245 F. 2d 582, 587 
(CA9 1957); Haywood Lumber & Mining Co. v. 
Commissioner [50-1 ustc J 9131], 178 F. 2d 769, 
770 (CA2 1950); Southeastern Finance Co. v. 
Commissioner [46-1 usTc J 9157], 153 F. 2d 205, 
205 (CA5 1946); Girard Investment Co. v. Com- 
missioner [41-2 usTc J 9653], 122 F. 2d 843, 848 
(CA3 1941); see also n. 1, supra. The Commis- 
sioner does not contend that respondent’s failure 
to file the estate tax return on time was willful 
or reckless. The question to be resolved is 
whether, under the statute, reliance on an attor- 
ney in the instant circumstances is a “reasona- 
ble cause” for failure to meet the deadline. 


B 


In affirming the District Court, the Court of 
Appeals recognized the difficulties presented by 
its formulation but concluded that it was bound 
by Rohrabaugh, supra. The Court of Appeals 


(Footnote Continued) 


no such addition shall be made to the tax.”” Revenue Act of 
1916, ch. 463, § 16, 89 Stat. 756, 775 (emphasis added). No 
committee reports or congressional hearings or debates dis- 
cuss the change in language. It would be logical to assume 
that Congress intended ‘‘willful neglect’ to replace 

“refusal’’—both expressions implying intentional failure— 
and “‘[absence of] reasonable cause” to replace “neglect” — 
both expressions implying carelessness. 


+ Respondent contends that the statute must be construed 
to apply a standard of willfulness only, and that the Trea- 
sury Regulation is incompatible with this construction of 
the statute. He argues that the Regulation converts the 
statute into a test of “ordinary business care,” because a 
taxpayer who demonstrates ordinary business care can 
never be guilty of “willful neglect.”’ By construing ‘“‘reasona- 
ble cause” as the equivalent of “ordinary business care,” 
respondent urges, the IRS has removed from consideration 
any question of willfulness. 


We cannot accept this reasoning. Congress obviously 
intended to make absence of fault a prerequisite to avoid- 
ance of the late-filing penalty. See n. 3, supra. A taxpayer 
seeking a refund must therefore prove that his failure to file 
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placed great importance on the fact that respon- 
dent engaged the services of an experienced 
attorney specializing in probate matters and 
that he duly inquired from time to time as to 
the progress of the proceedings. As in 
Rohrabaugh, see 611 F. 2d, at 219, the Court of 
Appeals in this case emphasized that its holding 
was narrowly drawn and closely tailored to the 
facts before it. The court stressed that the ques- 
tion of “reasonable cause” was an issue to be 
determined on a case-by-case basis. See 710 F. 
2d, at 1253-1254; id., at 1254 (Coffey, J., con- 
curring). 


Other Courts of Appeals have dealt with the 
issue of “reasonable cause” for a late filing and 
reached contrary conclusions.° In Ferrando v. 
United States [57-2 ustc J 11,702], 245 F.2d 
582 (CA9 1957), the court held that taxpayers 
have a personal and non-delegable duty to file a 
return on time, and that reliance on an attorney 
to fulfill this obligation does not constitute “‘rea- 
sonable cause” for a tardy filing. Id., at 589. 
The Fifth Circuit has similarly held that the 
responsibility for ensuring a timely filing is the 
taxpayer’s alone, and that the taxpayer’s reli- 
ance on his tax advisors—accountants or attor- 
neys—is not a “reasonable cause.” Millette & 
Associates v. Commissioner [79-1 ustc { 9349], 
594 F. 2d 121, 124-125 (CA5) (per curiam), cert. 
denied, 444 U.S. 899 (1979); Logan Lumber Co. 
v. Commissioner [66-2 USTC {| 9605], 365 F. 2d 
846, 854 (CA5 1966). The Eighth Circuit also 
has concluded that reliance on counsel does not 
constitute “reasonable cause.” Smith v. United 
States [83-1 usTc J 13,517], 702 F. 2d 741, 743 
(CA8 1983) (per curiam); Boeving v. United 
States [81-2 ustc J 13,415], 650 F. 2d 493, 495 
(CA8 1981); Estate of Lillehet v. Commissioner 


on time was the result neither of carelessness, reckless 
indifference, nor intentional failure. Thus, the Service’s cor- 
relation of “reasonable cause” with “ordinary business care 
and prudence’ is consistent with Congress’s intent, and over 
40 years of case law as well. That interpretation merits 
deference. See, e.g., Chevron, U.S.A., Inc. v. Natural 
Resources Defense Council, Inc., 467 U.S. —, —, and n. 14 
(1984). 


5 Although at one point the Sixth Circuit Court of 
Appeals held that reliance on counsel could constitute rea- 
sonable cause, see In re Fisk’s Estate [53-1 ustc { 10,896], 
203..F. 2d 358, 360. (CA6 1953), the Sixth Circuit appears 
now to be following those courts that have held that the 
taxpayer has a nondelegable duty to ascertain the deadline 
for a return and ensure that the return is filed by that 
deadline. See Estate of Geraci v. Commissioner [CCH Dec. 
31,941(M)], 32 TCM 424, 425 (1973), aff'd, 502 F. 2d 1148 
(CA6 1974), cert. denied, 420 U.S. 992 (1975); Estate of 
Duttenhofer v. Commissioner [CCH Dec. 28,699(M), 69-1 
usT¢ J 12,600], 49 T.C. 200, 205 (1967), aff'd, 410 F. 2d yo 


(CA6 1969) (per curiam). — 
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[81-1 ustc J 13,389], 638 F. 2d 65, 66 (CA8 
1981) (per curiam). 


Il 


We need not dwell on the similarities or dif- 
ferences in the facts presented by the conflicting 
holdings. The time has come for a rule with as 
“bright” a line as can be drawn consistent with 
the statute and implementing regulations.° 
Deadlines are inherently arbitrary; fixed dates, 
however, are often essential to accomplish neces- 
sary results. The government has millions of 
taxpayers to monitor, and our system of self- 
assessment in the initial calculation of a tax 
simply cannot work on any basis other than one 
of strict filing standards. Any less rigid standard 
would risk encouraging a lax attitude toward 
filing dates.” Prompt payment of taxes is imper- 
ative to the government, which should not have 
to assume the burden of unnecessary ad hoc 
determinations.® 


Congress has placed the burden of prompt 
filing on the executor, not on some agent or 
employee of the executor. The duty is fixed and 
clear; Congress intended to place upon the tax- 
payer an obligation to ascertain the statutory 
deadline and then to meet that deadline, except 
in a very narrow range of situations. Engaging 
an attorney to assist in the probate proceedings 
is plainly an exercise of the ‘‘ordinary business 
care and prudence” prescribed by the regula- 
tions, 26 CFR §301.6651-1(c)(1) (1984), but 
that does not provide an answer to the question 
we face here. To say that it was ‘“‘reasonable”’ for 


©The administrative regulations and practices exempt 
late filings from the penalty when the tardiness results from 
postal delays, illness, and other factors largely beyond the 
taxpayer’s control. See supra, at 2-3, and n. 1. The principle 
underlying the IRS regulations and practices—that a tax- 
payer should not be penalized for circumstances beyond his 
control—already recognizes a range of exceptions which 
there is no reason for us to pass on today. This principle 
might well cover a filing default by a taxpayer who relied on 
an attorney or accountant because the taxpayer was, for 
some reason, incapable by objective standards of meeting 
the criteria of ‘ordinary business care and prudence.” In 
that situation, however, the disability alone could well be an 
acceptable excuse for a late filing. 


But this case does not involve the effect of a taxpayer’s 
disability; it involves the effect of a taxpayer’s reliance on 
an agent employed by the taxpayer, and our holding neces- 
sarily is limited to that issue rather than the wide range of 
issues that might arise in future cases under the statute and 
regulations. Those potential future cases are purely hypo- 
thetical at the moment and simply have no bearing on the 
issue now before us. The concurring opinion seems to agree 
in part. After four pages of discussion, it concludes: 


“Because the respondent here was fully capable of meet- 
ing the required standard of ordinary business care and 
prudence, we need not decide the issue of whether and under 
what circumstances a taxpayer who presents evidence that 
he was unable to adhere to the required standard might be 
entitled to relief from the penalty.” Post, at 4. 


the executor to assume that the attorney would 
comply with the statute may resolve the matter 
as between them, but not with respect to the 
executor’s obligations under the statute. Con- 
gress has charged the executor with an unambig- 
uous, precisely defined duty to file the return 
within nine months; extensions are granted 
fairly routinely. That the attorney, as the execu- 
tor’s agent, was expected to attend to the matter 
does not relieve the principal of his duty to 
comply with the statute. 


This case is not one in which a taxpayer has 
relied on the erroneous advice of counsel con- 
cerning a question of law. Courts have fre- 
quently held that ‘‘reasonable cause’’ is 
established when a taxpayer shows that he rea- 
sonably relied on the advice of an accountant or 
attorney that it was unnecessary to file a return, 
even when such advice turned out to have been 
mistaken. See, e.g., United States v. Kroll [77-1 
usTC J 13,187], 547 F.2d 393, 395-396 (CA7 
1977); Commissioner v. American Association of 
Engineers Employment, Inc. [53-1 ustc J 9383], 
204 F.2d 19, 21 (CA7 1953); Burton Schwartz 
Land Corp. v. Commissioner, 198 F.2d 558, 560 
(CA5 1952); Haywood Lumber & Mining Co. v. 
Commissioner [50-1 ustc { 9131], 178 F.2d 769, 
771 (CA2 1950); Orient Investment & Finance 
Co. v. Commissioner [48-1 UsTc J 9162], 166 
F.2d 601, 603 (CADC 1948); Hatfried, Inc. v. 
Commissioner [47-1 usTc { 9294], 162 F.2d 628, 
633-635 (CA3 1947); Girard Investment Co. v. 
Commissioner [41-2 ustc J 9653], 122 F.2d 843, 
848 (CA3 1941); Dayton Bronze Bearing Co. v. 


This conclusion is unquestionably correct. See also, e.g., 
Reed v. Ross, — U.S. —, —, n. 5 (1984); Heckler v. Day, — 
U.S. —, —, nn. 33 and 34 (1984); Kosak v. United States, 
— US. —, —, n. 8 (1984); Bell v. New Jersey, — U.S. —, 
—,n. 4 (1983). 


? Many systems that do not collect taxes on a self-assess- 
ment basis have experienced difficulties in administering 
tax collection. See J. Wagner, France’s Soak-the-Rich Tax, 
Congressional Quarterly (Editorial Research Reports), Oct. 
12, 1982; Dodging Taxes in the Old World, Time, Mar. 28, 
1983, p. 82. 


8 A number of courts have indicated that “reasonable 
cause” is a question of fact, to be determined only from the 
particular situation presented in each particular case. See, 
e.g., Estate of Mayer v. Commissioner [65-2 usTc {| 12,356], 
351 F.2d 617, 617 (CA2 1965) (per curiam), cert. denied, 
383 U.S. 935 (1966); Coates v. Commissioner [56-2 USTC 
§ 9692], 234 F. 2d 459, 462 (CA8 1956). This view is not 
entirely correct. Whether the elements that constitute “rea- 
sonable cause” are present in a given situation is a question 
of fact, but what elements must be present to constitute 
“reasonable cause” is a question of law. See, e.g., Haywood 
Lumber & Mining Co. v. Commissioner [50-1 ustc J 9131], 
178 F. 2d 769, 772 (CA2 1950); Daley v. United States [80- 
1 ustc J 13,328], 480 F. Supp. 808, 811 (ND 1979). When 
faced with a recurring situation, such as that presented by 
the instant case, the Courts of Appeals should not be reluc- 
tant to formulate a clear rule of law to deal with that 
situation. — AS Medind tals} = 


©1985, Commerce Clearing House, Inc. 


eo are ee een 


Court Decisions—Cited 85-1 USTC 


88,257 


U.S. v. Boyle 


Gilligan, 281 F. 709, 712 (CA6 1922). This 
Court also has implied that, in such a situation, 
reliance on the opinion of a tax advisor may 
constitute reasonable cause for failure to file a 
return. See Commissioner v. Lane-Wells Co. 
[44-1 ustc 9195], 321 U.S. 219 (1944) 
(remanding for determination whether failure to 
file return was due to reasonable cause, when 
taxpayer was advised that filing was not 
required).? 


When an accountant or attorney advises a 
taxpayer on a matter of tax law, such as 
whether a liability exists, it is reasonable for the 
taxpayer to rely on that advice. Most taxpayers 
are not competent to discern error in the sub- 
stantive advice of an accountant or attorney. To 

require the taxpayer to challenge the attorney, 
to seek a “second opinion,” or to try to monitor 
counsel on the provisions of the Code himself 
would nullify the very purpose of seeking the 
advice of a presumed expert in the first place. 
See Haywood Lumber [50-1 ustc § 9131], 178 
F.2d, at 771. “Ordinary business care and pru- 
dence” does not demand such actions. 


By contrast, one does not have to be a tax 
expert to know that tax returns have fixed filing 


dates and that taxes must be paid when they are 
due. In short, tax returns imply deadlines. Reli- 
ance by a lay person on a lawyer is of course 
common; but that reliance cannot function as a 
substitute for compliance with an unambiguous 
statute. Among the first duties of the represen- 
tative of a decedent’s estate is to identify and 
assemble the assets of the decedent and to ascer- 
tain tax obligations. Although it is common 
practice for an executor to engage a professional 
to prepare and file an estate tax return, a person 
experienced in business matters can perform 
that task personally. It is not unknown for an 
executor to prepare tax returns, take invento- 
ries, and carry out other significant steps in the 
probate of an estate. It is even not uncommon 
for an executor to conduct probate proceedings 
without counsel. 


It requires no special training or effort to 
ascertain a deadline and make sure that it is 
met. The failure to make a timely filing of a tax 
return is not excused by the taxpayer’s reliance 
on an agent, and such reliance is not “reasonable 
cause”’ for a late filing under § 6651(a)(1). The 
judgment of the Court of Appeals is reversed. 


It is so ordered. 


JUSTICE BRENNAN, with whom JUSTICE MARSHALL, JUSTICE POWELL, and JUSTICE O’CONNOR join, 


concurring. 


I concur that the judgment must be reversed. 
Although the standard of taxpayer liability 
found in 26 U.S.C. § 6651(a)(1) might plausibly 
be characterized as ambiguous,! courts and the 
Internal Revenue Service have for almost 70 
years interpreted the statute as imposing a stan- 
dard of “ordinary business care and prudence.” 
Ante, at —. I agree with the Court that we 
should defer to this long-standing construction. 
Ante, at —, n. 4. I also agree that taxpayers in 
the exercise of ordinary business care and pru- 
dence must ascertain relevant filing deadlines 

_and ensure that those deadlines are met. As the 
Court correctly holds, a taxpayer cannot avoid 
the reach of §6651(a)(1) merely by delegating 


Courts have differed over whether a taxpayer demon- 
strates “reasonable cause”’ when, in reliance on the advice of 
his accountant or attorney, the taxpayer files a return after 
the actual due date but within the time the advisor errone- 
ously told him was available. Compare Sanderling, Inc. v. 
Commissioner [78-1 ustc {| 9284], 571 F.2d 174, 178-179 
(CA3 1978) (finding “reasonable cause” in such a situation); 
Estate of Rapelje v. Commissioner [CCH Dec. 36,388(M)], 
73 T.C. 82, 90 n. 9 (1979) (same); Estate of DiPalma’ v. 
Commissioner [CCH Dec. 35,549(M)], 71 T.C. 324, 327 
(1978) (same), acq., 1979-1 Cum. Bull. 1; Estate of Bradley 
v. Commissioner [CCH Dec. 32,426(M)], 33 TCM 70, 72-73 
(1974) (same), aff'd [75-1 ustc { 13,062], 511 F.2d 527 
(CA6 1975), with Estate of Kerber v. United States [83-2 
ustc J 13,541], 717 F.2d 454, 454-455, and n. 1 (CA8 1983) 
(per curiam) (no “reasonable cause’’), cert. pending, No. 
83-1038; Smith v. United States [83-1 ustc J 13,517], 702 
F.2d 741, 742 (CA8 1983) (same); Sarto v. United States 
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this duty to an attorney, accountant, or other 
individual Ante, at —.? 


I write separately, however, to underscore the 
importance of an issue that the Court expressly 
leaves open. Specifically, I believe there is a 
substantial argument that the “ordinary busi- 
ness care and prudence” standard is applicable 
only to the “ordinary person’ —namely, one who 
is physically and mentally capable of knowing, 
remembering, and complying with a filing dead- 
line. In the instant case, there is no question 
that the respondent not only failed to exercise 
ordinary business care in monitoring the pro- 
gress of his mother’s estate, but also made no 
showing that he was unable to exercise the usual 


[83-1 ustc 13,520], 563 F.Supp. 476, 478 (ND Cal. 1983) 
(same). We need not and do not address ourselves to this 
issue. 


1 For each month or fraction of a month that a tax return 
is overdue, 26 U.S.C. § 6651(a)(1) provides for a mandatory 
penalty of 5% of the tax (up to a maximum of 25%) “unless 
it is shown that [the failure to file on time] is due to 
reasonable cause and not due to willful neglect.” As Judge 
Posner observed in his dissent below, ‘in making ‘willful 
neglect’ the opposite of ‘reasonable cause’ the statute might 
seem to have modified the ordinary meaning of ‘reasonable’ 
....” 710 F.2d 1251, 1256 (CA7 1983). 


2 As the Court emphasizes, this principle of non-delega- 
tion does not extend to situations in which a taxpayer 
reasonably relies on expert advice concerning substantive 
questions of tax law, such as whether a liability exists in the 


first instance. Ante, at —. 
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care and diligence required of an executor. The 
outcome could be different if a taxpayer were 
able to demonstrate that, for reasons of incom- 
petence or infirmity, he understandably was 
unable to meet the standard of ordinary busi- 
ness care and prudence. In such circumstances, 
there might well be no good reason for imposing 
the harsh penalty of §6651(a)(1) over and 
above the prescribed statutory interest penalty. 
See 26 U.S.C. § § 6601(a), 6621(b). 


The Court proclaims the need “for a rule with 
as ‘bright’ a line as can be drawn,” and it 
stresses that the Government “‘should not have 
to assume the burden of unnecessary ad hoc 
determinations.” Ante, at —. On the other 
hand, it notes that the “bright line” might not 
cover a taxpayer who is “incapable by objective 
standards of meeting the criteria of ‘ordinary 
business care and prudence,’”’ reasoning that 
“the disability alone could well be an acceptable 
excuse for a late filing.” Ante, at —, n. 6. 


I share the Court’s reservations about the 
sweep of its “bright line” rule. If the Govern- 
ment were determined to draw a “bright line” 
and to avoid the “burden” of ‘‘ad hoc determina- 
tions,” it.would not provide for any exemptions 
from the penalty provision. Congress has 
emphasized, however, that exemptions must be 
made where a taxpayer demonstrates “reasona- 
ble cause.” 26 U.S.C. § 6651(a)(i). Accordingly, 
the IRS already allows dispensations where, for 
example, a taxpayer or a member of his family 
has been seriously ill, the taxpayer has been 
unavoidably absent, or the taxpayer’s records 
have been destroyed. Internal Revenue Manual 
(CCH) § 4350, (24) { 22.2(2) (Mar. 20, 1980) 
(Audit Technique Manual for Estate Tax Exam- 
iners). Thus the Government itself has eschewed 
a bright-line rule and committed itself to neces- 
sarily case-by-case decision-making. The grava- 
men of the IRS’s exemptions seems to be that a 


taxpayer will not be penalized where he reasona- 
bly was unable to exercise ordinary business 
care and prudence. The IRS does not appear to 
interpret its enumerated exemptions as being 
exclusive, see id., J 22.2(3), and it might well act 
arbitrarily if it purported to do otherwise.? Thus 
a substantial argument can be made that the 
draconian penalty provision should not apply 
where a taxpayer convincingly demonstrates 
that, for whatever reason, he reasonably was 
unable to exercise ordinary business care. 


Many executors are widows or widowers well 
along in years, and a penalty against the 
“estate” usually will be a penalty against their 
inheritance. Moreover, the principles we 
announce today will apply with full force to the 
personal income tax returns required of every 
individual who receives an annual gross income 
of $1,000 or more. See 26 U.S.C. § 6651(a)(1); 
see also id. §6012. Although the overwhelming 
majority of taxpayers are fully capable of under- 
standing and complying with the prescribed fil- 
ing deadlines, exceptional cases necessarily will 
arise where taxpayers, by virtue of senility, 
mental retardation, or other causes, are under- 
standably unable to attain society’s norm. The 
Court today properly emphasizes the need for 
efficient tax collection and stern incentives. 
Ante, at —. But it seems to me that Congress 
and the IRS already have made the decision 
that efficiency should yield to other values in 
appropriate circumstances. 


Because the respondent here was fully capa- 
ble of meeting the required standard of ordinary 
business care and prudence, we need not decide 
the issue of whether and under what circum- 
stances a taxpayer who presents evidence that 
he was unable to adhere to the required stan- 
dard might be entitled to relief from the pen- 
alty. As the Court has expressly left this issue 
open for another day, I join the Court’s opinion. 


[{ 13,603] Edward D. Rollert Residuary Trust, Genesee Merchants Bank and Trust 
Company, Trustee, Petitioner-Appellant v. Commissioner of Internal Revenue, Respondent- 


Appellee. 


U.S. Court of Appeals, 6th Circuit, No. 83-1613, Mi 16/85. Affirming the decision of the Tax 


Court, 80 TC 619, Dec. 40,009. 


[Code Sec. 691] 


Income tax—Income in respect of decedent—Post-mortem bonus.—Installment pay- 
ments of a post-mortem bonus received by a residuary trust as beneficiary of a decedent’s 
estate constituted income in respect of a decedent. Although the decedent did not have a 
legally enforceable right to the payments at the time of his death, there existed a substantial 
certainty that he would be avamied the bonus for his past service. Accordingly, the decedent 


3It is difficult to perceive a material distinction, for 
example, between a filing delay that results from a serious 


illness in the taxpayer’s immediate family or a taxpayer’ s 


unavoidable absence—situations in which the IRS excuses 
the delay—and a filing | delay that | comes about because the 


713,603 — 


. -* , 


taxpayer is infirm or incompetent. The common thread 
running through all these unfortunate situations is that the 
taxpayer, for reasons beyond his control, has been unable to 
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had a right to the bonus within the meaning of Code Sec. 691. One dissent. Back reference: 


{ 10,970.01. 


Russell E. Bowers, 352 South Saginaw Street, Flint, Michigan 48502, Webb F. Martin, One 
East First Street, Flint, Michigan 48502, Richard B. Covey, 2 Wall Street, New York, New York 
10005, for petitioner-appellant. Glenn L. Archer, Jr., Assistant Attorney General, Michael L. Paup, 
- Robert A. Bernstein, Robert S. Pomerance, Joel Gerber, Department of Justice, Washington, D.C. 


20530, for respondent-appellee. _ 


Before: KENNEDY and WELLFORD, Circuit Judges; and WEICK, Senior Circuit Judge. 


WEICK, Senior Circuit Judge, delivered the 
opinion of the Court in which WELLFORD, Cir- 
cuit Judge concurred. KENNEDY, Circuit Judge, 
(pp. 11-14) delivered a separate dissenting opin- 
ion. 

WEICK, Senior Circuit Judge. Petitioner- 
Appellant, Edward D. Rollert Residuary Trust, 
Genesee Merchants Bank and Trust Company, 
Trustee, (Taxpayer), appeals from a judgement 
of the Tax Court determining deficiencies in 
Taxpayer’s income tax for the years 1973, 1974 
and 1975. This case presents a question of first 
impression in the Tax Court and in this circuit 
concerning the applicability and interaction of 
section 691 and sections 661 and 662 of the 
Internal Revenue Code of 1954 (26 U.S.C.). For 
the reasons hereinafter stated, we affirm the 
judgment of the Tax Court. 


I. 


The facts of this case are undisputed, having 
been established by stipulation. While we sum- 
marize the facts here, a more thorough state- 
ment of the case may be found in the opinion of 
the Tax Court, Rollert Residuary Trust v. Com- 
missioner [CCH Dec. 40,009], 80 T.C. 619 
(1983). Edward D. Rollert (decedent) was an 
executive vice-president of General Motors Cor- 
poration (G.M.) at the time of his death on 
November 27, 1969. For several years prior to 
his death, he had participated in G.M.’s bonus 
plan under which executive officers were 
awarded bonuses by G.M.’s Bonus and Salary 
Committee. G.M.’s practice was to determine 
bonuses in January for the previous year. 
Bonuses in excess of $2,000 were divided into 
installments, to be paid annually over the next 
several years. While the Committee had discre- 
tion to determine the recipients and the 
amounts of the bonuses, the decedent was, in 
fact, awarded a bonus for every. year he was 
eligible. This was consistent with the Commit- 
tee’s general practice to award bonuses to all 
executive vice-presidents. 


- On March 2, 1970, three months after dece- 
dent’s death, the Committee awarded its 
bonuses for 1969. Prior to his death, the Com- 
‘mittee had made a tentative decision to award 
bonuses to every executive vice-president, 
including decedent. However, at the time of his 
death, the parties are in agreement that dece- 
dent had no rights to the 1969 bonus. When the 
1969 bonuses were announced, the decedent was 
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awarded a bonus consisting of 1786 shares of 
G.M. stock and $285,763 in cash (the post- 
mortem bonus). Since this bonus was in excess of 
$2,000, it was scheduled to be paid in several 
annual installments beginning in 1973. 


About ten years prior to his death, decedent 
had established a revocable trust. Under the 
terms of his will, the residue of his estate was to 
pour over to the trust. Accordingly, the right to 
receive the post-mortem bonus was transferred 
from the estate to the trust. As each bonus 
installment became due, G.M. made payment to 
the trustee, as decedent’s designated benefici- 
ary. 


On its income tax returns for the years 1970 
through 1973, Taxpayer reported these bonus 
rights as income and valuated them at their 
present value at the time of distribution. When 
G.M. paid the installments, in January 1973, 
January 1974 and January 1975, Taxpayer did 
not claim the installments as income, except to 
the extent that their actual value exceeded the 
value originally claimed by appellant. The 
estate, meanwhile, claimed a deduction equal to 
the fair market value of each distribution of 
bonus rights made to the trustee. This deduction 
was made pursuant to 26 U.S.C. §661(a)(2), 
which allows estates to deduct “amounts prop- 
erly paid or credited or required to be distrib- 
uted.” The estate did not declare any income 
when G.M. distributed the actual bonuses. 


After an audit, the Commissioner determined 
deficiencies in Taxpayer’s reported income for 
the 1973-75 period. The Commissioner claimed 
that, pursuant to 26 U.S.C. § 691, each bonus 
installment received was income in respect of a 
decedent and had to be included in full in Tax- 
payer’s income for the year in which it was 
received. Taxpayer should not have declared the 
bonus rights as income, only the actual bonuses, 
the Commissioner concluded. 


Taxpayer petitioned the Tax Court for a rede- 
termination of the deficiencies. The Tax Court 
held that, while decedent did not have a legal 
right to receive the post-mortem bonus at the 
time of his death, he nonetheless had a “right” 
to the bonus, within the meaning of § 691, 
because it was substantially certain, as of the 
date of his death, that he would receive the 
bonus. Consequently, the court ruled, the bonus 
installments constituted income in respect of a 
decedent, pursuant to § 691. The court also held 
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that § § 661 and 662 do not apply to the distri-: 


bution of the bonus rights because this would 
defeat the purpose underlying §691 and 
because, in any event, the more specific provi- 
sions of § 691 control over the general provisions 
of § § 661 and 662. As a result, the court upheld 
the Commissioner’s assessed deficiencies against 
Taxpayer who has appealed to this court. 


II. 


Taxpayer has attacked the Tax Court’s opin- 
ion on two fronts. First, Taxpayer argues that 
the post-mortem bonus was not “income in 
respect of a decedent”, within the meaning of 
section 691, because decedent did not have a 
legally enforceable right, at the time of his 
death, to receive this bonus. The statute’s use of 
the phase “in respect of a decedent” contem- 
plates a legal right, Taxpayer urges, not simply 
a substantial likelihood, as the Commissioner 
and the Tax Court contend. Second, Taxpayer 
insists that the bonuses should properly be char- 
acterized as “amounts properly paid”, within 
the meaning of § § 661(a)(2) and 662(a)(2), and 
that, pursuant to Treas. Reg. § 1.661(a)-2(f), 
Taxpayer can treat the distribution of the right 
to receive the post-mortem as income to itself at 
the time of the distribution. 


The Commissioner rejects these arguments. 
With regard to Taxpayer’s first contention, the 
Commissioner insists that §691’s use of the 
phrase “in respect of the decedent” does not 
indicate that the decedent must have had a 
legally enforceable right to receive the property. 
Rather, the Commissioner contends, property is 
“Sn respect of the decedent” as long as there is a 
substantial certainty that he will receive it. In 
the instant case, the commissioner argues that 
there was substantial certainty, at the time of 
his death, that decedent would receive the 
bonus. Therefore, the Commissioner contends, 
the bonus constitutes income “‘in respect of the 
decedent”, within the meaning of §691, and 
must be reported when received, not when the 
rights to the bonus payment are distributed. 
With regard to Taxpayer’s contention that 
§§ 661 and 662 govern this transaction, the 
Commissioner agrees that, in the absence of 
§ 691, § § 661 and 662 would indeed govern this 


1 The Commissioner has recognized that even under Tax- 
payer’s interpretation there would be narrow circumstances 
where section 691 would still continue to have viability. 
Section 663 exempts a few specified distributions, such as 
specific bequests, from the reach of § § 661 and 662. If these 
exempted distributions constituted income in respect of a 
decedent, then § 691 would apply. 


~ 2 Section 691(a)(1) states, in relevant part: 

The amount of all items of gross income in respect of a 
decedent which are not properly includible in respect of the 
taxable period in which falls the date of his death or a prior 


period ... shall be included in the gross income, aK Ae 
taxable year ‘when received, ‘of: 
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‘transaction. The Commissioner notes that § 691 


specifically relates to income in respect of a 
decedent while § §661 and 662 apply to the 
more general situation of property distributed 
by an estate. Since § 691 specifically covers this 
transaction while § §661 and 662 apply in a | 
more general way, § 691 should take precedence 
over §§661 and 662, the Commissioner con- 
cludes. To hold otherwise, it is argued, would be 
to effectively write § 691 out of the Code, since 


- every distribution of a right to §691 income 


would be ‘susceptible to treatment as a § 662 
distribution to a beneficiary.! 


III. 
A. Applicability of Section 691 


Recipients of “income in respect of a dece- 
dent” are required to report this income in their 
federal income tax returns, pursuant to the pro- 
visions of section 691(a)(1).2 In general, 
§ 691(a)(1) provides that all income in respect of 
a decedent, not includible in his last return or in 
a prior return, shall be included in the reported 
income, when received, of (1) his estate, (2) a 
person entitled to receive the amount directly 
from the decedent, or (3) a person entitled to 
receive the amount as a beneficiary through the 
decedent’s estate. In the instant case, the post- 
mortem bonus was not includible in decedent’s 
income, since he had died prior to the issuance 
of the bonus. If the post-mortem bonus qualifies 
as income in respect of a decedent, then Tax- 
payer, as the estate’s beneficiary, would be 
required to include this amount, when received, 
in his reported income. 


“Income in respect of a decedent” is not 
defined in the Code. However, the Service’s reg- 
ulations do provide a definition. 26 C.F.R. 
§ 1.691(a)-1(b) states that, in general, “the term 
refers to those amounts to which a decedent was 
entitled as gross income but which were not 
properly includible in computing his taxable 
income for the taxable year ending with the date 
of his death or for a previous taxable year... .” 
More specifically, the term includes three cate- 
gories of income: (1) all accrued income of the 
decedent who reported his income by use of the 
cash receipts and disbursements method; (2) 


(A) the estate of the decedent, if the right to receive the 
amount is acquired by the decedent’s estate from the dece- 
dent; 


(B) the person, who, by reason of the death of the dece- 
dent acquires the right to receive the amount, if the right to 
receive the amount is not acquired by the decedent’s estate 
from the decedent; or 


i 


(C) the person who acquires from the decedent the right 
to receive the amount by bequest devise or inheritance, if 
the amount is ‘received after a ‘distribution by: the decedent’ Ss” 
estate of such right. f 
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income accrued solely by reason of the dece- 
dent’s death in case of a decedent who reports 
his income by use of the accrued method of 
accounting; and (3) income to which the dece- 
dent had a contingent claim at the time of his 
death. It is not clear from this definition 
whether the term “entitled” means legally enti- 
tled, as appellant contends, or whether it simply 
means substantial likelihood of receiving the 
income, as the Commissioner argues. 


Our circuit has, on two previous occasions, 
attempted to clarify this definition. In Keck v. 
Commissioner [69-2 USTC { 9626], 415 F.2d 531 
(6th Cir. 1969), the court held that ‘entitled’, 
as used in the regulation, contemplated that the 
decedent was required to have a “right” to the 
income. However, the court failed to definitively 
answer whether this “right” had to be legally 
enforceable or whether the substantial likelihood 
that the decedent would receive the income 
would suffice.4 Twelve years later, in Claiborne 
v. United States [81-1 ustc {| 9365], 648 F.2d 
448 (6th Cir. 1981), the court was again faced 
with this issue. In Claiborne, the government 
asked the court to overrule Keck to the extent 
that it implied that legal enforceability was 
required. The court, in an opinion written by 
Judge Edwards, concluded that the decedent 
had a legally enforceable right to the income at 
issue in the case and, therefore, it need not 
address the issue of whether a lesser standard, 
such as the “economic activities” test suggested 
by the government,* would be sufficient. This 
issue is squarely presented in this case, however, 
because the parties have agreed that the dece- 
dent did not have a legally enforceable right to 
receive the post-mortem bonus. 


The Second Circuit held, in O’Daniel’s Estate 
v. Commissioner [49-1 ustc J 9235], 173 F.2d 
966 (2d Cir. 1949), a case factually identical to 
the instant case, that as long as the decedent 
had provided services from which he had a rea- 
sonable expectation that he would be rewarded, 
any bonuses awarded subsequent to his death 
for those prior services would constitute income 


3While the conclusion of Judge McAllister’s opinion 
implies that the right must be legally enforceable (‘... at 
the date of his death, decedent ... possessed neither the 
right nor the power to require the corporations to liquidate 
and did not, prior to his death, possess the right to receive 
any proceeds from the contemplated liquidation.” 415 F.2d 
at 535 [emphasis added]), other portions of his opinion 
stress that the degree of certainty, at the time of his death, 
that the decedent would receive the income is an important 
consideration. (‘‘.. . his stock had not been converted to an 
item of income ‘in respect of a decedent under section 691’, 
because of the fact that the sale of the stock was subject to a 
number of contingencies; that it was, at that time subject to 
the approval of the Interstate Commerce Commission, a 
condition precedent which was not met until eighteen 
months after decedent’s death, and that such approval was 
neither routine or perfunctory.” Id. at 534). 
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in respect of the decedent, notwithstanding that 
he did not have a legally enforceable right to the 
bonus. Other circuits have expressed their 
approval of this holding.® 


O’Daniel’s Estate should be followed in this 
case. The key test for determining whether the 
decedent had a “right” or was “entitled” to the 
post-mortem bonus should be based on the likeli- 
hood, at the time of his death, that he would 
receive the bonus, not on his legal rights to it. 
The alternative interpretation “would permit 
parties to avoid taxation simply by failing to 
embody obligations incurred by reason of dece- 
dent’s services into a binding contract even in 
situations where benefits were otherwise paid to 
discharge these obligations.” Halliday v. United 
States [81-2 ustTc { 9652], 655 F.2d 68, 71 (5th 
Cir. 1981). If Congress had intended such a 
result, it could have expressly adopted the legal 
enforceability test. Similarly, the Service could 
have done the same, through its regulatory pow- 
ers, if it had believed that this was Congress’ 
intent. Given their failure to do so, we believe it 
is unwise for the courts to impose such a require- 
ment. 


There was a substantial certainty, at the time 
of decedent’s death, that he would be -awarded a 
bonus for his work for G.M. in 1969. G.M. had 
consistently awarded bonuses to its executive 
vice-presidents and it had already made a tenta- 
tive decision, even prior to his death, to award 
bonuses to decedent and its other vice-presi- 
dents for their 1969 labors. Accordingly, the 
decedent had a “right” to the post-mortem 
bonus, within the meaning of § 691, and the 
bonus, therefore, constituted income in respect 
of the decedent. Since the bonus is such income, 
§691 mandates that taxpayer report it as 
income when it was received, not when the 
rights to it were received. 


B. Applicability of Section 661 and 662 


There is no dispute among the parties that, in 
the absence of section 691, the provisions of 
§ § 661 and 662 would govern this transaction. 


4 See generally, Note, Judicial Responsibility for Equita- 
ble Taxation: A Survey of Sixth Circuit Decisions on Income 
Tax, 14 U. Tol. L. Rev. 831, 878-79 (1983). 


5 Commissioner v. Linde [54-1 ustc 9384], 213 F.2d 1, 3 
(9th Cir.), cert. denied, 348 U.S. 871 (1954); Halliday v. 
United States [81-2 ustc J 9652], 655 F.2d 68, 71-72 (Sth 
Cir. 1981). Cf. Estate of Peterson v. Commissioner [82-1 
uSTC J 9110], 667 F.2d 675, 677-78 and n.5 (8th Cir. 1981) 
(The court affirmed a Tax Court decision, which had held 
that one of the tests for determining whether proceeds of a 
sale constituted income in respect of a decedent was 
“whether the decedent entered into a legally significant 
arrangement regarding the subject matter of the sale”, but 
also cited Halliday specifically for the proposition that the 
right to income need not be legally enforceable.). _ ; 
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Section 662(a) provides that a beneficiary of an 
estate shall include in its gross income: (1) the 
amount of income for the taxable year required 
to be distributed currently to it; and (2) “[alJll 
other amounts properly paid, credited or 
required to be distributed to such beneficiary.” 
At the same time, section 661(a) permits the 
‘estate a deduction for this same amount. Tax- 
payer concedes that the bonuses were not 
required to be distributed currently, but it 
alleges that they constituted “other amounts 
properly paid” to the beneficiary. The regula- 
tions under § § 661 and 662 make it clear that 
distributions required by the terms of a dece- 
dent’s will, as is the case here, are ‘amounts 
properly paid.’”© Accordingly, in the absence of 
§ 691, the distribution of the bonus rights would 
have been governed by § § 661 and 662 and the 
regulations thereunder. 


However, section 691 does exist and it specifi- 
cally applies to the transaction at issue here— 
the distribution of income in respect of a dece- 
dent. Sections 661 and 662 apply to a wider 
range of property interests, including income 
which would not qualify under §691. It is a 
basic rule of statutory construction that a spe- 
cific statute controls over a general statute. 
HCSC-Laundry v. United States [81-1 USTC 
J 9202], 450 US. 1, 6 (1981). If we were to hold 
that the more general statute controls over the 
specific one, we would effectively eliminate the 
specific statute. Congress did not enact section 
691 merely to have it subsumed by § § 661 and 
662. Accordingly, we hold that this distribution 
is governed by the specific provisions of § 691 
and that the decision of the Tax Court is 
affirmed in all respects. 


[Dissenting Opinion] 


KENNEDY, Circuit Judge, dissenting. I 
respectfully dissent. I agree with the majority’s 
conclusion that all of the bonus money which 
was awarded post-mortem is income in respect 
of a decedent. I disagree, however, with the 
majority’s assumption that sections 661 and 662 
of the Internal Revenue Code conflict with sec- 
tion 691. I also disagree with the assumption 
that if section 691 applies to the instant case the 
inquiry is ended and taxpayer must lose. I 
believe that these sections can be reconciled and 
that proper analysis of section 691’s application 
here leads to a result in favor of taxpayer. 


Taxpayer is a trust and a beneficiary of the 
Rollert Estate. Upon distributing the bonus 


© Treas. Reg. § § 1.662(a)-3(b)(2) and 1.661(a)-2(c). 


1 At the core of the Commissioner’s theory of this case is 
the notion that allowing the estate to take the § 661 deduc- 
-tion without first having to claim the value of the bonus 
rights as income results in a windfall. While this may be, it 
is a windfall that is expressly authorized by § 661. It is also 
a windfall that benefits only the’ éstate, not taxpayer. If the 
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award rights to taxpayer pursuant to decedent’s 
bequest, the estate deducted the value of those 
rights from its own taxable income, in accor- 
dance with section 661.! Upon receiving the 
rights, taxpayer quite reasonably thought of 
them as “amounts properly paid, credited or 
required to be distributed” and therefore, in 
accordance with section 662, included the value 
of the rights in its gross taxable income for each 
year in which it received rights. In subsequent 


- years, when the bonuses were actually paid out, 


they would sometimes exceed and sometimes fall 
short of the value previously claimed as income 
by the taxpayer. When the actual award 
exceeded the value previously claimed, taxpayer 
included the excess in its gross taxable income 
for the year the award was paid out. When the 
actual award fell short of the value previously 
claimed, taxpayer did not seek credit for the 
difference. In short, taxpayer paid income tax 
on all of the bonus money. 


Now taxpayer is told that, prior payment 
notwithstanding, it must pay that tax again. 
This is so, according to the majority, because 
section 691 requires that income in respect of a 
decedent be reported as income “when it [is] 
received, not when the rights to it [are] 
received.” I read section 691 differently. 


Section 691(a)(1) states, 


The amount of all items of gross income in 
respect of a decedent which are not properly 
includible in respect of the taxable period in 
which falls the date of his death or a prior 
period ... shall be included in the gross 
income, for the taxable year when received, 
of: 


(A) the estate of the decedent, if the right 
to receive the amount is acquired by the dece- 
dent’s estate from the decedent: 


(B) the person who, by reason of the death 
of the decedent, acquires the right to receive 
the amount, if the right to receive the amount 
is not acquired by the decedent’s estate from 
the decedent; or 


(C) the person who acquires from the dece- 
dent the right to receive the amount by 
bequest, devise, or inheritance, if the amount 
is received after a distribution by the dece- 
dent’s estate of such right. 


The most salient feature of this section is that 
it addresses the question, “who must include the 


income in respect of a decedent in their gross 


Commissioner objects to this windfall, he should have sought 
a determination of deficiency against the estate and chal- 
lenged the estate’s use of the §661 deduction. Taxpayer, a 
beneficiary, had nothing to do with the estate’s windfall. 
Taxpayer, in fact, would have benefitted more by postpon- 
ing the payment of income tax until the money was received 
than by paying the tax when the right was received. 
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income?” not the question, ‘“‘when must income 
in respect of a decedent be reported?” In this 
light, section 691 does not conflict with sections 
661 and 662. The majority fears that applica- 
tion of sections.661 and 662 in the instant case 
would “effectively write section 691 out of the 
' Code, since every distribution of a right to sec- 
tion 691 income would be susceptible to treat- 
ment as a section 662 distribution to a 
beneficiary.” This is simply incorrect. Sections 
661 and 662 apply to cases where an estate or 
trust has distributed to a beneficiary amounts 
properly paid, credited or otherwise required to 
be distributed. Subsections (A) and (B) of sec- 
tion 691(a)(1) encompass numerous stiuations 
where no such distribution would be made. Only 
subsection (C) of section 691(a)(1) would neces- 
sarily intersect with sections 661 and 662. 


Even where these statutes overlap, however, 
there is no conflict. The instant case illustrates 
the point. The taxpayer received, by bequest, 
the right to the bonus awards. Because this was 
“required to be distributed,” section 662 would 
apply and require taxpayer to include the value 
of the right in its gross income. Section 
691(a)(1)(C) addresses the question of who must 
include income in respect of a decedent in their 
gross income in situations where the income 
passes through the estate to a beneficiary. Sub- 
section (C) resolves the issue by allocating the 
income to the beneficiary. In this regard, subsec- 
tion (C) adopts the same approach as sections 
661 and 662. There is no conflict. 


Difficulty arises only if we give an overly 
technical reading to a peripheral aspect of these 


statutes, 1.e., when the amount must be claimed. 
Section 691 requires that taxpayer include the 
bonuses in its gross income “for the taxable year 
when received.” The majority asserts, without 
support or analysis, that this means that tax- 
payer must claim each bonus amount in the 
year the cash is received and may not claim it in 
the year the right to it is received. However, as 
to when the amount must be claimed, neither 
section 691 nor section 662 clearly distinguishes 
between receipt of the right and receipt of the 
property. Either way, the tax is paid. I cannot 
believe, and no one has proffered any explana- 
tion as to why it would be, that by including the 
axiomatic language ‘“‘for the taxable year when 
received,” Congress intended to prohibit people 
from placing a value on a property right and 
treating it as gross income in the year the right 
is received.? 


A reasonable reading of either section 662 or 
section 691 might lead any taxpayer to conclude 
exactly what taxpayer here concluded: that the 
value of the rights to the bonuses had to be 
included in gross income for the year in which 
the right was received.’ A basic tenet of statu- 
tory construction is that, where possible, we 
construe statutes to be in harmony rather than 
in conflict. Instead of doing this, the majority 
harshly interprets an ambiguous statutory 
scheme to the detriment of a party who 
attempted to comply with the law according to 
a reasonable reading of the statutes involved. 


I would reverse the decision of the Tax Court 
and enter a finding of no deficiency. 


[J 13,604] Phyllis W. Finiay, Co-Executrix, and Phil B. Whitaker, Substitute Co-Execu- 
tor, of the Estate of Mary Louise Finlay, Plaintiffs-Appellees v. United States of America, 
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Estate tax—Gross estate—Powers of appointment—Ascertainable standard.—A dece- 
dent who was trustee and life beneficiary of a trust did not have a general power of 
appointment over the trust corpus because her “right to encroach” upon the corpus was 
limited by an ascertainable standard. Under applicable state law (Tennessee), the decedent- 
trustee could not have invaded the corpus beyond what was needed for her reasonable 
support and maintenance. Back reference: { 6945.555. 


Phil B. Whitaker, Gale Graham Jones, Witt, Gaither & Whitaker, 1100 American National 
Bank Building, Chattanooga, Tennessee 37402, for plaintiffs-appellees. Glenn L. Archer, Jr., Assis- 
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Justice, Washington, D.C. 20530, John W. Gill, Jr., 362 Federal Building, Chattanooga, Tennessee 
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Before: MARTIN and JONES, Circuit Judges; and POTTER, District Judge.* 
inclusion of the entire value of an annuity in the year the 


right to receive annuity payments is acquired. See Treas. 
Reg. § 1.661(a)-2(c). 


2 Indeed, it would be anomalous that the estate be 
allowed to deduct the bonus one year and the beneficiary 
not be required to pay the tax until several years later, 
which is the position the Commissioner takes. 


* Honorable John W. Potter, United States District Judge 
for the Northern District of Ohio, sitting by designation. - 
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ties in the regulations under section 661, which require 
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Boyce F. MARTIN, JR., Circuit Judge: This is 
an appeal by the government from a judgment 
of the district court refunding estate taxes. We 
affirm the judgment but not the opinion of the 
district court. 


Edward Finlay, a lawyer, executed a 
holographic will on December 5, 1946. The will 
provided in relevant part: 


All the rest and residue of my Estate I give in 
Trust to Mary Louise for life with the right to 
encroach if she desires. As Trustee she shall 
without legal limitation have the right to 
administer this trust as if it were individually 
owned. Upon the death of Mary Louise or 
should she predecease me, my residuary Trust 
Estate shall be divided equally between my 
other grandchildren. If however Tavenner & 
Teddy are my only grandchildren at the time 
of my demise, Tavenner shall take 34 & 
Teddy 1/4. This equalizes the rule of primo- 
geniture. 


I nominate & appoint Mary Louise Finlay & 
Edward Finlay, Jr., as executors of my will, 
and expressly excuse either or both from giv- 
ing Bond. ! also excuse Mary Louise as Trus- 
tee of my Residuary Estate from making 
Bond or rendering any reports, or accounting 
to anyone whomsoever. 


Edward Finlay died on March 10, 1947, and 
his wife, Mary Louise Finlay, became the sole 
trustee and beneficiary of the residuary trust 
estate provided in the will. 


In 1975 it was decided to sell certain stocks 
held by the trust. The sales agreement included 
a warranty that the shareholder had the legal 
right and power to convey absolute ownership. 
As it was no longer certain that Mary Louise 
Finlay was of sound mind, Edward Finlay, Jr., 
and Tavenner Finlay Hall, the remaindermen 
and ultimate beneficiaries of the trust, peti- 
tioned the Chancery Court for Hamilton 
County, Tennessee, for her removal as trustee. 
Scott Brown, Jr., was appointed her guardian ad 
litem. Brown agreed with Dr. David McCallie, 
Mary Louise’s personal physician, that she was 
not competent and recommended to the court 
that American National Bank & Trust Company 
of Chattanooga be appointed trustee, as it had 
in fact been acting as the trustee for several 
years. 


The Chancery Court appointed the bank trus- 
tee on May 16, 1975, and the bank accepted the 
appointment the same day. The bank in its 
formal acceptance agreed to carry out all the 
terms and provisions of such Trust as set forth 
in such will, which terms and provisions the 
Bank construes to include the authority to, and 
pursuant to the Court’s instructions the Bank 

agrees to, apply so much of the net income and 


principal as it deems desirable and necessary to 
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supply the needs of Mary Louise Finlay, the 
beneficiary of such Trust, all of which it will do 
without the necessity of the appointment of a 
guardian for Mary Louise Finlay. 


Mary Louise died on December 17, 1975. The 
value of the residuary trust, more than 
$1,000,000, was not included in her estate for 
estate tax purposes. The Internal Revenue Ser- 
vice audited the return and assessed a defi- 


_ciency due to the failure to include the trust. 


The estate paid the deficiency and sued in dis- 
trict court for a refund of the contested amount. 


The court decided the case on cross motions 
for summary judgment. It ruled first that the 
trust was not invalid by reason of a merger of 
the legal and equitable estates in the person of 
Mary Louise Finlay. The government has not 
appealed from this ruling. Second, the court 
ruled that the trust created a general power of 
appointment under 26 U.S.C. §2041 in Mary 
Louise, as there was no limiting ascertainable 
standard. But the court ruled that the general 
power of appointment no longer existed after her 
removal as trustee. The estate therefore recov- 
ered $455,269.70 in estate taxes and $76,747.25 
in assessed interest, with interest and costs of 
action. The government appealed. 


The inability to exercise a general power of 
appointment because of legal incompetence does 
not preclude the application of 26 U.S.C. § 2041. 
Alperstein v. Commissioner [80-1 USTC 
{ 13,326], 613 F.2d 1213 (2d Cir. 1979), cert. 
denied, 446 U.S. 918 (1980). The district court 
distinguished Alperstein on the ground that a 
different trustee had been appointed. We need 
not consider whether this was a distinction with 
a difference, for we hold that the power was 
subject to an ascertainable standard. 


General powers of appointment are includible 
in the gross estate under 26 U.S.C. §2041. A 
general power of appointment is defined as 


a power which is exercisable in favor of the 
decedent, his estate, his creditors, or the cred- 
itors of his estate; except that— 


(A) A power to consume, invade, or appro- 
priate property for the benefit of the decedent 
which is limited by an ascertainable standard 
relating to the health, education, support, or 
maintenance of the decedent shall not be 
deemed a general power of appointment. 


26 U.S.C. §2041(b)(1). The power was thus a 
general power of appointment unless it was lim- 
ited by “an ascertainable standard relating to 
the health, education, support, or maintenance 
of the decedent.” The regulations provide that 
“the words ‘support’ and ‘maintenance’ are 
synonymous and their meaning is not limited to 
the bare necessities of life.” Treas. Reg. 
yeu 2041- 1(c)(2). . 
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Although the presence or absence of an ascer- 
tainable standard is a question of federal tax 
law, it must be determined by examining the 
law of the decedent’s home state, Tennessee. 
Huggins v. United States [82-2 ustc { 13,482], 
684 F.2d 417, 420 (6th Cir. 1982). In practical 
terms, there is an ascertainable standard if and 
only if, in the eventuality that Mary Louise had 
used more of the corpus of the trust than was 
proper for her support and maintenance, the 
remaindermen could successfully have pro- 
ceeded against her for the amount of waste. 


This trust for life, with the beneficiary as 
trustee, is analogous to a life estate. The owner 
of a life estate normally is entitled to the issues 
and profits of that estate, but no more. Thomp- 
son v. Thompson, 206 Tenn, 202, 332 S.W.2d 
221 (1960); Restatement of Property § § 119, 
138 (1936); see Morrow v. Person, 195 Tenn. 
370, 259 S.W.2d 665, 670 (1953) (holding that 
life tenant is a quasi trustee for the remainder- 
man). The question is whether Mary Louise’s 
“right to encroach” gave her only the right to as 
much of the principal as was required for her 
support and maintenance, or the right to some 
greater amount of the principal. For example, 
“fa] power to use property for the comfort, 
welfare, or happiness of the holder of the power 
is not limited by the requisite standard.” Treas. 
Reg. § 20.2041-1(c)(2). 


Although the Supreme Court of Tennessee has 
not explicitly decided this question, see Holley 
v. Marks, 535 S.W.2d 861 (Tenn. 1976), prece- 
dent from the Tennessee Court of Appeals con- 
vinces us that a “support and maintenance” 
limitation would be applied. In Jones v. McMur- 
rey, 25 Tenn. App. 47, 150 S.W.2d 713 (1941), 
the decedent left all his property to his wife ‘‘to 
be used as she see fit, as long as she lives,” and 


on her death whatever property was left was to 
go to his foster son and three brothers. The 
widow brought suit to determine her rights 
under the will. The court held, 


We think the intent of the testator was that 
she should have the right to use all the prop- 
erty, the rents, income and the corpus, for her 
support and maintenance during her life, and 
if at her death any of it was left it should go 
to the remaindermen. That is to say, the will 
vested in her a life estate, coupled with the 
power to dispose of all the property only if 
and when she might find it necessary for her 
personal use. 


150 S.W.2d at 714. Jones was followed in 
Skovron v. Third National Bank, 509 S.W.2d 
497, 511 (Tenn. Ct. App. 1973), which involved 
similar facts. 


The Internal Revenue Service argues this case 
is controlled by Ewing v. Rountree [65-2 USTC 
J 12,323], 346 F.2d 471 (6th Cir. 1965), cert. 
denied, 382 U.S. 918 (1965). In Ewing there was 
a conventional trust for life with a beneficiary 
who could invade the corpus as she desired. The 
beneficiary had the power to invade as well as 
not to invade the corpus, and she was not in a 
position of trust or quasi trust for the remain- 
dermen. The rules applicable to life estates had 
no bearing in Ewing. 


Because we find that Tennessee law would not 
have allowed Mary Louise Finlay to invade the 
corpus of the trust beyond what was needed for 
her reasonable support and maintenance, we 
hold that there was an ascertainable standard 
precluding any general power of appointment 
under 26 U.S.C. § 2041. 


The case is affirmed. 


[113,605] Syntha Essex, Executrix of the Estate of Elizabeth M. Judd, Plaintiff v. 


United States of America, Defendant. 


U.S. District Court for the District of Nebraska, CV 79-0-298, 8/24/84. 


[Code Sec. 2031] 


Estate tax—Valuation—Claim of estate—The value of a decedent’s interest in her 
husband’s estate, as of the alternate valuation date, was determined by the court based upon 
appraisals and expert testimony submitted by the executrix of the decedent’s estate. Back 


reference: J 6432.18. 


John H. Cotton, Gaines, Otis, Haggart, Mullen & Carta, 10050 Regency Circle, Suite 200, 
Omaha, Nebraska 68114, for plaintiff. Ronald Lahners, Bruce I. Crocker, Department of Justice, 


Washington, D.C. 20530, for defendant. 
MEMORANDUM AND ORDER 
THE ISSUES 


BEAM, District Judge: This is an action for 
refund of an alleged overpayment of taxes 
brought by plaintiff as the executrix of the 
estate of Elizabeth M. Judd, deceased. Two pri- 
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mary issues were raised by the pleadings. The 
first question was whether certain gifts made by 
the decedent were made in contemplation of 
death within the meaning of section 2035 of the 
Internal Revenue Code. The second inquiry 
involved the value of the decedent’s interest in 


the estate of her husband, Harry E. Judd, 
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deceased. The issues were bifurcated for trial. 
Issue one was tried and submitted to a jury who 
decided that the gifts were, indeed, made in 
contemplation of death. Issue two was tried to 
the Court and was, thereafter, submitted for 
decision. This Memorandum will constitute the 
findings of fact and conclusions of law required 
by Fed. R. Civ. P. 52(a). 


THE FACTS 


Elizabeth Judd died on December 28, 1972, 
at age 68. At all relevant times, she was a 
resident and citizen of Omaha, Nebraska. In 
timely fashion, plaintiff filed the United States 
Tax Return, form 706, and paid the taxes shown 
to be due. In the return, plaintiff elected the 
alternate valuation date permitted under sec- 
tion 2032 of the Internal Revenue Code. 


The United States disagreed with certain con- 
tentions made in the tax return and issued a 
statutory notice of deficiency. Plaintiff paid the 
amount of the purported deficiency and filed a 
claim for refund. The claim was denied and this 
action was commenced. 


The parties have stipulated and this Court 
finds that the value of the assets in the estate of 
Harry E. Judd on the alternate valuation date 
were as set forth in part C.1i of the Order on 
Pre-Trial Conference (filing 65). This measure, 
on its face, indicates that the valuation applied 
by the government in calculating the tax defi- 
ciency was in error. Also, this amount represents 
undistributed assets and cannot, without adjust- 
ment, be used to establish the amount of the 
interest of the Estate of Elizabeth Judd. 


Atterney David J. Cullan testified as to the 
amount of fees, costs and expenses that could 
reasonably be contemplated in the probate of 
Mr. Judd’s estate. These totalled $24,475.00. He 
estimated that it should have taken about 19 
months to close the estate and that a partial 
distribution of assets, pending such closing, 
would have increased fees and expenses by 
$3,000.00. 


Gordon R. Johnson, an investment adviser 
and stockbroker, using, in part, the facts devel- 
oped by Attorney Cullan, testified that the fair 
market value of the interest of Elizabeth Judd 
in the estate of Harry Judd was $118,660.10. 
Defendant offered no evidence except by way of 
cross-examination of plaintiff's witnesses. 


. DISCUSSION 
Plaintiff made certain eesUMPUONS, in the 


imposed an earnings factor of 8.1 percent per 
annum which factor was based upon an 
expected return on unspecified investments at 
low risk. Applying the risk discount and an 
earnings discount, Mr. Johnson concluded that 
the value of the interest for tax purposes was the 
above stated amount. \ 


However, three things cause the Court to con- 
clude that’ the valuation should be slightly 
higher. 


It is undisputed that Mr. Fohnsins valuation 
does not include the amount of a contingent 
claim for a tax refund that was in litigation on 
the alternate valuation date. A refund of 
$10,765.69, including interest, was finally real- 
ized. Notwithstanding the exclusion of the valu- 
ation of this claim, the cost of attorney fees to 
pursue the claim was included as a potential 
deduction by both Attorney Cullan and Mr. 
Johnson. These fees were estimated at $500.00 
to $1,000.00. The Court agrees that a contingent 
claim for tax refund, depending upon the facts, 
is difficult, if not impossible, to value. However, 
the costs and expenses of pursuit of the claim 
should be excluded if the value of the claim is to 
be excluded. 


The 4.5 percent risk factor and 8.1 percent 
earnings factor do not, apparently, take into 
account the nature of the assets actually held by 


the Harry Judd Estate on the valuation date. — 
An asset by asset analysis and calculation could ~ 


possibly be made although it would be difficult. 
The Court, as the finder of fact, relies, instead, 
upon a general analysis of the assets listed in 
plaintiffs exhibit 11. 


The Court also credits the possibility of an 
interim distribution. Although Attorney Cullan 
testified that it was not usual to make interim 
distributions, he readily admitted that Mr. 
Judd’s estate was a candidate for such an occur- 
rence. 


Based upon the above factors and expert testi- 
mony, the Court determines the fair market 
value of the interest in question to be 
$122,500.00. The tax return should be prepared 
upon that basis. 


CONCLUSION 


The jury has established that the gifts made 
on December 23, 1970, December 16, 1971 and © 


December 9, 1972, to Syntha, Diane, Carrol and ~ 


Charles Essex were in contemplation of the 
death of Elizabeth Judd. The Court has, prior to 
trial, ee Gules orders with Ses to the tax 
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appropriate, if any, can be stipulated by the 
parties. If not, the issue or issues should be 
submitted to the Court. When all necessary 
facts have been decided by the Court and the 
parties or both, the parties shall submit a joint, 
or separate if necessary, computation of tax 
sufficient to allow the Court to enter final judg- 
ment on the verdict of the jury and the findings 


of fact and conclusions of law of the Court. 
Accordingly, ; 


IT IS ORDERED that the parties shall, 
within sixty (60) days of the date of this Memo- 
randum and Order, complete all necessary mat- 
ters and submit tax computations to the Court 
for entry of a final judgment. 


[7 13,606] Bank of Clearwater and Douglas Westin, etc., Plaintiffs v. The United States, 


Defendant. 
U.S. Claims Court, No 434-82T, 1/23/85. 


[Code Sec. 2035—Prior to amendment by the Tax Reform Act of 1976] 


Estate tax—Gross estate—Transfers within three years of death—-Pre-1977 law.— With 
respect to gifts made prior to January 1, 1977, the Tax Reform Act of 1976 neither amended 
nor repealed the contemplation of death rules applicable to transfers made by a decedent 
within three years of her death. Therefore, those rules were to be applied in determining 
whether a decedent’s pre-1977 gifts, made within three years of her death in 1977, were 
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General Glenn L. Archer, Jr., W.C. Rapp, Department of Justice, Washington, D.C. 20530, for 


defendant. 


OPINION ON CROSS-MOTIONS FOR 
SUMMARY JUDGMENT 


GIBSON, Judge: This tax refund suit, to 
recover alleged overpayments of federal estate 
taxes and assessed interest paid, comes before 
the court on plaintiffs’ motion for summary 
judgment and defendant’s cross-motion for par- 
tial summary judgment. To facilitate disposition 
of these motions, the parties have entered into a 
joint written stipulation of facts which was sub- 
mitted to this court on May 17, 1983. However, 
the parties also agree that if the plaintiffs do not 
prevail on their primary argument—that there 
is no statutory authority requiring that the $4.5 
million gifts in question be included in the dece- 
dent’s estate, infra,—a trial will be necessary to 
determine whether said gifts, made by the dece- 
dent within a year of her death, were in fact 
transferred in contemplation of death.! Jurisdic- 
tion of this action is based on 28 U.S.C. § 1491 
(1982) and 26 U.S.C. § 7422 (1982). 


The legal issues presented in this estate tax 
refund suit are three-fold: 


1. Whether § 2035 of Title 26 U.S.C. (§ 2035, 
Internal Revenue Code of 1954), as it existed 
prior to the 1976 Tax Reform Act amend- 
ment, applies to gifts transferred before Janu- 
ary 1, 1977, by decedents who died after 
December 31, 1976; stated another way, 
whether amended § 2035 repealed old § 2035 


1 Notwithstanding the foregoing, at oral argument coun- 
sel for plaintiffs advised the court that should an adverse 
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in toto so as to make both inapplicable to the 
transfers in issue; 


2. Whether the applicable estate tax overpay- 
ment emanating from the allowance of addi- 
tional deductions by the Service and 
concomitantly used to partially offset an 
estate tax deficiency constitutes a construc- 
tive payment of estate taxes for purposes of 
determining the maximum limitation on an 
estate tax refund pursuant to § 6511(b)(2)(B), 
Title 26 U.S.C. (1976); and 


3. Whether an overpayment of estate taxes 
that results from the allowance of deductions 
taken for various litigation expenses, which 
include attorney fees, court costs, and per- 
sonal representative fees, incurred by the 
estate in contesting an assessed tax defi- 
ciency, is recoverable beyond the maximum 
limit prescribed by 26 U.S.C § 6511(b)(2)(B) 
(1976). 


After considering the pleadings, the stipula- 
tion of facts, all of the briefs submitted by the 
parties, and following oral argument, the court 
concludes, for reasons hereinafter delineated, 
that the old § 2035, Title 26 U.S.C., as it existed 
prior to the 1976 Tax Reform Act (TRA) 
amendment, is the applicable statutory provi- 
sion which is determinative of the standard 
requiring the inclusion of the value of said gifts 
in the decedent’s estate. Therefore, as it will 
appear more clearly hereinafter, genuine issues 


§ 2035 ruling issue, then in such case plaintiffs will most 
likely not litigate the “in contemplation of death” issue. 
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of material fact exist, and a trial is required to 


determine the factual issue of whether the gifts 
were made in contemplation of death. The court 
will refrain from deciding the latter two issues, 
pending the outcome of the trial on the merits, 
because if the plaintiffs do not prevail on the 
merits, the remaining legal issues will become 
moot (i.e., any refund due as a result of addi- 
tional deductions for legal fees and other litiga- 
tion expenses will not exceed the maximum 
limitation on refunds  provided' by 
§ 6511(b)(2)(B)). Plaintiffs’ motion for summary 
judgment will, therefore, be denied in part, and 
defendant’s motion for partial summary judg- 
ment will be granted in part, as to issue No. 1. 
The court reserves ruling on the § 6511(b)(2)(B) 
issues presented in the parties’ motions for sum- 
mary judgment pending a trial on the merits. 


FACTS 


For purposes of the cross-motions for sum- 
mary judgment, the following operative facts 
have been stipulated and are found accordingly: 


On July 21, 1976, Mrs. Shea, as grantor, exe- 
cuted an agreement creating an irrevocable 
trust (the “Trust’’) with her son Douglas Westin 
and the Bank of Clearwater as trustee. Concomi- 
tantly, she conveyed to the Trust cash and 
securities having a value of $3,500,000. The 
terms of the Trust provided that $1,000,000 was 
to be set aside for the benefit of her son Douglas, 


and $2,500,000 was to be set aside for the equal’ 


benefit of Mrs. Shea’s five grandchildren. Also 
on July 21, 1976, Mrs. Shea made an outright 
gift of cash and securities totalling $1,000,000 
to the three children of her deceased son Freder- 
ick, to be shared by them equally. Thus, in the 
aggregate, Mrs. Shea transferred to her rela- 
tives, on July 21, 1976, gifts totalling to the 
value of $4.5 million (the “‘gifts’’). 


About ten months later, on May 22, 1977, 
Mrs. Shea died. At that time, she was a resident 
of Belleair, Florida. The plaintiffs, Douglas Wes- 
tin and the Bank of Clearwater, were appointed 
co-personal representatives in administration of 
the Estate of Maude J. Shea, Deceased, on May 
26, 1977. On or about February 22, 1978, the 
plaintiffs filed a federal estate tax return, Form 
706 (the “Return”) on behalf of the Estate of 
Maude J. Shea, with the Internal Revenue Ser- 
vice Center at Chamblee, Georgia, and timely 
paid the self-assessed federal estate tax liability 
shown on the return in the amount of 
$1,630,954.57. 


Subsequent to an audit examination of the 
Return, ae Commissioner of Internal Revenue 


12 Al reterences to: the Code are to the Internal Revente 


ao had previously filed a Bide for refine 
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(‘Commissioner’) determined a deficiency in 
estate taxes against the plaintiffs in the amount 
of $552,660. On October 22, 1980, a deficiency 
of $552,660, plus interest of $112,523.09, was 
timely assessed. The Commissioner primarily 
determined the estate tax deficiency from an 
adjustment based on including in Mrs. Shea’s 
gross estate the value of the $4,500,000 in gifts 
Mrs. Shea made on July 21, 1976. This inclusion 
was premised upon the application of section 
2035 of the 1954 Internal Revenue Code ? (the 
“Code”) to said gifts as it read prior to the 
effective passage of the Tax Reform Act of 1976, 
Pub. L. 94-455, 90 Stat. 1520 (the ‘‘Act’’). 


In light of the aforementioned deficiency 
assessment, the plaintiffs paid an additional 
$552,660 in estate taxes and $112,340 in inter- 
est on November 18, 1980, and $183.09 in addi- 
tional interest on December 8, 1980. On July 21, 
1982, the plaintiffs timely filed with the Dis- 
trict Director in Jacksonville, Florida, a 
revised ° claim for refund (Form 843) regarding 
the alleged overpayments of estate taxes of 
$649,971.05 and interest of $112,523.09 (the 
“Claim”). Thereafter, in a letter dated July 29, 
1982, the District Director disallowed the 
Claim. 


DISCUSSION 
Section 2035 


Prior to the passage of the Tax Reform Act of 
1976, section 2035 (‘old section 2035” which 
was then amended) read, in pertinent parts, as 
follows: 


§ 2035. Transactions in contemplation of 
death. 


(a) General rule. 


The value of the gross estate shall include 
the value of all property to the extent of any 
interest therein of which the decedent has at 
any time made a transfer (except in case of a 
bona fide sale for an adequate and full consid- 
eration in money or money’s worth), by trust 
or otherwise, in contemplation of his death. — 


(b) Application of general rule. 


If the decedent within a period of 3 years 
ending with the date of his death ... trans- 
ferred an interest in property, relinquished a 
power, or exercised or released a general 
power of appointment, such transfer, relin- 
quishment, exercise, or release shall, unless 
shown to the contrary, be deemed to have 
been made in contemplation of death within 
the meaning of this section and sections 2038 
and a cepa Emphasis added ) 


by tie Disteict Bieceton on Accinbes 24, 1981. This s suit is 
based upon issues and facts pean in the revised Claim 
for refund. : 
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26 U.S.C. §2035 (1970). Thus, under the old 
section 2035, transfers made within three years 
of a decedent’s death were presumed to have 
been made in contemplation of death and the 
value of any such gifts were included in the 
decedent’s gross estate unless the executor could 
prove to the contrary. That is to say, the pre- 
sumption that gifts were made in contemplation 
of death, if made within three years of the 
decedent’s death, was rebuttable. However, 
through the Tax Reform Act of 1976, Pub. L. 
94-455, section 2001(a)(5), section 2035 of the 
Code was amended to eliminate the contempla- 
tion of death presumption and to provide for the 
automatic inclusion in the decedent’s gross 
estate of all gifts (in excess of the $3,000 annual 
exclusion) made within the three-year period 
prior to the decedent’s death without regard to 
the decedent’s motive or intent. Consequently, 
the amended version of section 2035 (‘‘new sec- 
tion 2035”) reads, in pertinent part, as follows: 


§ 2035. Adjustments for gifts made within 
3 years of decedent’s death 


(a) Inclusion of gifts made by decedent 


Except as provided in subsection (b), the 
value of the gross estate shall include the 
value of all property to the extent of any 
interest therein of which the decedent has at 
any time made a transfer, by trust or other- 
wise, during the 3-year period ending on the 
date of the decedent’s death. 


(b) Exceptions 
Subsection (a) shall not apply to— 


(1) any bona fide sale or an adequate and 
full consideration in money or money’s worth, 
and 


(2) any gift excludable in computing taxa- 
ble gifts by reason of section 2503(b) (relating 
to $3,000 annual exclusion for purposes of the 
gift tax) determined without regard to section 
2513(a). 


(c) Inclusion of gift tax on certain gifts 
made during 3 years before decedent’s death 


The amount of the gross estate (determined 
without regard to this subsection) shall be 
increased by the amount of any tax paid 
under chapter 12. by the decedent or his 
estate on any gift made by the decedent or his 
spouse after December 31, 1976, and during 
the 3-year period ending on the date of the 
decedent’s death.* (Emphasis added.) 


26 U.S.C. § 2035 (1976). 


Critical to the threshold legal issue presented, 
subsection (d) of section 2001 of the Act pre- 


4 This section has since been partially repealed through 
the Economic Recovery Tax Act of 1981, which is, of course, 
inapposite to the facts presented in this case. 
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scribed the effective dates for the amendments 
to old section 2035 and reads as follows: 


(d) EFFECTIVE DATES.— 


(1) The amendments made by subsections 
(a) and (c)(1) shall apply to the estates of 
decedents dying after December 31, 1976; 
except that the amendments made by subsec- 
tion (a)(5) ... shall not apply to transfers 
made before January 1, 1977. (Emphasis 
added.) 


Since the decedent’s gifts were made on July 
21, 1976, and the effective date of the new 
section 2035 provided that “the amendments 
made by subsection (a)(5) [i.e section 2035 as 
amended] ... shall not apply to transfers made 
before January 1, 1977”, both parties agree that 
the effective date of the new section 2035 does 
not require the inclusion of the July 21, 1976 
gifts in the decedent’s gross estate for estate tax 
purposes. However, it is the plaintiffs’ conten- 
tion that there was no statutory authority as of 
the date of the decedent’s death that also 
required the value of the gifts Mrs. Shea trans- 
ferred in 1976, supra, to be included in her gross 
estate. This is so, the plaintiffs aver, because 
when section 2035 was amended and became 
law on October 4, 1976, the old section 2035 was 
repealed as it had existed and applied with 
respect to gifts made before January 1, 1977, by 
decedents dying after December 31, 1976. The 
plaintiffs thus maintain that because the law in 
effect at the time of the decedent’s death (May 
22, 1977) applies, and at the time of Mrs. Shea’s 
death in 1977, the new section 2035 was on the 
books, but was inapplicable to pre-1977 trans- 
fers, then a fortiori, there is no applicable stat- 
ute that pertains to Mrs. Shea’s gifts because 
the old section 2035 was repealed in toto in 
October 1976 and the new section 2035 is explic- 
itly inapplicable to such transfers. Conse- 
quently, the plaintiffs argue that due to an 
oversight or inadvertence, the amendment to 
section 2035 repealed old section 2035, leaving 
an estate tax hiatus as to both provisions with 
respect to the transfers in issue. 


Conversely, the defendant argues that the 
pre-amended version of section 2035 applies to 
Mrs. Shea’s gifts because the 1976 amendment 
had an impact on prior law (old section 2035) 
only to the extent Congress directed it to apply. 
Thus, the defendant contends that the 1976 
amendment did not repeal the old section 2035 ~ 
but rather had no effect on its application to 
such gifts made in 1976 by decedents dying in 
1977. Moreover, the defendant maintains that 
the plaintiffs’ theory creates a loophole in the 
estate taxation laws that is at odds with the 
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legislative policy underlying amended section 
2035. 


Since the key to the resolution of the initial 
issue is the construction of amended section 
2035, “(t]he starting point in any case involving 
construction of a statute is the language itself.” 
St. Paul Fire & Marine Insurance Co. v. Barry, 
438 U.S. 531, 541 1978). “It is elementary that 
the meaning of the statute must, in the first 
instance, be sought in the language in which the 
act is framed, and if that is plain, and if the law 
is within the constitutional authority of the law- 
making body which passed it, the sole function 
of the courts is to enforce it according to its 
terms.” Caminetti v. United States, 242 US. 
470, 485 (1917). Thus, if this court is confronted 
with a statute which is plain and unambiguous 
on its face, we ordinarily do not look to legisla- 
tive history as a guide to its meaning. Hart v. 
United States [78-2 ustc 9751], 218 Ct. Cl. 
212, 225, 585 F.2d 1025, 1032 (1978). However, 
to avoid absurd results, the court will, in excep- 
tional circumstances, exercise its leeway to 
depart from the usual meaning of the words of a 
statute. Gray v. United States, 110 Ct. Cl. 661, 
670, 76 F.Supp. 102, 104 (1948). 


In 1977, the year Mrs. Shea died, it is clear 
and the parties so concede that the amended 
section 2035, under the 1976 Tax Reform Act, 
was not applicable to a decedent who died in 
1977 but had transferred gifts in 1976. The 
court therefore agrees with the defendant (the 
Internal Revenue Service), the Tax Court, and 
the Fifth Circuit, for the reasons stated herein- 
after, that to the extent the new section 2035 
did not apply to Mrs. Shea’s estate, the old 
section 2035 necessarily remained applicable to 
transfers made in 1976 by decedents dying in 
1977. In that connection, the Tax Court, in 
Estate of Gill v. Commissioner [CCH. Dec. 
39,318(M)], 79 T.C. 437, 440-41 (1982), aff'd 
per curiam[83-2 usTc { 13,535], 711 F.2d 54 
(5th Cir. 1983), stated, in addressing the identi- 
cal issue as presented here, that: 


... We do not believe that Congress intended 
the amendment of section 2035(a) to leave a 
hiatus in coverage, exempting transfers made 
in comtemplation of death prior to the pas- 
sage of the Tax Reform Act of 1976 where the 
donor died after January 1, 1977. Nor do we 
believe Congress did so. For a section is 
amended only in accordance with the effec- 
tive-date provisions prescribed by Congress. 
As noted, Congress specifically made the 
newly amended section 2035 inapplicable to 
transfers prior to January 1, 1977, leaving the 
old law intact as to these transfers. An 
amendment eliminates the amended material 


only to the extent specified by Congress, and 


what it has specified in this instarice is Goan 
(Footnote deleted.) , 
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. . New legislation can only amend or replace 
old legislation to the extent that the legisla- 
tors authorize the new bill to take effect. 
Since the new legislation by its own terms 
specifically never became effective as to 
transfers prior to January 1, 1977, the old 
section 2035(a) was never amended or 
repealed as to such transfers and therefore 
continues in effect as to them. (Emphasis 
added.) 


The plaintiffs take strenuous exception to the 
Tax Court’s opinion, supra, arguing that the 
court hould not have given credence to a gen- 
eral explanation of the Act prepared and dissem- 
inated by the staff of the Joint Committee on 
Taxation after the Act was. passed wherein it 
was stated that “[t]he contemplation of death 
rules under prior law will apply to gifts made 
before January 1, 1977, where the decedent dies 
after December 31, 1976, and the transfer is 
made within 3 years of death.” See General 
Explanation of the Tax Reform Act of 1976, 
Joint Comm. on Taxation, 94th Cong., 2d Sess. 
(1976), 1976-3 C.B. (Vol. 2) 542. While it is true, 
as the plaintiffs point out, that this Joint Com- 
mittee Explanation (prepared by the staff) was 
“not ... reviewed by the tax committees” and 
reflected “only ... the staff's view as to the 
intent of Congress,” it nonetheless represented 
“the effort of the staff of the Joint Committee 
on Taxation to provide an explanation of the 
Tax Reform Act of 1976 as finally enacted. ...” 
Id. at 3. It is this court’s view that, although 
said Joint Committee Explanation prepared by 
the staff does not rise to the level of authority 
given to legislative history, we do not perceive it 
as totally worthless or unenlightening. It is som- 
mon knowledge that the congressional staff of 
the Joint Committee works very closely with the 
members of Congress in drafting legislation and 
undoubtedly has ‘eyeball knowledge” of the 
fundamental legislative purpose of a given piece 
of legislation. Absent any definitive legislative 
history that is more revealing, the court believes 
it is proper nevertheless, in the absence of any 
comparable contrary assertions, to give substan- 
tial weight to this Explanation. At the very 
least, it should receive no less recognition than a 
thesis of a text writer on a given point. 


The plaintiffs stress, nevertheless, that old 
section 2035 was repealed in toto because sec- 
tion 2001(a)(5) of the Act states, preceding the 
quoted language of the new section 2035, that 
“Section 2035 (relating to the transactions in 
contemplation of death) is amended to read as 
follows:”. Further, the plaintiffs point out that 
the heading of Section 2035 was changed from 
“Transactions in contemplation of death” to 
“Adjustments for gifts made within 3 years of 
decedent’s death.” It is the plaintiffs’ position 
that these changes, along with the fact that 
Congress did hot insert a savings clause, compel 
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the conclusion that the old section 2035 was 
repealed. That is, the plaintiffs argue that as of 
October 1976, old section 2035 does not continue 
upon the effective date of amended section 
2035, but rather upon said effective date, old 
section 2035 totally ceases to be efficacious and 
amended section 2035 applies. 


In United States v. Baker, 189 F.Supp. 796, 
802 (W.D. Pa. 1960), aff'd 293 F.2d 613 (3rd 
Cir.), cert. denied, 368 U.S. 914 (1961), a case 
that the plaintiffs heavily rely on, the court 
stated that: 


It was an early recognized principle of statu- 
tory construction that the words “‘amended to 
read as follows” in a statutory enactment set 
forth a legislative intent that all the law on 
the subject was to follow and that such lan- 
guage “evinces an intention to make the new 
statute a substitute for the amended statute 
exclusively”, and that there is no need for 
inconsistency in order for the amendment to 
operate as a repeal. 


That court also stated that “[e]nactment of a 
different catchline is to be given significant 
effect in determining the intention of Congress.” 
Id. While the legal principles raised in Baker 
may be viable under those facts, the facts in 
Baker are easily distinguishable from those 
presented here. First, in Baker, there was no 
effective date provision which indicated, as 
here, when the new law began. Conversely, in 
the instant case, the fact that section 2001(d) 
specifically states that ‘‘[t]he amendments 
made by subsections (a) and (c)(1) shall apply to 
the estate of decedents dying after December 
31, 1976; except that the amendments made by 
subsection (a)(5) [relating to gifts made within 
three years of decedent’s death] ... shall not 
apply to transfers made before January 1, 1977” 
is crucial in underscoring the fact distinctions 
between that case and the case at bar. (Empha- 
sis added.) This court reads the underlined lan- 
guage to mean that the amendment to old 
section 2035 shall relate only to transfers made 
after December 31, 1976, i.e., the amendment to 
old section 2035 is specifically limited to trans- 
fers made after December 31, 1976 (which is not 
this case). Given the well-settled principle that 
courts do not favor repeal by implication, this 
court is compelled to find that the amendment 
did not repeal old section 2035 in its application 
to pre-January 1, 1977 transfers. Frost v. Weine, 
157 U.S. 46, 58 (1895); Graham & Foster v. 
Goodcell, 282 U.S. 409, 425 (1931). 


Absent this effective date provision in the 
amended section 2035, the court would agree 
that such circumstance would manifest an indi- 
cia (but not necessarily determinative) that the 
old section 2035 was repealed. However, given 
section 2001(d), it is clear beyond cavil that the 
old section 2035 remains effective to gifts trans- 
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ferred before January 1, 1977 by decedents who 
died after December 31, 1976. 


Moreover, in this situation, we do not view as 
overly significant on the threshold issue here the 
fact that the heading to amended section 2035 
was changed. The difference in wording under 
the amended act merely reflects Congress’s 
intent to make the donor’s motive for the gift 
totally irrelevant. See H.R. REP. No. 94-1380, 
94th Cong., 2d Sess., reprinted in 1976 U‘S. 
CODE CONG. & AD. NEWS 3368. Thus, rather 
than retain a heading that referred to the con- 
templation of death when that motive was 
immaterial, Congress simply changed the title 
to “Adjustments for gifts made within 3 years of 
decedent’s death.” 


There is no doubt, as even the parties them- 
selves agree, that the primary purpose for 
amending section 2035 in 1976 was to put an 
end to the “considerable litigation concerning 
the motives of decedents in making gifts.” Id. at 
3366. It was believed, as the House Report 
indicates, that the litigation problem, whether 
the transfer was in contemplation of death, 
“should be eliminated by requiring the inclusion 
of all such gifts in the gross estate without 
having to attempt to ascertain the motives of 
the decedent.” Id. Logically then, there is no 
reason to conclude that Congress, in attempting 
to eliminate a litigation problem, repealed old 
section 2035 (intentionally or otherwise), and 
created a loophole regarding gifts made prior to 
January 1, 1977, by decedents who died after 
December 31, 1976. 


There is not one scintilla of evidence that 
Congress intended, by said amendment, to 
reduce revenue sources which would have been 
the consequences of plaintiffs’ hypothesis; in 
fact, the converse is inescapable. There are no 
words in either the Act or in the legislative 
history that even remotely suggest that the old 
section 2035 was repealed for the time period 
when the new section 2035 was inapplicable. As 
the Supreme Court noted in Frost v. Weine, 157 
USS. 46, 58 (1895): 


. It is well settled that repeals by implica- 
tion are not to be favored. And where two 
statutes cover, in whole or in part, the same 
matter, and are not absolutely irreconcilable, 
the duty of the court—no purpose to repeal 
being clearly expressed or indicated—is, if 
possible, to give effect to both. In other words, 
it must not be supposed that the legislature 
intended by a later statute to repeal a prior 
one on the same subject, unless the last stat- 
ute is so broad in its terms and so clear and 
explicit in its words as to show that it was 
intended to cover the whole subject, and, 
therefore, to displace the cst statute. 


(Emphasis added. yer 
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See also Hart v. United States [78-2 USTC 
9751], 218 Ct. Cl. 212, 229, 585 F.2d 1025, 
1034 (1978). Moreover, in cases addressing the 
interpretation of laws for the collection of reve- 
nue, courts are especially reluctant to imply a 
repeal. Graham & Foster v. Goodcell, 282 U.S. 
409, 425 (1931). Thus, logic and consistency 
dictate that on the date of Mrs. Shea’s death, 
May 22, 1977, where a decedent died in 1977 
but transferred gifts prior to the first of that 
year, old section 2035 applies. On the other 
hand, if the decedent died in 1977 and also 
transferred gifts in that year, new section 2035 
clearly applies. 


Construction of new section 2035 as argued 
by plaintiffs, in this court’s view, would lead to 
an absurd result, and impute to Congress an 
irrational purpose clearly inimical to the obvi- 
ous legislative policy of the statute as a whole. 
We find, therefore, that both statutes are not 
irreconcilable but rather each has a distinct non- 
overlapping purpose. Consequently, on these 
facts, we are constrained “‘to give effect te both” 
since there is not the slightest intimation of a 
purpose to repeal old section 2035, and we there- 
fore hold that old section 2035 is applicable to 
the transfers in the case at bar. 


Construction Payment and Recovery Limit 
Under 26 U.S.C. § 6511(b)(2)(B) 


Because the court concludes that the old sec- 
tion 2035 applies to the gifts transferred by 
Mrs. Shea in 1976, it will be necessary to hold a 
trial to determine the factual issue of whether 
the gifts were made in contemplation of death. 
The plaintiffs have paid a total of $665,183.09 
in estate tax deficiencies (plus interest) within 
the two-year period preceding the filing of the 
claim for refund filed on July 21, 1982.° It is the 
defendant’s position that if the plaintiffs were to 
succeed on the merits (i.e., the court finds that 
said transfer was not in contemplation of death), 
then in such case their recovery is limited to 
$665,183.09.© However, the plaintiffs here seek 
a refund of the deficiency tax and interest 
assessed, plus any further overpayments that 
will be derived if allowed to take additional 
deductions for legal fees and other litigation 
expenses incurred in challenging this assessed 
deficiency, in the aggregate amount of 
$762,494.14. 


The plaintiffs contend, therefore, that they 
should be allowed to recover more than 
$665, 183.09 peri a more than ses 
mou isis id” 


ing the filing of the refund claim when the 
Commissioner, in determining the deficiency 
caused by including the gifts in Mrs. Shea’s 
gross estate, subtracted additional deductions 
not previously taken by the estate. The plain- 
tiffs maintain that because the applicable taxes 
on these additional deductions, which would oth- 
erwise constitute an overpayment, were offset 
against the resulting tax deficiency emanating 
from the inclusion of the value of the transfers 


(i.e., $4.5 million) in 1976, a constructive pay- 


ment resulted for purposes of determining the 
estate’s recoverable limit under 26 U.S.C. 
§ 6511(b)(2)(B) (1976). Additionally, the plain- 
tiffs argue, that notwithstanding the limitation 
on recovery prescribed, by 26 U.S.C. 
§ 6511(b)(2)(B) the estate should nonetheless be 
permitted to recover overpayments which will 
result from deductions for administrative 
expenses such as attorney fees, court costs, and | 
personal representative fees incurred in con- 
testing this deficiency. In support of their 
motion, plaintiffs rely on Bankers Trust Co. v. 
United States [71-1 ustc § 12,748], 438 F.2d 
1046 (2d Cir. 1971). The defendant counters 
with the contention that the holding of Bankers 
Trust Co., wherein on such an argument plain- 
tiffs prevailed regarding a deduction for attor- 
ney fees, should be limited only to attorney fees 
and not to other costs. 


It appears to the court at this time that if the 
plaintiffs should lose at the trial on the merits, 
the $665,183.09 paid in taxes and interest in 
November and December 1980 will undoubtedly 
cover whatever overpayments will result from 
allowable deductions taken for additional 
administrative expenses incurred because of this 
deficiency challenge. Therefore, rather than 
address issues in this opinion which may ulti- 
mately become moot, depending on the outcome 
of the trial on the merits, the court, in the 
interest of judicial economy, will abstain from 
deciding the latter two issues until such time as 
it becomes necessary. (We view this will occur 
only if plaintiffs prevail on the merits.) 


THUS, IT IS HEREBY ORDERED that 
plaintiffs’ motion for summary judgment is 
denied in part, and defendant’s motion for par- 
tial summary judgment with respect to the sec- 
tion 2035 issue is granted. Both parties’ motions 
for partial summary judgment | regarding the 
section 6511(b)(2)(B) issues are reserved for 
future consideration as expressed above. Trial 


on the merits will be set at the scheduled pre- 
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trial conference date as set forth in the Pretrial 
Order which issues herewith. 


At oral argument plaintiffs’ counsel advised 
the court, on the record, that the ‘‘contempla- 
tion of death” issue will most likely not be 
litigated on the merits if plaintiffs do not pre- 
vail on their contention that neither the old nor 
the amended section 2035 is applicable to the 
transfers in issue. If that is plaintiffs’ position, 


[13,607] 
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then the plaintiffs shall notify the court and 
defendant within seven (7) days from receipt of 
this opinion. Also, absent advice to the court 
that the additional allowable deduction issues 
will be settled, followed by a stipulation of dis- 
missal, then the plaintiffs shall also at that time 
advise the court as to how they intend to pro- 
ceed on such issues. 


IT ISSO ORDERED. 


Estate of Elbert B. Whitt, Loyd Whitt, Executor, Petitioner-Appellant v. 


Commissioner of Internal Revenue, Respondent-Appellee. 
U.S. Court of Appeals, 11th Circuit, No. 84-7026, 2/4/85. 


[Code Secs. 2033 and 2036] 


Estate tax—Gross estate—Property in which decedent had an interest—Transfers with 
retained life estate—Burden of proof.—The value of 3 of 18 parcels of land that a decedent 
had owned and purportedly transferred during his life was includible in his gross estate 
because the estate failed to demonstrate that the decedent did not own them at the time of 
his death. Similarly, the estate did not disprove the existence of an implied agreement 
between the decedent and the transferees of 8 additional parcels whereby the decedent would 
retain the use of the land and the right to the income therefrom during his lifetime. 
Accordingly, those parcels were also includible in his gross estate. Further, 3 other parcels 
transferred by the decedent during his life were includible in his gross estate because the 
circumstances surrounding the transfer and events that occurred thereafter indicated that 
there was an implied agreement between the parties that the decedent would continue to 
possess the property and receive any income therefrom for the remainder of his life. Back 
references: { 6535.71 and 6715.05. 


[Code Sec. 2511] 


Gift tax—Taxable transfers—Consideration—Completion of gift—Cessation of domin- 
ion and control.—The estate of a decedent was liable for gift taxes with respect to transfers 
made by him during his lifetime because the transfers were made for less than full and 
adequate consideration. Although some of the deeds evidencing the transfers of real estate 
recited nominal consideration, there was no evidence that consideration was actually paid. 
The transfers were completed for gift tax purposes at the time the deeds were recorded 
because, under applicable state law (Alabama), the decedent retained dominion and control 
over the parcels until that time. Back references: { 8590.24 and 8600.12. 


J. Gilmer Blackburn, Blackburn & Maloney, Post Office Box 1469, Decatur, Alabama 35602, 
for petitioner-appellant. Glenn L. Archer, Assistant Attorney General, Michael L. Paup, Robert A. 
Bernstein, John A. Dudeck, Jr., Joel Gerber, Charles S. Casazza, Department of Justice, Washington, 
D.C. 20530, for respondent-appellee. 


Before RONEY and HENDERSON, Circuit Judges, and TUTTLE, Senior Circuit Judge. 


TUTTLE, Senior Circuit Judge: This is an 
appeal from a judgment of the Tax Court 
upholding the determination of the Commis- 
sioner of Internal Revenue (‘‘Commissioner’’) 
that there were deficiencies in federal estate and 
gift taxes paid by the estate of Elbert B. Whitt 
(‘Estate’). 


Elbert B. Whitt, a resident of Ardmore, 
Limestone County, Alabama, died June 14, 
1969, at the age of 82. On September 12, 1975, 
the executor of his estate, his son, Loyd H. 
Whitt, filed a federal estate tax return. The 
return stated that the decedent owned no real 
estate at the time of his death and further 
represented that “[iJn 1959 the decedent and 
his wife deeded all farmlands owned by them to 
their children.” 
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Following an investigation, the Commissioner 
determined that during his lifetime Elbert 
Whitt had owned 18 parcels of farmland which 
he had gratuitously conveyed to his children and 
one grandchild while retaining the actual posses- 
sion or use of or the right to income from the 
property until his death. The Commissioner thus 
determined that these tracts, valued at 
$417,526 at the time of death, were includable | 
in the decedent’s gross estate under Section 
2036(a)(1) of the Internal Revenue Code of 1954 
(“IRC”) (26 U.S.C. § 2036). Alternatively, the 
Commissioner determined that any of these par- 
cels which were not effectively conveyed before 
Whitt’s death were taxable under IRC § 2033 
(26 U.S.C. §2033) as property in which the 
decedent had an interest at the time of his 


death. 
{ 13,607 
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As a second alternative position, the Commis- 
sioner determined that, although the decedent 
may have effectively conveyed all of his interest 
in these parcels to his children, these were gratu- 
itous conveyances for less than adequate and 
full consideration, and thus constituted gifts 
subject to the federal gift tax under IRC 
§ § 2501 et seq. (26 U.S.C. § § 2501 et seq). The 
Commissioner further determined that these 
gifts were not completed until the recordation of 
the deeds and that consequently the gift tax on 
each conveyance was due in the year in which 
the deed was recorded. 


The Estate petitioned the Tax Court for 
review of these deficiency determinations, con- 
tending that all of Elbert Whitt’s interest in 
these parcels had been effectively conveyed to 
the respective grantees during his lifetime. 
Thus, none of the property was includable in the 
decedent’s estate. Moreover, the land was in 
every instance conveyed for full and adequate 
consideration, either in cash or in services per- 
formed for the decedent. In any event, even if 
these conveyances were gifts, they were com- 
plete and irrevocable at the time the deeds were 
delivered to the respective grantees. Thus, each 
conveyance was subject to the gift tax when the 
deed was executed and delivered, not when it 
was recorded. 


At the hearing before the Tax Court, the 
Estate, as the petitioner, introduced into evi- 
dence the warranty deeds executed by the dece- 
dent conveying 15 of the 18 parcels. Another 


deed was introduced whereby third parties con-— 


veyed one of the parcels to one of the decedent’s 
sons. The Estate proffered only one witness, an 
attorney, to testify as to the validity and effec- 
tiveness of these deeds to transfer title under the 
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laws of Alabama. The Tax Court excluded this 
testimony. The Estate then rested its case. 


The Commissioner called several witnesses, 
including several of the decedent’s children, all 
of whom were cross-examined by the Estate. 

As to 11 of the parcels, the Tax Court sus- 
tained the Commissioner’s alternative determi- 
nation that they were includable in the 
decedent’s gross estate pursuant to Section 
2033. It also concluded that six of the parcels 
were gifts subject to gift taxes in the years of 
recordation, 1963 or 1964. The court found that 
only one parcel had actually been sold during 
Whitt’s lifetime and was thus not subject to 
either tax. 


BACKGROUND 


At issue are 18 separate tracts of rural land of 
_ varying size—14 in Limestone County, Ala- 
bama, three in Madison County, Alabama, and 
one in Tennessee. A summary chart of the con- 
veyances involved is set forth in the margin.! It 
may be noted that 12 of these deeds were exe- 
cuted on August 21, 1959, and that all of the 
introduced deeds save one were recorded over a 
15-month period between June 21, 1963 and 
September 11, 1964. 


Elbert Whitt was a farmer who had utilized 
primarily tenant farmers and mules in cultivat- 
ing his lands in northeastern Alabama and 
nearby parts of Tennessee. His sons testified 
that at his age he felt uncomfortable shifting to 
the use of tractors and other modern farming 
equipment and techniques and so he decided to 
turn his land over to his children. Some of it was 
deeded over to three of his sons in 1952. Deeds 
on Whitt’s remaining farmland were executed 


’ Fair 
Approx- , Fair Market Value 
Date of Date Stated imate No. _ Market Value When Deed 
Tract No. Deed Recorded Grantee of Acres County Date of Death Recorded 
1 8/21/59 9/11/64 Alton Whitt 118.5 Limestone $32,588 $24,352 
2 8/21/59 2/28/64 —Audry Whitt 63 Limestone 18,900 14,123 
3 8/21/59 2/28/64 — Audry Whitt 70 Limestone 21,000 15,692 
4 8/21/59 - 2/28/64 — Audry Whitt 50 Limestone 15,000 — 11,209 
5 Leh —  Audry Whitt 40 Madison 12,000 8,967 (1964) 
6 8/21/59 7/12/63 Loyd Whitt 160 Limestone 48,000 33,838 : 
7 8/21/59 9/11/64 Mahlon Whitt 118.5 Limestone 32,588 24,352 — 
8 8/21/59 3/13/64 Mary Whitt 60 Limestone 18,000 13,451 _ 
“ f ae se Richardson 
Oi 8/21/59 3/13/64 Margaret Ann 40 Limestone 12,000 8,967 
oa be 12 Whitt ' 4 
10 ~~ 8/21/59 3/13/64 Margaret Ann 40 ” Limestone 12,000 8,967 
h Whitt ¥ 


Margaret Ann 


hi 


J 
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on August 21, 1959. Each recited the receipt of - 


$10 and other valuable consideration. 


While these deeds appeared to dispose of all of 
Elbert Whitt’s farm properties, he continued to 
recelve commodity program payments from the 
Agricultural Stabilization and Conservation Ser- 
vice (“ASCS”) until his death. Moreover, in his 
1967 and 1968 income tax returns, he reported 
income and expenses from the raising of cattle, 
swine and cotton. He also claimed depreciation 
of numerous farm implements, including three 
tractors, one of which had been purchased in 
March 1959. The depreciation schedules 
attached to these returns also indicated that 
Elbert Whitt had regularly purchased agricul- 
tural implements after the execution of the 
deeds in August 1959, both before and after the 
recordation of the various deeds. 


Following is a recitation of the facts devel- 
oped with respect to each of the 18 tracts: 


Tract No. 1 


On August 21, 1959, Elbert and Nellie Whitt 
conveyed 118.5 acres in Limestone County by 
warranty deed to Alton Whitt, their son. 
Although the deed recited the receipt of $10 and 
other considerations, Alton did not pay any 
cash. Alton was unmarried and lived at home 
with his parents until their deaths. During this 
time he performed services for his parents, 
including working around the farm and staying 
up nights to care for Elbert after his stroke in 
December 1968. He testified that he would have 
performed these services anyway, whether or 
not he had received the land. 


Alton did not farm the land which he received 
from his parents himself. However, he did per- 
mit his brothers to farm it. He also cut timber 
on the property from time to time. At some time 
prior to Elbert’s death, Alton received a check 
from the Tennessee Valley Authority in pay- 
ment for a right of way across the land. At no 
point in his testimony did Alton indicate 
whether any of these activities took place before 
his deed was recorded on September 11, 1964. 


The Tax Court determined that, in light of 
Alton’s testimony, Elbert Whitt had effectively 
parted with all of his interest in Tract No. 1 
before his death. However, the Tax Court also 
concluded that Alton did not pay consideration 
for the conveyance, and that it was therefore a 
gift which was not completed until the deed was 
recorded in 1964. 


2 During an interview with two special agents of the IRS 
in 1975, Loyd Whitt stated that at the time Elbert con- 
veyed this land to him, Elbert said that he was to retain all 
rents and payments on the land. As a result, Elbert received 
all ASCS and rent payments on Tract No. 6. This evidence 
was introduced, apparently for the purpose of impeaching 
Loyd’s testimony concerning the disposition of the income 
from the land, only after Loyd had been excused. Thus, he 
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Tracts Nos. 2, 3 and 4 


On August 21, 1959, Elbert and Nellie Whitt 
executed three warranty deeds to Audry Whitt, 
their son, conveying separate tracts of 63 acres, 
70 acres and SO acres respectively in Limestone 
County. Each deed recited the receipt of $10 
and other valuable considerations. All three 
were recorded on February 25, 1964. 


Audry Whitt died in 1970. No other evidence 
aside from the deeds themselves was introduced 
with respect to these three tracts. 


The Tax Court concluded that these tracts 
were includable in Elbert Whitt’s estate under 
Section 2033. 


Tracts Nos. 5 and 15 


The Commissioner determined that at some 
unknown time Elbert Whitt had executed a 
deed to Audry Whitt conveying 40 acres in 
Madison County and 60 acres in Limestone 
County. No deeds or other evidence were intro- 
duced at the hearing concerning these tracts. 
The Tax Court concluded that the estate had 
utterly failed to overcome the presumption of 
correctness accorded to the Commissioner’s defi- 
ciency determination as to either tract, and held 
that both were includable in the decedent’s 
estate under Section 2033. 


Tract No. 6 


On August 21, 1959, Elbert and Nellie Whitt 
conveyed 160 acres in Limestone County by 
warranty deed to Loyd Whitt, their son. 
Although the deed recited receipt of $10 and 
other valuable considerations, Loyd did not pay 
cash. Within six months of the execution of this 
deed, Loyd, at Elbert’s request, built a house 
and moved onto the land. According to his testi- 
mony, he planted crops and worked the land 
continuously. He also paid property taxes and 
received the income derived from the 160 acres.” 
Although Loyd did not pay cash for the land, he 
claims that he performed services for his parents 
in their later years, such as driving his father 
into town and taking his mother to the hospital 
every week, and that he considered these ser- 
vices as being in payment for the property. The 
deed was recorded July 12, 1965. 


The Tax Court concluded that Elbert Whitt 
had effectively conveyed this property to Loyd 
Whitt during his lifetime. Thus it was not 
includable in the estate. However, the court also 
concluded that Loyd’s services to his parents 


was notgiven an opportunity to explain the apparent incon- 
sistency between his testimony and the remarks which he 
had made during the interview in 1975. However, counsel 
for the Estate withdrew his objection to the admission of 
this evidence and agreed that the unavailability of Loyd 
Whitt to respond should go to the weight rather than the 


admissibility of the interview. 
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were not a bargained-for consideration for the 
conveyance and that the transfer of the prop- 
erty was an inter vivos gift to Loyd. The court 
also found the evidence insufficient to permit a 
conclusion that the gift was complete and irrev- 
ocable prior to the recordation of the deed, and 
thus upheld the Commissioner’s determination 
that the gift was taxable in 1963. 


Tract No. 7 


On August 21, 1959 Elbert and Nellie Whitt 
executed a warranty deed conveying 118.5 acres 
in Limestone County to their son, Mahlon 
Whitt, for $10 and other valuable considera- 
tions. This deed was recorded on September 11, 
1964. 


Mahlon did not pay his parents any cash for 
this property. He testified, however, that he had 
received this property in satisfaction of a debt 
owed to him by his father concerning a land 
swap with a third party. However, this testi- 
mony was highly confusing. Mahlon never did 
indicate precisely in what way his father owed 
him any money. In any event, while Mahlon 
now indicates that his father owed him upwards 
of $4,000 in connection with some other land 
that Mahlon had owned before 1959, the deed to 
Tract No. 7 made no mention of this in the 
recitation of consideration. As to services which 
Mahlon performed for his father after 1959, he 
testified that he would have performed them 
even if he had not received the property. 


Mahlon testified that he did take immediate 
possession of the property and received the 
income from it and reported this income on his 
tax returns. He also paid the assessed property 
taxes. 


The Tax Court concluded that Elbert Whitt 
retained no interest in this property at the time 
of his death. However, the Tax Court discounted 
Mahlon’s testimony that the consideration for 
the deed was the satisfaction of a prior debt, and 
concluded that the transfer of the property was 
simply an inter vivos gift. Here again, the Tax 
Court found the evidence insufficient to estab- 


lish that the gift was complete and irrevocable 


at any time prior to the recordation of the deed 
on September 11, 1964. | 


Tract No. 8 


On August 21, 1959, Elbert and Nellie Whitt 
exeeuked a warranty deed conveying 60 acres in 
unty to their daughter, Mary | 

ing receipt of $10 and 


Tracts Nos. 9, 10 and 11 


On August 21, 1959, Elbert and Nellie Whitt 
executed three warranty deeds to their grand- 
daughter, Margaret Ann Whitt, who was then 
seven years old. Each deed conveyed 40 acres in 
Limestone County and recited the receipt of $10 
and other valuable considerations. The deeds 
were recorded on March 13, 1964. 


Margaret’s father, Thomas Whitt, died in 
1957. Although Margaret did not testify at the 
hearing, her mother, Catherine Riethmaier, and 
stepfather, Jack Riethmaier, did testify. Cathe- 
rine recalled that subsequent to the execution of 
the deed, Elbert told her that he had given some 
land to Margaret. No money was ever paid for 
this land. Catherine, who was Margaret’s legal 
guardian, took possession of the property only 
after Elbert’s death. Neither Margaret nor 
Catherine paid property taxes on these parcels. 
Nor did either of them receive any income from 
the land prior to Elbert’s death, even though 
some of this land was cultivated and some of it 
was put to hogs. The hogs belonged to Elbert 
Whitt. 


Based on Riethmaiers’ testimony, the Tax 
Court concluded that Elbert Whitt retained an 
interest in each of these three tracts at the time 
of his death, and that all three were therefore 
includable in his estate under Section 2033. 


Tracts Nos. 12 and 13 


On August 21, 1959, Elbert and Nellie Whitt 
executed warranty deeds to their son, Willard 
Whitt, conveying 40 acres in Limestone County 
and 40 acres in Madison County. Each deed 
recited the receipt of $10 and other valuable 
considerations. These deeds were recorded on 
February 28, 1964 and March 20, 1964. 


Willard did not pay any cash for these tracts. 


‘He took possession of the property, paid the 


property taxes and reported any income earned 
from the land on his income tax returns. 


Although he did not pay cash, Willard 
insisted at the hearing that one of the reasons 
why his parents transferred these properties to 
their children in 1959 was to induce their chil-_ 
dren to live close by in order that they could 
provide services for them in their old age. Nev- 
ertheless, the Tax Court concluded that the evi- 
dence was insufficient to conclude that these 
transferswere anything but inter vivos gifts. 
Moreover, there was not enough evidence to 
establish that these gifts were complete and 
irrevocable at any time prior to their recorda- 
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Willard Whitt for a stated consideration of 
$650. 


The Commissioner determined that this prop- 
erty was owned by Elbert Whitt at some time 
during his life and that he retained an interest 
in it at the time of his death. While Willard 
Whitt testified as to the other tracts which he 
had received, he said nothing about Tract 14. 
Certainly, any testimony that Willard pur- 
chased this property from third parties for his 
own use and with his own money in 1932 and 
had continued in the exclusive ownership of the 
property until the time of his father’s death 
would in all probability have been dispositive of 
this father’s tax liability for this property. Since 
the Estate had ample opportunity to elicit such 
testimony from Willard but declined to do so, 
the Tax Court upheld the Commissioner’s deter- 
mination that Tract 14 was includable in the 
decedent’s gross estate. 


Tract No. 16 


On August 13, 1952, Elbert and Nellie Whitt 
executed a warranty deed conveying 110 acres 
in Limestone County to their son, Willard 
Whitt, reciting the consideration of $1500. Wil- 
lard, however, never paid any cash for this land. 
Aiter 1952 he provided numerous services for 
his parents, including planting their garden and 
driving them into town or to the hospital. He 
testified that he considered these services to be 
in payment for the land. 


He also made additions to a house that was 
already on the land to enable tenant farmers to 
live there, and in 1963 built the house in which 
he is presently living. From the time that he 
received the land in 1952, Willard rented the 
land to tenant farmers. He received the income 
and paid the assessed property taxes. 


The Tax Court was not convinced that the 
services which Willard performed for his parents 
were consideration for the property and con- 
cluded that the transfer of Tract 16 was an inter 
vivos gift to Willard. Again, it concluded that 
the evidence was insufficient to establish that 
this gift was complete and irrevocable at any 
time prior to the recordation of the deed on June 
21, 1963. Therefore, the court sustained the 
Commissioner’s second alternative determina- 
tion that a gift tax was owing on the transfer of 
this property for the year 1963. 


Tract No. 17 


On August 13, 1952, Elbert and Nellie Whitt 
conveyed 97 acres in Limestone County by war- 
ranty deed to their son, Thomas Whitt, reciting 
consideration of $1500. 


Thomas Whitt died in 1957. This deed was 
recorded on November 16, 1963. 


No other evidence was received concerning 
this property. There was thus no proof other 
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than the deed itself that the consideration had 
been paid or that Thomas had taken possession 
of the property. Consequently, the Tax Court 
sustained the Commissioner’s alternative deter- 
mination that this was land in which Elbert 
Whitt continued to have an interest at the time 
of his death and that it was includable in the 
decedent’s estate under Section 2033. 


Tract No. 18 


On August 13, 1952, Elbert and Nellie Whitt 
executed a warranty deed conveying 191.5 acres 
in Lincoln and Giles Counties, Tennessee, to 
their son, Alton Whitt, for a stated consideration 
of $3,000. 


Alton testified that he paid this consideration 
in three annual installments of $1,000. The Tax 
Court thus concluded that this property was 
effectively sold to Alton in 1952. Thus, it was 
not an inter vivos transfer subject to the gift 
tax, and it was not includable in Elbert’s estate. 


In summary, the Tax Court concluded that 
the transfers of tracts Nos. 1, 6, 7, 12, 13 and 16 
were inter vivos gifts to the respective grantees, 
completed at the time that the deeds were 
recorded. Therefore, the decedent owed gift 
taxes on those transfers for the years of recorda- 
tion. The court also concluded that no tax was 
owing on the transfer of Tract No. 18. The court 
sustained the Commissioner’s alternative deter- 
mination that the decedent had retained an 
interest in each of the other tracts, and that 
they were thus all includable in his gross estate 
under Section 2033. 


ISSUES 
The principal issues raised in this appeal are: 


1. Whether the Tax Court failed to apply 
state law in determining that the decedent 
had retained an interest in 11 of these parcels 
until the time of his death, and, if so, whether 
this was error; 


2. Whether the Tax Court erred in finding 
that six of these transfers were inter vivos 
gifts subject to the federal gift tax; 


3. If not, whether the Tax Court erred in 
sustaining the Commissioner’s determination 
that these gifts were taxable in the years in 
which the deeds were recorded. 


DISCUSSION 
A. Standard of Review 


[1-3] In a proceeding before the Tax Court to 
review a deficiency determination, the tax- 
payer-petitioner has the burden of proving by a 
preponderance of the evidence that the Commis- 
sioner’s determination is erroneous. Carson v. 
Commissioner [78-1 ustc { 16,280], 560 F.2d 
693, 695-96 (Sth Cir.1977),; Byram v. Commis- 
sioner [77-2 usTC J 9541], 555 F.2d 1234, 1236 
(5th Cir.1977),; Rockwell v. Commissioner [75-1 
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usTC { 9324], 512 F.2d 882, 885 (9th Cir.), cert. 
denied, 423 U.S. 1015, 96 S.Ct. 448, 46 L.Ed.2d 
386 (1975); see also Ireland v. United States 
[80-2 uste {] 9556], 621 F.2d 731, 736 (Sth Cir. 
1980) (same standard in suit for refund in dis- 
trict court). In making his case, the taxpayer 
must overcome a presumption of correctness 
which attaches both to the deficiency determi- 
nation itself and to the facts which support it. 
Rockwell [75-1 ustc J 9324], 512 F.2d at 885; 
Toledano v. Commissioner [66-1 UstTc { 9647], 
362 F.2d 243, 246 (Sth Cir.1966). When the Tax 
Court approves a deficiency determination, its 
findings of fact will not be set aside unless they 
are clearly erroneous. Brannen v. Commissioner 
[84-1 ustc ] 9144], 722 F.2d 695, 701 (11th 
Cir.1984); Cates’ v. Commissioner [83-2 USTC 
] 9628], 716 F.2d 1387, 1390 (11th Cir.1983). 
However, where a case hinges on the legal char- 
acterization of a transaction, it becomes a ques- 
tion of law which is freely reviewable. Fender v. 
United States [78-2 ustc { 9617], 577 F.2d 934, 
936 (5th Cir.1978); Casner v. Commissioner 
[71-2 ustc { 9651], 450 F.2d 379, 387 (Sth 
Cir.1971). 


B. The Estate Tax 
(1) Section 2033 


The Commissioner found that all 18 proper- 
ties were includable in Elbert Whitt’s gross 
estate under Section 2036 because Elbert had 
retained the possession or use, or the right to 
income from each of the 18 parcels until his 
death. Alternatively, he determined that any of 
the parcels which were not effectively trans- 
ferred during Whitt’s lifetime would be includ- 
able in the gross estate pursuant to Section 
2033. The Tax Court, after analyzing the 
parameters of Section 2036, concluded that 11 
of the parcels were includable in the gross estate 
under Section 2033. 


[4, 5] Section 2033 provides for the inclusion 
in the gross estate of ‘all property to the extent 
of the interest therein of the decedent at the 
time of his death.” 26 U.S.C. § 2033. Under 
general principles of federal tax law, an interest 
that is taxable under this section is generally 
one that is created by state law. See Morgan v. 
Commissioner [40-1 ustc { 9210], 309 U.S. 78, 
80, 60 S.Ct. 424, 425, 84 L.Ed. 585 (1940); 
Estate of Bright v. United States [81-2 UsTC 
{| 13,436], 658 F.2d 999, 1001 (5th Cir.1981) (en 
banc) It is the equitable ownership, rather than 

ed. See Connie v. 


359 US. 913, 79 S.Ct. 589, 3 L.Ed.2d 575 
(1959); Treas. Reg. § 20.2033-1. 


[6] We believe that the properties here are 
includable in the gross estate under Section 2033 
only if, under Alabama law, the decedent was 
the equitable owner of an interest in them. 
Under the law of Alabama, the decedent would 
have the equitable interest in these properties if 
he had legal title and the equitable interest was 
not separated from the legal title, or if the 
property were impressed with the trust in his 
favor. There is simply no contention that the 
grantees were to hold the land in trust for their 
father, and it is doubtful that such a contention 
would be sustainable. See Snow v. State, 257 
Ala. 614, 60 So.2d 346, 348 (1952). Thus, we 
believe that the decedent would have retained 
an “interest” in these properties under Section 
2033 only if he never conveyed the legal title in 
the first place.* 


The Commissioner appeared to understand 
this in his deficiency determination. There he 
emphasized that these properties were includ- 
able under Section 2033 to the extent that they 
had not been effectively transferred during 
Whitt’s lifetime. Specifically, in his report of tax 
audit changes, the Commissioner determined 
that tracts numbers 5, 15 and 14 were includ- 
able under this provision because no deeds were 
found by which Elbert Whitt conveyed away his 
interest therein. 


The Commissioner’s findings as to these three 
tracts was entitled to a presumption of correct- 
ness. Since no evidence at all was introduced as 
to tracts 5 and 15, the Commissioner’s Section 
2033 conclusions with respect to these proper- 
ties was properly sustained by the Tax Court, 
and we affirm that part of the Tax Court’s 
judgment. 


A deed was introduced with respect to tract 
14, by which Bennie and Ellis Reyer conveyed 
the property to Willard Whitt in 1932. No fur- 
ther effort was made, however, to establish that 
Elbert Whitt did not own an interest in this 
land at the time of his death, even though Wil- 
lard was available to testify about the property. 
We conclude that the Tax Court was not clearly 
erroneous in it findings that the estate had not 
overcome the presumption that the Commis- 
sioner’s determination was correct as to tract no. 
14. We therefore affirm that part of the Tax 
Court’s judgment. vs 

[7] As to the other parcels, it is not so appar- 
ent to us that the Commissioner did in fact 
determine that these were includable under Sec- 
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tion 2033. The Tax Court, however, concluded 
that they were. This is a mixed finding of law 
and fact which is freely reviewable. 


As noted above, we believe that the remaining 
nine parcels were includable in the gross estate 
under Section 2033 only if they were never con- 
veyed to the purported grantees during Elbert 
Whitt’s lifetime. Since these deeds were properly 
executed and recorded five years before his 
death, however, these parcels would have been 
effectively conveyed at that time unless the 
deeds were never delivered to the grantees. See 
Duncan v. Johnson, 338 So.2d 1243, 1249 
(Ala.1976); Gulf Red Cedar Co. v. Cranshaw, 
169 Ala. 606, 53 So. 812, 814 (1910). 


Under Alabama law, proof of recordation cre- 
ates a rebuttable presumption of delivery. Hen- 
slee v. Henslee, 263 Ala. 287, 82 So.2d 222, 225 
(1955). This is certainly the rule where a deed is 
challenged by one who is party of privy to it. 
Blount v. Blount, 158 Ala. 242, 48 So. 581, 583 
(1909). The Alabama Supreme Court has stated 
that a deed gives rise to no presumptions when 
introduced against one who is neither party nor 
privy to it. Baker v. Blackburn, 5 Ala. 417, 418 
(1843). However, that court has also indicated 
that where a grantor’s creditor challenges a deed 
as having been recorded for the purpose of 
defrauding the creditor, the recordation does 
give rise to a prima facie presumption of deliv- 
_ ery, placing the burden on the creditor to prove 
that it was merely a sham delivery to the 
recording office and that no title in fact passed. 
Coulson v. Scott, 167 Ala. 606, 52 So. 436, 
437-38 (1910). 


[8] Whether these recorded deeds would be 
effective in and of themselves to create a pre- 
sumption of delivery against the Commissioner 
in the event that he had already determined 
that they had not been properly executed or 
delivered, we are not persuaded that this is the 
case here. Here, the Commissioner made no 
affirmative finding that any of these properties 
other than the tracts already mentioned were 
includable under Section 2033 or that any of 
them had not been effectively conveyed. Thus, 
there is no presumption of correctness to over- 
come. Where the only evidence adduced at trial 
concerning a particular parcel was the recorded 
deed itself, we believe the Tax court had no 
basis for concluding that that parcel had not 
been effectively conveyed to the stated grantee. 
Thus, we cannot affirm the Tax court’s conclu- 
sion that these parcels were includable in the 
gross estate pursuant to Section 2033. 


(2) Section 2036 


[9] Where, however, the factual findings per- 
mit us to affirm on an alternative ground, we 
may do so, at least in the absence of prejudice. 
See Howard v. Gonzales, 658 F.2d 352, 358 (5th 
Cir. 1981); Stegmaier v. Trammell, 597 F.2d 
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1027, 1038 (Sth Cir. 1979). Since the Commis- 

sioner relied primarily on Section 2036, the 

Estate could hardly complain of prejudice if we 

ie to affirm the Tax court judgment on that 
asis. 


[10] The Commissioner determined that at 
the time of his death, Elbert Whitt retained the 
possession or use or the right to income from 
each of the 18 tracts and that his conveyances of 
those tracts had all been gratuitous. Thus, he 
concluded that each of the 18 parcels was 
includable in the gross estate under Section 
2036. The Tax Court found that this determina- 
tion carried an implicit finding that Whitt’ 
retained such possession, use and right to 
income pursuant to express or implied agree- 
ments with the grantees. That finding is not 
clearly erroneous and will not be overturned. 


Section 2036 provides in pertinent part: 


A. General Rule.—The value of the gross 
estate shall include the value of all property 
to the extent of any interest therein of which 
the decedent has at any time made a transfer 
(except in case of a bona fide sale for an 
adequate and full consideration in money or 
money’s worth), by trust or otherwise, under 
which he has retained for his life or for any 
period not ascertainable without reference to 
his death or for any period which does not in 
fact end before his death— 


(1) the possession or enjoyment of, or the 
right to the income from, the property, or 


(2) the right, either alone or in conjunction 
with any person, to designate the persons who 
shall posses or enjoy the property or the 
income therefrom. 


26 U'S.C. § 2036(a). 


The purpose of this section was to include in a 
decedent’s estate gratuitous inter vivos transfers 
that are “essentially testamentary—i.e. trans- 
fers which leave the transfer or a significant 
interest in or control over the property during 
his lifetime.”’ United States v. Estate of Grace 
[69-1 usTc J 12,609], 395 U.S. 316, 320, 89 S.Ct. 
1730, 1733, 23 L.Ed.2d 332 (1969). So long as 
the decedent retained substantial present eco- 
nomic benefit of the property during his life- 
time, it is includable. Commissioner v. Estate of 
Holmes [46-1 ustc J 10,245], 326 U.S. 480, 486, 
66 S.Ct. 257, 260, 90 L.Ed. 228 (1946); First 
National Bank v. United States [65-1 USTC 
{ 12,293], 342 F.2d 415, 416-17 (Sth Cir. 1965). 


“Possession” and “enjoyment” as those terms 
are used in Section 2036, mean the retention of 
“an income interest or, in the case of real prop- 
erty, the lifetime use of the property.” United 
States v. Byrum [72-2 ustTc { 12,859], 408 U.S. 
125, 147, 92 S.Ct. 2382, 2396, 33 L.Ed.2d 238 


(1972). 
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[11, 12] Property which is gratuitously con- 
veyed is includable in the grantor’s estate if 
there is a contemporaneous or subsequent agree- 
ment that the grantor should remain in posses- 
sion or that he should receive the income from 
the property. Tubbs v. United States [73-1 usTc 
12,901], 472 F.2d 166, 166 (5th Cir.), aff’g 
[72-2 ustc { 12,880] 348 F.Supp. 1404 (N.D. 
Tex. 1972), cert. denied, 411 U.S. 983, 93 S.Ct. 
2274, 36 L.Ed.2d 959 (1973); Guynn v. United 
States [71-1 ustc | 12,742], 437 F.2d 1148, 1150 
(4th Cir. 1971); Estate of McNichol v. Commis- 
sioner [59-1 usTC { 11,868], 265 F.2d 667, 671 
(3d Cir.), cert. denied, 361 U.S. 829, 80 S.Ct. 78, 
4 L.Ed.2d 71 (1959). It is not necessary that the 
right to possession and enjoyment have been 
retained in the deed. All that is necessary is that 
the surrounding circumstances, particularly the 
manner in which the parties have dealt with the 
property, manifest the existence of an implied 
agreement. Estate of McCabe v. United States 
[73-1 ustc J 12,912], 475 F.2d 1142, 1146-47 
(Ct.Cl. 1973); Tubbs [73-1 ustc J 12,901], 472 
F.2d at 166; Guynn [71-1 ustc {| 12,742], 437 
F.2d at 1150. Such an agreement need not be 
enforceable under state law in order to bring the 
property back into the decedent’s estate. 
McCabe [73-1 ustc J 12,912], 475 F.2d at 1146; 
McNichol [59-1 ustc { 11,868], 265 F.2d at 
670. 


[13] In Tubbs the decedent had, five years 
before her death, conveyed 480 acres from a 
1,293 acre tract which she owned, to her daugh- 
ter for a recited consideration of $10. The deed 
was subsequently recorded. From the time the 
deed was executed, the decedent continued to 
receive the entire income from the property, 
including oil and gas and crop rentals. She also 
paid property taxes on the land and claimed 
depreciation for the improvements. The dece- 
dent reported all of the income, while the daugh- 
ter reported none of it. The Commissioner 
assessed a deficiency under Section 2036. The 
daughter, as executrix, sued for a refund. The 
district court concluded that the executrix 
utterly failed to carry her burden of proving 


+ Contrary to the Estate’s contention, we believe these 
decisions are entirely consistent with Alabama law. In Snow 
v. State, 257 Ala. 614, 60 So.2d 346 (1952), a man deeded 
realty to his sister and recorded the deeds, though he contin- 
ued to exercise the right of control and retained its benefi- 
cial use. The sister never claimed ownership of the property 
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that the decedent had not retained the right of 
possession and enjoyment and the right to the 
income from the property. 348 F.Supp. at 1406. 
Our court summarily affirmed, noting that the 
property was properly included in the estate 
because the “facts establish[ed] conclusively the 
existence of an implied agreement that the 
transferor was to have lifetime enjoyment of the 
property.” 472 F.2d at 166.5 


The tracts which the Tax Court erroneously 
included in the estate under Section 2033 fall 
into two groups: those about which testimony 
was received, specifically the properties con- 
veyed to the decedent’s granddaughter, Mar- 
garet Ann Whitt; and those about which no 
evidence was received other than the deeds 
themselves. 


With respect to the former group, we believe 
that the testimony of the Riethmaiers demon- 
strated conclusively that Elbert Whitt placed 
tracts 9, 10 and 11 in his granddaughter’s name 
with the understanding that he would continue 
to farm the land and raise pigs there and that he 
alone would derive the income from those 
properties until his death. Moreover, neither the 
stated grantee, Margaret, nor her guardian took 
possession of the land or received any of the 
income until after Elbert had died. Thus, we 
conclude that these three parcels were includ- 
able in the decedent’s gross estate under Section 
2036 and affirm the Tax Court on that ground. 


As to the remaining parcels, the Estate had 
the burden of overcoming the presumption of 
correctness attaching to the Commissioner’s 
finding that Elbert Whitt retained the posses- 
sion and use of the property and the right to the 
income under implied agreements with the 
grantees. The introduction of the deeds alone 
did not meet this finding. Section 2036 presumes 
that legal title has been transferred, and this is 
all that the deeds proved. The burden was on 
the Estate to disprove the existence of an 
implied agreement whereby the decedent 
retained the use of the land and the right to the 
income therefrom oolee the transfer of ae 


In noting this, we caution that we are here concerned 


with a question of federal tax law which does not depend on 


its consistency with state law. 


_ 5 This Court’s decision in Estate of Wyly v. Commissioner 
[80-1 ustc { 13,332], 610 F.2d 1282 (Sth Cir. 1980) has no 
application to this case. There we held that a husband who 


eave! his comma, property interest in certain assets to 
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title to the children. Clearly the Estate has not 
done this. Thus, the Commissioner’s determina- 
tion that parcels 2, 3, 4, 8 and 17 were includ- 
able under Section 2036 should have been 
sustained. We therefore affirm the Tax Court’s 
inclusion of these properties in the decedent’s 
gross estate. 


C. The Gift Tax 


[14] The Commissioner concluded that, if any 
of the parcels were effectively transferred dur- 
ing Elbert Whitt’s lifetime, such transfers were 
for less than adequate and full consideration 
and were thus subject to the gift tax. He further 
determined that, in the absence of evidence to 
the contrary, the gifts were to be treated as 
completed in the years in which the deeds were 
recorded, 1963 and 1964, rather than the years 
when they may have been executed and deliv- 
ered. The Tax Court held that, while there was 
sufficient evidence to conclude that parcels 1, 6, 
7, 12, 13 and 16 were effectively transferred 
during Whitt’s lifetime, these conveyances were 
gifts which, as the Commissioner determined, 
were not completed until 1963 or 1964. This is a 
finding of fact which will not be overturned 
unless clealy erroneous. 


A transfer of property is deemed a gift if it is 
“for less than an adequate and full consideration 
in money or monies’ worth.” 26 U.S.C. 
§ 2512(b). The Commissioner determined that, 
at the time these deeds were recorded, each of 
these properties was worth at least $8,967.10. 
The deeds, however, recited receipt of merely 
nominal consideration, specifically $10, and the 
persons who received these properties uniformly 
testified that not even that was paid. While 
they did testify about various services which 
were afterwards performed for their parents, the 
Tax Court found that these services were not in 
fact bargained-for considerations supporting the 
transfers. This finding was not clearly erroneous 
and will not be disturbed. 


Prior to 1970, the gift tax was to be paid by 
the donor in the calendar year in which the gift 
was made. See 26 U.S.C. §2501(a) (amended 
1970). The tax is imposed only on completed 
gifts. A gift is deemed complete if ‘the donor 
has so parted with dominion and control as to 
leave in him no power to change its disposition, 
whether for his own benefit or for the benefit of 
another.” Treas.Reg. §25.2511-2(b). The ele- 
ments of a completed gift have been identified 
as 


(1) A donor competent to make the gift; (2) a 
donee capable of taking the gift; (3) a clear 
and unmistakable intention on the part of the 
donor to absolutely and irrevocably divest 
himself of the title, dominion, and control of 
the subject matter of the gift, in praesenti; (4) 
the irrevocable transfer of the present legal 
title and of the dominion and control of the 
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entire gift to the donee, so that the donor can 
exercise no further act of dominion or control 
over him; (5) a delivery by the donor to the 
donee of the subject matter of the gift or of 
the most effectual means of commanding the 
dominion of it; (6) acceptance of the gift by 
the donee. ... 


Guest v. Commissioner [CCH Dec. 38,037], 77 
T.C. 9, 16 (1981); Weil v. Commissioner [CCH 
Dec. 8829(M)], 31 B.T.A. 899, 906 (1934), aff'd 
[36-1 usTc J 9183], 82 F.2d 561, 562-63 (5th 
Cir.), cert. denied, 299 U.S. 552, 57 S.Ct. 14, 81 
L.Ed. 406 (1936). 


It is true that under Alabama law, a convey- 
ance of real property is ordinarily irrevocable as 
between the parties to the deed even though no 
consideration is paid. Russel] v. Russell, 361 
So.2d 1053, 1054 (Ala.1978); Taylor v. Godsey, 
357 So.2d 979, 980 (Ala.1978). 


[15] However, Alabama law also requires 
that, in order for an inter vivos gift to be com- 
plete, the donor must clearly intend to relin- 
quish title and all present and future dominion 
over the property; the property must be deliv- 
ered to the donee; and the donee must accept 
the gift. First Alabama Bank v. Adams, 382 
So.2d 1104, 1110-11 (1980); White v. Sims, 326 
So.2d 733, 734 (Ala.1976); Garrison v. Grayson, 
284 Ala. 247, 224 So.2d 606, 608 (1969). Thus, 
under Alabama law, as well as under federal tax 
law, these gratuitous conveyances of real estate 
to the decedent’s children were not completed 
gifts until the decedent intended to part irrevo- 
cably with his dominion over the property. 


[16] The Commissioner determined that these 
transfers did not become completed gifts until 
the deeds were recorded. Implicit in this deter- 
mination was a finding that, absent evidence to 
the contrary, Elbert Whitt did not possess the 
necessary intent until the time of recordation, 
because only recordation would protect these 
deeds against a subsequent disposition of the 
property by Elbert Whitt. 


The Alabama Recording Act provides in per- 
tinent part: 


(a) All conveyances of real property ... are 
inoperative and void as to purchasers for a 
valuable consideration, mortgagees and judg- 
ment creditors without notice, unless the 
same have been recorded before the accrual of 
the right of such purchasers, mortgagees or 
judgment creditors. 


Ala.Code, § 35-4-90 (1975). 


Thus, until these deeds were recorded, it 
remained within Elbert Whitt’s power to defeat 
them by executing deeds to the same properties 
to bona fide purchasers for value without notice. 
Likewise he retained the power to execute mort- 
gages on these parcels so long as his mortgagees 
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were without notice of the conveyances to the 
children. Only when the deeds were recorded did 
he relinquish the control which he had over the 
disposition of these properties under the local 
recording statute. 


We do not say that in every instance a gift of 
real property is incomplete for federal tax pur- 
poses until the deed of conveyance is recorded. 
All we are saying is that in this case there were 
sufficient facts from which the Tax Court could 
conclude that these gifts were not intended to be 
completed until the recordation of the respective 
deeds. Most of these deeds were executed on the 
same day, reciting merely nominal considera- 
tion. None was recorded for several years there- 
after. All of them were then recorded within a 
period of 15 months. One other fact lends consid- 
erable weight to the Tax Court’s finding. At no 


time prior to the recordation of these deeds did 
the decedent, who was liable for the gift tax, 
report any of these transfers of taxable gifts, 
though they were clearly made for less than 
adequate and full consideration. The Estate can 
hardly be heard to complain now that Elbert 
Whitt really intended that these gifts should 
take effect in an earlier year, though he never 
declared them as gifts prior to their recordation. 


The Tax Court’s finding was thus not clearly 
erroneous. We therefore affirm that part of the 
judgment which holds that the estate is liable 
for gift taxes on the transfers of parcels 1, 6, 7, 
12, 13 and 16 in the years of recordation, 1963 
or 1964. 


AFFIRMED. 


[13,608] Frank P. Mead and John W. English, Co-Executors of the Estate of Francis J. 
Mead, Plaintiffs v. The Commissioner of the Internal Revenue Service, Defendant. 


U.S. District Court for the Western District of Pennsylvania, Civil Action No. 82-0276, 


9/27/84. 


[Code Sec. 2035—prior to amendment by the Tax Reform Act of 1976 | 


Estate tax: Gross estate: Transfers in contemplation of death: Prior law.—Two gifts of 
stock made by a decedent in 1976 and within three years of his death were not made in 
contemplation of death and, therefore, were not includible in his gross estate. Although the 
decedent was of advanced age at the time of the gifts, such transfers were merely a 
continuation of a lifetime giving program and were motivated by the income and gift tax 


savings that would result from the gifts. Back reference: { 6675.9018. 
John W. English, Esquire, 204 W. 6th Street, Erie, Pennsylvania, for plaintiffs. Will E. 


McLeod, Esquire, Department of Justice, Washington, iexe 20530, Thomas Daley, AUSA, 633 
U.S.P.O. & Courthouse, Pittsburgh, Pennsylvania 15219, for defendant. 


MEMORANDUM OPINION 


MERCER, District Judge: The plaintiffs, co- 
executors of the Estate of Francis J. Mead, filed 
federal estate tax returns and paid the estate 
taxes due. The Government adjusted the value 
of the estate on an audit of the returns and 
included gifts of 5000 shares of Class B non- 
voting stock of the Times Publishing Company 
made by the decedent on December 30, 1976 
(2,000 shares each to his son Frank P. Mead and 
his daughter Mary Ann Baldauf and 1,000 
shares to his wife Marie Antoinette Mead). The 
audit resulted in a tax assessment, the principal 
amount of which totalled $73, 289 ($62,850 for 
the assessment plus Aneesh ys which was paid on 
July 14, 1984. 


The plaintiffs brought suit against the Gov- 


to rebut the presumption that the gifts were 
made in contemplation of death. The Govern- 
ment asserts that the estate is not entitled to 
recover any of the tax paid. Both parties filed 
motions for summary judgment. 


The standard for granting a motion for sum- 
mary judgment is that “the pleadings, deposi- 
tions, answers to interrogatories, and admissions 
on file, together with the affidavits, if any, show 
that there is no genuine issue as to any material 
fact and that the moving party is entitled to 
judgment as a matter of law.” Fed.R.Civ.P. 
56(c). Based on the pleadings and stipulations of 
fact submitted, there appears to be no genuine 
issue as to any material facts and summary 
judgment is, therefore, rae Ge to resolve 
the case. 


2035 of the Internal Revenue Code of 
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cient evidence to rebut this presumption in 
order to be successful in an attempt. to have 
such a transfer excluded from the estate. The 
representatives must show that the decedent’s 
state of mind was other than testamentary. The 
court in Estate of Johnson v. Commissioner 
[CCH Dec. 16,355(M)], 10 T.C. 680, 688 
(1948), listed eleven circumstances which can be 
considered in determining the decedent’s state 
of mind or motives. These circumstances include 
the following: 


(a) The age of the decedent at the time the 
transfers were made; (b) the decedent’s 
health, as he knew it, at or before the time of 
the transfers; (c) the interval between the 
transfers and the decedent’s death; (d) the 
amount of the property transferred in propor- 
tion to the amount of property retained; (e) 
the nature and disposition of the decedent, 
e.g., whether cheerful or gloomy, sanguine or 
morbid, optimistic or pessimistic; (f) the exis- 
tence of a general testamentary scheme of 
which the transfers were a part; (g) the rela- 
tionship of the donees to the decedent, i.e., 
whether they were the natural objects of his 
bounty; (h) the existence of a long established 
gift-making policy on the part of the dece- 
dent; (i) the existence of a desire on the part 
of the decedent to escape the burden of man- 
aging property by transferring the property 
to others; (j) the existence of a desire on the 
part of the decedent to vicariously enjoy the 
enjoyment by the donees of the property 
transferred; and (k) the existence of the desire 
by the decedent of avoiding estate taxes by 
means of making inter vivos transfers of prop- 
erty. 


Although we consider this a close case and the 
Commissioner’s position here most understanda- 
ble and well presented, we have after examining 
the above factors in light of the facts regarding 
the gifts of the 5,000 shares of stock made by 
Francis J. Mead reached the conclusion that Mr. 
Mead did not make these gifts in contemplation 
of death. 


Admittedly, Mr. Mead was seventy-six (76) 
years of age on the date of the gift (December 
30, 1976) and yet the record supports that he 
was a man who was keenly interested in the 
day-to-day activities of the newspaper that he 
cherished and its long-range goals. His outlook 
on life was positive and optimistic. The 5,000 
shares of Times Publishing stock transferred to 


his wife and children were non-voting shares and 
those retained by Mr. Mead were subject to 
voting rights indicating his intention to main- 
tain continuing control over the operations of 
the newspaper. The gift of 5,000 shares of stock 
were not in accordance with his general testa- 
mentary scheme and we deem his immediate 
motivation to be the savings in income and gift 
taxes that would be attendant on the gifts of 
stock. We take note that there was a general 
and long established gift making policy on the 
part of Mr. Mead. We believe there existed here 
a desire on Mr. Mead’s part to vicariously enjoy 
the enjoyment by the donees of the property 
transferred while at the same time taking 
advantage of lower gift tax rates under the 
provisions of the Internal Revenue Code of 1954 
as compared to the provisions of the 1976 Act 
which took effect in January 1977. His act 
under question here would reduce his income 
and increase his children’s income. His concern 
about future estate taxes was cushioned by his 
realization that the authorized four percent pre- 
ferred stock of the Times Publishing Company 
was available for stock dividends upon his death 
and the retirement of such stock by the com- 
pany which would provide his estate was cash: 
for taxes and administrative expenses. 


We are satisfied that the evidence leads to the 
conclusions that the gifts challenged here were 
simply an acceleration of a lifetime giving pro- 
gram motivated by Mr. Mead’s desire to benefit 
his wife and two children during his lifetime and 
motivated by federal gift tax changes which 
were imminent. We do not deem them to have 
been made in contemplation of death. 


Therefore, the plaintiffs have met their bur- 
den of proof and have rebutted the presumption 
that the gifts of the 5,000 shares of stock were 
made by the late Mr. Mead in contemplation of 
death even when the facts are taken, as they 
must be in a summary judgment motion, in the 
light most favorable to the Government, the 
non-moving party. Having rebutted the pre- 
sumption, the plaintiffs are entitled to the 
granting of their Motion for Summary Judg- 
ment. The Government’s Motion for Summary 
Judgment is denied. Judgment will be entered 
for the plaintiffs for $62,850.00, the amount of 
the tax assessment, plus the interest paid by the 
plaintiffs and the interest accrued since this 
payment. 


[7 13,609] Estate of Susan D. Daley, Deceased, Plaintiff v. United States of America, 


Defendant. 


US. District Court for the Central District of Illinois, No. 83-1348, 12/21/84. 
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[Code Secs. 2014 and 7430 | 


Estate Tax: Foreign death tax credit: Interest on overpayment: Attorney’s fees——The 
estate of a decedent who was a citizen of the United States and died domiciled in Ireland was 
not entitled to statutory interest on the amount of a refund received by it, because the refund 
resulted from an increase in the foreign death tax credit allowable to the estate. Code Sec. 
2014, as well as the estate tax treaty between the U.S. and Ireland, specifically provide that 
no interest is to be paid on any refund based upon the foreign death tax credit. In addition, 
the estate was not entitled to an award of attorney’s fees and costs because it failed to 
establish that the position of the government in the parties’ litigation was unreasonable. 


Back references: 6243.35 and 10,145.05. 


Joseph V. Toohill, Toohill, Toohill & Toohill, 74 East Fort Street, Box 160, Farmington, Illinois 
61531, for Plaintiff. Angelynn C. Hall, Department of Justice, Washington, D.C., 20530, Janet L. 
Jannusch, AUSA, 253 Federal Building, 100 NE Monroe, Peoria, Illinois 61602, for defendant. 


Memorandum Opinion and Order 


MimM, District Judge: Plaintiff filed suit seek- 
ing a refund of federal estate taxes and interest 
paid to the United States, as well as an award of 
accrued interest on the refund payment and 
costs and attorney’s fees. Since the parties have 
now agreed on the amount to be refunded for 
estate taxes paid and for assessed interest paid, 
the only issues remaining are whether an award 
of accrued interest and an award of costs and 
attorney’s fees are appropriate. 


The decedent, Susan D. Daley, a citizen of the 
United States; died on May 25, 1977, domiciled 
in the Republic of Ireland. Her estate consisted 
of assets located in Ireland and in the United 
States. The estate filed a federal estate tax 
return on July 3, 1978, claiming, among other 
credits, a foreign death tax credit against the 
United States’ federal estate taxes due. The 
credit was based on the assumption that the 
estate would be assessed Irish Death Duties in 
the amount of $293,938.37, in United States 
dollars. As a result of the claimed foreign death 
tax credit, the Plaintiff reported a zero liability 
for United States’ estate taxes. 


Thereafter, the Plaintiff's United States’ 
estate tax return was reviewed on audit by the 
Internal Revenue Service. Because the foreign 
death taxes had not as yet been assessed by 
Ireland nor paid by the estate, the foreign death 
tax credit was disallowed. On November 26, 
1979, the IRS assessed the estate an additional 
$100,476.33 in federal estate taxes plus interest 
in the amount of $10,863.83. These assessments 
were paid in full by the estate. 


Later, Ireland assessed its Irish Death Duties 
against the estate of Daley. The estate paid the 
foreign death taxes of 70,000 pounds on July 22, 
1980 and 16,918.91 pounds on December 30, 
onde oe United States states that these pay- 

al U 


taxes and interest paid. In that claim, the Plain- 
tiff renewed the estate’s request for the allow- 
ance of foreign death tax credit since the foreign 
death taxes had been assessed and paid. The 
IRS received the Plaintiffs form 706CE, Certi- 
fication of Payment of Foreign Death Tax, on 
February 15, 1983. When it had not received an | 
answer with respect to its refund claim by 
December of 1983, Plaintiff instituted the 
instant case. 


The parties have agreed that the amount to 
be refunded is $72,371.15 for estate taxes paid 
and $7,825.01 for interest assessed and paid. 


Statutory Interest 


Plaintiff argues that it should be awarded 
additional statutory interest on the amount of 
the refund from the date that the claim for 
refund was submitted to the IRS until it was 
paid. Plaintiff bases this claim on 26 U.S.C. 
§ 6611 which provides that: 


“Interest shall be allowed and atte upon 
any overpayment in respect of any internal 
revenue tax at an annual rate established 
under section 6621.” 


Section 6611(b)(2) provides that: 


“(b) Period.—Such interest shall be allowed 
and paid as follows: 


(2) Refunds.—In the case of a refund, from 
the date of overpayment to the date (to be 
determined by the Secretary) preceding the 
date of the refund check by not more than 30 
days, whether or not such refund check is 

accepted by the taxpayer after tender of such 

check to the taxpayer. The acceptance of such 
check shall be without prejudice to any right 
of the taxpayer to claim any additional over- 
; ii i and interest thereon.” — 


ff submits that the tax eae 
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Article 6 of the Estate Tax Treaty between 
Ireland and the United States of America 
(“Treaty”) provides, in pertinent part, that: 


(2) Any such refund shall be made without 
payment of interest on the amount so 
refunded, save to the extent to which interest 
was paid on the amount so refunded when the 
tax was paid.” 


The facts in this case, Plaintiff submits, warrant 
an interpretation by this Court of Article 6(2) of 
the Treaty and of the time frame in which the 
Government can withhold property of the Plain- 
tiff without just compensation, The Plaintiff 
argues that statutory interest should be paid on 
the amount to be refunded because of the care- 
less neglect of the defendant and the unex- 
plained delay in addressing the claim for a 
refund. The tax free shield of the Treaty, Plain- 
tiff contends, must be removed once the tax- 
payer establishes entitlement to a refund of the 
overpayment. Plaintiff suggests that the Court 
award interest at the prevailing statutory rate 
from February 15, 1983 or from a date when the 
refund could have been timely made, which date 
should not be later than April 15, 1983. 


The general rule as to the payment of interest 
on overpayments, stated in § 6611, is not con- 
trolling in the instant case since that section is 
subject to all the exceptions and limitations 
referred to in § 6612(c). That section provides in 
relevant part that: 


+ “for other restrictions on interest ... see 
section 2014(e) (relating to refunds attributa- 
ble to foreign tax credits)... .” 


Section 2014(e) is an exception to the general 
rule of § 6611. Section 2014(e) states that with 
reference to credit for foreign death taxes, 
“refund based on such credit may . . . be made if 
claim therefor is filed within the period above 
- provided. Any such refund shall be made 
without interest.” 


The statutory policy of §2014(e) that no 
interest is to be paid on any refund based on the 
foreign death tax credit is reiterated in the lan- 
guage of the Treaty, Article 6(2). Plaintiff’s 
refund is based completely on the foreign death 
tax credit. In light of the unambiguous language 
in the statute and the Treaty, the Plaintiff is 
not entitled to an award of statutory interest on 
the amounts to be refunded. 


Attorney’s Fees 


Plaintiff applies for an award of attorney’s 
fees under the provisions of the Equal Access to 
Justice Act, 28 U.S.C. §2412. Section 
2412(d)(1)(A) provides that: 


“a court shall award to a prevailing party 
other than the United States fees and other 
expenses, ... unless the court finds that the 
position of the United States was substan- 
tially justified or that special circumstances 
make an award unjust.” 


The EAJA provisions pertaining to award of 
attorney’s fees do not apply to the instant case. 
The EAJA, previously applicable to attorney’s 
fees awards in civil tax cases, was amended on 
September 3, 1982. Section 2412(e) now states 
as follows: 


“The provisions of this section shall not 
apply to any costs, fees or other expenses in 
connection with any proceeding to which sec- 
tion 7430 of the Internal Revenue Code of 
1954 applies (determined without regard to 
subsections (b) and (f) of such section).”” 


Section 7430 applies to the facts in the case at 
bar since this is a civil tax case which was 
commenced after February 28, 1983, the effec- 
tive date of § 7430, the action is brought against 
the United States, and it was brought in a court 
of the United States. 


Plaintiff is not entitled to an award of attor- 
ney’s fees pursuant to 26 U.S.C. § 7430. Section 
7430(c)(2) provides that: 


“(A) In General.—The term ‘prevailing 
party’ means any party to any proceeding 
described in subsection (a) (other than the 
United States or any creditor of the taxpayer 
involved) which— 


(i) establishes that the position of the 
United States in the civil proceeding was 
unreasonable, and 


(ii)1) has substantially prevailed with 
respect to the amount in controversy, or 


(II) has substantially prevailed with 
respect to the most significant issue or set of 
issues presented.” 


Determination as to whether a party is prevail- 
ing shall be made by the Court or by agreement 
of the parties. Section 7430(c)(2)(B). The pre- 
vailing party carries the burden of establishing 
that the position of the United States, during 
the litigation, was unreasonable. The party 
must show that it exhausted all administrative 
remedies before filing suit.! Section 7430(b)(2). 
In addition, a prevailing party is entitled to 
recover only litigation costs with respect to the 
pending case, and not expenses incurred in the 
administrative proceedings. Section 
7430(c)(1)(A), see H.R. Rep. No. 97-404, 97th 
Cong., Ist Sess. at 14; Senate Committee on 
Finance, Technical Explanation of Committee 


1 The Defendant concedes that the Plaintiff has satisfied 
this requirement since Plaintiff alleges that it filed a claim 
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Amendment, reprinted in 127 Cong. Rec. at S 
15595 (Daily Ed. Dec. 16, 1981). 


Even if the Court were to find that the Plain- 
tiff had, under § 7430(c)(2)(A)(i1), substantially 
prevailed with respect to the amount in contro- 
versy and with respect to the most significant 
issue presented,? the Plaintiff has failed to 
establish that the position of the United States 
in this civil litigation was unreasonable. In mak- 
ing this determination, the Court must consider 
whether the United States acted unreasonably 
on the basis of the facts and legal precedent 
relating to the case as revealed on the record. 
H.R. Rep. No. 97-404, supra, at 12, Senate 
Committee on Finance, Technical Explanation 
of Committee Amendment, supra, at S 15594. 
Further, the ‘‘position’”’ which must be examined 
for its reasonableness is the position taken in the 
litigation before the Court. 


In enacting § 7430, Congress opted to end the 
confusion under the EAJA by explicitly stating 
that the taxpayer must establish that the posi- 
tion of the United States “in the civil proceed- 
ing’ itself was unreasonable. Section 
7430(c\(2)(A)(i); Eidson v. United States, 53 
AFTR 2d 84-841 (N.D. Ala. 1984). Edson noted 
that under the EAJA, there is a split of author- 
ity as to whether the phrase ‘‘position of the 
United States” refers to the position asserted in 
the civil litigation only or also to the Govern- 
ment’s position in the underlying administrative 
proceedings. The court stated that: 


“This conflict has apparently been resolved 
in petitions for attorneys’ fees brought under 
26 U.S.C. § 7430. Section 7430 specifically 
states that to be a ‘prevailing party’ and thus 
entitled to fees and costs, the claimant must 
prove that the position of the United States 


‘in the civil proceeding was unreasonable.’ 


(Emphasis in original) .... (I)t is clear that 


[J 13,610] 
U.S. Claims Court, No. 734-81T, 3/26/85. 


the court may only consider the reasonable- 
ness of the Government’s position in the civil 
proceeding, not in the underlying administra- 
tive proceeding.” 53 AFRT 2d 84-841, 
84-842. 


The Plaintiff has not carried its burden of — 


establishing that the litigation position of the 
Government was unreasonable. Plaintiff's main 
charge of unreasonableness relates to the posi- 


_tion taken administratively by the IRS involv- 


ing the “outrageous period of inaction” in the 
face of repeated attempts by the Plaintiff to 
resolve the problem. While the administrative 
conduct of the IRS may be ‘‘outrageous,” Con- 
gress has mandated that this Court look at the 
position of the Government in the civil proceed- 
ing. 


Plaintiff submits that the Government’s liti- 
gation position is “frivolous.” That contention is 
not borne out by the facts. The Plaintiff initially 
sought a refund in the amount of $111,340.16. 
It has now acceded to the Government’s claim 
that the appropriate amount to be refunded is 
$80,196.16, including interest assessed and paid. 
Further, the Government’s position with respect 
to statutory interest on the refund is supported 
by statute and by the Treaty. That position is 
not unreasonable, nor is the government’s posi- 
tion with respect to an award of attorney’s fees. 


In accordance with the foregoing, IT IS 
HEREBY ORDERED: 


1. Plaintiff is entitled to receive a refund of 
$72,371.15 for federal income taxes paid and 
$7,825.01 for assessed interest paid. 


2. Plaintiff’s application for an award of stat- 
utory interest on the refund claim is DENIED. 


3. Plaintiff's application for an award of 
attorney’s fees is DENIED. 


Estate of Estelle E. German, Plaintiff v. The United States, Defendant. 


[Code Secs. 2036 and 2038] 


Estate tax: Transfers during life: Reservation of interest: State law.—A decedent did not 
retain an interest in six separate trusts established by her during her life even though the 
trustees of each trust were given the discretionary power to pay to the decedent any or all of 
the income or principal of the trust at any time during her lifetime. The decedent had 


r applicable state law (Maryland), the decedent’s creditors were 
pon the trust income or oe eit F fee life i in Miia to 
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estate because there was no misrepresentation of fact by the estate’s representative and the 
government did not incur substantial detriment. Back references: { 6715.425 and 6810.31. 


Kenneth J. Ingram, Sachs, Greenebaum & Tayler, Washington, D.C., for plaintiff. Assistant 
Attorney General Glenn L. Archer, Jr., Kevin B. Shea, Theodore D. Pevser, Donald H. Olson, for 


defendant. 


OPINION ON DEFENDANT’S 
MOTION FOR SUMMARY JUDGMENT 


MILLER, Judge: This is a suit for refund of 
estate taxes. Internal Revenue Code § 2036 
includes in the gross estate the value of any 
interest in property of which a decedent has at 
any time made a transfer under which he has 
retained for his life the possession or enjoyment 
of, or the right to income from, the property, or 
the right, either alone or in conjunction with any 
person, to designate the persons. who shall pos- 
sess or enjoy the property or the income there- 
from. Section 2038 includes in the gross estate 
the value of all property to the extent of any 
interest therein of which the decedent has at 
any time made a transfer by trust or otherwise, 
where the enjoyment thereof was subject at the 
date of his death to any change through the 
exercise of a power by the decedent alone or by 
the decedent in conjunction with any other per- 
son, to alter, amend, revoke, or terminate. The 
question presented is whether the decedent 
divested herself of her interest in property in 
1969 when she transferred such property to a 
trust with a proviso that the trustees might, in 
their absolute discretion, pay any or all of the 
income or principal to decedent at any time 
during her lifetime, if they received the written 
consent of the person who was entitled to receive 
the principal and accumulated income of the 
trust after her death, or, whether she continued 
to enjoy the right to the income or principal of 
the trust up to the date of her death, because 
under Maryland law if she chose to incur any 
debts her creditors could still attach or levy 
upon the trust assets to collect them. 


Statement 


On July 31, 1969, Estelle E. German (dece- 
dent) made six separate transfers of property to 
Frederick A. German and Arthur W. German, 
her sons, as trustees jointly. Each trust agree- 
ment provided that the trustees shall accumu- 
late the net income of the trust, and that at the 
end of each year should add the accumulated 
net income to the principal of the trust. Three of 
the trusts were for the benefit of Frederick Ger- 
man and three for the benefit of Arthur Ger- 
man. Each trust provided that after decedent’s 
death the trustees, in their sole and absolute 
discretion, were to accumulate for, pay to or 
apply for the benefit of the respective benefici- 
ary all or part of the net income and principal of 
the trust, and, upon the death of the benefici- 


'The trustees were also required to obtain the written 
consent of a trust committee, comprised of individuals who 
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ary, to such members of Frederick’s or Arthur’s 
family as each should appoint. Notwithstanding 
the foregoing, during the grantor’s life the trust- 
ees had the power at anytime in their absolute 
and uncontrolled discretion to pay to or apply 
for the benefit of the grantor all or part of the 
net income and principal as the trustees should 
determine, in their absolute and uncontrolled 
discretion, for any reason whatsoever, including 
the termination of the trust, subject only to the 
condition that the trustees receive the written 
consent thereto of the respective beneficiary of 
the particular trust, Frederick or Arthur, indi- 
vidually.! 


The decedent filed a gift tax return for 1969 
which reflected that she had made no taxable 
gift during that year. She died on November 21, 
1970. Her estate tax return, filed August 11, 
1972, likewise failed to include in the estate the 
value of the assets transferred in 1969 to the six 
trusts. 


Subsequently, there was assessed against the 
estate a $355,959 deficiency in federal estate 
tax, plus interest thereon, which amounts were 
paid on various dates in 1973 and 1974. 


A timely claim for refund was filed on Decem- 
ber 17, 1975, which was denied on December 28, 
1979, and this suit was timely filed on Decem- 
ber 28, 1981. 


Decision 
1. On lability for estate tax. 


The government’s theory is based upon the 
rationale of Outwin v. Commissioner [CCH Dec.. 
37,645(M)], 76 T.C. 153 (1981) (acq., 1981-2 
C.B. 2), a gift tax case. There the taxpayer had 
created four irrevocable trusts, which were to 
accumulate the income during his lifetime. After 
his death, if his wife survived him she was 
entitled to mandatory distributions of the trust 
income annually, and to distribution of the 
corpus to her only in the absolute and uncon- 
trolled discretion of the trustee. In addition, she 
was given a special testamentary power of 
appointment over the corpus. Notwithstanding 
the foregoing, the trustees were given the power 
at any time during the life of the grantor, to pay 
to, or apply for the benefit of, the grantor, such 
part or parts of the income and principal as the 
trustees should determine in their absolute and 
uncontrolled discretion, for any reason whatso- 
ever, notwithstanding that such payments 


mnighe result in the teaoaeen of the trust; but 


were not pewetiednied of the trusts, before any distribution 


of trust assets or income could be made. 
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such distributions by the trustees required the 
prior written consent of the grantor’s spouse. 


The Commissioner determined that in trans- 
ferring property to such trusts Mr. Outwin had 
made a completed taxable gift, while the tax- 
payer contended to the contrary. The Tax Court 
overruled the Commissioner on the ground that 
the gift was not completed because the donor 
retained dominion and control over the property 
transferred. The court stated that ‘‘[w]here the 
trust agreement specifies *** that distribu- 
tions to the settlor are to be made in the abso- 
lute discretion of the trustees, with no 
enforceable standard provided, the transfer is 
generally held to be complete for tax purposes.” 
Id. at 162. However, ‘“‘{a] different result 
obtains * * * where state law permits creditors 
of the settlor-beneficiary to pierce the trusts for 
satisfaction of claims.” Jd. This result follows, 
the court said, from the fact that if under state 
law the creditors of a settlor-beneficiary of a 
discretionary trust may reach for satisfaction of 
claims the maximum amount which the trustee 
may pay to the settlor or apply for her benefit, 
the taxpayer may at any time “obtain the eco- 
nomic benefit of the trust income simply by 
borrowing and then forcing [his] creditors to 
look to [his] interest in the trust income for a 
source of repayment.” Jd. Because it found that 
the settlor-beneficiary’s creditors did have such 
a right under Massachusetts law, which was 
applicable to the Outwin trust, the court held 
that the gift was incomplete to the extent of the 
value of the settlor-beneficiary’s life estate. 
Accord Commissioner v. Vander Weele [58-1 
ustc J 11,760], 254 F. 2d 895 (6th Cir. 1958) 
(applying Michigan law); Paolozzi v. Commis- 
sioner [CCH Dec. 20,636(M)], 23 T.C. 182 
(1954) (also applying Massachusetts law); and 
Rev. Rul. 76-103, 1976-1 C.B. 293. But see 
Herzog v. Commissioner [41-1 ustc { 10,010], 
116 F.2d 591 (2d Cir. 1941), and In Re Uhl’s 
Estate [57-1 ustc J 11,677], 241 F.2d 867 (7th 
Cir. 1957), reaching contrary results under New 
York and Indiana law, respectively. 


Defendant claims that under Maryland law, 
which is applicable to the trusts herein, dece- 
dent’s creditors could have reached the principal 
and interest of such trusts until the time of her 
death, and, accordingly, she had not disposed of 
her right to possession and enjoyment of the 
property and the Hates took effect sHPOBsE her 


The authority upon which defendant relies 
primarily for Maryland law is the decision in 
Warner v. Rice, 66 Md. 436, 8 A. 84 (1887). 
That case presented the question as to whether 


or not the income of a debtor, from certain | 


property embraced in a deed of trust made by 
himself and his wife prior to incurring the debts, 
was liable to attachment or execution in a suit 
for his debts. The deed was made “‘[i]n trust for 


_the use and benefit of said George Warner and 


his immediate family, free from liability for any 
of his debts, contracts, or engagement[s]; and 
when, if so by said trustees found requisite, by 
him being proper, to apply the uses, rents, 
income, and profits to the support and mainte- 
nance of said George and his said family during 
his, said George’s, life, and, after his decease, 
the same to go as he by last will may have 
directed, or, in case of his decease intestate, the 
same to go according to law under the existing 
statutory provisions of the law of Maryland.” 
Id. 8 A. at 85. The court held that Mr. Warner’s 
creditors could reach the income of this trust 
because ‘‘a beneficial legal estate, in fee or for 
life, cannot be conveyed or devised to a person 
with a provision that it shall not be alienated, or 
that it shall not be subject to the debts of the 
legal owner” (id.); that “equitable estates can- 
not be effectually created with a proviso against 
alienation, or that they shall not be liable to the 
debts of the cestui que trust * * * and, gener- 
ally, whenever property is subject to alienation 
by the owner it is subject to his debts” (id. at 
85-86); and because, in this case— 


The object of the deed of trust was not to 
destroy or divest himself of his right of prop- 
erty, but simply to place a legal estate therein 
in a trustee, as, perhaps, a guard against 
improvident management. But the equitable 
estate remains in George Warner during his 
life, with full power of disposition by will, 
and, in default of will, the property devolves 
on his heirs and representatives at his death, 
when the trust will terminate. It is only dur- 
ing his life that the rents, profits, and income 
from the property are directed to be applied 
to the support of himself and his family, when 
and as the trustee may deem proper. Full and 
complete control is retained in the cestuis que 
trust over the investments, and change of 
investments; and they declare, moreover, that 
they are entitled and reserve the right to 
collect, receive, and have, each for her or 

; himself, the rents, issues, and profits of his or 
‘tenant I 
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he would pay over the rents and profits to 
Warner, the court noted that if the trustee did 
not pay them over, he had no authority to accu- 
mulate them for any other purpose; they would 
still belong to the estate of George Warner and 
the trustee would have to account to his execu- 
tor or administrator for such arrearage. Id. 
Accordingly, ‘“[t]he discretion given the trustee, 
if the terms of the direction can be construed 
into a power to exercise a discretion at all, can 
only apply to the manner of the application, and 
not to any power to withhold or divert the rents 
and profits, and apply them to any other pur- 
pose.” Id. 


The instant case is distinguishable from 
Warner in several respects: First, if the trustee 
here, in the exercise of his discretion, did not 
distribute the income or principal to Mrs. Ger- 
man, it would go to the specified remaindermen, 
whereas in Warner the undistributed trust 
income would be accumulated for the settlor’s 
benefit and the corpus distributed pursuant to 
his will. Second, unlike Warner, before the set- 
tlor here could receive any distribution from the 
trustees, the consent of a beneficiary having an 
adverse interest had to be obtained. Third, the 
trusts here, but not in Warner, made disposi- 
tions of the property upon the death of the 
settlor and were not intended solely to shield her 
assets from her creditors. 


In Mercantile Trust Co. v. Bergdorf Goodman 
& Co., 167 Md. 158, 173 A. 31 (1934), the 
Maryland Court of Appeals confirmed that 
where there is no proof of fraud the rights of 
attaching creditors to property in a trust cre- 
ated by a debtor depend upon whether the prop- 
erty which is not distributed to the settlor- 
beneficiary or according to his direction goes 
back to the settlor or to a third-party at his 
death. There the settlor had created an inter 
vivos trust, retaining a life estate in the trust 
assets and a power of appointment by will, 
which, if not exercised, would result in the prop- 
erty going to her then living issue or next of kin. 
The Maryland court held that although the 
creditors could attach the settlor’s income from 
the life estate, in the absence of a fraudulent 
conveyance they could not reach the corpus of 
the trust, because, “there was an immediate 
vesting of the remainder in the next of kin of the 
settlor’, and ‘“{w]lith the ownership of the 


corpus in the remaindermen, even though the 


possession may be delayed or defeated by the 
will of the donor, * * * the corpus cannot be 


attached to satisfy the creditors of the settlor.” 


(Id. at 165-66, 173 A. at 34-35.) Accord, United 
States v. Baldwin, 283 Md. 586, 391 A.2d 844 
(1978). If the unexercised right of the settlor in 
Mercantile Trust Co. and Baldwin to dispose of 
the corpus by will was not sufficient to render 
the trust property subject to execution by credi- 
tors because of the interests of the remainder- 
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men in such property in default of appointment, 
for the same reason it would appear that the 
unexercised discretion of the trustees of Mrs. 
German’s trust with respect to both principal 
and income would not render either vulnerable 
to Mrs. German’s creditors under Maryland law. 


Apart from Warner v. Rice, defendant has 
not cited any Maryland decision in which credi- 
tors were able to reach income or corpus which 
could be distributed to the settlor of a trust, not 
as a matter of right, but in the uncontrolled 
discretion of the trustee. 


Equally important, defendant has cited no 
decision, either in the Maryland courts or else- 
where, where the creditor was held entitled to 
attach trust property where the trustee’s discre- 
tion could only be exercised with the prior con- 
sent of those who would receive the property in 
default of such exercise. In Outwin, the Tax 
Court likewise confessed that it had been unable 
to find any authorities in any state which 
addressed the precise issue. Outwin, 76 T.C. at 
165. However, it resolved that problem by rea- 
soning that in view of the strong public policy of. 
the Massachusetts courts against persons plac- 
ing property in trust for their own benefit while 
at the same time insulating such property from 
the claims of creditors the veto power of a 
spouse would not be a barrier to such creditors 
under Massachusetts law, because it assumed 
(1) that (in the absence of divorce) the possibil- 
ity that the spouse would veto a disbursement 
by the trustee to her husband was remote, and 
(2) the fact that the husband might reciprocate 
by veto of disbursements to the wife under her 
similar trust would tend to further discourage 
her veto. Id. at 166-67. This court finds no such 
strong public policy in the Maryland courts 
where there is a remainder interest. It finds no 
assumption by the Maryland courts that the 
wife may be deemed merely the husband’s alter 
ego for purposes of insulating property from a 
settlor’s creditors in a nonfraudulent convey- 
ance transaction. Indeed, Watterson v. Edgerly, 
40 Md. App. 230, 388 A.2d 934 (1978), appears 
to be to the contrary. And the instant case does 
not involve reciprocal husband and wife trusts. 


Thus, defendant has not established that 
under Maryland law creditors of the settlor 
could have reached the trust income or principal 
of her discretionary trusts up to the time of her 
death. 


The most satisfactory resolution of this ques- 
tion of state law would have been by certifica- 
tion to the Maryland Court of Appeals. See — 
United States v. Baldwin, 283 Md. 586, 391 
A.2d 844 (1978). Unfortunately, while the uni- 
form Certification of Questions of Law Act, Md. 
{Courts and Judicial Proceedings] Code Ann. 


—§§ 12-601-12-609 (1984), grants jurisdiction to 


the Maryland Court of Appeals to answer ques- 
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tions of law certified to, it by a United States 
District Court of United States Court of 
Appeals, it does not allow certification from this 
court. Accordingly, it is the duty of this court to 
approximate the law of the state from decisions 
of its highest court as best it can. See Commis- 
sioner v. Estate of Bosch [67-2 ustc { 12,472], 
387 U.S. 456 (1967). 


2. On Equitable Estoppel. 


As noted previously, Estelle E. German made 
the transfers in trust on July 31, 1969, but in a 
gift tax return for that year asserted that they 
were not taxable because they did not constitute 
completed gifts. On November 21, 1970, dece- 
dent died. However, the estate tax return filed 
by her estate likewise failed to include any 
amount for the 1969 transfers to the trusts, 
stating merely that decedent had made six 
irrevocable transfers in 1969 which had been 
excluded from the gross estate. 


Defendant now asserts, on the basis of an 
affidavit from an estate and gift tax examiner 
that the examiner, upon audit of both returns, 
had discussions with plaintiff's representative; 
that the latter acknowledged that the value of 
the 1969 transfers was includable in either the 
gift or the estate tax return; and that he then 
offered to include the trust property in the gross 
estate for estate tax purposes if the examiner 
would treat the transfers as incomplete for gift 
tax purposes. According to the examiner, he 
accepted the offer, and in reliance thereon the 
Commissioner of Internal Revenue assessed 
plaintiff $355,959 in estate tax but nothing in 
gift tax. Nevertheless, less than 6 months after 
the period of limitations on assessing the gift tax 
expired, plaintiff filed a claim for refund of the 
estate tax paid pursuant to the assessment, and 
upon its denial filed this suit. 


The affidavit of plaintiff's representative 
denies the examiner’s allegations. 


Plaintiff now concedes that the gift tax was 
properly due and that defendant is entitled to 
offset the estate tax overpayment by the gift tax 
deficiency. However, such concession does not 
satisfy defendant. It asserts that the applicable 
estate tax is $66,000 more than the gift tax on 
the same transfers, and that, even if this court 
finds that. only the one tax was due, Pe ee is 
c ) th 


, and is not perpatted to go beyond, this limit.” 


Equitable estoppel is ordinarily invoked when 
because of representations by the taxpayer, 
relied on by the government, the latter allows 
the period of limitations on assessment of a tax 
properly due to pass without a statutory notice 
of deficiency. But it is an equitable doctrine and 
requires misrepresentations of fact, reliance 
thereon, and detriment to the government which 
cannot otherwise be corrected. Glazer Steel 
Corp. v. United States [68-1 ustTc { 9124], 181 
Ct. Cl. 1063, 1077, 388 F.2d 990, 998 (1967); 
Crosley Corp. v. United States [56-1 UsTC 
{ 9232], 229 F.2d 376, 381 (6th Cir. 1956); 
Commissioner v. Mellon [50-2 ustc { 9441], 184 
F.2d 157, 160 (3d Cir. 1950); Ross v. Commis- 
sioner [48-2 usTC J 9341], 169 F.2d 483, 496 (1st 
Cir. 1948); and see also Hess v. United States 
[76-2 usTc { 9539], 210 F.2d 483, 495, 537 F.2d 
457, 463 (1976), cert. denied, 430 U.S. 931 
(1977); Oak Woods Cemetery Association v. 
United States [65-1 usTC J 9277], 345 F.2d 361, 
363 (7th Cir. 1965); Ford v. United States [60-1 
usTC J 9375], 149 Ct. Cl. 558, 566, 276 F.2d 17, 
21 (1960). 


None of these prerequisites may be found 
here. There is no allegation of misrepresentation 
as to the pertinent facts, as the only substantive 
dispute between the parties is as to the state 
law. There is no valid reason why defendant 
should have relied upon plaintiff’s allegations as 
to the state law, as it is equally accessible to 
both parties. Defendant has incurred no sub- 
stantial detriment, as plaintiff concedes that 
defendant is entitled to an offset for 5 tax 
which was properly due. 


As the phrase anipthes equitable abel may 
be applied only to correct an inequity. Ross, 169 
F.2d at 494. It has already been determined 
herein that the estate tax is not applicable, and 
accordingly the applicable tax is the lesser gift 
tax. There is no equity in defendant’s claim that 
equitable estoppel militates in favor of collect- 
ing more than was originally due absent the bar 
of the statute of limitations. As noted by the 
Supreme Court in Dickerson v. Colgrove, Me 
U.S. 578, 580-81 (1879), equitable estoppel “ 
available only for protection, and cannot be Res 
as a weapon of assault. It accomplishes that 
which ought to be done between man and man, 
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[13,611] Charles C. Haffner III and The Northern Trust Company, as Executors of the 
Will of Charles C. Haffner, Jr., Deceased, Plaintiffs v. United States of America, Defendant. 


U.S. Court of Appeals, 7th Circuit, No. 84-1946, 3/21/85. Affirming the decision of the U.S. 
District Court for the Northern District of Illinois, Eastern Division, 84-1 UsTC J 13,571. 


[Code Sec. 2033] 


Estate tax: Gross estate: Public housing agency bonds: Exemption.—Public housing 
agency bonds owned by a decedent were exempt from estate taxes under a provision of the 
federal Housing Act of 1937 stating that such bonds were “exempt from all taxation” 
imposed by the United States. Generally such a provision is interpreted as exempting bonds 
from direct taxes such as income taxes, but not from estate taxes and other excise taxes on 
the transfer of property. However, the legislative history of the 1937 Act made it clear that 
Congress intended the term “all taxation” to include estate taxes, and this intent overrode 
the usual rule of interpretation applied to exemptions such as the one in the 1937 Act. Back 


reference: J 6535.902. One dissent. 


Before BAUER and POSNER, Circuit Judges, and JAMESON, Senior District Judge.* 


PER CURIAM: The executors of the estate of 
Charles C. Haffner, Jr., Deceased, brought this 
action against the United States, asserting a 
claim for refund of estate taxes paid on public 
housing agency obligations, known as Project 
Notes, issued pursuant to the “United States 
Housing Act of 1937,” as amended by the Hous- 
ing and Community Development Act of 1974, 
42 U.S.C. § 1437. On cross motions for summary 
judgment the district court, in a detailed and 
well reasoned opinion, held that the Project 
Notes were exempt from federal estate taxes 
under section 11(b) of the Housing Act of 1937, 
42 US.C. § 1437i(b). Haffner v. United States 
[84-1 ustc J 13,571], 585 F.Supp. 354 (N.D. Il. 
1984). 


We agree with the district court. With the 
following minor corrections we adopt Judge 
Will’s opinion and affirm the judgment. 


In the fourth full paragraph on page 356, 
lines 12-13, the citation should read United 
States v. Manufacturers Nat’l Bank of Detroit. 


In the fourth full paragraph on page 357, 
lines 9-11, the final phrase of the quotation 
should read: shall be exempt from all taxation 
now or hereafter imposed by the United States. 


In the second full paragraph on page 358, 
lines 18-19, the citation should read American 
Bank and Trust Co. v. Dallas County. 


The third full paragraph on page 359 should 
read: 


The Jandorf case is practically on all fours 
with this one. At issue there was the tax 


*The Honorable William J. Jameson of the District of 
Montana, sitting by designation. 
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treatment of Victory Liberty bonds held by a 
foreign investor, obligations that were author- 
ized by section 4 of the Victory Liberty Loan 
Act of March 3, 1919, Pub. L. No. 65-328, 40 
Stat. 1309, 1311 (1919). Section 1 of the First 
Liberty Bond Act of April 24, 1917, Pub. L. 
No. 65-3, 40 Stat. 35 (1917) describes the tax 
treatment accorded bonds sold to United 
States investors and section 4 of the Victory 
Liberty Loan Act amends a prior act which 
describes that of bonds sold to foreign inves- 
tors and purchased with foreign money. The 
wording of section 1 and 4 is materially iden- 
tical to that of sections 20(b) and 5(e), respec- 
tively, of the 1937 Act. 


In the first full paragraph on page 361, line 8, 
the citation should read: 88 Stat. 633 (1974). 
The citation in the final line of that paragraph 
should read: 88 Stat. 633, 653 (1974). 


The second full paragraph on page 361 should 
read as follows: 


In 1949, Congress rewrote section 20 of the 
1937 Act deleting any reference to the tax 
treatment of Authority obligations. See Sec- 
tion 304 of the Housing Act of 1949, Pub. L. 
No. 81-171, 63 Stat. 413, 427 (1949); 42 
U.S.C. § 1420. After the 1949 Act became 
law, there were two tax exemptions for local 
housing agency obligations: Section 5(e) of the 
1937 Act, 42 U.S.C. § 1437i(b), which applied 
to obligations issued pursuant to the 1937 
Act, and Section 102(g) of the 1949 Act, Pub. 
L. No. 81-171, 63 Stat. 413, 416 (1949), 42 
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U.S.C. § 1452(g), which applied to obligations 
issued pursuant to the 1949 Act. 


With the corrections set forth above, we adopt 
the opinion of the district court as the opinion of 
this court and affirm the judgment.! 


AFFIRMED. 
[Dissenting Opinion] 


POSNER, Circuit Judge, dissenting: I disagree 
that notes issued by state or local public housing 
agencies are exempt from federal estate taxation 
by virtue of section 5(e) of the Housing Act of 
1937. 


The statutory language may seem emphatic 
and unqualified: the notes and income thereon 
“shall be exempt from all taxation now or here- 
after imposed by the United States.” But as has 
been held many times, both before and since 
1937, such language does not create an exemp- 
tion from estate taxation. See, e.g., United 
States Trust Co. v. Helvering [39-1 USTC 
{ 9466], 307 U.S. 57, 60 (1939); Murdock v. 
Ward, 178 U.S. 139, 147-48 (1900); Lowndes, 
Kramer & McCord, Federal Estate and Gift 
Taxes § 1.1, at p. 2 (3d ed. 1974). An estate tax 
is a tax on a transfer of property, not a tax on 
the property itself or the income from it. This 
may seem an awfully refined distinction, but no 
one connected with this case has questioned that 
if section 5(e) stood alone, the taxpayer would 
lose. 


Three points have carried the day for the 
taxpayer: 


1. An alternative bill to the one that was 
enacted had, in its version of section 5(e), an 
express exclusion of estate, gift, and inheritance 
taxes from the tax exemption conferred by the 
section; section 5(e) as enacted does not. 


2. Senator Walsh, a sponsor of the Housing 
Act, said on the floor of the Senate that “‘the bill 
gives the public housing agencies the right to 
issue tax-exempt bonds, which means they are 
free from income tax, surtax, estate, gift, and 
inheritance taxes.” 81 Cong. Rec. 8085 (1937) 
(emphasis added). 


3. Another section of the Act, section 20(b), 
provides that the obligations of the Federal 
Housing Authority itself (which the Act created) 
“shall be exempt, both as to principal and inter- 
Bla oy ci eee ee alps ae estate, 


which the obligations were issued, see section 


(emphasis added); the patenthetical is missing 
from section 5(e). 


None of these ambiguous tidbits, nor all three 
together, persuade me that Congress meant to 
grant extraordinary tax favors to the holders of 
notes of public housing agencies. 


The alternative bill differed from the one 
enacted in other respects besides estate taxa- 


tion, and I can find no discussion of that differ- 


ence. Also, the bill was rejected in committee, 
hence didn’t reach the floor of the Congress and 
no doubt was unknown to most members of 
Congress. There is no evidence that the alterna- 
tive bill was rejected because it failed to exempt 
obligations of public housing agencies from 
estate taxes. 


The phrasing of Senator Walsh’s statement 
(‘which means”) suggests that he misunder- 
stood the well-settled meaning of “tax-exempt 
bonds.” Of course if this misunderstanding was 
enacted by Congress, that is the end of the case. 
But it would be unrealistic to think it was. The 
statement occurred in the course of a long 
speech by Senator Walsh explaining the provi- 
sions of the Act. The fact that no one jumped up 
and said, “Senator, I think you have misstated 
the effect of the tax-exemption language in sec- 
tion 5(e),” provides but weak evidence that the 
Senate (and House, whose concurrence was, of 
course, necessary for the enactment of the bill) 
intended to adopt a novel form of tax exemp- 
tion. It is true that Senator Wagner, the author 
of the bill, was present and corrected Senator 
Walsh on some other matters; but since Homer 
nods, maybe Senator Wagner did too, on this 
occasion. In Jandorf’s Estate v. Commissioner of 
Internal Revenue [48-2 ustc { 10 ,648], 171 F.2d 
464 (2d Cir. 1948), as in this case, one section of 
the statute excepted estate taxes from the 
exemption granted by the statute and another 
did not, but the legislative history makes crystal 
clear that the difference was deliberate. See id. 
at 466 and n. 1. Furthermore, for 20 years the 
Treasury had construed the section to grant an 
exemption from estate taxes. See id. at 467. 


_ Nor can any significance be attached to the 
express exemption from estate tax in section 
20(b), once the historical context of this provi- 
sion is understood. In 1937 the federal income 
tax consisted of a modest normal tax (4 percent) 
and a graduated surtax to make the income tax 
progressive. The Revenue Act of 1936 had made 
the tax treatment of obligations of federal agen- 
cies depend on the intent of the statute under 
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22(b)(4), 49 Stat. 1658; so if the framers of the 
Housing Act of 1937 wanted to make the income 
on obligations of the Federal Housing Authority 
exempt from normal tax but not surtax they had 
to say so, and they did, in section 20(b). Having 
decided not to exempt such income from surtax 
they added—so far as appears out of an abun- 
dance of caution rather than to supply clues to 
interpreting section 5(e)—that such income 
would not be exempt from estate, inheritance, or 
gift taxes, either. With regard to the obligations 
not of the Housing Authority itself but of state 
and local public housing agencies, the framers 
didn’t want to distinguish normal tax from sur- 
tax but to exempt the income on such obliga- 
tions from all federal income taxation; so they 
didn’t plug in the parenthetical phrase from 
section 20(b). 


Although section 22(b)(4)(A) of the Revenue 
Act of 1936, 49 Stat. 1657-58, had exempted 
from the federal income tax income from obliga- 


tions of states and their “political subdivi- 
sion[s],” there was controversy over whether 
state and local public housing agencies were 
“Dolitical subdivisions” for federal tax purposes, 
see Tretter, Public Housing Finance, 54 Harv. 
L. Rev. 1325, 1326 n. 4 (1941)—hence the need 
for an express exemption in section 5(e). If Con- 
gress had wanted to take the extraordinary step 
of exempting such income from estate as well as 
income taxation—and to exempt the principal 
as well—there would in all likelihood have been 
some discussion of the matter, as there was in 
the legislative history of the statute construed in 
Jandorf’s Estate; Senator Walsh’s statement 
would not have been passed over in silence. 


By what I respectfully suggest is an unrealis- 
tic analysis of the legislative process, the district 
court created an exemption that so far as I can 
see was not part of Congress’s intent when it 
passed the Housing Act. I would reverse. 


[713,612] Judith F. Carpenter, Executrix of the Estate of Ronald d’A. Carpenter v. 


United States. 
US. Claims Court, No. 691-81T, 4/15/85. 


[Code Secs. 2511 and 2512] 


Gift tax: Valuation: Date of gift: Retained interests—The government properly deter- 
mined the gift tax value of a donor’s 1970 transfer to a trust of his remainder interest in the 
corpus of a separate trust by computing the value of the interest on the date of the gift, even 
though certain interests retained by the donor were not susceptible of valuation on that date. 
Such valuation was made in accordance with the general rule that gifts are to be valued on 
the date of gift, and the inclusion in the gift of retained interests that cannot be valued is 
sanctioned by Reg. § 25.2511-1(e). Although the donor’s sister made a similar gift and 
determined its value on a gift tax return in a manner similar to that proposed by the donor, 
the court found that no unfairness to the donor resulted from the IRS’s failure to question 
this valuation method on the sister’s return. In a previous opinion involving the same 
transfer and donor, the court determined that the gift was made in 1970 when the donor 
executed an agreement to transfer his remainder interest (Carpenter, 84-1 USTC { 13,565). 
Back references: J 8600.375 and 8705.75. 


Johannes R. Krahmer, Morris, Nichols, Arsht & Tunnell, 1275 South State Street, Wilmington, 
Delaware, for plaintiff. Assistant Attorney General Glenn L. Archer, Jr., Allan C. Lewis, Theodore 
D. Peyser, Washington, D.C., for defendant. 


OPINION 


LYDON, Judge: This tax case involves a suit 
for refund of certain gift taxes plus interest. The 
sole issue before the court is a determination of 
the value of the gift. In a previous opinion, 
Carpenter v. United States [84-1 ustc J 13,565], 
4 Cl. Ct. 705 (1984), the court concluded that 
the plaintiff, Ronald d’A. Carpenter,! had made 
a gift of his one-third remainder interest in a 
1927 trust, whenheexecutedatrustagreement 
(1970 trust) on April 10, 1970, placing his 
remainder interest in an irrevocable trust for 


1 For convenience, “plaintiff”, in this case, will be used to 
refer to Ronald d’A. Carpenter, who initially filed the peti- 
tion in this case on November 27, 1981. The court notes that 
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the benefit of himself, his then wife, Jeanne, and 
their two children. In rendering its decision 
determining that a gift had taken place in 1970, 
the court specifically left the issue of valuation 
open for further proceedings, including a trial if 
necessary. Id. 4 Cl. Ct. at 723. The parties 
subsequently advised the court that a trial was 
not necessary and on January 23, 1985, they 
filed a Stipulation of Facts. Based upon these 
stipulated facts both parties have filed motions 
for summary judgment in support of their 
respective valuation positions. Defendant main- 


Ronald d’A. Carpenter’s widow and executrix, Judith F. 
Carpetner (his second wife), was substituted as plaintiff on 
April 18, 1983, after his death in 1982. 
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tains that the gift must be valued at the date of 
transfer, i.e, April 10, 1977 [sic]. Plaintiff, on 
the other hand, contends that the valuation 
arrived at pursuant to a settlement agreement 
entered into after a dispute over the validity of 
the 1970 trust, and approved by the Delaware 
Court of Chancery in December of 1977 should 
be utilized in this case because prior to that 
time the gift was not susceptible to valuation 
due to certain contingencies which warranted 
adoption of a “wait and see” method of valua- 
tion. After considering the Stipulation of Facts 
and the submissions of both parties the court 
concludes, without oral argument, that defen- 
dant’s valuation was proper and should be uti- 
lized under the circumstances of this case. 


I. Facts 


The court previously set out detailed findings 
of fact in Carpenter v. United States, supra, 
regarding the trusts at issue in this case and 
thus the court will focus only on those facts 
specifically relevant to the issue of valuation. 
Plaintiff’s adoptive mother, Louisa d’A. Carpen- 
ter, established a 1927 trust giving her three 
adopted children (including plaintiff) or their 
surviving issue, equal shares of the trust corpus 
on her death. In the later 1960s, Louisa d’A. 
Carpenter became concerned about her adopted 
children’s financial futures after her death. 
Therefore, she had her attorney draw up a new 
trust for each child which would place their 
respective remainder interests in the 1927 trust 
into three newly created trusts. These new 
trusts were explained to the children. 


On April 10, 1970, plaintiff signed one of 
these trust agreements (1970 trust) and presum- 
ably during 1970, his two adopted sisters did the 
same. Plaintiff, contended he signed the 1970 
trust based on groundless concerns that his 
mother would discontinue his financial support 
and perhaps disinherit him. Carpenter v. United 
States, supra, 4 Cl. Ct. at 711 n.5. Plaintiff, 
however, did not like several provisions in the 
trust and attempted to have them altered. 
Plaintiff's mother’s attorney agreed to make the 
changes but they were never made. 


On February 8, 1976, plaintiffs mother died. 
Plaintiff attempted to block the enforcement of 
the 1970 trust, and instead demanded his origi- 
nal one-third interest in the 1927 trust, arguing 
that the 1970 trust was invalid. The dispute 
surrounding the trusts was submitted to the 
Delaware Court of Chancery. In December of 
1977 » parties settled their disputes. The 

ae three separate Ce out of 
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On December 30, 1977, plaintiff filed a gift 
tax return reporting taxable gifts of $512,697.24 
for the year ending December 31, 1970, and he 
paid a gift tax including interest on that 
amount. On December 21, 1979, plaintiff filed a 
claim for a refund for the total amount of the 
gift tax and interest paid. This refund claim was 
rejected. Subsequently, the Internal Revenue 
Service (IRS) issued to plaintiff a Statutory 
Notice of Deficiency which assessed an addi- 


tional gift tax of $26,261.99 for 1970. This defi- 


ciency assessment was based on the 
determination by the IRS that plaintiff’s 1927 
trust remainder interest was valued at 
$631,096.83 and not $512,697.24 on April 10, 
1970, the date plaintiff executed the 1970 trust. 
The deficiency was also based, in part, on the 
disallowance of a marital deduction taken on the 
1970 transfer. Plainfiff paid the deficiency and 
sought a refund from the IRS which was 
rejected on September 9, 1981. Plaintiff subse- 
quently filed this action in the Court of Claims 
on November 27, 1981. In this court’s initial 
opinion (4 Cl. Ct. 705 (1984)), the court con- 
cluded that a gift occurred on April 10, 1970, 
when plaintiff executed the 1970 trust. The only 
issue which remains is the proper valuation of 
the interest that plaintiff transferred into the 
1970 trust. 


After stipulating to the basic facts remaining 
in this case, each party presented its position 
regarding the proper method of valuation. Ini- 
tially, it should be noted that both parties agree 
that as of April 10, 1977, the total value of the 
assets held in the 1927 trust was $5,154,286. 
One-third of that amount was $1,718,095.33. On 
October 31, 1977, the value of one-third of the 
assets in the 1927 trust was $1,362,281.60 
which excludes the interest of the 1927 trust in 
a shopping center which was sold previously for 


’ ’ 


Plaintiff maintains that the proper value of 
his 1970 gift of the 1970 trust is $512,697.24. 
He arrived at that figure in the following man- 
ner. In December of 1977, when plaintiff and 
his ex-wife and her two minor children by him 
settled their trust disputes, he set up three new 
trusts. Trust I contained assets valued at 
$485,375.97. The primary beneficiaries of this 
trust were plaintiff's two children by his first 
wife, Jeanne, born prior to April 10, 1970. Trust 
II contained assets worth $244,287.65. This 
trust was set up for the benefit of plaintiff’s two 
children by his second wife, Judith, who were 
born after April 10, 1970. T rust III, with assets 
totalling $86,2 278. 50 was set up for the benefit of 
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The IRS, on the other hand, valued plaintiff’s 
gift as a transfer on April 10, 1970, instead of 
valuing it in 1977 and relating it back to April 
10, 1970. The IRS determined that plaintiff 
made a gift on April 10, 1970, in the amount of 
$631,096 and that the amount of his gift tax 
liability was $69,508.54. This tax amount was 
based on the gift splitting election exercised by 
plaintiff and his first wife Jeanne. 


The IRS determined the $631,096 valuation 
figure in the following manner. First it deter- 
mined the present value of plaintiff's remainder 
interest in the 1927 trust as $997,319.98. From 
that amount the IRS subtracted the present 
value of plaintiff’s gift tax liability ($40,343.82) 
arriving at $956,976.16. From this figure it then 
subtracted the present value of the interests 
retained by plaintiff which were capable of valu- 
ation ($325,879.33) 2 and derived the final valu- 

-ation figure of $631,096.83. 


The issue presented in this case is which of 
these two valuation approaches is proper. One 
other fact’ which is to be considered in this 
regard revolves around plaintiff's adopted sister, 
Sonia C. Tingle (Mrs. Tingle). In 1970, Mrs. 
Tingle also placed her remainder interest in the 
1927 trust into a new trust. Though there are no 
facts concerning this new trust before the court, 
the court presumes that this new trust was 
similar to the one executed by plaintiff on April 
10, 1970. After her adoptive mother died in 
1976, Mrs. Tingle also attempted to have her 
1970 trust set aside as invalid and requested her 
share of the 1927 trust. Mrs. Tingle was named 
as a defendant in the same action plaintiff was a 
part of in the Delaware Court of Chancery 
(Civil Action No. 5216). Her adult children and 
the guardian ad litem appointed for her minor 
children contended that the 1970 trust was 
valid. 


On December 20, 1977, Mrs. Tingle, her adult 
children, and the guardian ad Jitem for her 
minor children, like plaintiff, settled their dis- 
pute. As part of the settlement she set up a new 
trust consisting of 40 percent of one-third of the 
assets in the 1927 trust as of October 31, 1977. 
Mrs. Tingle was also required as part of the 
settlement to report a taxable gift as having 
taken place in 1970 when she transferred her 
remainder interest in the 1927 trust to a new 
trust. She reported the trust transfer as a taxa- 
ble gift of $446,872.76 for 1970. This figure was 


2 Plaintiff retained two interests capable of valuation. He 
retained a 60 percent income interest for his life, the present 
value of which was $316,736.30. That figure was calculated 
by multiplying 0.6 (the income interest) times 0.32024 
(plaintiff's actuarial factor on April 10, 1970) times 
$1,648,586.79 (the amount of plaintiff's one-third share of 
the 1927 trust corpus after subtracting his gift tax liability 
of $69,508.54). The other interest capable of valuation was 
a contingent remainder income interest for plaintiffs life 
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derived by subtracting from $711,184.46, which 
equals 40 percent of the value of one-third of the 
assets of the 1927 trust on April 10, 1970 (as 
calculated by the taxpayers), the amount of 
$264,311.70. This figure equaled 0.37165 (the 
actuarial factor of Mrs. Tingle’s mother’s 
income interest for life in the 1927 trust on 
April 10, 1970) times $711,184.46. The figure of 
$446,872.76 upon which Mrs. Tingle determined 
her gift tax liability was arrived at in a manner 
similar to that used by plaintiff. Mrs. Tingle 
filed a claim for a gift tax refund on December 
26, 1979. The IRS district office in Jacksonville, 
Florida, examined and denied the refund claim 
finding that she had in fact made a taxable gift 
in 1970. The revenue agent did not address the 
value of the taxable gift. Plaintiff now contends 
that the fact that the IRS did not question his 
sister’s valuation approach, which was the same 
as that used by him, supports his proffered 
valuation figure. 


Il. 


In determining which proposed valuation 
method is proper under the circumstances of 
this case, the court recognizes that IRS determi- 
nations are endowed with a presumption of cor- 
rectness. Welch v. Helvering [3 usTc { 1164], 
290 U.S. 111, 115 (1933); Montgomery Coca- 
Cola Bottling Co. v. United States [80-1 USsTC 
{| 9230], 222 Ct. Cl. 356, 365-66, 615 F.2d 1318, 
1322 (1980); Lockard v. Commissioner [48-1 
USTC { 10,604], 166 F.2d 409, 414 (1st Cir. 
1948); Jupiter Corp. v. United States [83-1 USTC 
{ 9168], 2 Cl. Ct. 58, 61 (1983). Plaintiff has the 
burden of overcoming this presumption and 
proving in this case that the valuation method 
utilized by the IRS was wrong. Welch v. Helver- 
ing, supra, 290 U.S. at 115; Silverman v. Com- 
missioner [76-2 USTC { 13,148], 538 F.2d 927, 
930-31 (2d Cir. 1976). After considering the 
stipulated facts and the briefs of both parties, 
the court concludes that plaintiff has failed to 
overcome this presumption of correctness 
accorded to IRS determinations. 


The rule is that the fair market value of a gift 
at the date of transfer is considered the amount 
of the gift. See 26 U.S.C. § 2512 (1979). See also 
Hamm yv. Commissioner [64-1 ustc { 12,206], 
325 F.2d 934 (8th Cir. 1963), cert. denied, 377 
U.S. 993 (1964); Goodman v. Commissioner 
[46-1 ustc $10,275], 156 F.2d 218 (2d Cir. 
1946). The IRS has promulgated detailed regu- 


which took effect if Jeanne, his ex-wife, predeceased him. 
The present value of that interest was $9,143.63 figured by 
multiplying 0.1 (the income interest) times 0.05566 (plain- 
tiff’s applicable actuarial factor on April 10, 1970) times the 
same $1,648,586.79. There were four interests retained by 
plaintiff in the 1927 trust which were of such a nature that 
they could not be valued on the basis of generally accepted 
valuation principles and thus whatever value they had was 
included in the gift. See 26 CFR § 2511-1(e) (1984). 
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lations which set out how transfers of property 
to a trust are valued. See 26 CFR § § 25.2512-5 
and 25.2512-9 (1984). The regulations state that 
in valuing property transferred to a trust where 
the donor retains an interest in the property, 
“the value of the gift is the value of the prop- 
erty transferred less the value of the donor’s 
retained interest.” 26 CFR §25.2512-5(a)(1) 
(1984). After reviewing the applicable valuation 
regulations and the facts in this case, it is clear 
that the IRS complied with its regulations. 


In complying with its valuation regulations, 
the IRS established the value of plaintiff’s 1970 
gift by ascertaining the value of plaintiff’s 
remainder interest in the 1927 trust and sub- 
tracting therefrom his gift tax liability and the 
present value of the interests he retained, when 
he set up the 1970 trust, which were capable of 
valuation. There were four interests retained by 
plaintiff or his estate which the IRS found inca- 
pable of valuation.? In this regard, 26 CFR 
§ 25.2511-1(e) (1984) provides: 


(e) If a donor transfers by gift less than his 
entire interest in property, the gift tax is 
applicable to the interest transferred. The tax 
is applicable, for example, to the transfer of 
an undivided half interest in property, or to 
the transfer of a life estate when the grantor 
retains the remainder interest, or vice versa. 
However, if the donor’s retained interest is 
not susceptible of measurement on the basis 
of generally accepted valuation principles, the 
gift tax is applicable to the entire value of the 
property subject to the gift. Thus if a donor, 
aged 65 years, transfers a life estate in prop- 
erty to A, aged 25 years, with remainder to 
A’s issue, or in default of issue, with reversion 
to the donor, the gift tax will normally be 
applicable to the entire value of the property. 


Therefore, the IRS’s valuation, which included 
in the value of the gift the four interests it was 
unable to value, was in accordance with the 
regulations. For further support for the IRS’s 
decision, to include within the value of the gift 
the retained interests incapable of valuation see 
Robinette v. Helvering [43-1 ustc { 10,014], 
318 U.S. 184, 188-89 (1943).4 


Plaintiff maintains, however, that since the 
interests transferred in 1970 were not capable of 


valuation based on the facts known at that time, 
the valuation should be based on subsequent 
events which would result in the tax being 
imposed on what property was actually trans- 
ferred rather than on property and interests 
which were never transferred. Plaintiff contends 
that the later ascertained events are then 
related back to 1970 to determine the valuation 
of the gift. The court rejects this proposed ‘‘wait 


_and see” approach to valuing gifts on several 


grounds. 


Plaintiff cites Rev. Rul. 69-346, 1969-1 C.B. 
227 in support of its position. Rev. Rul. 69-346 
dealt with an agreement between a husband and 
wife in which the husband agreed to set up a 


trust in his will to provide for his wife’s comfort 


if she agreed to transfer her one-half interest in 
their community property to the trust. The wife 
was not required to transfer her interest in the 
community property under the agreement until 
after her husband’s death and the executor of 
his estate had completed administration of the 
estate and assumed the duties as trustee of the 
trust provided for in the will. The issue in that 
case was, for federal gift tax purposes, when was 
the wife deemed to have completed her gift. The 
IRS held that a gift occurs on the date “upon 
which a promise to make a future transfer 
becomes enforceable under state law, and not 
the date upon which an actual transfer of prop- 
erty is made, provided the gift is susceptible of 
valuation at the time it becomes enforceable.” 


The court finds the facts in Rev. Rul. 69-346 
to be inopposite to those in this case. In Rev. 
Rul. 69-346, there was an enforceable agreement 
to transfer property in the future. However, the 
IRS found that no gift occurred until the hus- 
band’s death because that was the point when 
the gift first became susceptible of valuation. In 
this case, the court has already found that a gift 
occurred on April 10, 1970, with the transfer of 
interests in the 1927 trust to the 1970 trust. The 
court can perceive under the facts in Rev. Rul. 
69-346 that at the time the agreement became 
enforceable it may have been difficult, if not 
impossible, to ascertain the value of the prop- 
erty which was to be transferred in the future. 
However, in this case the gift and the transfer of 
interest occurred simultaneously making a valu- 
ation problem less likely to occur. In fact, in this 


3The four retained interests ‘incapable of valuation 
include the following. Plaintiff had contingent remainder 


income interests in the income interests to > Mary, Gis. Gang / 


_ 4 Plaintiff argues that Robinette v. Helvering [43-1 ustc 
{| 10,014], 318 U.S. 184 (1943) is distinguishable from the 
case at bar because in Robinette, the trustor actually trans- 
ferred property into the trust at the date of the gift, 
whereas in there was only a pr I 
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case the regulations, cited above, provide the 
method of valuation. The fact that certain inter- 
ests were of the nature that made it impossible 
to value themdid not render thetransfer insus- 
ceptible to valuation. To the contrary, both 26 
CFR § 25.2511-1(e) and Robinette v. Helvering, 
supra, set out the proper valuation approach to 
utilize when certain retained interests cannot be 
valued. Therefore, not only are the facts sur- 
rounding the agreement and subsequent trans- 
fer in Rev. Rul. 69-346 distinguishable from the 
gift as found to exist by the court in this case, 
but also there is an established valuation 
method found in the applicable regulations 
which can be used in this case to value the 
transferred interest. 


The court perceives plaintiff's reliance on 
Rev. Rul. 69-346 and City Farmers Trust Co. v. 
Hoey [39-1 ustc J 9234], 101 F.2d 9 (2d Cir. 
1939) as an indirect effort to resurrect a portion 
of its argument concerning when the gift 
occurred in this case in the context of valuing 
the interests which were transferred. Rev. Rul. 
69-346 dealt with a situation in which an agree- 
ment was entered into but the actual transfer of 
property, which was susceptible to valuation, 
did not occur until later. In City Farmers Trust 
Co. v. Hoey, supra, a state court ordered the 
plaintiff to make certain payments to the 
daughter and grandchildren of an incompetent 
person over whose property the plaintiff was 
acting as trustee. This court order occurred prior 
to the effective date of the Gift Tax Act of 1932. 
However, the actual transfer of payments did 
not occur until after the effective date. The 
issue in the case was when did the gift occur. 
The court held that, despite the court order, no 
gift occurred until the money was actually 
transferred to the donee. The court assumes that 
plaintiff cited the Revenue Ruling, supra and 
the Hoey case to support its view that until an 
actual transfer takes place which is also suscep- 
tible to valuation, there can be no gift. The 
court, however, has already concluded that a 
gift occurred on April 10, 1970, which included 
a transfer which was sufficiently susceptible to 
valuation, pursuant to the applicable regula- 
tions, that it could be valued at that time. The 
court, therefore, rejects any valuation position 
plaintiff is attempting to support with the 
above two cases. At the same time the court 
rejects any implicit attempt by plaintiff to 
again argue that no gift and associated transfer 
occurred until after his mother’s death. Carpen- 
ter v. United States, supra, constitutes the law 
of the case on the issue of when a gift and 
transfer occurred in this case. See Dept. of Nat. 


Res. & Cons. of State of Montana v. United 
States, 1 Cl. Ct. 727, 733-35 (1983).° 


The court also finds fault with plaintiff’s pro- 
posed valuation approach on another ground. 
The court found that a gift occurred on April 10, 
1970. The Internal Revenue Code requires that 
gifts be valued on the date of transfer which was 
April 10, 1970. See 26 U.S.C. § 2512(a) (1979). 
Plaintiff, arguing that a portion of the interests 
transferred on that date were incapable of valu- 
ation, requests that this court adopt a “wait and 
see” approach to valuation. However, plaintiff’s 
proposed method did not wait and see what 
plaintiff's retained interests might be worth. 
Instead, pursuant to a settlement agreement, 
the gift which this court found to have occurred 
on April 10, 1970, was altered and certain con- 
crete assets were transferred from the 1927 
trust into the three new trusts mentioned ear- 
lier. Plaintiff's valuation method only valued 
these concrete assets transferred to the three 
trusts. Plaintiff made no attempt to value the 
retained contingent interests he had under the 
1970 trust or under the three new trusts which 
were established pursuant to settlement. 


Under the approach proposed by plaintiff 
anyone who created a valid trust, which would 
not actually go into effect until sometime in the 
future, could wait until the effective date, con- 
test the validity of the trust, enter into a settle- 
ment with the potential beneficiaries, alter the 
terms of the initial trust, and then propose to 
only pay a gift tax based on the assets actually 
transferred under the trusts created by the set- 
tlement agreement as opposed to paying a tax 
based upon the property initially transferred, 
less the retained interests pursuant to 26 CFR 
§ 25.2512-5(a)(1). Such an approach is contrary 
to the intent of 26 U.S.C. §2512(a) which dic- 
tates that a gift shall be valued on the date of 
the gift. Plaintiff's proposed valuation tech- 
nique is also violative of the policy behind the 
rule that the value of a gift at an antecedent 
time will not be considered. See Goodman v. 
Commissioner [46-1 ustc { 10,275], 156 F.2d 
218 (2d Cir. 1946). The fact that plaintiff pro- 
posed relating the value of the assets transferred 
to the new trusts under the settlement agree- 
ment back to 1970 does not alter this court’s 
view that plaintiff is essentially changing the 
1970 gift and relying in part on antecedent 
events to arrive at a valuation. Finally, allowing 
taxpayers to wait until a much later date to 
ascertain the value of gifts, similar in nature to 
the trust executed by plaintiff on April 10, 1970, 
would introduce unintended delays, confusion, 
and complexity into an existing complex process 


5'The strength of plaintiff's argument in support of his 
proposed valuation method was diminished by his insistence 
on questioning the court’s holding, in Carpenter v. United 
States [84-1 ustc J 13,565], 4 Cl.Ct. 705 (1984), that a 
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transfer and a gift took place on April 10, 1970. Said holding 
constitutes the law of the case, and plaintiff’s efforts to 
value the gift based on a theory that the date of the gift and 
the date of the transfer were different were unpersuasive. 
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which already contains a means to value such 
gifts. 


Plaintiff asserts that if the court adopts 
defendant’s proposed valuation it will create an 
injustice and unequal treatment between tax- 
payers. Plaintiff points out that his sister, Mrs. 
Tingle, valued the 1970 trust that she executed 
in a manner similar to that proposed by plain- 
tiff. When Mrs. Tingle submitted her gift tax 
return the method of valuation was not ques- 
tioned. When she applied for a refund of the gift 
taxes which she had paid arguing that no gift 
occurred in 1970, the IRS denied her refund 
request but assessed no deficiency based on her 
chosen valuation method. Plaintiff contends 
that the method chosen by himself and his sister 
was correct. Plaintiff also maintains that, even 
if the IRS approach is also correct, it would be 
unfair to treat his sister one way and him 
another. He argues that evenhanded administra- 
tion of the tax laws is necessary in order to 
promote fairness. 


The Court of Claims stated that our tax law 
often takes the following stance: 


[T]axpayers can never avoid liability for a 
proper tax by showing that others have been 
treated generously, leniently, or erroneously 
by the Internal Revenue Service—each must 
rest, in every instance, on the validity of his 
own position, under the applicable taxing pro- 
vision, independently of the others’. [Interna- 
tional Business Machines Corp. v. United 
States [65-1 ustTc J 15,629], 170 Ct.Cl. 357, 
365; 343 F.2d 914, 919 (1965), cert. denied, 
382 U.S. 1028 (1966)] 


However, the Court of Claims in International 
Business Machines Corp. v. United States, 
supra, found that the commissioner’s failure to 
give the same “business machines” tax exemp- 
tion to two competitors in the field of large 
electronic computing systems was inequitable 
and discriminate treatment under the tax laws. 


©JTn his dissenting opinion in Righter v. United States 
(71-1 ustc { 12,758], 194 Ct. Cl. 400, 431-35, 439 F.2d 
1204, 1221-24 (1971), Judge Davis, the author of the major- 
ity opinion in International Business Machines Corp. v. 
United States [65-1 ustc { 15,629], 170 Ct. Cl. 357, 343 
F.2d 914 (1965), cert. denied, 382 U.S. 1028 (1966), limited 
the applicability of the “equality of treatment” principle 
set out in International Business Machines Corp. Judge 
Davis explained: 


rn in that case was the adverse com- 


Br ive effects ol he inconsistent positions. of the Internal 


The court emphasized the competitive advan- 
tage that such an inconsistent application of the 
law gave to the manufacturer which received 
the tax exemption over the other which did not. 
It also specifically emphasized that that case 
concerned the commissioner’s exercise of discre- 
tion under section 7805(b) in a situation in 
which two separate taxpayers asked for private 
rulings from the commissioner on the same issue 


_and were treated differently. 


The Court of Claims subsequently restricted 
International Business Machines Corp. v. 
United States, to the particular circumstances 
of that case. Knetsch v. United States [65-2 
ustTc J 9560], 172 Ct. Cl. 378, 391 n. 14, 348 
F.2d 932, 940 n. 14 (1965); Rue R. Elston Co. v. 
United States [76-1 usTc {| 16,219], 532 F.2d 
1176, 1180 n. 10 (8th Cir. 1976).® 


In fact, the Court of Claims consistently resisted 
subsequent discrimination claims asserted by 
taxpayers. In Wagner v. United States [68-1 
ustc {[ 12,498], 181 Ct. Cl. 807, 817-18, 387 
F.2d 966, 972 (1967) the court stated: 


Nor did discrimination result from the cir- 
cumstances that other persons * * * may have 
never paid a gift tax * * *. * * * The fact that 
all taxpayers or all areas of the tax law cannot 
be dealt with by the Internal Revenue Service 
with equal vigor and that there thus may be 
some taxpayers who avoid paying the tax 
cannot serve to release all other taxpayers 
from their obligation. As this court said in 
Kehaya v. United States [66-1 ustc { 9189], 
174 Ct. Cl. 74, 78, 355 F.2d 639, 641 (1966): 
“The Commissioner’s failure to assess defi- 
ciencies against some taxpayers who owe 
additional tax does not preclude him from 
assessing deficiencies against other taxpayers 
who admittedly owe additional taxes on the 
same type of income. The Commissioner 
might reasonably conclude that a reaudit of 
*** returns * * * would not produce suffi- 
cient additional revenue to justify the under- 


excise tax treatment to competitors similarly situated. Obvi- 
ously, such a situation is hardly applicable to the type of 
estate tax issue here involved which concerns only the 
factual problem of fair market value of a certain block of 
stock on a certain date. The Internal Revenue Manual 
merely provides that ‘it may not be necessary to make 
another detailed analysis of the stock’ in the situation where 
‘a valuation has been made in a prior estate * * * provided 
the valuation date on the prior estate is within reasonable 
prceaeiy to the ha date and the pertinent facts have 
mn Surely, such a discretionary 
tue tions neither constitutes a 
am 
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taking. Such a decision would certainly not be 
arbitrary.” 


For further support for the view that the IRS is 
not bound to treat one taxpayer in one case like 
it did another taxpayer, in another case, see 
Dixon v. United States [65-1 ustc § 9386], 381 
US. 68 (1965); Chicago, Burlington & Quincy 
R.R. Co. v. United States [72-1 ustc { 9253], 
197 Ct. Cl. 264, 455 F.2d 993 (1972) rev’d on 
other grounds [73-1 ustTc J 9478], 412 U.S. 401 
(1973); Crespo v. United States [68-2 USTC 
{| 9476], 185 Ct. Cl. 127, 399 F.2d 191 (1968); 
Shakespeare Co. v. United States {68-1 USsTC 
{| 15,797], 182 Ct. Cl. 119, 389 F.2d 772 (1968). 


Therefore, the fact that the IRS may have 
accepted plaintiff's sister’s valuation and 
rejected his similar methodology does not 
require the court in the interest of fairness to 
accept plaintiff's valuation. If plaintiff's sister 
did use the same valuation process utilized by 
plaintiff then it was safe to assume that it was 
erroneous. Dixon v. United States, supra, clearly 
establishes that the IRS is not bound by prior 
erroneous decisions. 


Another factor which distinguishes this case 
from International Business Machines Corp. is 
in that case two taxpayers asked for private 
rulings from the commissioner and the commis- 
sioner treated them differently. In this case the 
stipulated facts indicate that plaintiff filed his 
gift tax return for 1970 in the IRS’s Mid-Atlan- 
tic region office. A revenue agent reviewed the 
return and at some point assessed the defi- 
ciency. Plaintiff filed his refund claim after pay- 
ing the deficiency in the IRS district office in 
Wilmington, Delaware. Plaintiff’s sister, on the 
other hand, apparently filed her gift tax return 
for 1970 in the IRS district office in Jackson- 
ville, Florida. She received no deficiency notice 


from that office. She subsequently filed a claim 
for a refund in the same office and it was 
denied. There is no evidence that the IRS even 
considered the valuation issue at the time it 
considered her refund claim. Therefore, the facts 
indicate that, unlike International Business 
Machines Corp., in which the commissioner 
made both private rulings, in this case there was 
first, no requests for private rulings, and second, 
the determinations were being made by differ- 
ent revenue agents who may not have consid- 
ered the same factors and who probably had no 
knowledge of the fact that other individuals 
were paying gift taxes on similar trust arrange- 
ments. 


The court concludes that plaintiff has fallen 
far short of his burden to overcome the presump- 
tive correctness accorded to IRS assessments by 
showing that the IRS valuation method in this 
case was erroneous. In fact, after considering the 
stipulated facts, and submissions of the parties, 
the court concludes that the valuation method 
utilized by the IRS was in accordance with the 
regulations and otherwise proper. Plaintiff’s pro- 
posed “wait and see” valuation procedure, on 
the other hand, though it may be applicable in 
some Cases, was inappropriate in this case when 
the gift and transfer occurred simultaneously 
and regulations existed to value such a gift. The 
court also finds that it is not bound to accept 
plaintiff's valuation based on the fact that the 
IRS failed for some reason to question a similar 
valuation approach utilized by his sister. 


Il. 


Based on the above discussion, the court 
grants defendant’s motion for summary judg- 
ment, denies plaintiff's cross-motion for sum- 
mary judgment and directs the clerk to dismiss 
the complaint. 


[713,613] Independence Bank Waukesha (N.A.), formerly known as First National Bank 
of Waukesha, Personal Representative of the Estate of Mary C. Walter, Plaintiff-Appellant 
v..United States of America, Defendant-Appellee. 


U.S. Court of Appeals, 7th Circuit, No. 84-2292, 5/9/85. 
[Code Sec. 2041] 


Estate tax: Gross estate: Powers of appointment: Determination.—A decedent who was 
the trustee and one of the beneficiaries of a trust established under the terms of her 
predeceased husband’s will held a general power of appointment over the trust corpus 
because she was authorized to use so much of the principal as she deemed appropriate for her 
maintenance and for whatever purposes she desired. Since it was clearly the decedent’s 
husband’s intent to vest in her a power that was not limited by an ascertainable standard, 
the trust property was includible in her gross estate. Back reference: { 6945.55. 


Dorothy H. Dey, Prosser, Wiedabach, Quaoe, 626 E. Wisconsin Avenue, Milwaukee, Wisconsin 
53202, for plaintiff-appellant. Gary P. Gray, Assistant Attorney General, Department of Justice, 
Washington, D.C. 20530, for defendant-appellee. 
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Before CUDAHY and COFFEY, Circuit Judges, and GRANT, Senior District Judge.” 


CoFFEY, Circuit Judge. This is an appeal from 
a decision of the district court denying the 
appellant’s request for a federal estate tax 
refund. The Internal Revenue Service (‘‘IRS’’) 
assessed a deficiency of $25,657 plus interest of 
$4,985 against the plaintiff-appellant, Indepen- 
dence Bank of Waukesha (‘‘Bank’’), the personal 
representative of the Estate of Mary C. Walter. 
There was no dispute as to any material fact 
and both parties moved for summary judgment 
in the district court. The district court upheld 
the IRS’s deficiency ruling, finding that Mary 
Walter possessed a general power of appoint- 
ment over the trust estate of her late husband, 
John Walter, and thus the Bank was required to 
include in Mary Walter’s gross estate the value 
of the trust assets. We affirm the decision of the 
district court denying the requested tax refund. 


I 


John Walter died on November 12, 1953 and 
was survived by his second wife, Mary C. Wal- 
ter, his daughter, Josephine David, born during 
his first marriage, and four grandchildren. PARA- 
GRAPH SECOND of Mr. Walter’s will created a 
trust with a power of appointment in favor of 
his wife Mary C. Walter. This portion of the will 
provided in part: 


“SECOND: 


All the rest, residue and remainder of my 
property, both real and personal, I give, 
devise and bequest to my beloved wife, Mary 
Walter, in trust to be used by her for her own 


proper maintenance in the station of life to. 


which she and I have been accustomed during 
my lifetime and for the benefit of my daugh- 
ter, Josephine David of the City of Chicago, 
Illinois. 


It is my wish that my said wife, Mary 
Walter, shall use her own discretion as to how 
much of my property she will use for her own 
maintenance during her lifetime and I specifi- 
cally direct that she may use so much of my 
property as she desires for her own use and for 
whatever purpose she desires to use the same, 
without court approval and I futher direct my 
said trustee to pay such sums of money out of 
my said estate as might be necessary for the 
proper maintenance of my daughter, 
Josephine David, as she, in her sole discretion 
aye judgment, may | deem necessary.” 


personal representative of her estate. On Nov- 
ember 23, 1979, the Bank filed a United States 
Estate Tax return and excluded from Mary 
Walter’s gross. estate the value of the trust 
assets, assessed at $95,537, on the date of her 
death. The Bank excluded the trust assets on the 
grounds that they were subject to a nontaxable 
special power of appointment. According to IRC 
-§2041(b)(1)(a), “[a] power to consume, invade 
or appropriate property for the benefit of the 
decedent which is limited by an ascertainable 
standard relating to the health, education, sup- 
port, or maintenance of the decedent” may be 
excluded from the decedent’s gross estate. The 
Commissioner of the Internal Revenue Service, 
however, assessed a deficiency, plus interest, 
arguing that the trust corpus was fully taxable 
as it was subject to a general power of appoint- — 
ment. According to IRC § 2041(a)(2), property 
that is subject to a general power of appoint- 
ment at the time of the decedent’s death is 
includable in the decedent’s gross estate. A gen- 
eral power of appointment is defined as. “a 
power which is exercisable in favor of the dece- 
dent, his estate, his creditors, or the creditors of 
his estate... .” IRC § 2041(b)(1). 


The Bank paid the deficiency and the inter- 
est, and subsequently filed a claim for a refund. 
The IRS did not disallow the claim, but also did 
not refund any money. The Bank then com- 
menced this action in the district court request- 
ing a refund. 


Il 


The issue presented is whether it was John 
Walter’s intent to create a general or a special 
power of appointment at the time the will took 
effect. If Mr. Walter intended to create a special 
power, limited by an ascertainable standard 
relating to the health, education, support, and/ 
or maintenance of the decedent, then under sec- 
tion 2041(b)(1)(a) the trust assets are not 
includable in Mary Walter’s gross estate and the 
IRS owes the Bank a refund. However, if Mr. 
Walter created a general power, exercisable in 
favor of the decedent, her estate, her creditors or 
the creditors of her estate, then these assets are 
taxable as part of Mary Walter’s estate and no 
refund is due. 


A determination of the legal rights and inter- 
ests created by an instrument is a question of 


state law. Morgan v. Commissioner {40-1 usTC 


09 U.S. 78, 80 (1940); Brantingham v. 
s [80-2 usc f 13,373, 631 F.2d 542, 
1980), In this case, ‘Wisconsin law 

1 Wisconsin the pert 
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tain the testator’s intent. Estate of Ganser, 79 
Wis. 2d 180, 186, 255 N.W.2d 483, 486 (1977). 
Intent is determined from the language of the 
will read in light of the surrounding circum- 
stances at the time of the will’s execution. Id. 
All terms of the will must be considered—those 
indicating a trustee’s absolute power of disposi- 
tion as well as those indicating a limited 
power—and harmonized to express the real 
intent of the testator. Estate of Holmes, 233 
Wis. 274, 279, 289 N.W. 638, 640 (1940). 


Reading John Walter’s will in its entirety 
leads us to conclude that Mr. Walter’s clear and 
specific intent was to create a general power of 
appointment in his wife’s favor. If the instru- 
ment contained only the language in the first 
paragraph of PARAGRAPH SECOND, a special 
power would have been created. This language 
empowered Mary Walter to use the trust assets 
“for her own proper maintenance in the station 
of life to which she and I have been accustomed 
....” If the provision in the will giving the trust 
property to Mary Walter had terminated at this 
point, Mary Walter’s power of appointment 
would have been limited to an ascertainable 
standard as described in section 2041(b)(1)(A) 
and 26 C.F.R. 20.2041-(c)(2). However, in the 
second paragraph of PARAGRAPH SECOND Mr. 
Walter further emphasized his true intention by 
elucidating that he was giving his wife a broad 
power to dispose of the trust corpus, stating that 
Mary Walter “shall use her own discretion as to 
how much of my property she will use for her 
own maintenance ... and I specifically direct 
that she may use so much of my property as she 
desires for her own use and for whatever purpose 


she desires to use the same, without court 
approval ....” The trustee (Mary Walter) was 
also authorized to make payments to other bene- 
ficiaries ‘‘as she, in her own sole discretion and 
judgment, may deem necessary.” 


The broad and all inclusive language in the 
second paragraph of PARAGRAPH SECOND 
manifests John Walter’s clear intent to give his 
wife an unlimited power to invade the trust’s 
corpus.! Mary Walter’s power to use the trust’s 
assets was not limited to providing for her own 
health, support or maintenance, but extended to 
“whatever purpose she desires.” We recognize 
that the language in the will is not as artfully 
drafted as we might desire in that the first and 
second paragraphs of PARAGRAPH SECOND are 
not as consistent as they might be. However, we 
must construe the provisions of a will to be 
consistent rather than to be in conflict. See 
Schaefer v. Schaefer, 52 Wis. 2d 471, 190 
N.W.2d 538 (1971). We, therefore, conclude 
that the terms of John Walter’s will considered 
in its totality, evince Mr. Walter’s unambiguous 
intent to create a general power of appointment 
in favor of Mary C. Walter.? The only considera- 
tion being that she exercised her broad powers in 
good faith. Good faith, however, is not an ascer- 
tainable standard under section 2041(b)(1)(A). 
See, e.g., Jenkins v. United States [70-2 usTc 
{ 12,701], 428 F.2d 538, 546 (Sth Cir.), cert. 
denied, 400 U.S. 829 (1970); Strite v. McGinnes 
[64-1 ustc {| 12,223], 330 F.2d 234, 240 (3d 
Cir.), cert. denied. 279 U.S. 910 (1964). 


The decision of the district court is AFFIRMED. 


[13,614] Estate of William T. Piper, Sr., Deceased; William T. Piper, Jr., and Thomas 


F. Piper, Executors v. The United States. 
U.S. Claims Court, No. 379-82T, 5/14/85. 


[Code Secs. 6312, 6611 and 7405] 


Estate tax: Overpayments: Flower bonds: Erroneous refunds.—An estate that had 
overpaid its estate tax deficiency by redeeming unmatured flower bonds at their par values 


1 The appellant relies on two cases to support its position 
that John Walter’s will created an ascertainable standard 
limiting Mary Walter’s power of appointment. In the first 
case, Brantingham v. United States [80-2 ustc § 13,373], 
631 F.2d 542 (7th Cir. 1980), our court, construing Massa- 
chusetts law, held that the power of appointment created by 
the will in that case was limited by the phrase “as in her 
judgment as necessary for her maintenance, comfort and 
happiness”; however, the will in that case did not contain 
the broad provisions provided for in PARAGRAPH SECOND of 
John Walter’s will. The appellant also relies on Estate of 
Holmes, 233 Wis. 274, 289 N.W. 638 (1940) and argues that 
this case demonstrates that Wisconsin courts strictly con- 
strue any powers of appointment. However, Holmes is dis- 
tinguishable since it held that a spouse with a broad power 
to dispose of an estate cannot give it away by inter vivos 
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gifts since this would defeat the intent of the testator. In 
this case, however, Mrs. Walter had a broad power to invade 
the trust for her own benefit and the question is whether she 
was limited by any ascertainable standard. 


2 The appellant argues that such an interpretation would 
effectively eliminate the first paragraph in PARAGRAPH SEC- 
OND. We disagree for if we were to accept the appellant’s 
position that the ascertainable standard in this case is 
demonstrated by the language “for her own proper mainte- 
nance” in the first paragraph, it would defeat testator’s 
intent to give her a broad power over the assets of the 
estate. Thus, in harmonizing the two paragraphs, it is more 
appropriate to give way to the second paragraph since the 
power over the assets is broad and encompasses the power 


given in the first paragraph. 
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was only entitled to the return of the bonds and, therefore, could not retain a cash refund 
erroneously issued by the government. Since the liability of the government was limited to 
the return of the bonds, the cash refund constituted an erroneous refund recoverable by the 
government pursuant to Code Sec. 7405 rather than a binding election by the government to 
repay the estate in cash. Back references: {| 9764.27, 9922.31 and 10,111.03. 


Theron E. Fry, Martin, Pringle, Oliver, Triplett & Wallace, 300 Page Court, 220 West Douglas 
Street, Wichita, Kansas 67202, for plaintiffs. Assistant Attorney General Glenn L. Archer, Jr., Neil 
V. Birkhoff, Department of Justice, Washington, D.C. 20530, for defendant. 


OPINION 


ON DEFENDANT’S MOTION FOR 
SUMMARY JUDGMENT 


ON THE ISSUE OF LIABILITY AND 
PLAINTIFFS’ CROSS-MOTION FOR 
SUMMARY JUDGMENT 


MILLER, Judge: This is a suit for interest of 
$104,461 on overpayments of gift and estate 
taxes, in which the government has counter- 
claimed for $125,201 in unpaid gift taxes and 
$1,217,613 in erroneously refunded estate taxes, 
plus interest. 


Although the figures are complex, the issues 
may be simply stated. The taxpayer was 
assessed for a deficiency in estate taxes and 
chose to pay it, as permitted by law, by redeem- 
ing unmatured United States 31/ percent inter- 
est “flower bonds” at their par values (which 
were at least a third in excess of their actual or 
market values at the time). Subsequently, most 
of the deficiency was reversed and the taxpayer 
became entitled to a refund of the estate taxes 
paid. The questions presented are: (1) Was the 
taxpayer entitled to a cash refund of the full 
amount with which it was credited at par value 
when the flower bonds were redeemed, or was it 
merely entitled to return of the unmatured 
bonds? (2) The Internal Revenue Service having 
paid the taxpayer the full sum in cash, is the 
government entitled to reinstate and return the 
unmatured bonds and to recover the sum paid, 
as an erroneous refund? 


Statement 


William T. Piper, Sr. (the decedent), died on 
January 15, 1970. On April 14, 1971, his estate, 
the plaintiff, filed a United States Estate Tax 
Return with the Internal Revenue Service 
(I.R.S.) showing no tax to be due. At the time of 
his death, the decedent owned United States 
Treasury Bonds, Series 31/2 percent, due Febru- 
ary 15, 1990 (“flower bonds’), with a par value 
of $1,408,000. These bonds had a unique fea- 
ture. Although unmatured and having a fair 
market value considerably less than par, they 
could be redeemed at par in payment of the 
owner’s estate tax liability. However, because 
the return showed that no estate taxes were due, 
the bonds were included in the decedent’s gross 
estate at their fair market value on January 15, 
1971 (an allowable alternate valuation date) at 
their market value of only $1,015,550, SPP IOs 
mately ; 72 percent of their par value. 
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On April 9, 1974, after audit, the I.R.S. issued 
a statutory notice of deficiency in which it 
determined plaintiff’s estate tax liability to be 
$1,112,594. On September 29, 1975, plaintiff 
submitted to the Federal Reserve Bank branch 
in Pittsburgh for redemption at par value, in 
payment of the estate tax deficiency, flower 
bonds having a par value of $1,107,500, plus 
accrued bond interest of $4,740. On February 
13, 1976, the Bureau of the Public Debt duly 
notified plaintiff of the redemption of the Trea- 
sury Bond and of the proceeds being credited on 
plaintiff’s behalf to the LR.S. 


However, on September 22, 1977, plaintiff 
filed a claim with the I.R.S. for a refund of 
$1,112,594 in estate taxes and interest, and on 
July 31, 1980, the I.R.S. notified plaintiff that 
its claim had been allowed to the extent of 
$1,071,769 but denied as to the remaining 
$40,825. 


Accordingly, to reverse the previous payment, 
on April 7, 1981, the I.R.S. notified the Bureau 
of the Public Debt that of the total of 
$1,112,240 paid by the plaintiff in Treasury 
Bonds plaintiff was entitled to a credit balance 
of $1,063,614. In turn, on July 20, 1981, the 
Bureau of the Public Debt wrote to plaintiff as 
follows: 


Re: 31/ percent Treasury Bonds of 1990 
Dear Mr. Piper: 


We have been advised by the Director of 
the Internal Revenue Service Center to which 
the proceeds of the above bonds were credited, 
that the Federal estate tax was overpaid as a‘ 
result of the bond redemption. The Depart- 
ment’s regulations specify that the par value 
plus accrued interest on bonds accepted for 
redemption in payment of such taxes may not 
exceed the total tax liability of the estate. We 
must, therefore, reinstate a sufficient amount 
of bonds to reduce the total bonds redeemed 
to an authorized amount and return these 
bonds. We have requested that the Director 
submit his remittance to cover the reinstate- 
ment figured as follows: 


$1,112,239.97 


Tax payment by bonds! ame.we f 
. Tax liability ee those caer nah $48,980.71 
Overpayment by ‘bondswiinas, $1,063,259.26 
_ Bonds to be reinstated Re on pb tno pean 


©1985, Commerce 2 Clearing Boone) Inc. 
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Upon receipt of the check from the Direc- 
tor, we shall authorize the Federal Reserve 
Bank of your district to issue and deliver to 
the address shown above, coupon bonds of the 
above issue, with current and subsequent cou- 
pons attached. A check will be issued by the 
Department in payment of the coupons which 
mabuped subsequent to the redemption of the 

nds. 


Despite the foregoing, on May 27, 1981, the 
I.R.S. inconsistently made direct cash refunds to 
plaintiff of the estate tax overpayments and 
interest thereon, as if plaintiff had paid the 
estate tax deficiency in cash rather than in par 
value of flower bonds. It issued to plaintiff a 
refund check for $1,217,613 and it credited 
$223,277 to an outstanding 1969 gift tax liabil- 
ity of the decedent. However, on August 6, 1981, 
the I.R.S. notified plaintiff that the cash refund 
of $1,217,613 had been issued in error. In addi- 
tion, the I.R.S. reversed the gift tax credit previ- 
ously allowed the estate. 


On July 28, 1982, taking the position that the 
estate tax refund and gift tax credit had been 
proper, plaintiff filed its petition in this court 
seeking $77,487 in additional statutory interest 
allegedly underpaid on its estate tax refund, 
which it subsequently amended to $104,462. 


On December 15, 1982, defendant denied lia- 
bility for the additional interest and counter- 
claimed for the estate’s unpaid gift tax liability 
and the $1,217,613 of estate tax erroneously 
refunded, less any amount due the plaintiff as 
the result of the reinstatement and return of the 
excess United States Treasury Bonds submitted 
by plaintiff in payment of its estate tax liabil- 
ity. 

Discussion 


Internal Revenue Code (I.R.C.) § 6312 pro- 
vides the statutory authority for the Secretary 
of the Treasury to receive at par value certain 
issues of U.S. Treasury bonds in payment of 
federal estate taxes. This section states: 


(a) General Rule.—It shall be lawful for 
the Secretary or his delegate to receive, at par 
with an adjustment for accrued interest, 
Treasury bills, notes and certificates of 
indebtedness issued by the United States in 
payment of any internal revenue taxes, or in 
payment for internal revenue stamps, to the 
extent and under the conditions provided in 
regulations prescribed by the Secretary or his 
delegate.! 


The Treasury Regulations implementing this 
authority to accept United States debt obliga- 


1T.R.C. § 6312 was repealed by Act of March 17, 1971, 
Pub. L. No. 92-5, 85 Stat. 5 with respect to obligations of 
the United States issued after March 3, 1971. 
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tions in payment of taxes “to the extent and 
under the conditions provided in regulations 
prescribed by the Secretary” are set forth in 
Treasury Regulations on Procedure and Admin- 
istration (1954 Code), Section 301.6312-1, as 
supplemented by (in the case of estate taxes) 
Treasury Regulations on Estate Tax (1954 
Code), Section 20.6151-1. Section 301.6312-1 
provides: 


(a) Treasury certificates of indebtedness, 
Treasury notes, or Treasury bills of any series 
* * * may be tendered * * * before maturity 
in payment of internal revenue taxes due 
* * * only if such certificates, notes, or bills, 
according to the express terms of their issue, 


are made acceptable in payment of such taxes 
* * OK 


Specifically with respect to estate taxes, Sec- 
tion 20.6151-1 of the Treasury Regulations on 
Estate Tax (1954 Code), provides: 


(c) Payment with obligations of the United 
States. Treasury bonds of certain issues which 
were owned by the decedent at the time of his 
death or which were treated as part of his 
gross estate under the rules contained in 
§ 306.28 of Treasury Department Circular 
No. 300, Revised (31 CFR Part 306), may be 
redeemed at par plus accrued interest for the 
purpose of payment of the estate tax, as pro- 
vided in said section. Whether bonds of par- 
ticular issues may be redeemed for this 
purpose will depend on the terms of the offer- 
ing circulars cited on the face of the bonds. 


Read together, these implementing regula- 
tions provide that the Secretary is authorized to 
accept unmatured bonds at par value in pay- 
ment of federal estate taxes only if provision for 
such a redemption is explicitly made by the 
express terms under which the bonds were 
issued and the bonds were owned by the dece- 
dent at the time of his death or treated as part 
of his gross estate. 


Each of the bonds which was submitted for 
redemption in payment of the decedent’s estate 
taxes contained the following provision: 


This bond, upon the death of the owner, 
will be redeemed at the option of the duly 
constituted representatives of the deceased 
owner’s estate at par and accrued interest, if 
it constitutes part of such estate and the 
proceeds are to be applied to the payment of 
federal estate taxes, as in said circular pro- 
vided. * * * This bond is subject to the gen- 
eral Regulations of the Treasury Department 
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with respect to United States bonds. [Empha- 
sis supplied. ] 


The circular accompanying the issuance of 
the bonds also provided: 


5. Any bonds issued hereunder which upon 
the death of the owner constitute part of his 
estate, will be redeemed at the option of the 
duly constituted representatives of the 
deceased owner’s estate, at par and accrued 
interest to date of payment, provided: 


* * * * 


(b) that the Secretary of the Treasury be 
authorized to apply the entire proceeds of 
redemption to the payment of Federal estate 
taxes. [Emphasis supplied. ] 


In added emphasis to the prescription that 
the redemption at par of the unmatured bonds is 
only allowable to the extent that it is used for 
payment of estate taxes, Treasury Regulations 
on Procedure and Administration (1954 Code), 
Section 301.6312-1(b) provides in part: 


Any certificate, note, or bill offered in pay- 
ment of internal revenue taxes or for stamps 
subject to any condition, qualification, or res- 
ervation, or for any greater amount than the 
value at which acceptable in payment of 
taxes or stamps, as specified in the terms 
under which such certificate, note, or bill was 
issued, shall not be deemed to be duly ten- 
dered and shall be returned to the taxpayer. 


In addition, Treasury Regulations on Money 
and Finance, Section 306.28(c) (31 C.F.R.), 
referred to in the estate tax regulations quoted, 
reaffirms the same rule by implication, by pro- 
viding that where the bonds exceed the amount 
of the estate tax, the excess may also be 
redeemed for similar bonds of a lower denomina- 
tion without affecting eligibility for redemption, 
to wit: 


Transactions * * * which may be conducted 
without affecting eligibility [of the bonds for 
redemption at par for application of the pro- 
ceeds to payment of the Federal estate tax] 
are: 


(1) Exchange of bonds for those of lower 
denominations where the bonds exceed the 
amount of the tax and are not in the lowest 
authorized denominations * * *. 


Neither the governing statute or any of the 
provisions of the regulations deals explicitly 
with the manner of making a refund of estate 
taxes paid with flower bonds at par nor the 


assessed but which is later determined to be 


excessive or an overpayment. However, the ~ 


question is not one which is inscribed on a 
tabula rasa. 
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It has been dealt with in Girard Trust Bank v. 
United States [79-2 ustc { 13,309, 81-1 ustc 
{ 13,394], 221 Ct. Cl. 134, 602 F.2d 938 (1979), 
and as supplemented at 226 Ct. Cl. 366, 643 
F.2d 725 (1981). 


Girard Trust Bank involved the same prob- 
lem as that at issue herein except for the fact 
that the Internal Revenue Service had not made 
a cash refund of the par value of the bonds to 
the estate and was not seeking to get it back as 
an erroneous refund. Instead, the I.R.S. had 
issued a check to the Bureau of the Public Debt 
for the amount of the tax refund and the Bureau 
of the Public Debt had in turn reissued to the 
plaintiff bonds substantially equivalent to those 
which the plaintiff had surrendered at par val- 
ues equivalent to the amount of the refund. 
Plaintiff sued, claiming that it was entitled to a 
refund in cash for that amount rather than a 
refund in par value of bonds. The court ruled, 
however, that— 


Once a deficiency assessment is disputed 
and it is established that an overpayment of 
the estate taxes has been made by a taxpayer, 
who paid the assessed deficiency with flower 
bonds, we do not agree that the Government 
is limited in refunding the overpayment to 
making a cash refund or crediting the refund 
to another open deficiency * * *. 


[T]he government can refund an overpay- 
ment of estate taxes, which has been paid 
with flower bonds, by reinstating a portion of 
the flower bonds.” (Girard Trust Bank, 221 
Ct. Cl. at 141, 602 F.2d at 942-43.) 


Plaintiff here contends that the Girard Trust 
Bank decision was merely permissive, i.e., it 
allowed the government an election to make the 
refund in par value of the flower bond, the 
currency in which they had been paid, but did 
not hold that this procedure was what the Inter- 
nal Revenue Code required the I.R.S. to do. 
Accordingly, plaintiff urges, the I.R.S., having 
exercised its election to repay the plaintiff in 
cash, there has been no erroneous refund recov- 
erable by the government but only an election 
by the I.R.S. to make its refund to this plaintiff 
in cash, which election is now binding on the 
government. 


Plaintiff misconstrues the Girard Trust Bank 
decision. It dealt with the proper construction of 
the applicable statute, the regulations, the 
terms of the bonds and the bond circular. This is 
apparent from its reasoning. The court discussed 
four reasons for its ruling, which may be quoted 
and paraphrased as follows: 


1. ‘Were we to hold otherwise, contradic- 
‘tory flower bond redemption results would 
occur depending upon the judicial forum in 


__ which the taxpayer chose to contest the dis- 


‘puted deficiency.” Girard Trust Bank [79-2 


« > " 
©1985, Commerce Clearing House, Inc. 
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ustc { 13,309], 221 Ct. Cl. at 141-42, 602 
F.2d at 943. A taxpayer, who contested an 
estate tax deficiency by first paying and then 
suing for refund, and prevailed, could profit 
to the extent of the difference between the 
par values of the bonds and their market 
values prior to maturity, while one suing to 
set aside a similar deficiency in the Tax Court 
and prevailing, would obtain no such advan- 
tage. 


2. “If the Government cannot make a 
refund of the overpayment by reinstating a 
portion of the redeemed flower bonds, a pre- 
mature redemption of the flower bonds 


occurs, a redemption which is contrary to the - 


express contract terms of the flower bonds 
offering circular.” Id. 221 Ct. Cl. at 142-43, 
602 F.2d at 943. Once the assessed deficiency 
is successfully challenged in a refund proceed- 
ing, it is no longer owed. Therefore, the repay- 
ment in cash of the equivalent of par value of 
the bonds in effect amounts to a redemption 
at par value for other than the payment of 
the estate taxes, which is the prerequisite for 
such redemption prior to maturity. 


3. “If we were to agree with plaintiffs’ 
theory * * *, we would be laying this special 
type of bond open to potential abuse. If the 
Government could not refund an overpay- 
ment of the estate taxes made by flower bonds 
by reinstating those bonds, what would pre- 
vent a taxpayer from overstating, intention- 
ally or otherwise, the estate tax due or from 
paying without serious contest an assessment 
he knows to be invalid or highly questionable? 
Certainly there would be a financial incentive 
to do so when a refund could be applied for 
and bonds, purchased at a substantial dis- 
count, could in effect be sold to the Govern- 
ment at par.” Jd. 221 Ct. Cl. at 143, 602 F.2d 
at 943-44. — : 


4. “To agree with plaintiffs we would also 
have to ignore or overturn an old and well- 
established administrative practice” of rein- 
stating the bonds in connection with an over- 
payment of estate taxes. Id. 221 Ct. Cl. at 
143-44, 602 F.2d at 944. 


Thus, it is clear that Girard Trust Bank 
defines the liability of the United States, under 
the applicable statute, valid regulations and 
terms of the bonds, in connection with a refund 
of estate tax originally paid with flower bonds. 
And that decision of the Court of Claims is a 
binding precedent in this court. South Corp. v. 
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United States, 690 F.2d 1368, 1370 (Fed. Cir. 
1982). 


Plaintiff’s argument that in making the cash 
refund the I.R.S. made a binding election, 
rather than an erroneous refund recoverable 
pursuant to I.R.C. § 7405, is insupportable for 
at least two reasons. First, an election implies an 
available choice of two methods of computing 
the refund, both legal. See Ross v. Commissioner 
[48-2 ustc { 9341], 169 F.2d 483, 493 (1st Cir. 
1948) (Frankfurter, Cir. Justice). But, if, as 
Girard Trust Bank holds, the liability of the 
United States is limited by law to the return of 
the bonds, then no officer or employee of the 
I.R.S. had legal authority to choose to pay out 
more than the United States owed. Second, the 
claim that the I.R.S. made an election in paying 
out an excessive refund implies that there was 
some possible advantage to the government in 
exercising that choice. But plaintiff indicates no 
such advantage, and none is apparent. 


Finally, plaintiff raises the defense of equita- 
ble estoppel, on the ground that the estate has 
used the proceeds from the estate tax refund to 
pay other taxes and administrative expenses, 
and it cannot return money to the government 
which it has already spent. However, an essen- 
tial element of equitable estoppel is reliance by 
one party on the action of the other to the 
detriment of the first. See Ross, 169 F.2d at 496; 
Estate of German v. United States, No. 
734-81T, slip op. at 8 (Cl. Ct. March 26, 1985). 
Here, plaintiff has not suffered any detriment 
by merely paying debts owed by the estate. 
Moreover, to apply equitable estoppel against 
the government for such reasons would allow a 
taxpayer to frustrate the operation of I.R.C. 
§ 7405, which authorizes the United States to 
bring suit to recover a refund erroneously made. 


Accordingly, the cash refund and credit in 
plaintiff's favor must be deemed erroneous, and, 
pursuant to LR.C. § 7405, the government is 
entitled to recover the refund. 


Conclusion 


Defendant’s motion for summary judgment 
on the issue of liability is allowed. Plaintiff's 
motion for summary judgment is denied. The 
parties are allowed 30 days within which to file 
a stipulated judgment which reflects the effect 
of this decision. In the absence of such stipu- 
lated judgment, either party may move for fur- 
ther proceedings, indicating the nature thereof. 
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[13,615] Mellon Bank, N.A. and Robert B. Reed, Jr., Executors of the Estate of A. 
Leon Davis a/k/a Austin L. Davis, Deceased, Plaintiffs-Appellees v. United States of 
America, Defendant-Appellant. 


U.S. Court of Appeals, 3rd Circuit, No. 84-3541, 5/21/85. Reversing the decision of the U.S. 
District Court for the Western District of Pennsylvania, 84-2 usTC J 13,593. 


[Code Sec. 2055] 


Estate tax: Charitable transfers: Charitable purpose: Cemetery.—A decedent’s estate 
was not entitled to an estate tax charitable deduction for the decedent’s residuary bequest to 
a public, non-profit cemetery because the cemetery was not organized and operated exclu- 
sively for charitable purposes. Although the cemetery qualified, for federal income tax 
purposes, as an exempt organization under a specific provision relating to non-profit 
cemeteries, there is no corresponding provision in the estate tax area. Accordingly, the 
cemetery was not encompassed within the meaning of charitable organizations for purposes 
of the estate tax charitable deduction. Back reference: J 7425.387. One dissent. 


William McC. Houston, John F. Meck, Houston, Houston & Donnelly, 2510 Centre City Tower, 
Pittsburgh, Pa. 15222, for appellees. Assistant Attorney General Glenn L. Archer, Jr., Michael L. 
Paup, Robert A. Bernstein, J. Alan Johnson, Douglas G. Coulter, Department of Justice, Washing- 


ton, D.C. 20530, for appellant. 


Before: ALDISERT, Chief Judge, SLOVITER and STAPLETON’, Circuit Judges, 


OPINION OF THE COURT 


SLOVITER, Circuit Judge: We must determine 
whether a bequest to a nonprofit cemetery was 
deductible for estate tax purposes as a bequest 
to an organization operating exclusively for 
“charitable” purposes under section 2055(a)(2) 
of the Internal Revenue Code. 


The pertinent facts are not disputed. A. Leon 
Davis died testate on December 6, 1976. His 
will provided that the residue of his estate was 
to be distributed to the Verona Cemetery, 
Oakmont, Pennsylvania, of which $30,000 was 
to be applied to the erection of a new utility 
building, with the balance to go to the ceme- 
tery’s endowment fund. Davis’ executors filed a 
Federal Estate Tax return for the estate, paid 
the tax, and then filed a claim asserting a chari- 
table deduction of $370,901.74 (the total 
amount distributed to the Verona Cemetery), 
and claiming a tax refund of $97,557.15, plus 
interest. The Internal Revenue Service disal- 
lowed the charitable deduction and denied the 
claim for a refund. After exhausting administra- 
tive remedies, the executors filed this action for 
a refund. All facts were stipulated. The govern- 
ment and the estate filed cross-motions for sum- 
mary judgment, and the district court granted 
summary judgment for the estate. The govern- 
ment appeals. 


The Verona Cemetery Association was estab- 
lished by nearby residents in 1881 as a non- 
onprofit corporation for the purpose of 
urial space to ony, person eee Tit 


burial plots, all of which have been or soon will 
be sold. There are also some general utility 


- buildings, a nondenominational chapel, and a 


centrally located Civil War Memorial, at which 
public Memorial Day services are held annually. 


The cemetery receives revenues from the fol- 
lowing sources: sale of grave sites; grave open- 
ings; an endowment charge of $150.00 per grave 
site for deposit in the Endowment Fund; annual 
mowing charges for grave sites on which no 
endowment charge was imposed at the time of 
sale; charges for headstone foundations; two pri- 
vately established trusts which generate approx- 
imately $400.00 a year; a small charge for burial 
of cremation ashes; and a $10.00 deed and 
endowment charge when a lot owner conveys 
directly to a third party. The early history of 
the cemetery’s treatment of indigents is 
unknown. In recent years, there has been no 
established practice either authorizing or deny- 
ing free or reduced rate services for indigents, 
and no request for such services has been made. 
The cemetery has, on occasion, provided grave 
openings and not been paid due to an alleged 
lack of funds. The cemetery has been found to 
be an exempt organization for Federal Income 
Tax purposes, state sales tax, and county and 
local real estate taxes, and also qualifies as a 
charitable organization for purposes of the 
Pennsylvania Inheritance Tax Act. 


The pertinent provision of the Internal Rae 
nue Code of 1954 allows a deduction from the 
taxable estate of bequests: 


to or for the use of any corporation yeaa 


: 
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inures to the benefit of any private stock- 
holder or individual, which is not disqualified 
for tax exemption under section 501(c)(3) by 
reason of attempting to influence legislation, 
and which does not participate in, or inter- 
vene in ... any political campaign on behalf 
of any candidate for public office 


26 U.S.C. § 2055(a)(2) (1982). The sole question 
on appeal, as below, is whether the cemetery is a 
“corporation organized and operated exclusively 
‘for... charitable... purposes.” 


The district court held that the bequest to the 
Verona Cemetery did qualify for a deduction 
under § 2055(a)(2). The court recognized that 
the weight of case precedent favored the govern- 
ment, but stated that language in the Supreme 
Court’s recent decision in Bob Jones University 
v. United States, 461 U.S. 574 (1983), required 
reevaluation of that view. There, the Supreme 
Court, in considering the tax status of a univer- 
sity as a charitable institution under an income 
tax provision, 26 U.S.C. §501(c)(3) (1982), 
stated that in order for an organization to be 
entitled to tax-exempt status it must meet “‘cer- 
tain common-law standards of charity’, that is, 
it “must serve a public purpose and not be 
contrary to established public policy.” Id. at 
586. 


The district court read this language expan- 
sively stating that the “contemporary view of 
‘charity’ considers the benefit to the community 
as a whole.” The court then stated, “The main- 
tenance of cemetery facilities by cemetery 
associations benefits the community both 
through its aesthetic effects and by the perform- 
ance of a necessary social task.’ Additionally, 
the court noted that if the cemetery were to 
become insolvent, the burden of maintaining it 
could fall on the borough. Pa. Stat. Ann. tit. 53, 
§ 47804 (Purdon 1966). Therefore, the district 
court concluded that public nonprofit cemeteries 
are charitable organizations because of the 
important social function they perform and the 
concurrent lessening of the burden of the public 
fisc. 


Although the executors argue that the Bob 
Jones University case requires that we construe 
the word “charitable” by looking to the common 
law concept of charity, we believe we are not 
free to do so in light of the framework of the 
Internal Revenue Code, and its treatment of 
“charitable” organizations. 


Section 501(c)(3), the provision at issue in the 
Bob Jones University case, deals with those 
organizations that are exempt from taxation for 
income tax purposes. Deductibility of contribu- 
tions made to such organizations is covered in 
‘section 170 which provides that a taxpayer who 
makes contributions to the organizations cov- 
ered by section 501(c)(3) may deduct those con- 
tributions for income tax purposes. Thus, 
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“charitable” organizations are exempt from tax- 
ation under section 501(c)(3) and contributions 
to “charitable” organizations are deductible 
from the taxpayer’s income under section 
170(c)(2)(B). 


Other subsections of those statutory sections 
provide explicitly for nonprofit cemeteries, thus 
suggesting that such organizations are not 
encompassed within the meaning of “charita- 
ble” organizations. Section 501(c)(13) provides 
separately for exemption from income tax for: 


[c]lemetery companies owned and operated 
exclusively for the benefit of their members or 
which are not operated for profit; and any 
corporation chartered solely for the purpose of 
the disposal of bodies by burial or cremation 
which is not permitted by its charter to 
engage in any business not necessarily inci- 
dent to that purpose and no part of the net 
earnings of which inures to the benefit of any 
private shareholder or individual. 


26 U.S.C. §501(c)(13) (1982). This exemption 
has been independent from that for “charitable” 
organizations since 1913. See The Tariff Act of 
1913, ch. 16, 38 Stat. 114, 172; Revenue Act of 
1921, ch. 136, 42 Stat. 227, 253. 


There was no specific provision for deduction 
for income tax purposes of contributions to cem- 
etery companies until 1954. At that time, as 
part of a general revision of the Internal Reve- 
nue Code, section 170(c)(5) was addded to per- 
mit deduction of contributions toe cemetery 
companies meeting the same description as set 
forth in § 501(c)(13). The Senate Report on the 
1954 Code stated that this amendment 
“extend[ed] the deduction for charitable contri- 
butions beyond those allowed under present law 
to contributions made to nonprofit cemetery and 
burial companies.” Senate Finance Comm., 
Report on Internal Revenue Code of 1954, 83d 
Cong., 2d Sess. reprinted in 1954 U.S. Code 
Cong. & Ad. News 4621, 4660 (emphasis added). 


In contrast to the legislative treatment of 
cemetery companies for income tax purposes, 
the estate tax provision dealing with deductions 
to “‘charitable’’ organizations, 26 U.S.C. 
§ 2055(a)(2), was never specifically ‘ ‘extended”’ 
to cover cemetery companies. 


Thus, it is implausible to construe section 
2055(a)(2) to cover a situation which required 
an amendment to an almost identical parallel 
provision in the income tax sections to reach 
that result. Congress’ inaction with respect to 
the estate tax provision is particularly probative 
given the established case law prior to 1954 
denying a deduction for contribution to ceme- 
teries for estate tax purposes. See Gund’s Estate 
v. Commissioner [40-2 ustc {| 9560], 113 F.2d 
61 (6th Cir.), cert. denied, 311 U.S. 696 (1940); 
Wilber National Bank v. Commissioner [CCH 
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B.T.A. { 5465], 17 B.T.A. 654 (1929). See also 
Craig v. Commissioner [CCH B.T.A. { 3747], 11 
B.T.A. 193 (1928) (not deductible for income tax 
purposes); Schuster v. Nichols [1 ustc {| 241], 20 
F.2d 179 (D. Mass. 1927) (same). 


As one court has noted, the absence of a 
counterpart of income tax section 501(c)(13): 


illustrates if anything, an intent by Congress 
not to include as an estate tax exemption, the 
exemption set out in Section 501(c)(13) to 
estate tax situations. Cf. Hopkins v. Grim- 
shaw, 165 U.S. 342, 353, 17 S.Ct. 401, 41 
L.Ed. 739. It is exclusively the province of 
Congress in its wisdom to determine whether 
it wishes to provide in its estate tax statutory 
exemptions all those appearing in its statu- 
tory income tax exemptions. 


Bank of Carthage v. United States [69-1 USTC 
J 12,599], 304 F.Supp. 77, 81 (W.D. Mo. 1969). 


The government suggests no reason why Con- 
gress would have chosen to treat deductions to 
cemetery organizations differently for income 
and estate tax purposes. As the Second Circuit 
recognized, Congress has wrought an ‘“‘anomaly”’ 
by “establishing different treatment of non- 
profit cemetery associations for income and 
estate tax purposes,” but, like that court, we 
leave this anomaly to “congressional wisdom.” 
Child v. United States, 540 F.2d 579, 584 (2d 
Cir. 1976), cert. denied, 429 U.S. 1092 (1977). It 
may be that such “anomalies” are inevitable in 
any body of statutory law as complex as the 
Internal Revenue Code. As the Supreme Court 
has noted, “[l]egislatures have especially broad 
latitude in creating classifications and distinc- 
tions in tax statutes.” Regan v. Taxation with 
Representation, 461 U.S. 540, 547 (1983). 
Whether the “anomaly” brought to our atten- 
tion in this case was intentional or an oversight, 
it is not for us to amend the statutory language 
to provide for deductions for bequests to non- 
profit cemetery associations when Congresss has 
failed to do so.! 


Finally we need consider only briefly the exec- 
utors’ argument that disallowance of this deduc- 
tion when it would be allowed for a deduction to 
a church-related cemetery violates the establish- 
ment clause of the First Amendment and the 
equal protection guarantees of the Fifth Amend- 
ment. The parties agree that the establishment 
clause issue must be addressed in light of the 
three-part test set forth in Lemon v. Kurtzman, 
403 U.S. 602, 612-13 (1971): 


First, the statute must have a secular legisla- 
tive purpose; second, its principal or primary 


effect must be one that a advances nor 


- 1 Because we find the Whee history and framework 
dispositive, we need not decide whether, under an indepen- 
dent gti we would regard the activities. of a non-profit 


inhibits religion . . .; finally, the statute must 
not foster ‘an excessive government entangle- 
ment with religion”’. 


The executors argue that, as applied, section 
2055(a)(2) has the “primary effect” of advanc- 
ing religion, thus falling under the second part 
of the Lemon test. 


A similar argument was presented to the 
Supreme Court in Walz v. Tax Commission of 
New York, 397 US. 664, 675 (1970), dealing 
with the tax exempt status of religious organiza- 
tions. The Court recognized that ‘e]ither 
course, taxation of churches or exemption, occa- 
sions some degree of involvement with religion”. 
Id. at 674. Nonetheless, the Court upheld the 
constitutionality of property tax exemptions for 
religious organizations, after consideration of 
the untoward effect of abolishing the exemption. 
The Court found that exemption not only mini- 
mizes entanglement of the state in religion, id. 
at 676, but has proven historically to pose no 
danger of encouraging the establishment of 
religion, id. at 676-80. 


We believe that the Court would find the 
same reasoning applicable to a statutory scheme 
permitting the deductibility of contributions to 
religious organizations. Grant of the deduction 
for contributions (or, as here, bequests) for orga- 
nizations devoted exclusively to religious pur- 
poses avoids a government inquiry into whether 
churches were organized for any of the other 
exempt purposes, e.g., whether they were organ- 
ized for “charitable” purposes, an inquiry that 
might pose grave dangers to the values fostered 
by the religion clauses. Also, as did the Court in 
Walz, we note that the historical availability of 
deductions for contributions to religious organi- 
zations has not been shown to foster the estab- 
lishment of religion. The provisions before us, 
therefore, are unlike the scheme at issue in Com- 
mittee for Public Education v. Nyquist, 413 
U.S. 756 (1973), upon which the executors rely. 
In that case, the state had established a new 
system of tax benefits for parents of children 
attending non-public schools, which was found 
to advance the sectarian activities of religious 
schools. This case is governed by the holding in 
Walz where the Court found that the exemption 
did not violate the establishment clause because 
there is no “genuine nexus between tax exemp- 
tion and establishment of religion.” 413 U.S. at 
675. 


Since Congress’ statutory treatment of relig- 
ious organizations, and bequests thereto, can be 
upheld on the ground that it avoids entangle- 
ment with religion, this constitutes a suffi- 
one oe basis for the eg BES 


cemetery to be “charitable”. But see First National Bank v. 
United States, 681 F.2d 534, 540-41 aia = a cert. 


denied, 459 US. soy eek RAO b 22 
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challenged by the executors, and we therefore 
also reject the executors’ equal protection argu- 
ment. 


Moreover, the executors’ argument, even if 
successful, would not redound to their benefit, 
since at most the deduction permitted for relig- 
ious affiliated cemeteries would be impermissi- 
ble. Such a holding would not entitle these 
executors to the deduction they seek. 


For the reasons set forth above, we will 
reverse the district court’s entry of summary 
judgment for the plaintiffs and direct that judg- 
ment be entered for the government. 


ALDISERT, Chief Judge, dissenting 


The Republic will still stand even though this 
court is divided on what constitutes a deductible 
bequest for estate tax purposes in a very narrow 
provision of the Internal Revenue Code of 1954. 
The majority reasonably interprets 26 U.S.C. 
§ 2055(a)(2) and concludes that a bequest to a 
non-profit cemetery is not deductible for estate 
tax purposes. I am not inclined to join in their 
acceptance of the government’s position, 
because I have not been persuaded that there is 
a rational justification for this paradox: 


[1] A contribution to a non-profit cemetery 
is deductible for income tax purposes if you 
make it during your lifetime. 


[2] A contribution to a non-profit cemetery 
is not deductible for estate tax purposes if you 
make it by bequest in a will. 


The government admits that this does not 
make much sense. The government concedes 
that there is no identifiable public policy justifi- 
cation for the distinction. Nevertheless, the gov- 
ernment argues that because Congress created 
this anomaly, Congress also must eliminate it. 


The centerpiece of the government’s argu- 
ment is that Congress has enacted a special 
income tax deduction for contributions to non- 
profit cemeteries. 26 U.S.C. §501(c)(13). From 
this, the government would have us conclude 
that in 1954 it was the Congressional intention, 
at that time, to include a deduction for income 
tax purposes, but not for estate tax purposes. 


My own research into the legislative history 
of the Code, however, indicates that there was 
no discussion that Congress intended to exclude 
the deduction for estate tax purposes in 1954. 
The point simply was not discussed, and at oral 
argument, the government conceded as much. I 
agree that §501(c)(13) was an attempt to clar- 
ify the general charitable deduction provision of 
26 U.S.C. § 170(c)(2)(B) (contributions to a cor- 
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poration organized and operated exclusively for 
charitable purposes) which is the income tax 
counterpart to the estate tax statute under 
interpretation in these proceedings (bequests to 
a corporation organized and operated exclu- 
sively for charitable purposes). 


I believe, however, that the 1954 omission for 
estate tax purposes was a technical drafting 
oversight, and I argue that the inaction of Con- 
gress cannot be construed as an expression of 
congressional intent when interpreting the 
meaning of ‘‘charitable purposes’ in 
§ 2055(a)(2) which, it must be emphasized, is 
our primary responsibility today. 


Thus, I go back to the language of the general 
estate tax statute we are called upon to con- 
strue. Like District Judge McCune, I turn to the 
latest teachings of the Supreme Court set forth 
in Bob Jones University v. United States, 461 
U.S. 574 (1983), to learn what is a charitable 
purpose. There the Court said that for a corpo- 
ration to be entitled to tax exempt status under 
§ 501(c)(3) it had to meet “certain common-law 
standards of charity,” and that this meant that 
it “must serve a public purpose and not be 
contrary to established public policy.” Id. at 
586. I believe that the non-profit cemetery here 
met that purpose both under common law tradi- 
tions and Pennsylvania tax law. And I believe 
that what the Supreme Court has said in inter- 
preting the general charitable deduction provi- 
sion of the income tax statute is equally 
applicable to the estate tax provision. 


In taking a contrary view, the majority seems 
to recognize the inequity of the result, but would 
leave ‘‘this anomaly to Congressional wisdom.” I 
would not. I would remove this blatant inconsis- 
tency now by judicial action. Walter V. Schae- 
fer, the distinguished legal scholar and retired 
justice of the Illinois Supreme Court, once dis- 
cussed “the judge’s unspoken notion of the func- 
tion of his court.’ He wrote that if a judge 
“views the role of the court as a passive one, he 
will be willing to delegate the responsibility for 
change, and he will not greatly care whether the 
delegated authority is exercised or not.” Schae- 
fer, Precedent and Policy, 34 U. Chi. L. Rev. 3, 
23 (1966). In this case, I suppose that I am not 
passive, because, considering the priorities of 
the realpolitik, I doubt that Congress will get 
excited enough ever to act on this highly techni- 
cal problem. I think the courts must act, other- 
wise the inequities and inconsistencies presented 
in this case will be with us forever. Accordingly, 
I would affirm the judgment of the district 
court. 
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[713,616] Florence Eisenbrandt, Betty J. Clow, Helen V. Staley and William H. Eisen- 
brandt, Executor, All Beneficiaries under the Will of William F. Eisenbrandt, Deceased, 
Plaintiffs v. Commissioner of Internal Revenue, Defendant. 


U.S. District Court for the Northern District of Illinois, Eastern Division, No. 83 C 3791, 
4/30/85. 


[Code Sec. 7422] 


Estate tax: Procedure: Civil actions for refund: Estoppel—A decedent’s estate was 
estopped from maintaining a suit for the refund of estate taxes paid by it because the 
executor had signed and submitted an offer of waiver of restrictions on assessment and 
collection of a deficiency in tax, which had been accepted by the government. Although the 
form evidencing the waiver was not a formal closing agreement, the government acted to its 
detriment in reliance on the agreement. Back reference: J 10,123.33. 


Jeffrey Strange, 2220 Dundee, Northbrook, Illinois 60062, Herbert Rosenberg, Cohen, Wulfstat, 
Semer, Leff & Rosenberg, Ltd., 233 S. Wacker Drive, Suite 8642, Chicago, Illinois 60606, for 
plaintiffs. Dan K. Webb, United States Attorney, Eileen M. Marutzky, Assistant United States 


Attorney, Chicago, Illinois 60604, for defendant. 
MEMORANDUM OPINION AND 
ORDER 


Plaintiffs brought this action on behalf of 
their decedent, William F. Eisenbrandt, against 
the Commissioner of Internal Revenue (‘“‘Com- 
missioner’’) for the refund of estate taxes paid in 
the amount of $15,989.83. The decedent died on 
April 15, 1975. On October 16, 1978, William H. 
Eisenbrandt, as Executor of the estate, signed 
Internal Revenue Service Form 890-AD which is 
known as “An Offer of Waiver of Restrictions on 
Assessment and Collection of Deficiency in Tax 
and Acceptance of Overassessment.”’ By signing 
that form, the executor agreed that a deficiency 
tax of $46,003.56 was due and owing based on 
an evaluation of farm property at issue at 
$350,000. Prior to that time, the Executor’s 
position was that the farm property was worth 
$190,000, whereas the government’s position 
was that the property was worth $450,000. 


The Commissioner filed a motion for sum- 
mary judgment in this case on March 5, 1984 
when it was pending before Judge Bernard M. 
Decker on the grounds that Form 890-AD 
estopped plaintiffs from challenging the tax 
assessment. On May 24, 1984, Judge Decker 
denied the motion because the plaintiffs chal- 
lenged the Commissioner’s acceptance of the 
waiver as the Form 890-AD attached to the 
Commissioner’s motion did not reflect the signa- 
ture of a person with authority to sign the form. 
The plaintiffs had asserted that they never 
_ received the gue form. 


The primary issue on this second motion for 
summary judgment is whether the doctrine of 
collateral estoppel bars the plaintiffs from chal- 
lenging the tax assessment because a Form 
890-AD was executed in compromise of the tax 
liability. Plaintiffs argue first that the case law 
establishes that the mere filing of Form 890-AD 
does not preclude a suit for a refund by a tax- 
payer, citing primarily the case of Unita Live- 
stock Corp. v. United States, 355 F.2d 761 (10th 
Cir. 1966). This Court agrees with the govern- 
ment, however, that the decision of the Seventh 
Circuit in General Split Corporation v. United 
States [74-2 ustc ] 9576], 500 F.2d 998 (7th 
Cir. 1974) is controlling here. There, the court 
held that the taxpayer was collaterally estopped 
to challenge a settlement agreement evidenced 
by signing a Form 890-AD, even though it was 
not a formal closing agreement, because the 
government acted to its detriment in reliance on 
the agreement by foregoing its right to appeal a 
Tax Court judgment. Such is also the case here. 


Second, plaintiffs contend that material ques- 
tions of fact exist as to “whether the signature of 
R.J. Skendzel was authorized or merely a rubber 
stamp applied by an employee.”’ Plaintiffs also 
challenge Mr. Skendzel’s legal authority as Act- 
ing Associate Chief to sign the form 890-AD and 
bind the United States. Neither contention is 
well-founded in light of the fact that the govern- 
ment has produced evidentiary material by way 
of affidavit substantiating the Form 890-AD it 
has submitted. The Court has examined the 
Form and finds that the only portion of the 
signature of Mr. Skendzel which is stamped is 
his title as Acting Associate Chief. Moreover, 
plaintiffs argument that as aan Associate 
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ported as provided in this rule, an adverse party 
may not rest upon the mere allegations or deni- 
als of his pleading, but his response, by affida- 
vits or as otherwise provided in this rule, must 
set forth specific facts showing that there is a 
genuine issue for trial.” When the adverse party 
fails to ‘“‘so respond, summary judgment, if 
appropriate, shall be entered against him.” Id. 
If they honestly felt they had a good faith basis, 
plaintiffs had the obligation to challenge the 
signature and authority of Mr. Skendzel by 
appropriate evidentiary submissions, not merely 


[J 13,617] 
Internal Revenue, Respondent-Appellee. 


by argument in their motion for summary judg- 
ment. At the very least, they could have 
requested that a ruling on the summary judg- 
ment motion be deferred until they could obtain 
such material, by deposition or otherwise. Given 
the confines of Rule 56, unsupported assertions 
are not sufficient to raise material questions of 
fact. 


Accordingly, the Commissioner’s motion for 
summary judgment is hereby granted, and the 
plaintiffs’ complaint is dismissed. 


Maxe Colleen McCorkle Morris, Petitioner-Appellant v. Commissioner of 


U.S. Court of Appeals, 6th Circuit, No. 84-1267, 5/20/85. 


[Code Sec. 2031] 


Estate tax: Valuation: Real estate-—The Tax Court did not err in determining the fair 
market value of two tracts of land owned by a decedent. The lower court’s reliance upon 
speculative real estate transactions to determine the value of the parcels, without adjustment 
for the speculative market that existed in and around the land as of the date of the decedent’s 
death, was not clearly erroneous. Back reference: { 6360.25. 


Louis Salmon, Charles E. Richardson III, Michael I. Spearing, Watts, Salmon, Roberts, 
Manning and Noojin, 200 Terry-Hutchens Building Post Office Box 287, Huntsville, Alabama 
35804, for petitioner-appellant. Glenn L. Archer, Jr., Assistant Attorney General, Fred T. Goldberg, 
Jr., Michael L. Paup, Jonathan S. Cohen, Laurie A. Snyder, Department of Justice, Washington, 
D.C. 20530, for respondent-appellee. 


Before: WELLFORD and MILBURN, Circuit Judges; and CELEBREZZE, Senior Circuit Judge. 


MILBURN, Circuit Judge: Maxe Colleen 
McCorkle Morris appeals the tax court’s deci- 
sion that she owes additional taxes to the Com- 
missioner of Internal Revenue Service 
(“Commissioner’’) based on the valuation of her 
deceased father’s estate pursuant to the Internal 
Revenue Code of 1954, 26 U.S.C. § 2001 et seq. 
For the reasons that follow, we affirm. 


Mf 


James B. McCorkle, decedent and father of 
petitioner, died testate on November 19, 1972, 
leaving an estate which included a four hundred 
eighty-eight (488) acre family farm located in 
Clay and Platte Counties, Missouri, which he 
and petitioner owned as joint tenants with right 
of survivorship. His estate valued the farm at 
Three Hundred Thirty-two Thousand, One Hun- 
dred Fifty-one Dollars ($332,151.00) or Six Hun- 
dred Eighty Dollars ($680.00) per acre. The 
Commissioner assessed a value of One Million, 
One Hundred Twenty-two Thousand Dollars 
($1,122,000.00) or Two Thousand, Two Hun- 
dred Ninety-nine Dollars ($2,299.00) per acre. 


On February 7, 1977, the petitioner (‘‘tax- 
payer’’), as transferee of the subject real estate 
brought this action in the tax court seeking a 
redetermination of a federal estate tax defi- 
ciency asserted against her in the amount of 
Three Hundred Seventy-six Thousand, Five 
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hundred Thirty-Five and 25/100 Dollars 
($376,535.25). The tax court found, based on all 
the evidence before it, that the subject real 
estate had a fair market value of Nine Hundred 
Ninety Thousand Dollars ($990,000.00) or Two 
Thousand, Twenty-Eight Dollars ($2,028.00) 
per acre on November 19, 1972, the date of 
James B. McCorkle’s death. Furthermore, the 
tax court found “‘[t]he highest and best use for 
the subject property was as agricultural land for 
between 8 and 15 years, with subsequent devel- 
opment primarily of a residential nature, includ- 
ing multi-family dwellings, and a limited 
amount of commercial development.” 


The subject real estate consists of two (2) land 
tracts both within the northern city limits of | 
Kansas City, Missouri. The larger tract (“Home 
Place’) is three hundred forty-seven (347), 
acres, is rectangular in shape, and has frontage 
on its north side of approximately twenty-one 
hundred (2100) feet on State Highway 291. It 
also has frontage on Baugham Road on its west 
side and on 108th Street on its south side. The 
smaller tract (“Main Street Property’’) is one 
hundred forty-one (141) acres and has nearly 
two thousand (2,000) feet of frontage on its west 
side on a gravel road known as Main Street. 


On the date of decedent’s death, the subject 
property was zoned Agricultural Reserve, and 
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had electric and telephone service but did not 
have gas, water, and sewage service. The near- 
est water line to the larger tract was located on 
the north side of Highway 291, but there was no 
water line adjacent to the smaller tract. Even 
though there were no sewers, a sanitary sewer 
easement had been obtained near the east side 
of the smaller tract and plans called for a sewer 
to be available by late 1974. However, no plans 
existed for sewers to service the larger tract. 
There were several improvements, including a 
main house, two tenant houses and several out- 
buildings, such as sheds, garages and barns. 


Although the area in which the property is 
located was sparsely developed at the time of 
the decedent’s death, some residential and com- 
mercial development did exist nearby. An old 
community of modest homes was located 
approximately one-half mile to the east of the 
larger tract and a larger, planned development 
was located approximately two miles to the 
southeast of the larger tract. The Kansas City 


International Airport was located five miles - 


west of the subject property, and the central 
business district of Kansas City was located 
fifteen miles due south of the subject property. 


Significant roadways and the site for the 
planned construction of a major interstate were 
located close to the property. Highway 291, a 
primary east-west roadway that ran between 
the two tracts and along the northern border of 
the larger tract, proceeded due west to the main 


entrance of the airport. An expressway desig- ° 


nated U.S. 169, which proceeded straight south- 
ward to the downtown area of Kansas City, was 
located approximately one-half mile to the east 
of the larger tract and west of the smaller tract. 
A proposal to extend Interstate 435, well-publi- 
cized in late 1968 and early 1969, was adopted 
by the City Council of Kansas City on Decem- 
ber 11, 1970. According to the proposal and 
adopted plans for the extension nearest to the 
property, I-435 was to proceed straight west, 
paralleling Highway 291 approximately one- 
fourth mile to the north, and crossing over High- 
way 291 at a point near to the northwest corner 
of the larger tract. A diamond interchange was 
planned at this junction, and a full cloverleaf 
was planned. at the junction of U.S. 169 and 
1-435. 


At the trial which was conducted on Nov- 


rts and testimony of 


Davis, pl and 


subject real estate as of the date of the dece- 
dent’s death (November 19, 1972) was Six Hun- 
dred Seventy Thousand Dollars ($670,000.00). 
His appraisal report is dated December 22, 
1975. Mr. Davis used and gave consideration to 
the values indicated by the cost, income, and 
market data methods of appraisal to determine 
the value of the subject property. In using the 
cost approach, he estimated the value of the 
subject property’s bare land by analyzing by 
reference to comparable sales of vacant land in 


the area. Similarly, in using the market data 


approach, he considered recent sales of proper- 
ties that had some of the same features as the 
subject property. In using both the cost and 
market value approaches, .Mr. Davis made 
adjustments to the actual sales prices of compa- 
rable properties for, among other things, “the 
impact of a quick sale” and “the impact of a 
potential interchange on Highway 291.” 


A summary of Mr. Davis’ explanation of the 
adjustments that he considered appropriate on 
account of a “quick sale” is as follows: First, he 
reasoned that the marketing period for urban 
fringe property like the subject property 
“requires either a speculator or developer buyer, 
and the usual marketing period may well be 
from two to three years.” He then stated that 
“i]t is customary to settle up an estate with the 
payment of inheritance taxes, within one year of 
[the] date of death or shortly thereafter.’’ He 
then sets forth his “study” comparing sales 
occurring “quicker than normal * * * or within 
one year of the date of death versus two or three 
years—a normal holding and marketing 
period.” His study then compared sales by two 
estates in the vicinity of the subject area, which 
Mr. Davis stated were “necessary” sales, to 
sales of other property in the area. From this 
study he concluded that the disadvantage 
attributable to the customary quick sale by an 
estate is fifteen percent (15%), and made a 
corresponding negative adjustment to the com- 
parable sales of property in the area. ee tea 

By analyzing several sales of properties in 
which the buyers could have expected the 
properties to be influenced by an interchange 
along I-435 when the construction of the high- 
way was completed, Mr. Davis determined 


adjustments for the impact of potential 


interchanges. He compared the prices at which 
those properties sold to the prices at which 
properties sold that were not as near to an 
interchange, but were located along Ha 
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miles to the east of U.S. 169. As a result of his 
analysis, Mr. Davis concluded that when a sale 
of property near an interchange was compared 
to a sale of property located on Highway 291, “a 
negative adjustment of approximately two- 
thirds” was indicated. 


Notwithstanding his determination that the 
subject property was worth two-thirds less than 
property near an interchange, Mr. Davis noted 
that the interchanges at I-435 and US. 169, and 
U.S. 291 and I-435, ‘“‘provide good access” to the 
larger tract. Moreover, Mr. Davis estimated 
that the property would be developed into resi- 
dential and commercial usage “from 10 to 15 
years in the future,” and he also attributed a 
fifteen per cent (15%) increase per year to land 
values in the vicinity of the property. 


Taxpayer’s second expert witness, Mr. Saw- 
yers, determined that the fair market value of 
the subject real estate at the date of the dece- 
dent’s death was Six Hundred Forty-Six Thou- 
sand Six Hundred Dollars ($646,600.00) or One 
Thousand, Three Hundred Twenty-five Dollars 
($1,325.00) per acre. His appraisal report is 
dated April 13, 1978, and Mr. Sawyers 
employed both the cost and market data meth- 
ods of appraisal, using the value indicated by 
the latter approach as his “final value conclu- 
sion.” 


In arriving at his determination of the fair 
market value of the subject property, Mr. Saw- 
yers compared it to six parcels of real estate 
which had been sold in the surrounding vicinity 
during the five years previous to the decedent’s 
death (November 19, 1972). He adjusted the 
sales prices of the comparable sales for differ- 
ences in factors such as size, time of sale (an 
increase of three percent (3%) per year), and 
improvements on the property. Additionally, he 
made adjustments for the following factors: (1) a 
twenty percent (20%) to twenty-five percent 
(25%) discount for the lower price at which the 
property would be sold, in his view, if it were 
sold for cash, rather than on a contract or on the 
installment method as the comparable proper- 
ties had been sold, and (2) a discount of Eight 
Hundred Dollars ($800.00) per acre for the 
lower price at which the property would have 
been sold, in his judgment, on account of the 
absence of an interchange crossing the property. 


Mr. Sawyers derived the figures that he used to 


make an adjustment for the “difference between 
a contract and [a] cash sale” in virtually the 
same manner as Mr. Davis derived his adjust- 
ment for a “quick sale.” That is, he compared 
other sales in the area of the property to the 
sales, which were cash sales, made by the two 
estates in the vicinity. 


The Commissioner presented the appraisal 
and testimony of one expert witness, Thomas 
Rule, whose office was located approximately 
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five miles from the subject property. Like Mr. 
Davis and Mr. Sawyers, Mr. Rule had been 
engaged in the real estate appraisal business for 
over twenty years, had taught appraisal courses, 
and had received his MAI designation from the 
American Institute of Real Estate Appraisers. 


In his appraisal report, dated February 19, 
1975, Mr. Rule determined that the fair market 
value of the subject property at the date of the 
decedent’s death was One Million, One Hundred 
Twenty-two Thousand Dollars ($1,122,000.00). 
Although he used a market data approach and a 
summation (or cost) approach to arrive at this 
value, he determined that the market data 
approach provided a better indication of the 
subject property’s value because the summation 
approach requires the appraiser to “estimate 
the amount of depreciation that has occurred to 
rather extensive improvements,” which is diffi- 
cult to do. To determine the fair market value of 
the subject property under the market data 
approach, Mr. Rule examined thirteen compara- 
ble sales and relied principally on three of those 
sales. He made adjustments to the sales prices of 
the three comparable properties for size, loca- 
tion, topography, and improvements. In addi- 
tion, based on his analysis of “paired sales,” that 
is, sales of the same property at two points in 
time, Mr. Rule, like Mr. Davis, made a positive 
adjustment of fifteen percent (15%) per year for 
the increase in land values over time. 


However, unlike Mr. Davis, who adjusted the 
prices of comparable sales for “quick sales,” and 
Mr. Sawyers, who made similar adjustments for 
“cash sales,” Mr. Rule made no adjustments for 
the “circumstances” of the sales he used as 
comparisons, having determined that each of 
the sales he used as a comparison was “‘a free 
market transaction with no undue pressure on 
either party and no unusual financing.” 


At the trial on November 18 and again on 
November 19, 1980, taxpayer offered to prove 
that as of those dates, the area in which the 
subject property was located was still undevel- 
oped, and that during the interval between the 
valuation date, November 19, 1972, and the 
date of trial, the thirteen properties used as 
comparisons by Mr. Rule in his appraisal report 
had not been resold, but some had been fore- 
closed upon. Taxpayer contended that such evi- 
dence was relevant for two reasons: (1) to show 
that the sales used as comparisons by “many if 
not all of the appraisals” were speculative, and, 
therefore, should have been discounted to arrive 
at “‘true market value,” and (2), to prove incor- 
rect Mr. Rule’s prediction of February 19, 1975, 
that the area would develop residentially and 
commercially in the following 8 to 10 years. The 
tax court, however, refused to permit taxpayer 
to introduce evidence in support of her offer of 
proof, concluding such evidence to be too remote 
from the valuation date. 
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The tax court held that in determining “fair 
market value,” no adjustment should be made 
on account of any “‘speculation.” Moreover, as 
earlier stated, the tax court found that the 
“highest and best use for the subject property is 
as agricultural land for between 8 and 15 years, 
with subsequent development primarily of a res- 
idential nature.” The court based this finding 
not only on Mr. Rule’s prediction that the prop- 
erty would be developed in 8 to 10 years, but 
also on the prediction of taxpayer’s expert wit- 
ness, Mr. Davis, that Beverpoment would occur 
in 10 to 15 years. 


With regard to the appraisals, the Golan 
rejected the adjustments made by Mr. David 
and Mr. Sawyers for a ‘‘quick sale” and ‘“‘cash 
sale,” respectively. The court found that in 
making these adjustments, the appraisers inap- 
propriately assumed that a sale attributable to 
economic necessities, in the form of estate taxes, 
was facing the estate of the decedent. Moreover, 
although the court agreed with the conclusion of 
taxpayer’s experts that the value of the land 
adjoining the proposed interchanges was 
enhanced as a result of the expectation that 
commercial development would occur near the 
interchanges, the court found that the evidence 
did not support negative adjustments as great 
as those made by them. The court found that 
the fifteen percent (15%) adjustment per year 
made by Mr. Rule and Mr. Davis for the 
increase in the values of property over time was 
appropriate, and that the adjustments Mr. Rule 
had made for the differences in utilities between 
the subject property and the comparable proper- 
ties were correct. The court, however, found that 
in making his appraisal, Mr. Rule had failed to 


make an adjustment to convert the terms of the 


owner financing of comparable sales into institu- 
tional financing (or cash sales). In addition, the 
court found that Mr. Rule had failed to take 


into account the fact that the Main Street prop- 


erty was slightly less valuable than the Home 
Place property. Taking all of these factors into 
consideration, the tax court determined that the 
property had a fair market value as of Nov- 
ember 19, 1972, of Nine Hundred Ninety Thou- 
sand Dollars ($990,000.00). 


IL. 


Petitioner argues: (1) the tax court erred, as a 
matter of law, in relying upon speculative real 
estate transactions to determine the value of the 
estate as of November 19, ee 

for tl 


dred Seventy Thousand Dollars ($670,000.00), 


at that time; and, (2) the tax court erred, as a 
matter of law, in repeatedly denying petitioner’s 
attorney the opportunity to cross-examine the 
Commissioner’s appraiser, Thomas Rule, on his 
opinion that the subject farm would develop 
within 8 to 10 years and in refusing to permit 


taxpayer to introduce evidence that the subject 


farm and surrounding area had not developed as 
predicted by Mr. Rule. 


A. 


Section 2031(a) of the Internal Revenue Code 
of 1954 requires that the gross estate of a dece- 
dent include the value of all property owned by 
the decedent at the time of death.! Property 
includable in a decedent’s gross estate is to be 
included at its “fair market value at the time of 
the decedent’s death.” Treasury Regulations on 
Estate Tax (1954 Code), §20.2031-1(b). Fair 
market value is measured by what a willing 
buyer would pay a willing seller when neither is 
under any compulsion to buy or sell the prop- 
erty and both are reasonably informed as to all 
relevant facts.Id. 


Althouth “[t]he criterion to be applied in 
determining value is a matter of law,” 
RuehIlmann v. Commissioner [70-1 USTC 
§ 12,637], 418 F.2d 1302, 1304 (6th Cir. 1969), 
cert. denied, 398 U.S. 950 (1970), the determi- 
nation of the fair market value of certain prop- 
erty on a given date is a factual one and should 
not be reversed on appeal unless clearly errone- 
ous. Ohio Teamsters Educational & Safety 
Training Trust Fund vy. Commissioner [82-2 
USTC {| 9660], 692 F.2d 432, 435 (6th Cir. 1982); 


Gamble vy. Commissioner [39-1 ustc { 9300], 


101 F.2d 565, 567 (6th Cir.), cert. denied, 306 


US. 664 (1939); Estate of Frieders v. Commis- 


sioner, 687 F.2d 224, 226 (7th Cir. 1982), cert. 
denied, 46C U.S. 1011 (1983). See also Estate of 
Shafer v. Commissioner, 749 Fd 1216, 1218 
(6th Cir. 1984). 


In the case sub ome the tax court found 
that in determining the fair market value of 
property, market prices should not be dis- 
counted or disregarded due to the allegedly spec- 
ulative nature of the market. In noting 
taxpayer’s argument to the contrary, we have 
also noted that the decedent’s estate reported 
the value of the subject property at Three Hun- 
dred Thirty-two Thousand Dollars 
($332,000.00), when taxpayer’s own experts 
appraised its value at Six Hundred Forty-Six 
Thousand Dollars ($646,000.00) and Six Hun- 


twice as sihigh. As stated by the Court 
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of Claims in Campbell v. United States [81-2 
USTC {| 9676], 661 F.2d 209, 221 (1981), ‘“‘specu- 
lative excesses [are] a part of the market’s 
dynamics .... [O]ne cannot reject a market 
price because of its presumed unfounded opti- 
mism without rejecting, at the very same time, 
the essence of the market concept itself.” See 
also Amerada Hess Corp. v. Commissioner [75-1 
usTC J 9480], 517 F.2d 75, 84 (3d Cir.), cert. 
denied, 423 U.S. 1037 (1975). 


Moreover, as stated in Frieders, supra: 


[T]he fact that there was investment activity 
does not in itself make the nearby sales not 
comparable. The iack of investment activity 
is not a prerequisite to having ‘‘willing sell- 
ers.” The only guidance the applicable regula- 
tion gives in defining an unwilling seller is 
this statement: “The fair market value ... is 
not to be determined by a forced sale price.” 
Treas. Reg. §20.-2031-2(b). The sales near 
the Frieders farm certainly did not involve 
“unwilling sellers” in the sense that there was 
a forced sale. Likewise, one cannot say that 
the people involved in the sales near the 
Frieders farm were literally “under any com- 
pulsion to buy or to sell.” Id. There may be a 
question as to whether an “unwilling seller” 
exists only in a forced sale situation. See 
429.59 Acres of Land, 612 F.2d at 462 (a 
willing seller is one who “desires” to sell), but 
we would not call a property owner an 
“unwilling seller” simply because his property 
has development potential due to its proxim- 
ity to a proposed Freeway. 


687 F.2d at 227. 


Further, in Frieders as in the case sub judice, 
the tax court found that the highest and best use 
of the subject farm “was a speculative, that is, 
an investment use.” Id. 


After reviewing the entire record herein, we 
cannot say that the tax court erred in determin- 


ing the fair market value of the subject real, 


estate on the date of decedent’s death or that its 
decision as to its value is clearly erroneous. 


B. 


Petitioner’s remaining argument is that the 
tax court erred because it denied petitioner’s 
attorney the opportunity to examine the Com- 


missioner’s appraiser, Mr. Rule, and other wit-: 


nesses on the lack of development of the subject 
property and the surrounding area from the 
date of the decedent’s death in 1972 until the 
trial in 1980. Petitioner argues that such evi- 
dence was relevant to substantiate the specula- 
tive nature of the market and to test the 
credibility of the appraiser. 


In Walter v. United States [65-1 vusTc 
4 12,291], 341 F.2d 182, at 185 (6th Cir. 1965), 
this court stated: 
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It also must be kept in mind that the 
measure of the tax must be determined 
according to the situation as it existed on the 
date of the death of the decedent, and not 
according to subsequent events, “[t]empting 
as it is to correct uncertain probabilities by 
the now certain fact * * *.” Ithaca Trust v. 
United States [1 ustc { 386], 279 U.S. 151, 
155 [(1929)]. 


In this connection, it should be noted that 
with regard to the tax court’s interpretation and 
application of the Federal Rules of Evidence, an 
abuse of discretion standard is applied. E.g., 
United States y. Stone [83-1 ustc {| 9314], 702 
F.2d 1333, 1340 (11th Cir. 1983); United States 
v. Medel, 592 F.2d 1305, 1314 (Sth Cir. 1979), 
United States v. Jenkins, 525 F.2d 819, 824 (6th 
Cir. 1975). 


In his February 19, 1975, appraisal report, 
the Commissioner’s appraiser, Mr. Rule, stated 
that the subject property was “capable of being 
developed within 8 or 10 years.” Taxpayer’s own 
appraiser, Mr. Davis, predicted that develop- 
ment would occur in 10 to 15 years. In deter- 
mining the fair market value of the subject 
property, the tax court adopted a prediction of 8 
to 15 years. 


Considering that the trial occurred approxi- 
mately eight years after the valuation date 
(November 19, 1972) and even assuming as fact 
that no development may have occurred in the 
eight years following the decedent’s death does 
not prove Mr. Rule’s statement incorrect or that 
his prediction was unreasonable when it was 
made. Accordingly, the tax court did not abuse 
its discretion in refusing to permit the introduc- 
tion of evidence concerning the state of develop- 
ment eight years after the valuation date. 


The case of Estate of Jephson v. Commis- 
sioner [CCH Dec. {| 40,900(m)], 81 T.C. 999 
(1983), cited in support of taxpayer’s position, 
does not alter our holding because it stands for 
the principle that subsequent events may only 
be considered if they were reasonably known on 
the date of valuation and also that such could be 
reasonably contemplated on that date. See id. at 
1002 (quoting Couzens v. Commissioner [CCH 
Dec. {| 3931(m)], 11 B.T.A. 1040, 1165 (1928)). 


III. 


In sum, we hold that under the circumstances 
of this case, the tax court did not err in deter- 
mining the fair market value of the subject real 
estate and that its findings as to the market 
value are not clearly erroneous. Further, the tax 
court did not abuse its discretion in refusing to 
consider the evidence of subsequent events. 
Accordingly, the ie of the tax court is 
AFFIRMED. » ate 
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[7 13,618] Charles Berger, Howard R. Dressner, Robert Jack Goldfarb, Nathan Perlmut- 
ter and Leo L. Schmolka, as Executors of the Estate of Jacob A. Goldfarb, Deceased, 
Plaintiffs v. The United States of America, Defendant. 


‘US. District Court for the Southern District of New York, 84 Civ. 5707, 4/26/85. 


[Code Sec. 6611] 
Estate tax: Overpayments: Interest on overpayment.—A decedent’s estate was entitled 


to statutory interest on an estate tax overpayment made in response to a proposed deficiency 


and prior to the assessment of tax liability. The payment was deemed to have been made at 
the time of remittance rather than at the time of assessment, even though the estate 
contested, at the time of payment, the extent of its liability. Back reference: {| 9922.01. 


Michael K. Stanton, Esq., Christopher J. Lagno, Esq., Marjorie L. Cohen, Esq., Weil, Gotshal & 
Manges, 767 Fifth Avenue, New York, New York 10153, for plaintiffs, Honorable Rudolph W. 
Giuliant, Frederick M. Lawrence, Esq., ‘Assistant United States Attorney, One St. Andrew’s Plaza, 


New York, New York 10007, for defendant. 


KEVIN Tuomas DurFy, D.J.: Plaintiffs, Execu- 
tors of the Estate of Jacob A. Goldfarb (the 
“Estate’’), bring this action seeking statutory 
interest on an “overpayment” of federal estate 
tax. Defendant, the United States of America, 
claims that plaintiffs’ remittance was made to 
stop the running of interest on a proposed defi- 
ciency and that such a remittance cannot be 
deemed a payment of taxes. Both parties now 
move pursuant to Fed. R. Civ. P. 56 for sum- 
mary judgment. 


On a summary judgment motion, the moving 
party has the burden of proving that there exists 
no genuine issue as to any material fact and 
that the movant is entitled to summary judg- 
ment as a matter of law. Adickes v. S.H. Kress & 
Co., 398 U.S. 144, 157 (1970). For the following 
reasons, I find that the plaintiffs have sustained 
their burden of proof. Accordingly, plaintiffs’ 
motion for summary judgment is granted, and 
defendant’s motion for summary judgment is 
denied. 


Plaintiffs filed a federal estate tax return for 
the Estate and paid federal estate tax of 
$659,174.23 on or about February 27, 1979. The 
return was selected for review by the Internal 
Revenue Service (the “IRS’), which proposed a 
tax of $2,369,667.24 and, therefore, a deficiency 
of $1,710,493.01 in a ‘30-Day Letter’ sent to 
the plaintiffs on June 17, 1981. Plaintiffs never 
signed the Form 890 attached to the letter and 
questioned the valuation of certain assets and 
the amount of liability in a letter to the IRS. On 
or about September 14, 1981, plaintiffs deliv- 
ered U.S. Treasury Bonds, 3M yosa: due Feb- 


ciency interest brought the total amount due to 
$464,825.11. The IRS returned Bonds having a 
face value of $885,000 on April 14, 1982, after 


applying Bonds having a face value ‘of $457, 000, 


plus accrued interest of $7,825.11 against the 
tax liability of $464,825.11. ~ 


Plaintiffs then filed a timely claim for a 
refund of statutory interest of $63,531.51. This 
figure represents the interest due on the Bonds 
in the amount of $885,000 from September 14, 
1981 to March 14, 1982. Plaintiffs received 
$15,487.50, which represents the 31!/ percent 
semi-annual interest payment due February 15, 
1982 on the Bonds in the amount of $885,000. 
Plaintiffs now claim they are entitled to an 
additional $48,044.01, which is the difference 
between these two amounts. 


DISCUSSION 


Section 6611(a) of the Internal Revenue Code 
provides: ‘‘[i]nterest shall be allowed and paid 
upon any overpayment in respect of any inter- 
nal revenue tax at an annual rate established 
under section 6621.” The sole issue presented by 
this case is whether the taxpayer is entitled to 
interest when a remittance is made pursuant to 


a proposed deficiency and before a formal 


assessment is made. 


Section 6401(c) of the Internal Revenue Code 
states: “[a]n amount paid as tax shall not be 
considered not to constitute an overpayment 
solely by reason of the fact that there was no tax 
liability in respect of which such amount was 
paid.” In Colt’s Manufacturing Co. v. Commis- 
sioner, 306 F.2d 929 (2d Cir. 1962), this Circuit 
relied on the predecessor to Section 6401(c) and 


decided that hens, Re sags at ees time of 
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facturing Co. was made after the mailing of a 
notice deficiency. I agree with the plaintiffs that 
there is “no practical distinction” between the 
two cases since no assessment of tax liability 
had been made in either instance. 


Courts have interpreted Section 6401(c) to 
mean that the “dumping” of funds on the gov- 
ernment when no tax liability has been deter- 
mined or the contesting of liability for tax after 
a remittance is made negates the contention 
that a payment of tax has been made. See 
Charles Leich & Co. v. United States [64-1 USTC 
{| 9308], 329 F.2d 649, 652-53 (Ct. Cl. 1964), 
Northern Natural Gas Co. v. United States 
[66-1 usTc J 9121], 354 F.2d 310, 315-16 (Ct. 
Cl. 1965). However, plaintiffs have neither 
“dumped” funds on the government nor con- 
tested liability. Plaintiffs’ payment was a direct 
response to the “30-Day Letter” sent on June 
17, 1981 by the IRS District Director’s office in 
which the proposed deficiency was set forth. 
Thus, plaintiffs cannot be said to have 
“dumped” funds on the government. In addi- 
tion, plaintiffs did not contest liability; rather, 
they only contested the precise extent of their 
liability. Accordingly, I conclude that Colt’s 
Manufacturing Co. is more directly applicable 
to the present action. 
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Revenue Procedure 64-13, 1964-1 C.B. 674, 
which was promulgated in response to these 
somewhat conflicting decisions, further supports 
the result reached here. The Procedure provides 
that advance payments made before receiving a 
notice of deficiency, if not assessed, will be 
treated as a “deposit in the nature of a cash 
bond.” Id. The Procedure further provides, how- 
ever, that a taxpayer is to be notified by certi- 
fied mail if his remittance is considered a 
deposit. Id. This allows a taxpayer to request 
that his remittance be returned if it is consid- 
ered a deposit. The plaintiffs never received 
notification, and thus were denied the opportu- 
nity to request that their remittance be 
returned. 


For the foregoing reasons, plaintiffs’ motion 
for summary judgment is granted, and defen- 
dant’s motion for summary judgment is denied. 
As a matter of law, interest on the bonds is due 
to the plaintiffs for the period from September 
14, 1981 to March 14, 1982. See Internal Reve- 
nue Code Section 6611(b)(2). This figure is 
$63,531.51, leaving $48,044.01 still to be recov- 
ered by the plaintiffs. 


SO ORDERED. 


[{] 13,619—16,425 Reserved.] 


[Excise Tax Cases for the first half of 
1985 begin on page 88,321.] 
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EXCISE TAX 


CITED 85-1 USTC 


[| 16,426] John W. Spatafore, Plaintiff-Appellant v. United States of America, De- 
fendant-Appellee. 


U. S. Court of Appeals, 9th Circuit, C. A. No. 83-6062, 1/22/85. 


[Code Sec. 4401(a)] 


Tax on wagers: Illegal bookmaking activities: Evidence of wagering: Disclosure of 
wiretap information by the FBI to the IRS: Computation and assessment of tax: Rele- 
vancy of certain testimony.--The ruling of a district court that a taxpayer convicted of 
illegal bookmaking activities is subject to the wagering tax imposed by Code Sec. 4401(a) 
and must turn over to the IRS the total amount of unpaid tax plus interest to date has 
been affirmed. According to the appeals court, no error was committed by the district 
court in denying the taxpayer’s motion to suppress wiretap information, finding that the 
taxpayer was in the business of accepting wagers during the last four months of 1973, 
determining that the evidence was sufficient to sustain the computation and assessment of 
the tax for 1973, and denying the taxpayer’s motion to strike certain testimony as irrelevant. 


Back reference: {| 4027.20. 


Sebastian D’Amico, 3838 Camino Del Rio North, San Diego, Calif. 92108 for appellant- 
petitioner. Farley P. Katz, Department of Justice, Washington, D. C. 20530, for appellee- 


respondent. 


Before WALLACE and BoocHEveER, Circuit Judges, and JAMESON,* District Judge. 


Opinion 


Jameson, District Judge: Appellant, John 
W. Spatafore, brought this action seeking 
refund of a portion of a wagering tax which 
he had paid under protest. The United 
States counterclaimed for the recovery of 
the unpaid portion of the tax. Following 
a non-jury trial, judgment was entered in 
favor of the United States on its counter- 
claim. We affirm. 


I. Facts and Proceedings Below 


Following months of observation during 
late 1972 and 1973 the Department of Justice 
obtained a court: order, pursuant to 18 
U. S. C. § 2518, which found that there was 
probable cause to believe that Spatafore, 
Frank S. Pezzino, and others were operating 
an illegal bookmaking business, and author- 
ized special agents of the FBI to intercept 
communications made over Pezzino’s tele- 
phone. FBI agent Slattum monitored the 
wiretap and prepared a verbatim transcript 
of the conversations. The wiretap, which 
was conducted from November 16, 1973 
until December 1, 1973, revealed an illegal 
bookmaking operation with the wagers pri- 
marily on football games. Spatafore made 


* The Honorable William J. Jameson, Senior 


United States District Judge for the District 


of Montana, sitting by designation. 
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regular calls, inquiring about business and 
providing Pezzino with line information. 


On December 10, 1973, the tape record- 
ings were put under seal with instruction 
that the recordings be disclosed only upon 
the order of the court or as provided in 18 
U. S. C. §2517. Spatafore and Pezzino, 
based on the information obtained from the 
surveillance and the wiretap, were indicted 
on November 19, 1974. They were charged 
with conspiracy and interstate transmission 
of wagering information. In separate trials 
both were convicted. Spatafore pleaded nolo 
contendere to one count of the indictment on 
May 7, 1975. On the basis of this plea, he 
was found guilty of engaging in the busi- 
ness of betting and wagering, and of know- 
ingly using a telephone communication in 
such business. He was fined $7,500. 


In July, 1974, a special agent of the FBI 
transmitted a copy of the intercepted con- 
versations to Naurbon L. Perry, a special 
agent of the Internal Revenue Service (IRS) 
assigned to the Los Angeles Strike Force. 
In turn Special Agent Perry transmitted 
a copy of the wiretap transcript to Gene 
Nordlund, an IRS revenue agent, who made 
a tax assessment pursuant to 26 U. S. C. 
§ 4401, against Spatafore for the last four 


q 16,426 
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months of both 1972 and 1973 in the total 
amount of $77,829.60. 


On November 1, 1977, Spatafore brought 
an action seeking an injunction against col- 
lection of the tax. That suit was dismissed 
on the ground that Spatafore had an ade- 
quate remedy at law; i.e, he could pay the 
tax and sue for a refund. On March 27, 1978 
Spatafore paid tax on a $75.00 wager and 
on February 14, 1979, filed this action for 
a refund. The United States counterclaimed 
for the unpaid portion of the tax assessment. 


Following a trial on December 19, 1982, 
the district court found that the evidence 
produced by the United States failed to 
establish that Spatafore was involved in 
accepting bets and wagers on sporting 
events during the last four months of 1972. 
The court found, however, that the United 
States did produce sufficient evidence estab- 
lishing Spatafore’s involvement in the gam- 
bling operation for the period September 
through December, 1973; that Spatafore 
failed to carry his burden of showing the 
Commissioner’s assessment was wrong; and 
that Spatafore was subject to the 10% tax 
on wagers as imposed by section 4401 for 
the period September through December, 
1973, in the amount of $39,024.80. 


II. Contentions on Appeal 


Appellant contends that the district court 
erred in (1) denying plaintiff's motion to 
suppress the wiretap information; (2) find- 
ing that plaintiff was in the business of accept- 
ing wagers during the last four months of 
1973; (3) determining that the evidence was 
sufficient to sustain the computation and 
assessment of the tax for 1973; and (4) 
denying plaintiff's motion to Reriiee certain 
testimony as irrelevant. 


III. Denial of Motion to Suppress 
Wiretap Evidence 


Appellant contends that neither prere- 
quisite set by the court for disclosure of the 
wiretap information was satisfied. It is 
undisputed that the court did not order the 
disclosure. Appellant argues that the dis- 
clostire to the IRS was not author2-d by 


Les ! 


of the officer making or receiving the dis- 
closure.” The investigative or law enforce- 
ment officer receiving the contents of the 
disclosure may then “use such contents to 
the extent such use is appropriate to the 
proper performance of his official duties.” 
§ 2517(2). Any person receiving any au- 
thorized information concerning a wire or 
oral communication “may disclose the con- 
tents of that communication or . . . deriva- 
tive evidence while giving testimony under 
oath or affirmation in any proceeding held 
under the authority of the United States 
or of any State. ...”’ § 2517(3). 


Relying upon Fleming v. United States 
[77-1 ustc J 16,254], 547 F. 2d 872 (Sth Cir. 
1977), cert. denied, 434 U. S. 831 (1978), 
the district court held that section 2517 
permitted disclosure of the wiretap infor- 
mation to agents of the Internal Revenue 
Service. As noted by the district court, 
Fleming was an action by the executor of 
the estate of a taxpayer for refund of the 
wagering excise tax. FBI agents obtained 
authorization to intercept telephone conver- 
sations. The taxpayer was indicted for il- 
legal gambling activity and pleaded guilty 
to two counts. Both before and after the 
guilty plea, the FBI agents forwarded in- 
formation developed from the wiretap to 
IRS special agents who, in turn, disclosed 
the information to the IRS revenue agents. 
After a careful analysis of section 2517, the 
court held that under the facts of that case 
sections 2517(2) and 2517(3) permitted the 
disclosure. The court concluded that “evi- 
dence derived from communications law- 
fully intercepted as part of a bona fide 
criminal investigation that results in the 
taxpayer’s conviction may properly be ad- 
mitted in a civil tax proceeding, at least 
when the evidence is already part of the 
public record of the prior criminal prosecu- 
tion.” 547 F. 2d at 875. 


Appellant’s argument that the use by the 
IRS of the fruits of the surveillance was an 
unauthorized intrusion into his right to pri- 
vacy was also effectively answered in Flem- 
ing. The court balanced the need of the 
TRS for the information with the privacy 
interest that the individual retains in his 
communications even after the government 
intercepted them. It concluded: 

the strength of that Media! 
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The wiretap evidence here, as in Fleming, 
is a part of the record in a criminal case. 
We agree with the conclusion of the Fifth 
Circuit in Fleming? and hold that the dis- 
trict court properly denied plaintiff’s motion 
to suppress or exciude the wiretap evidence. 


IV. Sufficiency of Evidence 


Appellant next contends that there is in- 
sufficient evidence to support the district 
court’s finding that he was involved in 
wagering from September through Decem- 
ber, 1973. The wiretap revealed that Pez- 
zino was accepting wagers on football 
games and that appellant would make regu- 
lar calls to Pezzino, inquiring about busi- 
ness and providing line information. The 
wiretap was conducted from November 16 
until December 1. The district court found 
that appellant had been engaged in wager- 
ing throughout the football season, i.e., 
September through December. We cannot 
say that this finding was clearly erroneous. 
Bede Gives Peo2(a)a0 Wie areenot . leit 
with the definite and firm conviction that a 
mistake has been committed.” United States 
v. United States Gypsum Co., 333 U. S. 364, 
395 (1948). The district court drew a rea- 
sonable inference from the evidence pre- 
sented. 


V. Method of Calculating Wagers 


In a tax deficiency suit the Government 
has the initial burden of offering some sub- 
stantive evidence showing that the taxpayer 
received income from the charged activity. 
Weimerskirch v. Commissioner [79-1 ustc 
7 9359], 596 F. 2d 358, 360 (9th Cir. 1979). 
When this burden is met, the deficiency 
determination is presumed to be correct. 
The taxpayer must then come forward 
with sufficient evidence to support a finding 
contrary to the IRS’s determination. Rock- 
well v. Commissioner [75-1 ustc J 9324], 512 
F. 2d 882, 885 (9th Cir. 1975), cert. denied, 
423 U. S. 1015 (1976). If the taxpayer is 
successful in rebutting the presumption, the 
Government then carries the ultimate bur- 
den of persuasion in disputes over whether 
the taxpayer received certain funds as in- 
come. Jd. at 885-86. 


The Government used an extrapolation 
procedure to determine the total amount of 
wagers received by appellant during the 
last four months of 1973. The wiretap re- 
vealed that during the week of November 
17 to November 23 he received $24,253 in 
wagers on various football games. The 
Government found this amount to be rep- 
resentative of the football wagers taken in 
each week of the 16 week football season. 
For the 16 week period the Government 
determined that appellant received $388,048 
in football wagers. The wiretap also re- 
vealed a horse race wager of $2,200 which 
was added to the football wagers, making 
a total of $390,248. The excise tax on 
wagers made in 1973 was 10%. 26 U.S. C. 
§ 4401 (pre-1974 amendment which changed 
10% to 2%). The tax assessment was 
$39,024.80. 


The district court found that the Gov- 
ernment had produced evidence to support 
an inference of appellant’s involvement in 
taking wagers for the last four months of 
1973. Finding that he had not overcome 
the presumption of correctness which had 
attached, the court ordered appellant to pay 
the $39,024.80. 


In an attempt to rebut the presumption 
of correctness, appellant called as an expert 
witness a professor of accounting at San 
Diego State University. He testified that 
the amount of wagers received over a one 
week period has no relationship to wagers 
received for any other week, and that the 
extrapolation method was unreasonable. 
This court, however, has approved the 
Government’s method of determining total 
wagers: “Extrapolation is a permissible 
method of proving the volume of unre- 
ported wagers.” Schildcrout v. McKeever 
[78-2 ustc J 16,299], 580 F. 2d 994, 999 (9th 
Cir. 1978); Gordon v. Commissioner [77-2 
ustc. J 9747], 572 F. 2d 193, 195 (9th Cir. 
1977), cert. denied, 435. U. S. 924 (1978). In 
addition, as pointed out by the district 
court, appellant did not produce any records 
or other testimony which would establish 
the correct amount of bets and wagers dur- 
ing the assessment period. Appellant did 
not come forward with enough evidence to 
support a finding that the IRS’s assessment 


1 The case of Scott v. United States [83-1 ustc 
7 16,408], 573 F. Supp. 622 (M. D. Tenn. 1983), 
upon which appellant relies, is distinguishable. 
Scott was never charged or tried in any crim- 
inal prosecution. The evidence was not part of 
a public record. The court in Scott recognized 
this distinction. Note 18 at 628. 
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2See also Griffin v. United States [79-1 ustc 
16,310], 588 F. 2d 521 (5th Cir. 1979), where, 
under similar facts, the court followed Fleming 
in holding that duly authorized wiretap evi- 
dence of a wagering operation was properly 
admitted in a civil action seeking refund of 
money seized during law enforcement raids of 
their homes. 
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was erroneous. The district court correctly 
ordered him to pay the assessed amount. 


VI. Testimony of FBI agent Slattum 


Finally, appellant contends that the testi- 
mony of FBI agent Slattum is irrelevant to 
computations made by IRS revenue agent 
Nordlund. Nordlund had not communicated 
with Slattum when he assessed the taxes. 
Therefore, appellant argues, the court 
should have granted his motion to strike 
Slattum’s testimony. 


Rule 401 of the Rules of Evidence de- 
fines relevant evidence as “evidence having 
any tendency to make the existence of any 
fact that is of consequence to the determina- 
tion of the action more probable or less 
probable than it would be without the evi- 


dence.” Fed. R. Evid. 401. The Govern- 
ment had the burden of presenting 
evidence that appellant was involved in 
wagering. Weimerskirch v. Commissioner 
[79-1 ustc $9359], 596 F. 2d 358, 360 (9th 
Cir. 1979). Slattum’s testimony explained the 
significance of the intercepted telephone 
conversations. He testified that Pezzino, as 
appellant’s agent, accepted wagers over the 
phone. He explained that the line informa- 
tion given by appellant to Pezzino is the 
point spread on which wagers are based. 
Slattum’s testimony tends to make appel- 
lant’s involvement in wagering more prob- 
able. The district court correctly denied 
appellant’s motion to strike. 


Finding no reversible error, we affirm the 
judgment of the district court. 


AFFIRMED. 


[16,427] United States of America v. Busk, James W., Appellant. 
U. S. Court of Appeals, 3rd Circuit, No. 83-1391, 3/22/84. 


[Code Sec. 4424] 


Wagering taxes: Disclosure of information: Self-incrimination: Unfiled wagering 
records.—The disclosure to a grand jury of records of wagers kept by a taxpayer to 
enable him to carry on his wagering business did not compel reversal of his conviction 
for conducting an illegal lottery. The court found that the self-incrimination privilege 
of Code Sec. 4424 could not be invoked in response to the disclosure because the records 
in question were not furnished to the IRS in a return, surrendered in the course of an 
audit, or maintained for the purpose of making a return or submitting to an audit. Back 
reference: f 4164.01. 


Edward S. G. Dennis, Jr., United States Attorney, Walter S. Batty, Jr., Edward F. 
Borden, Jr., Assistant United States Attorneys, Philadelphia, Pa. 19106, for appellee. 
Stanford Shmukler, 1314 Chestnut St., Philadelphia, Pa. 19107, Edward Reif, 1760 
Market St., Philadelphia, Pa. 19107, for appellant. 


Before Gippons and Becker, Circuit Judges, and DumBAuLp, District Judge.* 
Opinion of the Court ik , 
James W. Busk The Motion To Dismiss the Indictment | 


Busk was tried and convicted of violating 
18 U.S. C. § 1955 once before. Because that 
conviction was based upon illegally obtained 
evidence which should have been sup- 
pressed, this court reversed the conviction 
and remanded for a new trial. United States 
v. Busk [82-2 ustc 116, 388], 693 F. 2d 28 
sue Cir, 1982): 


Gippons, Circuit Judge: 


appeals from a judgment of sentence im- 
posed following his conviction by a jury 
of conducting an illegal lottery in violation 
of 18 U. S. C. § 1955 (1982). He contends 
that the court erred in denying his motion 
to dismiss the indictment. H 


He also con- 
rt erred in denying his 
evidence comprising or 
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it was obtained by use, before the grand 
jury, of evidence which this court held 
should have been suppressed. The trial 
court denied the motion to quash. We 
hold that this ruling was correct. 


It is established that the exclusionary 
rule with respect to evidence obtained in 
violation of the fourth amendment is in- 
applicable to grand: jury proceedings, at 
least prior to the time a suppression order 
has been entered. United States v. Calandra, 
414 U. S. 338, 342-55 (1974). See also Cos- 
tello v. United States [56-1 ustc § 9321], 350 
U. S. 359 (1956) (inadequate or incompetent 
evidence before grand jury is no ground 
for quashing indictment); Lawn v. United 
States [58-1 ustc $9189], 355 U. S. 339 
(1958) (use of evidence before grand jury 
obtained in violation of privilege against 
self incrimination is not ground for quash- 
ing indictment). 

Relying on United States v. Serubo [79-2 
ustc § 9563], 604 F. 2d 807, 814-19 (3d Cir. 
1979), Busk urges that use of illegally ob- 
tained evidence before a grand jury is a 
form of prosecutorial misconduct which 
warrants the sanction of dismissal of the 
indictment. In Serubo we held that such a 
sanction is an appropriate exercise of our 
supervisory authority over the misconduct 
of prosecutors appearing before federal 
grand juries with the intent to improperly 
prejudice the grand jurors against a de- 
fendant. Jd. at 818-19. United States v. 
Calandra, supra, holds that the mere use of 
illegally obtained evidence does not so un- 
duly prejudice grand jurors as to warrant 
dismissal. 414 U.S. at 353-55. If, following 
the grant of a suppression motion,:a federal 
prosecutor were to present the same evi- 
dence to a grand jury, the application of 
the Serubo supervisory power rule might 
well be appropriate. But where, as here, 
the illegally obtained evidence is presented 
to the grand jury long before any sup- 
pression motion is made, that rule has no 
application. Thus the trial court did not 
err in denying Busk’s motion to quash the 
indictment. 

1The term ‘“‘return information’’ means— 

(A) a taxpayer’s identity, the nature, source, 
or amount of his income, payments, receipts, 
deductions, exemptions, credits, assets, liabili- 
ties, net worth, tax liability, tax withheld, de- 
ficiencies, over-assessments, or tax payments, 
whether the taxpayer’s return was, is being, or 
will be examined or subject to other investi- 
gation or processing, or any other data, re 
ceived by, recorded by, prepared by, furnished 
to, or collected by the Secretary with respect 


to a return or with respect to the determination 
of the existence, or possible existence, of lia- 


bility (or the amount thereof) of any person 
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II. 


The Motton to Suppress Evidence 
A. Busk’s Theory 


Busk’s motion to suppress evidence com- 
prising or obtained from return informa- 
tion within the meaning of the Internal 
Revenue Code presents an issue of first 
impression for this court. The motion was 
predicated on the confidentiality and dis- 
closure provisions of sections 4424 and 6103 
of that Code. See 26 U. S. C. § 4424 (1976); 
26 U. S. C. § 6103 (1976 & Supp. V 1981). 
Section 6103 deals with confidentiality of 
returns and return information generally. 
It provides that, except as expressly author- 
ized by Title 26, no person who has had 
access to tax returns or return information 
shall disclose such information in any man- 
ner. 26 U. S. C. §6103(a). Return infor- 
mation is defined broadly to include all data 
received by the Internal Revenue Service 
with respect to the possible liability of a 
taxpayer for penalty, tax, fine, interest, for- 
feiture or offense.‘ Its disclosure is ex- 
pressly authorized by sections 6103(c) 
through (o). Of the expressly authorized 
exceptions, the only one here relevant pro- 
vides: 


Returns and return information with 
respect to taxes imposed by chapter 35 
(relating to taxes on wagering) shall, 
notwithstanding any other provision of 
this section, be open to inspection by or 
disclosure only to such persons and for 
such purpose or purposes as are pre- 
scribed by section 4424. 


26 U. S. C. §6103(0) (2) (1976). 


The cross reference to section 4424 is to 
a specific nondisclosure provision in Chap- 
ter 35 of Title 26. That Chapter also im- 
poses an occupational tax on wagering. 
26 U. S. C. §§ 4401, 4411 (1976). Section 
4424(a) provides: 


(a) General Rule. 


Except as otherwise provided in this 
section, neither the Secretary nor any 
other officer or employee of the Treasury 


under this title for any tax, penalty, interest, 
fine, forfeiture, or other imposition, or offense, 
and 

(B) any part of any written determination 
or any background file document relating to 
such written determination (as such terms are 
defined in section 6110(b)) which is not open 
to public inspection under section 6110, 
but such term does not include data in a form 
which cannot be associated with, or otherwise 
identify, directly or indirectly, a particular 
taxpayer. . 
26. U.S. ee "3 6103(b) (2) (A) (1976 & Supp. V 


1981). 
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Department may divulge or make known 
in any manner whatever to any person— 


(1) any original, copy, or abstract of 
any return, payment, or registration made 
pursuant to this chapter, 


(2) any record required for making 
any such return, payment, or registration, 
which the Secretary is permitted by the 
taxpayer to examine or which is pro- 
duced pursuant to section 7602, or 


(3) any information come at by the 
exploitation of any such return, payment, 
registration, or record. 


26 U.S. C. § 4424(a). 


The records to which the suppression 
motion was directed were records of wagers 
obtained in two ways. One set of wager- 
ing records was retrieved from a storm 
sewer on October 18, 1978 by Internal 
Revenue Service Agents who observed 
Busk discarding them. Another set was 
obtained on May 11, 1979 when Internal 
Revenue Agents, executing search warrants, 
seized evidence from Busk’s home, auto- 
mobile, and person.? The United States 
concedes that records of wagers are records 
required for making a wagering tax return 
within the meaning of section 4424(a) (2). 


Section 4424(b) provides: 
(b) Permissible disclosure. 


A disclosure otherwise prohibited by 
subsection (a) may be made in connec- 
tion with the administration or civil or 
criminal enforcement of any tax imposed 
by this title. However, any document or 
information so disclosed may not be— 


(1) divulged or made known in any 
manner whatever by any officer or em- 
ployee of the United States to any 
person except in connection with the 
administration or civil or criminal en- 
forcement of this title, nor 


(2) used, directly or indirectly, in any 
criminal prosecution for any offense oc- 
curring before the date of enactment of 
this section. 


26 U. S. C. § 4424(b). This exception to the 
flat prohibition against disclosure in section 
4424(a) is explicit and narrow. Disclosure 
may not be made ead in connection arse 


Busk’s position with respect to suppres- 
sion is straightforward. The wagering rec- 
ords came into the possession of the Internal 
Revenue Service in connection with its ad- 
ministration of Title 26, and comprise rec- 
ords required for the making of a wagering 
tax return. Therefore, he argues, they fall 
within the prohibition against disclosure 
in section 4424(a), and their use in a prose- 
cution under 18 U. S. C. § 1955 is not a 
permissible disclosure under section 4424(b). 


B. The Government's Second Use Theory 


The government points out that Busk 
was prosecuted not only.for violation of 
18 U. S. C. § 1955, but also, in separate prior 
proceedings, for violation of the excise and 
occupational taxes on wagering. 26 U.S.C. 
§ 7201 (1976). Use of the retrieved and 
seized records, assuming the application of 
section 4424(a)(2) to them, was clearly 
permissible, under section 4424(b), in those 
prior proceedings. It is the government’s 
theory that once evidence, otherwise within 
the nondisclosure ambit of sections 6103 
and 4424, is made part of a trial record in 
any civil or criminal proceeding under the 
Internal Revenue Code, it is public for all 
purposes, including criminal prosecutions 
for non-revenue offenses. Thus, the govern- 
ment urges, it was permissible for the Justice 
Department to use that information in the 
section 1955 prosecution. 


To evaluate the validity of the govern- 
ment’s second use theory, one must con- 
sider the congressional intention in enacting 
section 4424, and the relationship between 
that statute and the privilege against self 
incrimination. Im Marchetti v. United States 
[68-1 ustc § 15,800], 390 U. S. 39, 60-61 
(1968) and Grosso v. United States [68-1 
ustc J 15,801], 390 U. S. 62, 70 (1968) the 
Supreme Court held that the privilege 
against self incrimination was a valid de- 
fense to a prosecution for noncompliance 
with the filing and registration require- 
ments of Chapter 35 of the Internal Revenue 
Code. That was so, because, as then en- 
acted, Chapter 35 mandated that the filings 
and registrations be maintained as public 
records. See 26 U. S. C. § 4412 (1964); 26 
U. S. C. §6107 (1964). The purpose of 

the reamed filings as public 
; available to 
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prosecuting authorities interested in the en- 
forcement of state and federal laws against 
wagering. The statutes compelling such 
public self incrimination were held to violate 
the fifth amendment. 


In reaction to Marchetti and Grosso, Con- 
gress amended Chapter 35 so as to prohibit 
disclosure or use against a taxpayer of 
wagering tax return information, except in 
connection with the administration or en- 
forcement of the Internal Revenue laws. 
Pub. L. No. 93-499, § 3(c)(1), 88 Stat. 1550 
(1974). This restriction, Congress believed, 
would place the records and filings within 
the “required records” doctrine of Shapiro 
v. United States, 335 U. S. 1 (1948), and 
outside the prohibition against compulsory 
self incrimination. 


Once the fifth amendment purpose ani- 
mating section 4424(a) is recognized, it is 
difficult, if not impossible, to read into that 
statute a second use exception. The most 
obvious example which comes to mind is 
a civil proceeding relating to the accuracy 
of a wagering tax return, which was duly 
filed and found to he entirely accurate. If 
such a civil proceeding resulted in making 
the return a public record, accessible to both 
state and federal prosecutors, the end result 
would he compulsory self incrimination 
just as surely as was the case prior to the 
enactment of section 4424(a). If the statute 
were to be read in such a manner it would 
be as vulnerable to fifth amendment chal- 
lenge as were the predecessor statutes 
invalidated in Marchetti and Grosso. Thus 
we do not rely on the circumstance, whether 
it was coincidental or deliberate, that the 
government chose to utilize the wagering 
records in an Internal Revenue Code case 
which antedated Busk’s prosecution under 


18 UreS, 181.955. 


C. An Alternative Theory 


But while we cannot accept the govern- 
ment’s second use theory because it is in- 
consistent with the statutory purpose of 
complying with the constitutional prohibi- 
tion against self incrimination, that same 
- purpose suggests appropriate limits to the 
application of section 4424(a). That section, 


like its more general counterpart, section 
6103(a), prohibits disclosure only by gov- 
ernment employees who come into posses- 
sion of information for the purpose of 
revenue enforcement. While these prohibi- 
tions against disclosure have one clear gov- 
ernmental purpose of facilitating the 
collection of revenue by encouraging com- 
pliance with the tax laws, they have another 
clear purpose, more significant to taxpayers, 
of assuring that the compulsory filing and 
record keeping provisions of the Code are 
not used as devices for compelled self in- 
crimination with respect to non-revenue 
matters. If the records in question have 
not been furnished to the Internal Revenue 
Service in a return, or surrendered in the 
course of an audit, and have not becn main- 
tained by the taxpayer, in compliance with 
the Internal Revenue Code for the purpose 
of making a return or submitting to an 
audit, then the self incrimination purposes 
of section 4424(a) are not implicated. 


In this case the district court found that 
Busk never filed the required wagering tax 
returns. The Court found, moreover, that 
Busk’s motivation for making the records 
was only to enable him to carry on his 
wagering business. These findings are not 
clearly erroneous. Indeed they are probably 
compelled by the undisputed evidence that 
some of the records were discarded in a 
storm sewer shortly after use. The court 
concluded that Busk “failed to show that 
these records were compelled to be kept 
by the statutory mandate of the wagering 
taxistatute.-7 Appsat 2195 Absent such 
a showing, we hold that at least in cases 
where the records have not been voluntarily 
presented to the Internal Revenue Service 
by a taxpayer, suppression on the authority 
of sections 6103(a) and 4424(a) of Title 26 
was not required. See United States v. 
Brian, 507 F. Supp. 761, 768-69 (D. R. I. 
1981). 


TTI, 


The motion to dismiss the indictment and 
the motion to suppress return information 
were both properly denied. The judgment 
appealed from will, therefore, be affirmed. 
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Highway vehicle use tax: Vehicles equipped to tow heavy trailers: Classification for 
tax purposes: Application of Rev. Rul. 76-294.—The IRS did not abuse its descretion 
when it applied Rev. Rul. 76-294 to utility trucks in use during tax years 1972 through 
1975 to determine that the trucks were truck-trailer combinations subject to a greater 
amount of highway use tax than had been paid by the taxpayers. The court found that 
differences between Rev. Rul. 76-294 and other rulings on the same subject show an 
evolution of a policy moving from making distinctions according to a case-by-case 
analysis of the way in which particular types of vehicles were “customarily used” to a 


more objective standard capable of general application. That objective standard approach — 


is consistent with the statute, the court said. Further, even if Rev. Rul. 76-294 was in- 
consistent with prior Rev. Rul. 57-547, the retroactive application of the former is not 
an abuse of discretion under the four criteria considered in Anderson, Clayton & Co. 
Back references: { 4543.54 and 4543.57. 


William Skewes, Timothy Fox, Kelly, Stanfield & O’Donnell, 500 15th St., Denver, 
Colo. 80202, for plaintiffs. Nancy Rice, Assistant United States Attorney, Denver, Colo. 
80294, Ludwig Adams, Department of Justice, Washington, D. C. 20530, for defendant. 


Memorandum Opinion and Order 


Matscu, District Judge: On October 25, 
1982, this court entered a Memorandum 
Opinion and Order on the defendant’s mo- 
tion for summary judgment. In then deter- 
mining that summary judgment could not 
be granted, this court found that there were 
issues of material fact on the limited ques- 
tion of the propriety of a retroactive ap- 
plication to the plaintiffs of Revenue Ruling 
76-294. Those issues came on for trial to 
the court on July 19, 1984, pursuant to an 
agreed pre-trial order entered May 24, 1984. 
The stipulations of facts contained in that 
pre-trial order are incorporated herein by 
this reference. 


The plaintiffs are utility companies or- 
ganized under Colorado law with their 
principal offices in Denver, Colorado. They 
own and use various types of special use 
utility trucks to perform a variety of func- 
tions. Most of those trucks were equipped 
with pintle hooks which have the rated 
capacity for pulling trailers with two or 
more axles or one-axle trailers with a 
gross weight of 6,000 pounds or more. For 
the tax years 1972 through 1975, the plain- 
tiffs filed or determined not to file Forms 
- 2290, Federal Use Tax Returns On High- 
way Motor Vehicles, 
understanding that these utility trucks were 
classified as “single units” under the Use 


ey Genet in the applicable regulations, 


(d), ening. tax- 


according to their 


The IRS disagreed and made the use 
tax assessments which form the basis for 
this tax refund suit. In the October 25, 
1982 ruling, this court ruled that the posi- 
tion taken by the IRS in Revenue Ruling 
76-294 was within its statutory authority. 
The plaintiffs’ contention is that the IRS 
abused its discretion in making this revenue 
ruling retroactive to the plaintiffs for the 
years in question. 26 U. S. C. §7805(b) 
provides that the Secretary ‘‘may prescribe 
the extent, if any, to which any ruling or 
regulation, relating to the internal revenue 
laws, shall be applied without retroactive 
effect.” A decision to make a retroactive 
application of a regulation or ruling is 
subject to limited judicial review. See, 
e.g., Dixon v. United States [65-1 ustc 
J 9386], 381 U. S. 68 (1965). - 


The defendant contends that there was 
no retroactive application of a revenue rul- 
ing because Revenue Ruling 76-294 and 
Revenue Ruling 57-547 are not inconsistent. 
The plaintiffs assert that the utility industry 
understood that Revenue Ruling 57-547 
made the purpose for which trucks were 
equipped with pintle hooks the determining 
factor in classification, and that that ap- 
proach was consistent with the understand- 
ing that the underlying statute, 26 U. S. C. 
§ 4482(b)(1), directed classification accord- 
ing to “customary use” 


classifying vehicles according to the ca- 


. pacity of che ai Se 


of trailers. The 
plaintiffs then argue that the IRS. changed 
its position in issuing the 1976 ruling by 


a, 
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sonnel, tools, and equipment, such as 
those ‘used by public utility companies 
in the maintenance and installation of 
poles, lines, pipe conduits, etc., which is 
equipped with a pintle hook or similar 
coupling device for pulling a pipe or 
pole dolly, tool or equipment trailer, or 
other similar lightweight trailer, is not 
“equipped for use in combinations.” 


Revenue Ruling 76-294 reads: 


Under the foregoing (A) a utility truck 
equipped with a pintle hook or similar 
coupling device suitable only for towing 
one-axled trailers with a gross vehicle 
weight of less than 6,000 pounds is not 
“equipped for use in combinations” and, 
therefore, is within the single unit cate- 
gory of the use tax schedule. 

(B) A utility truck equipped with a 
pintle hook or similar coupling device 
suitable for towing a trailer with two or 
more axles, or a one-axled trailer with a 
gross vehicle weight of 6,000 pounds or 
more is a truck “equipped for use in 
combinations” and therefore is within 
the truck-trailer combination category 
of the use tax schedule. 


It is immaterial whether in (A) and 
(B) above the trucks contain crew com- 
partments. 

The lightweight, special purpose trailers 
referred to in Rev. Rul. 57-547 are of 
the type described in (A) above that do 
not form a combination when coupled 
with a truck. Accordingly, the holding in 
Rev. Rul. 57-547 is not applicable to the 
utility trucks described in the instant case 
since they are of the type described in 
(B) above, and are classified as truck- 
trailer combinations within the meaning 
of section 41.4482(b)-1(d) of the regula- 
tions. 

Rey. Rul. 57-547 is modified to state 
the position on utility trucks equipped with 
pintle hooks or similar coupling devices 
to tow heavier trailers. 

The plaintiffs contend that further support 
for the reasonableness of their understand- 
ing of Revenue Ruling 57-547 and reliance 
upon it is shown in the various versions of 
Publication No. 349 found in Plaintiffs’ 
Exhibit No. 9 and other revenue rulings 
prior to 1976. 


Read in full context, the difference be- 
tween these two rulings is in the emphasis 
on the size and carrying capacity of the 
pintle hooks used on the vehicles. What is 
shown in a reading of the other revenue 
rulings introduced into evidence, together 
with the internal IRS General Counsel 
Memoranda, is the evolution of a policy 
moving from making distinctions according 
to a case-by-case analysis of the way in 
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which particular types of vehicles were 
“customarily used” to a more objective 
standard capable of general application 
without particularizing as to purposes. That 
objective standard approach is consistent 
with the statute in this court’s view. 


Even if the two rulings are inconsistent, 
the retroactive application of Revenue Rul- 
ing 76-294 is not an abuse of discretion 
under the four criteria considered in Ander- 
son, Clayton & Co. v. U. S. [77-2 ustc 
1 9727}, 562 F. 2d 972 (5th Cir. 1977), cert. 
denied, 436 U. S. 944. The plaintiffs have 
made a persuasive case of their reliance on 
their understanding of the law in making 
the business decision to equip most of the 
vehicles with the heavy-duty pintle hooks. 
It is clear that the primary purpose of that 
approach was to increase the functional 
utility of each vehicle by making more 
functions possible with it. The extent to 
which that reliance can be considered justi- 
fiable is reduced by the lack of certainty in 
the description in Revenue Ruling 57-547 
itself, and by the fact that the other revenue 
rulings were requested because of that un- 
certainty under the factual variations pre- 
sented. 


Indeed, the plaintiffs assert that classifi- 
cation of utility vehicles was discussed dur- 
ing an audit for the taxable years 1966 and 
1967, and in connection with a proposed 
deficiency for the periods ending June 30, 
1968 through March 30, 1972, resulting in a 
settlement which was finalized on Decem- 
ber 20, 1974. In the course of those discus- 
sions, the Denver District Director received 
an IRS National Office Technical Advice 
Memorandum, dated October 2, 1974, which 
was contrary to the plaintiffs’ contention, 
and which was also contrary to the settle- 
ment. The settlement does not, of course, 
constitute a basis for any estoppel of the 
defendant in this case, and the plaintiffs’ 
awareness of the subject Technical Advice 
Memorandum supports the defendant’s con- 
tention that the plaintiffs’ reliance on their 
understanding was not justified for the 
years in question here. 


The plaintiffs attempt to show implicit 
congressional approval by referring to the 
technical amendment to the Highway Rev- 
enue Act of 1982 made by the Tax Reform 
Act of 1984. The 1982 enactment incorpo- 
rated the essence of Revenue Ruling 76-294 
by the addition of Code Section 4482(c) (5). 
The technical amendment provides that no 
inference for past periods is to be drawn 
from the subject amendment. Accordingly, 
it is the view of this court that Congress 
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determined to take a neutral position with 
respect to the question of retroactive ap- 
plications. 


The plaintiffs have also contended that 
other utility companies have made similar 
challenges to the position of the IRS, and 
that industry committees attempted to avoid 
the adoption of Revenue Ruling 76-294. 
This court agrees with the defendant that 
such evidence supports the wisdom of the 
policy of using an objective standard for 
classification of vehicles to create more 
uniformity among taxpayers. 


On the factor of an “inordinately harsh 
result,” the plaintiffs argue that the com- 
panies are subject to rate regulation and can 
only pass on to the rate-payers the costs 
which are known at the time of a rate 
change application. Accordingly, the eco- 
nomic effect of the retroactive application 
of Revenue Ruling 76-294 cannot be a 
pass-on cost to customers, but must be 
taken out of the profits to shareholders. 
There is nothing tu indicate that a reduc- 
tion of net profits to shareholders will 
cause a collapse of the plaintiff companies, 


and the unavailability of an opportunity to 
pass costs on to customers is of no legal 
significance in this case. 


Upon the foregoing, the court finds and 
concludes that the position of the defendant 
with respect to the assessments questioned 
in this case is fully supported by the law 
and does not constitute an abuse of dis-- 
cretion. Accordingly, the plaintiffs’ claims. 
for refund should be denied and judgment 
should enter for the defendant on its coun- 
terclaims. Because of an uncertainty with 
respect to the amounts of the counter- 
claims against the particular plaintiffs, the 
court will require the parties to file a com- 
putation of those amounts. 


Upon the foregoing, it is 


ORDERED, that the issues are found in 
favor of the defendant and against the 
plaintiffs, and counsel for the parties shall, 
within ten (10) days, file an agreed state- 
ment of the amounts to be included in the 
judgment to be entered in favor of the 
defendant and against the plaintiffs. 


[7 16,429] Storall Manufacturing Company, Incorporated, Appellant v. United States 


of America, Appellee. 


U.S. Court of Appeals, 8th Circuit, No. 84-1396, 2/25/85. 


[Code Sec. 4061(b)(2), repealed by P. L. 98-369, effective 1/7/83] 


Motor vehicle tax: Parts and accessories: Exemption from tax: Pickup truck parts.—. 
A manufacturer of storage boxes for pickup trucks was not entitled to an exemption 


from the manufacturers excise tax on parts and accessories (Code Sec. 4061(b)(2)) be- 


cause pickups are classified as taxable light duty trucks and not as nontaxable passenger 


automobiles. The appeals court said the district court correctly concluded that the altera- 
tions Congress has made to Code Sec. 4061 since its enactment and the discussions sur- 
rounding those changes demonstrate an intent that the exemption for parts and accessories 
to passenger vehicles not apply to pickup trucks. Back reference: {| 1047.01. 


Robert I. White, Chamberlain, Hrdlicka, White, Johnson & Williams, 1100 Milam 
Street, Houston, Tex. 77002, for appellant. Michael J. Roach, Department of Justice, 
Washington, DG. 20530, for appellee. 


Before ArNnoLp, Circuit Judge, HENLeEy, 
Judge. 
HENLEy, Senior Circuit Judge. Storall 


Manufacturing Company, Incorporated filed 
n di trict court to recover excise taxes 


Senior Circuit Judge, and Gisson, Circuit 


ing summary judgment and dismissing its 
complaint. We affirm. 


Appellant manufactures and sells steel 
storage boxes designed to be used with 
x yhoo the pier: 1978 through 
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trucks.” The application of this tax can 
be summarized as follows: 


I. R. C. § 4061 is composed of four parts. 
Section 4061(a)(1) imposes a 10% manu- 
facturer’s excise tax on all truck bodies 
and chassis (including parts and acces- 
sories sold on or with the truck). Section 
4061(a)(2) exempts from this tax sales of 
light-duty pickup trucks (and parts sold 
on or with the truck). Section 4061(b) (1) 
imposes an 8% tax on a part or accessory 
for a truck if it is sold in a separate 
transaction. Finally, § 4061(b)(2) exempts 
from the 8% tax sales of parts and acces- 
sories suitable for use on a “passenger 
automobile.” The code does not provide 
a definition of the term “passenger auto- 
mobile.” 


Luben Industries, Inc. v. United States [83-1 
ustc {| 16,400] 707 F. 2d 1037, 1038 n. 1 (9th 
Cir. 1983) (emphasis in original). 


Storall asserts that, while its boxes are 
parts and accessories, excise taxes are not 
due on their sales because pickup trucks 
are passenger vehicles, not cargo vehicles, 
and as such their parts and accessories are 
exempt from the tax under § 4061(b)(2). 
Appellant argues that pickups should be 
so classified through a factual analysis of 
whether they are generally used for trans- 
porting passengers or cargo, and concludes 
that because pickup trucks are used mainly 
for carrying passengers, they are passenger 
vehicles. 


Appellant has not precisely framed the 
issue. The question here is not whether a 
pickup truck is in fact a passenger vehicle 
but rather, as the district court stated, 
“whether in enacting section 4061, Congress 
meant to extend the tax exemption included 
in section 4061(b)(2) to parts and acces- 
sories sold in connection with pickups.” 


Storall, 585 F. Supp. at 788 (emphasis in 
original). 


Generally, in determining the propriety of 
an order granting summary judgment, the 
evidence is viewed in a light most favorable 
to the nonmoving party, and the movant 
has the burden of establishing that no 
genuine issue of material fact remains and 
the case may be decided as a matter of 
law. Fields v. Gander, 734 F. 2d 1313, 1314 
(8th Cir. 1984) ; Snyder v. United States, 717 
F. 2d 1193, 1195 (8th Cir. 1983); Buller v. 
Buechler. 706 F. 2d 844, 846 (8th Cir. 1983). 
However, the question presented is purely 
one of legislative interpretation, not one of 
fact. Since tax exemptions are a matter of 
legislative grace, and as such are narrowly 
construed, a party seeking to gain benefit, 
as appellant does here, carries the burden 
of demonstrating that the exemption ap- 
plies to its situation. Bingler v. Johnson 
[69-1 ustc § 9348], 394 U. S. 741, 751-52 
(1969); Holt v. Commissioner [66-2 usTC 
1 9576], 364 F. 2d 38, 40 (8th Cir. 1966); 
Luben, 707 F. 2d at 1041; see Levy v. Com- 
missioner [84-1 ustc 9470], 732 F. 2d 1435, 
1436 (9th Cir. 1984). 


Appellant has failed to carry this burden. 
After an exhaustive examination of the 
statute, its legislative history and the case- 
law interpreting this section, the district 
court concluded that the alterations Con- 
gress has made to § 4061 since its enact- 
ment, and the discussions surrounding those 
changes, demonstrate an intent that the 
exemption for parts and accessories to pas- 
senger vehicles not apply to pickup trucks. 
Storall, 585 F. Supp. at 795. 


Appellant’s arguments do not persuade 
us that error has been committed; thus on 
the basis of the district court’s well-reasoned 


~- opinion, 1d:, we affirm, 


[f 16,430] El Paso Truck Terminal, Inc., Plaintiff v. United States of America, 
Defendant. Petro, Inc., Plaintiff v. United States of America, Defendant. 


U. S. District Court, West. Dist. Tex., EP-83-CA-204, 2/14/85. 


[Code Sec. 4041(a)(1)] 


Diesel fuel tax: Alleged overpayments of tax: Doctrine of equitable estoppel: Use 
of “agents” to pay tax.—A United States district court has granted summary judgment 
against two retailers of diesel fuel that contended that they are entitled to a refund of the 
diesel fuel taxes assessed against them by the IRS because their suppliers had already 
paid these excise taxes. Reg. § 48.6416(a)-1(c) makes no mention of an entitlement to tax 
refunds or credits in a situation where the retailers’ suppliers have agreed to pay the tax, 
the court said. Also, an argument by the retailers that they shouldn’t have to pay the 
alleged tax deficiencies because their suppliers had paid the taxes for them was rejected. 
The transactions leading to the retailers’ excise tax liability and the payment of excise — 


Federal Excise Tax Reports qi 6,43 0 


A 
fos 


a 


U.S. Tax Cases 


El Paso Truck Terminal, Inc. v. U.S. 


taxes by their suppliers were wholly separate, the court said. The doctrine of equitable 
estoppel did not apply in this case. Back references: {] 323.02 and 5517.01. 


Memorandum Opinion and Order 


Hupsretu, District Judge: The Plain- 
tiffs in these consolidated cases have sued’ 
for the refund of alleged overpayments of 
the diesel fuel excise tax. 26 U. S. C. 
§ 4041(a) (1980). The Government has 
filed counterclaims against both Plaintiffs, 
alleging that each owes unpaid diesel fuel 
excise taxes for the years 1976 and 1977, 
plus interest and penalties. All parties have 
filed for summary judgment and have stip- 
ulated the accuracy of a “Statement of 
Undisputed Facts” submitted by the De- 
fendant. For summary judgment purposes, 
such a stipulation is treated as an admission. 
United States v. DeWitt, 265 F. 2d 393, 400 
(5th _Cir.), cert. denied, 361 U. S. 866 
(1959); 10A C. Wright & A. Miller, Federal 
Practice and Procedure § 2724 n. 10 (1983). 
The Court finds that there are no disputed 
issues of material fact, and that summary 
judgment is appropriate. 


El Paso Truck Terminal, Inc. (herein- 
after El Paso) and Petro, Inc. are both 
truck stops owned by Crinco Investments, 
Inc. During 1976 and 1977, El Paso and 
Petro purchased diesel fuel for resale and, 
for the most part, reported the excise tax 
on this fuel at the time it was purchased. 
The exception to this practice occurred 
when Plaintiffs purchased their diesel fuel 
from two suppliers, Trans Star and West- 
Mex and, on certain sales to Petro, from 
C & R Distributing Co. (another Crinco- 
owned company). After an audit of El Paso 
and Petro, the Internal Revenue Service 
concluded that the two companies failed 
to report their diesel fuel excise taxes on 
the basis of sales figures during 1976 and 
1977. Based on their recalculations, the 
Internal Revenue Service came up with the 
following set of overpayments and under- 
payments for each Plaintiff: 


Overpayments Underpayments 
(No asterisk) (*) 
EL PASO 


QUARTER PETRO 


$ 3,251.63 


payments. Additionally, Petro was assessed 
a failure-to-pay-tax penalty for the third 
quarter of 1976. On June 27, 1979, El Paso 
paid the deficiency and interest for its 
underpayment in the fourth quarter of 1977 
and simultaneously filed a refund request 
for this amount, claiming that its agent had 
paid these taxes. Petro did the same rela- 


‘tive to its underpayment in the first quarter 


of 1977. Both claims were rejected on 
September 24, 1982. On June 27, 1983, 
both Plaintiffs filed suit in this Court seek- 
ing the above-mentioned refunds. On August 
26, 1983, the Government filed counter- 
claims for all the noted deficiencies along 
with interest and statutory penalties. The 
cases were consolidated on January 11, 
1985. El Paso Truck Terminal, Inc. is 
seeking $406.52 plus interest; Petro, Inc. 
requests as relief $2,695.23 plus interest; 
and the Government requests judgments 
against Petro for $31,952.07 plus interest 
and statutory penalties, and against El 
Paso for $15.80 with interest and penalties. 


The pivotal transactions in this suit in- 
volve the sale of diesel fuel to Plaintiffs by 
C & R Distributing Co., Trans Star, and 
West-Mex. Under the relevant purchase 
agreements, Plaintiffs agreed to pay the 
sellers the amount of excise tax that would 
attach to the fuel upon resale. In return, 
the sellers agreed to, and did in fact, report 
and pay these taxes to the Internal Revenue 
Service. During 1976 and 1977, Petro and 
El Paso paid $35,275.92 and $1116.32, re- 
spectively, to these sellers as payment for 
the expected excise taxes. In the case of 
sales by C & R, a decision had been made 
by Crinco Investments (owner of all three 
companies) that the taxes would be paid 
in this fashion, As for the transactions in- 
volving Trans Star and West-Mex, the 
payment scheme stemmed from an oral 
agreement between EI] Paso, Petro and 
Dale Drake; Drake owned a one-half in- 
terest in Trans Star and acted as sole 
proprietor of West-Mex. 


The diesel fuel excise tax in question is 
provided for in Section 4041(a) of the 
Internal Revenue ode which, as it cea 
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Under 26 U. S. C. §6302(a) (1967), the 
‘Secretary of the Treasury is responsible 
for establishing regulations controlling the 
collection of taxes where “. . . the mode or 
time for collecting any tax is not provided 
for by [the Internal Revenue Code] ... .” 


A review of the tax code reveals that 
no special provisions for the collection of 
diesel fuel excise taxes have been made in 
the code itself. As a result, the Secretary 
-has published the following regulations in 
Volume 26 of the Code of Federal Regula- 
‘tions: 


“Reg. § 48.4041-1 Tax on diesel fuel and 
Special motor fuel (TD 6505, filed 11-25-60.) 


“Section 4041, in general, imposes an 
‘excise tax at the retail level on the sale 
of diesel fuel for use as a fuel in a diesel- 
powered highway vehicle and on the sale 
of special motor fuel for use as a fuel 
for the propulsion of a motor vehicle, 
motorboat, or airplane. A tax is also 
imposed when such liquids are purchased 
tax free and subsequently used for one 
of the above-mentioned purposes, or when 
such liquids are purchased at one rate 
‘of tax and a higher rate of tax applies as 
-a result of the type of use made of the 
liquids.” 


“Reg. § 48.4041-2 Application of tax on 
-Sale of diesel fuel. (TD 6505, filed 11-25-60; 
amended TD 6574, filed 10-10-61.) 


“(a) In general. The tax imposed by 
paragraph (1) of section 4041(a) applies 
to the sale of diesel fuel by any person 
to an owner, lessee, or other operator of 
a diesel-powered highway vehicle for use 
as a fuel in such vehicle. The tax applies 
on diesel fuel sold for use in a diesel- 
powered highway vehicle, whether the 
vehicle actually is employed in highway 
or off-highway use. 


“(b) Liability for tax. The tax on the 
sale of diesel fuel is payable by the per- 
son who sells such fuel to the owner, 
lessee, or other operator of a diesel- 
powered highway vehicle.” 


“Reg. § 48.4041-4 Sales of diesel anl spe- 
cial motor fuel; rules of general application. 
(TD 6505, filed 11-25-60.) 


“(a) Taxability of liquid delivered into 
purchasers’ tanks. The sale of diesel fuel 
to an owner, lessee, or other operator 
_of a diesel-powered highway vehicle, or of 
special motor fuel to an owner, lessee 
or other operator of a motor vehicle, 
motorboat, or airplane shall be considered 
a taxable sale of such liquid (1) if the 
liquid is delivered by the seller into the 
fuel supply tank of the vehicle, motor- 
boat, or airplane, or (2) where not so 
delivered, the purchaser indicates in writ- 
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ing to the seller prior to or at the time 
of the sale that the entire quantity of 
the liquid covered by the sale is for use 
by him for a taxable purpose as a fuel 
in such vehicle, motorboat, or airplane. 
If such a written statement is not fur- 
nished by the purchaser, he shall be liable 
for the tax at the applicable rate on that 
quantity of the liquid which is used by 
him as fuel in such a vehicle, motorboat, 
or airplane (see § 48.4041-5), or which 
is sold by him in a taxable transaction. 


“(b) Sales for resale and to consignees. 

“(1) A sale to a dealer for resale is not 
subject to tax even though it is known 
at the time of the sale that the liquid 
will be resold by such dealer for use as 
a fuel in a diesel-powered highway vehi- 
cle, or in a motor vehicle, motorboat, or 
airplane. 


“(2) The tax is payable by the person 
who makes the taxable sale. Where a 
taxable liquid is consigned to a person 
for sale and the consignor retains own- 
ership in such liquid until it is disposed 
of by the consignee, the consignor is the 
person liable for the tax when a taxable 
sale of the liquid is made by the con- 
signee. In the event the consignor does 
not retain ownership in the taxable liq- 
uid, the consignee is the person liable 
for the tax upon the taxable sale of such 
liquid. See paragraph (d) of § 48.4041-7 
for definition of the term ‘taxable liquid.’” 
As the preceding regulations make clear, 

Plaintiffs, and not their suppliers, were 
responsible for the payment of the diesel 
fuel excise taxes to the Internal Revenue Serv- 
ice. Sections 48.4041-2(b) and 48.4041-4(b) (1) 
speak directly to this point. Furthermore, 
Plaintiffs make no contention, and the 
evidence does not support a claim, that the 
fuel in question was “consigned” to them 
and, therefore, subject to the taxation 
scheme of § 48.4041-4(b) (2). 


Similarly, Plaintiffs have no viable claim 
for a refund or tax credit under the regu- 
lations. 26 C. F. R. §48.6416(a)-1(c) 
states that a retailer subject to diesel fuel 
excise taxes may receive a refund or credit 
only if it submits: 

(a) a statement showing that it did not 


include the tax in the purchase price of 
the fuel, or 


(b) a statement showing that it repaid 
the tax to the purchasers, or 


(c) the written consent of the pur- 
chaser allowing such refund or credit. 


This regulation makes no mention of an 
entitlement to refunds or credits where the 
retailer’s supplier agrees to pay the tax. 
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Thus, under the regulatory scheme, Plain- 
tiffs’ case is untenable. Treasury regulations 
like the ones involved in this case will not 
be held invalid by the Courts unless they 
are “unreasonable and plainly inconsistent 
with the revenue statutes.” Faygo Beverages, 
Inc. v. United States [81-1 ustc ] 16,357], 
640 F. 2d 27, 28 (6th Cir. 1981). 


In the face of the regulatory scheme 
which overwhelmingly supports the Gov- 
ernment’s position, Plaintiffs claim that 
they are not liable for the alleged tax 
deficiencies because their “agents” paid the 
taxes for them. There is neither statutory 
nor common law authority in support of 
this proposition. While the Supreme Court 
has recognized the doctrine of “equitable 
estoppel,” Rothensies v. Electric Storage 
Battery Co. [47-1 ustc $9106], 329 U. S. 
296 (1946), the doctrine does not apply to 
this case. Under this doctrine, a taxpayer 
may raise, as a defense to the Government’s 
assessment of a tax deficiency, the fact that 
someone else has already paid the tax on 
the transaction in another proceeding. 
However, the doctrine’s scope is limited; 
in order to be applicable, the tax payment 
which the plaintiff seeks to set off against 
his own and the plaintiff’s deficiency must 
arise out of the same transaction. As the 
Court explained: 


“Tt [the doctrine of ‘equitable recoup- 
ment’] has never been thought to allow 


one transaction to be offset against an- 
other, but only to permit a transaction 
which is made subject of suit by a plain- 
tiff to be examined in all its aspects, and 
judgment to be rendered that does justice 
in view of the one transaction as a 
whole.” Id. at 299 


Here, the transactions leading to (1) Plain- 
tiffs’ excise tax liability and (2) the pay- 
ment of excise taxes by their suppliers 
were wholly separate. The supplier, appar- 
ently improperly, paid the taxes as a result 
of the sale of diesel fuel to Plaintiffs. 
Plaintiffs’ liability resulted from the sale 
of the fuel to owners, lessees, or other op- 
erators of diesel- powered highway vehicles. 
The Government is not, therefore, equitably 
estopped from collecting these taxes from 
Plaintiffs. 


It is therefore ORDERED that Plain- 
tiffs’ motions for summary judgment be, 
and they are hereby, DENIED. 


It is further ORDERED that the De- 
fendant’s motions for summary judgment 
be, and they are hereby, GRANTED. 
Judgment should be entered in the amount 
of $31,932.07 plus interest and applicable 
statutory penalties against Petro, Inc. and 
$15.80 plus interest and applicable statu- 
tory penalties against El Paso Truck Ter- 
minal, Inc. 


{| 16,431] Consolidated Edison Company of New York, Inc., Plaintiff v. United 


States of America, Defendant. 


U. S. District Court, So. Dist. N. Y., No. 84 Civ. 1167 (CBM), 4/9/85. 


[Code Secs. 4481 and 4482] 


Highway vehicle use tax: Definitions: Truck-trailer combinations: Evidentiary 
finding.—A United States district. court..has ruled that for purposes of imposing the 
highway vehicle use tax, the IRS can properly tax a taxpayer’s trucks as truck-trailer 
combinations rather than as single units without making a factual showing that the trucks 
are “customarily used” in combination with the taxpayer’s trailers. As for the taxpayer’s 
claim that the Commissioner abused his discretion in applying Rev. Rul. 76-294 retroac- 
tively, the court said this argument is flawed in two ways. First, as clearly established by 
the legislative history accompanying the Highway Revenue Act of 1982, the “equipped 
for use” standard is not a change from previous law. Second, the court said that neither 
the Internal Revenue Code itself nor case law compels the court to find that the Com- 
missioner abused his discretion in applying the ruling in question retroactively. Back 
references: {| 4543.57 and 4543.75. 


Ernest J. Williams, James F. McMahon, 4 Irving Pl., New York, N. Y. 10003, for 
plaintiff. Rudolph W. Giuliani, United States Attorney, Gerald Ts Ford, Assistant United 
States Attorney, New York, N. Ye 10007, for defendant. ; 
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Opinion 
Mottey, Chief Judge: 


BACKGROUND. In this action the plain- 
tiff, Consolidated Edison Company of New 
York, Inc., ~[hereinafter “Con Edison”], 
seeks a refund from the defendant, United 
States of America, of $284,859, plus statu- 
tory interest, paid to the defendant to sat- 
isfy highway motor vehicle use tax assess- 
ments for the taxable years ending June 30, 
1973 through June 30, 1977. The Internal 
Revenue Service, [hereinafter “IRS’’], based 
the assessments on plaintiff's undisputed 
ownership of utility trucks equipped with 
pintle hooks suitable for towing trailers 
having a gross weight in excess of 6,000 
pounds. Con Edison paid the assessed taxes 
and subsequently, on April 1, 1981, filed a 
claim for refund with the IRS. The plain- 
tiff received formal notice from the IRS, 
dated February 22, 1982, stating that its 
claim for refund was denied. This Court 
has jurisdiction over this action for refund 
under 28 U. S. C. § 1346(a)(1). Both plain- 
tiff and defendant have filed motions for 
summary judgment. For the reasons set 
forth below, the defendant’s motion for 
summary judgment is granted and the plain- 
tiff’s motion for summary judgment is denied. 


DISCUSSION. The issue presented be- 
fore this court is whether the IRS may 
properly tax the plaintiff’s trucks as truck- 
trailer combinations, rather than as single 
units, without making a factual showing 
that the trucks are “customarily used” in 
combination with plaintiff’s trailers.” It is 
this court’s opinion that the IRS may tax 
the trucks in this manner. 


Section 4481(a) of the Internal Revenue 
Code, 26 U. S. C. [§] 4481(a) (1982), im- 
poses a tax on the “use of any highway motor 
vehicle which (together with the . . . trailers 
¢customarily used in connection with high- 
way motor vehicles of the same type as 
such highway motor vehicle) has a taxable 
gross weight of more than 26,000 pounds.” 
Section 4482(b) of the Code provides that 


“Tt]axable gross weight shall be determined 
under regulations prescribed by the Secre- 
tary (which regulations may include formu- 
las or other methods for determining the 
taxable gross weight of vehicles by classes, 
specifications, or otherwise).”™ Pursuant 
to this section, the Commissioner promul- 
gated Treasury Regulation 41.4482(b)-1(d), 
which provides a schedule of taxable gross 
weights for certain categories of motor ve- 
hicles. Any vehicle within a certain classi- 
fication is deemed to have a specified gross 
weight regardless of its actual weight. Sub- 
section (d)(3) of this Treasury Regulation 
classifies vehicles of a specified weight 
which are “equipped for use in combina- 
tions” as truck-trailer combinations. It is 
within this category that the IRS has classi- 
fied plaintiff's trucks. 


The classification of plaintiff’s trucks by 
the IRS is consistent with Revenue Ruling 
76-294, 1976-2 Cum. Bull. 364, which con- 
cluded that a utility truck equipped with a 
pintle hook or similar coupling device suit- 
able for towing a trailer with two or more 
axles, or a one-axled trailer with a gross 
weight of 6,000 pounds or more is a truck 
“equipped for use in combinations” and is 
properly classified within the truck-trailer 
combination category. 


The plaintiff, however, asks this Court to 
find as a matter of law that in Revenue 
Ruling 76-294 the Commissioner’s classifi- 
cation of a motor vehicle as a “truck-trailer” 
combination for highway use tax purposes 
without a factual determination as to 
whether this type of truck is “customarily 
used” in this fashion is erroneous and in- 
consistent with the language of sections 
4481 and 4482- of the Internal Revenue 
Code. More specifically, the plaintiff urges 
that the “equipped for use in combinations” 
distinction which Revenue Ruling 76-294 
utilizes as a basis of classification is unrea- 
sonable and in conflict with the “customarily 
used” language of the statutory provision 
under which it was promulgated and is 


1 Although there existed an initial confusion 


between the parties as to the plaintiff’s specific © 
claim in this case, the court acknowledges, and 


the defendant has been properly notified, that 
the plaintiff has not argued that its trucks may 
be taxed as truck-trailers only if those particu- 
lar trucks are actually customarily used with 
trailers. Such an interpretation of sections 4481 
and 4482 clearly would be precluded by the 


language of those provisions, since sections 4481 


and 4482 refer not to trailers customarily used 
with the taxable vehicle, but rather to trailers 
customarily used with vehicles of the same type 
as the taxable vehicle. The plaintiff asks, 


Federal Excise Tax Reports —_ 


rather, that the defendant be required to deter- 
mine whether vehicles of the type owned by the 
plaintiff are ‘‘customarily used’’ with trailers. 
Accordingly, the court's decision was reached 
in consideration of the plaintiff's actual claim. 
2 The Highway Revenue Act of 1982, Pub. L. 
No. 97-424, 96 Stat. 2097, increased the weight 
figure to 33,000 pounds for the taxable periods 
beginning July 1, 1984. . ; 
3The authority delegated to the Secretary of 
the Treasury under section 4482(b) is equally 
given to his delegate, the Commissioner of In-— 


‘ternal Revenue, pursuant to 26 U. S. C. sections 


7701(a)(11)(B) and 7701(a) (12) (i). 
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hence arbitrary and capricious. Plaintiff’s 


argument, however, is erroneous. 


It is undisputed that the trucks at issue 
here are equipped with pintle hooks ‘* capa- 
ble of towing trailers in excess of 6,000 
pounds. Such trucks are clearly “equipped 
for use in combinations” within the mean- 
ing of Treasury Regulation 41.4482(b)-1(d). 
Moreover, Revenue Ruling 76-294 expressly 
holds that the trucks at issue here classify 
as truck-trailer combinations within the 
meaning of the Regulation. It is important 
to note at the outset that “the role of the 
judiciary in cases of this sort begins and 
ends with assuring that the Commissioner’s 
regulations fall within his authority to im- 
plement the congressional mandate in some 
reasonable manner.” United States v. Correll 
[68-1 ustc J 9101], 389 U. S. 299, 307 (1967). 
As stated by the Supreme Court, Treasury 
Regulations ‘must be sustained unless un- 
reasonable and plainly inconsistent with the 
revenue statutes.” Commissioner v. South 
Texas Lumber Co. [48-1 ustc 5922], 333 
U. S. 496, 501 (1948); accord, Fulman v. 
United States [78-1 ustc J 9247], 434 U. S. 
528, 533 (1978); Bingler v. Johnson [69-1 ustc 
7 9348], 394 U. S. 741, 749-51 (1969); Com- 
missioner v. Portland Cement Co. of Utah 
[81-1 ustc J 9219], 450 U. S. 156, 169 (1981). 
Similarly, although revenue rulings do not 
have the binding effect of Treasury Regula- 
tions, “they do have the force of legal prece- 
dents unless unreasonable or inconsistent 
with the provisions of the Internal Revenue 
Code”, Dunn v. United States [79-1 uste 
1 9295], 468 F. Supp. 991, 993 (S. D. N. Y. 
1979), and “should be sustained even though 
there may be another reasonable reading 
which the court might think preferable.” 
Nico v. Commissioner, 565 F. 2d 1234 (2d 
Cir. 1977). For as stated by the Supreme 
Court: 


Alternatives to the Commissioner’s .. . 
rule are of course available. Improve- 
ments might be imagined. But we do not 
sit as a committee of revision to perfect 
the administration of the tax laws. Con- 
gress has delegated to the Commissioner, 
not to the courts, the task of prescribing 


“all needful rules and regulations for the’ 


enforcement” of the Internal Revenue 
Code. 26 U. S. C. § 7805(a). 
United States v. Correll, 389 U. S. at 306-07. 
This court does not find as a matter of law 
that the Commissioner’s use of an “equipped 
for use in combinations” standard in classi- 


fying the plaintiff’s trucks as “truck-trailer 
combinations” is either unreasonable or in 
conflict with the statutory provisions. 


The legislative history of Sections 4481 
and 4482 clearly reveals that Congress did 
not intend to require the Commissioner to 
make a case by case factual inquiry into 
whether or not a taxpayer’s trucks were 
actually customarily used in combination 
with trailers. The report of the Senate 
Committee on Finance states: 


As indicated above, this tax is imposed 
on the basis of the “taxable gross weight” 
of a highway motor vehicle. “Taxable 
gross weight” generally is the unloaded 
weight of the highway motor vehicle fully 
equipped for service together with any 
semitrailer or trailer equipped for service 
customarily used in connection with mo- 
tor vehicles of the type in question whether 
or not so used in connection with a particlar 
vehicle with respect to which the tax is 
imposed. . . . In practice it is anticipated 
that the treasury department will develop 
formulas or classifications for determin- 
ing the weight of different trucks. 


S. Rep. No. 2054, 84th Cong., 2d Sess. at 8, 
reprinted in 1956 Cum. Bull. 1308, 1313 (em- 
phasis added). Furthermore, the “equipped 
for use in combinations” standard has been 
in the regulations since their initial prom- 
ulgation in 1956. See Treas. Dec. 6216, 
1956-2 Cum. Bull. 895, 902. In 1982 Con- 
gress expressly codified that standard effec- 
tive July 1; 1984. The Highway Revenue 
Act of 1982, Pub. L. No. 97-424, 96 Stat. 
2097, amended Section 4482 to add subsec- 
tion (c)(5) which provides: 


(5) Customary use 


A semitrailer or trailer shall be treated 
as customarily used in connection with a 
highway motor vehicle if such vehicle is 
equipped to tow such Somiates or 
trailer. 


Pub. L. No. 97-424, title V, § 513(c)(1), 96 
Stat. 2179, 2182. 


The legislative history accompanying the 
1982 Act expressly demonstrates that the 
amendment to the statute was intended to 
clarify existing law rather than change the 
law. In the House Report accompanying 
the 1982 Act Congress stated: 


The definition of taxable gross weight 
is not modified by the bill. However, the 
bill makes it clear that a semitrailer or 
trailer is to be treated as customarily 


4A ‘pintle hook is a mechanism 1 that can be 
attached to the back | of a motor vehicle en- 
abling it to pull a trailer or other ee of 
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used in connection with a highway motor 
vehicle if the vehicle is equipped to tow 
the semitratler or trailer. 


H. Rep. No. 97-945, 97th Cong., 2d Sess. at 
17-18 (1982). As noted by defendant, in 
explaining the provisions of the 1982 Act, 
Congress stated that it modifies current. law 
by (1) raising the highest taxable gross 
weight of a vehicle not subject to tax from 
26,000 pounds to 33,000 pounds, (2) chang- 
ing the rate of tax from a flat amount per 
1,000 pounds to a graduated amount, (3) 
exempting from the tax a vehicle that is 
used on the public highways less than 2,500 
miles during a taxable period and (4) 
terminating the tax as of October 1, 1988. 
H. Rep. No. 97-945, 97th Cong., 2d Sess. at 
17-18. The district court in Northern Illinois 
Gas Co. v. United States [83-1 ustc J 16,392], 
554 F. Supp. 371 (N. D. Ill. 1983), aff’d 
[84-2 ustc J 16,422] 743 F. 2d 539 (7th Cir. 
1984), held that the plaintiff’s trucks in 
that case which were equipped with the 
same type of pintle hooks as the plaintiff's 
trucks in the case at bar, were properly 
taxed as vehicles “equipped for use in 
combinations” under 26 U. S. C. section 
4481 and that Revenue Ruling 76-294 was 
in accord with this statutory provision. 
Id. at 374. While addressing the plaintiff’s 
motion for reconsideration and amendment 
of that decision, see 560 F. Supp. 928 (1983), 
the court interpreted the provisions of the 
Highway Revenue Act of 1982 and stated 
that it is clear 


Congress made no statement to the effect 
that the provision classifying vehicles 
according to the manner in which they 
are equipped represents a change in the 
law. What Congress did say is that “the 
bill makes it clear” that the vehicles shall 
be classified in such a manner. The 
meaning of “customary use’ is specifically 
not among the modifications enacted; in- 
stead, it is the opinion of the Court that 
_by specifically including the section. of 


the Act relating to customary use, Con- 
gress merely sought to clarify what was 
an ambiguity which had formed the basis 
of this and other litigation. 


560 F. Supp. at 929 (citations omitted). 
This court is in full agreement that this is 
the proper interpretation of the intention 
of Congress in enacting the 1982 Act.® 


Therefore, both the clear language of 
sections 4481 and 4482 of the Code and 
the legislative history support defendant’s 
taxation of plaintiff’s trucks as truck-trailer 
combinations. Section 4481 imposes a tax 
on the use of any vehicle which, together 
with the trailers customarily used in con- 
nection with vehicles “of the same type”, 
has a certain gross weight. The “customary 
use” in the statute defines the type of trailer 
which may be included in the weight com- 
putation for the vehicle. The statute does 
not specify that the trailer actually be cus- 
tomarily used with the taxable vehicle, but 
only that the trailers be of the kind custom- 
arily used with that type of vehicle. No 
evidentiary showing that the taxpayer’s 
vehicles are so used is required. Section 
4482 allows the Secretary to prescribe reg- 
ulations to determine the gross weight of 
a vehicle and is expressly authorized to 
use formulas or other methods for deter- 
mining the taxable gross weight of vehicles 
by classes, specifications, or otherwise. 
That determination clearly includes a deci- 
sion whether to classify a vehicle as the 
type customarily used in combination with 
trailers. Pursuant to Section 4482 Treasury 
Regulation 41.4482(b)-1(d) was promul- 
gated, classifying vehicles “equipped for use 
in combinations” in the gross weight cate- 
gory for truck-trailer combinations. Because 
plaintiff’s vehicles are so equipped, they 
were properly taxed within that category. 
There is no unreasonable or conflicting 
application of Congress’s intent contained 
within Revenue Ruling 76-294 and, there- 


5The issue here at bar has been squarely 
dealt with in three previous cases with con- 
flicting results. In Pacific Gas and Electric Co. 
v. United States [82-1 ustc { 16,376], 664 F. 2d 
1133 (9th Cir. 1981), the court interpreted the 
statute and regulations as requiring a finding 
of fact as to whether the trailer is actually 
“customarily used’’ with the vehicle. In both 
Northern Illinois Gas Co. v. United States [83-1 
ustc { 16,392], 554 F. Supp. 371 (N. D. In. 
1983), aff’d [842 ustc f 16,422], 743 F. 2d 539 
(7th Cir. 1984), and Northern States Power Co. 
v. United States [81-2 ustc { 16,375], 663 F. 2d 
55 (8th Cir.), cert. denied, 456 U. S. 965 (1981), 
however, the courts held that the ‘‘equipped 
for use’’ standard in the Treasury Regulations 
and in the Revenue Rulings was within the 
discretion given to the Secretary of the Treas- 
ury in the statute. Accordingly, the courts held 
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f 


that under this standard no factual determina- 
tion need be made. This court also notes that 
it has taken into consideration the various 
United States Claims Court decisions submitted 
by the plaintiff. 

While all of these decisions are well reasoned 
and their respective holdings reasonable, this 
court is of the opinion that, in light of the 
discretion given to the Secretary of the Treas- 
ury and his delegate the Commissioner, and 
the legislative history accompanying sections 
4481 and 4482 of the Internal Revenue Code, as 
well as the recent statements by Congress in 
the legislative history accompanying The High- 
way Revenue Act of 1982, supra, the “equipped 
for use’ standard adopted by the Seventh and 
Eighth Circuits is in accordance with Con- 
gress’ s intent and the preferred view. 
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fore, plaintiff’s request to hold this ruling 
void is denied. 


In addition to plaintiff’s first claim, it 
also argues, in the alternative, that even 
if Revenue Ruling 76-294 is not unreason- 
able and plainly inconsistent with the 
revenue statute, the Commissioner abused 
his discretion in applying the ruling retro- 
actively to its tax years ending June 30, 
1973 through June 30, 1976. In support of 
this contention plaintiff claims that Revenue 
Ruling 76-294 represents a major change 
in the Commissioner’s interpretation of 
sections 4481 and 4482 and thus, requires 
the Commissioner to apply such a change 
prospectively only. Plaintiff's Brief p. 16. 
Plaintiff reasons that since Revenue Ruling 
57-547 has as its basis the “customary usage” 
standard, the “equipped for use” standard 
utilized in Revenue Ruling 76-294 is thus 
in conflict with the earlier interpretation 
of the law and may not be given retroactive 
effect. This argument, however, is flawed 
in two significant ways. 


First, as clearly established by the legis- 
lative history accompanying The Highway 
Revenue Act of 1982, the “equipped for 
use” standard is not a change from previous 
law. Moreover, the plaintiff's assertion that 
Revenue Ruling 57-547 contains a “cus- 
tomarily used” standard of classification 
is in this court’s opinion inaccurate. 


Revenue Ruling 57-547, 1957-2 Cum. Bull. 
789, held that a utility truck ‘which is 
equipped with a pintle hook or similar coup- 
ling device for pulling a pipe or pole dolly, 
tool or equipment trailer, or other similar 
light-weight trailer, is not ‘equipped for use 
in combinations.’ Rather, it is to be classi- 
fied as a ‘single unit’ vehicle for the pur- 
poses of determining its taxable gross 
weight under the use tax schedule set forth 


in Section 41.4482(b)-1(c) of the Regula- 


tions.” Id. at 790-91. Revenue Ruling 57-547 
did not even address the issue of whether 
a utility truck equipped with a pintle hook 
capable of pulling a heavy trailer—as plain- 
tiff’s trucks are so equipped in this case— 
is a truck-trailer combination, nor did it 
require a factual finding that these vehicles 
were “customarily used” in a certain fash- 
ion. Moreover, the use of a coupling de- 
vice’s pulling capacity, the “equipped for 
use” standard, to determine the truck’s 
classification has been consistently used 
in other Revenue Rulings. See Revenue 

Ruling 72-109, 1972-1 Cum. Bull. 351 (dis- 
' tinguishing between trucks equipped with 
coupling devices to tow lightweight ae 
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and those equipped to tow heavy trailers); 
Revenue Ruling 74-513, 1974-2 Cum. Bull. 
377 (trucks equipped to pull lightweight 
“brush chipper’ trailers are single units); 
Revenue Ruling 75-297, 1975-2 Cum. Bull. 
443 (trucks equipped with hitches designed 
for towing lightweight portable grain ele- 
vators are single units). Hence, we find 
no basis to the plaintiff's assertion that 
Revenue Ruling 76-294 is in conflict with 
Revenue Ruling 57-547. As stated by Judge 
Weinfeld in Dunn v. United States [79-1 
ustc J 9295], 468 F. Supp. 991 (S. D. N. Y. 
1979), the retroactive application of a ruling 
is appropriate where a ruling is “declarative 
of the evolving common law of federal in- 
come taxation.” Jd. at 995. 


Second, even assuming, as the plaintiff 
asserts, that Revenue Ruling 76-294 modi- 
fied the law in some manner and that the 
Commissioner’s retroactive application of 
it was to the detriment of the plaintiff, 
neither the Internal Revenue Code itself 
nor case law compels this court to find 
that the Commissioner abused his discretion in 
applying Revenue Ruling 76-294 retroactively. 


Section 7805(b) of the Code confers 
broad authority upon the Secretary, (and in 
turn his delegate the Commissioner), t 
make tax rulings and regulations retro- 
active. Section 7805(b) provides: 


The Secretary may prescribe the extent, 
if any, to which any ruling or regulation, 
relating to the internal revenue laws, 
shall be applied without retroactive effect. 


Id. In Revenue Procedure 68-37, 1968-2 
Cum. Bull. 926 it was established that every 
revenue ruling is to be accorded retro- 
active treatment unless some specific state- 
ment of nonretroactivity is included by the 
Commissioner. The Supreme Court has 
gone so far, in recognizing these, principals, 
[sic] to hold that the IRS may give retroactive 
application to a revenue ruling that reversed 
its previous acquiescence in a decision of 
the Tax Court. Dixon v. United States [65-1 
ustc § 9386], 381 U.S. 68, 75-80 (1965). 
The Court in Dixon found that the Com- 
missioner had a rational basis upon which 
toimake his ruling and even though a tax- 
payer may have relied to his detriment on 
the Commissioner’s mistake, he had not 
abused his discretion in making it retro- 
active. The Court stated, 


Congress has seen fit to allow the Com- 

missioner to correct mistakes of law, 

and in § 7805(b)_ has’ elven puny a ei 
sf , 


mmerce Clearing | House, Inc. 
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Td. at 80. 


Thus, similar to judicial precedent, “Rev- 
enue [R]Julings are to be accorded retro- 
active treatment absent some compelling 
reasons to the contrary.” Dunn, supra, at 
995. This court would be justified in refus- 
ing to give retroactive effect to regulations 
and rulings where “they would alter estab- 
lished principles of tax law implicitly 
approved by Congress, lead to unequal treat- 
ment among similarly situated taxpayers, 
or be unduly harsh if applied to a specific 
case.” Jd. None of these problems, how- 
ever, are present in this case. Revenue 
Ruling 76-294 did not represent a major 
change in tax law and is both reasonable 
and consistent with the intent of Congress. 
Nor does the ruling’s retroactive applica- 
tion run the risk of treating similarly situ- 
ated taxpayers unequally. Finally, in light 
of the great amount of discretion afforded 
to the Commissioner to apply Revenue 


Rulings retroactively in section 7805(b), 
it cannot be found that the result in this 
case would be unduly harsh. For as recog- 
nized in Dunn, “[t]o the extent that the 
ruling is declarative of the evolving com- 
mon law of federal income taxation, its 
retroactive application against plaintiff is 
not unwarranted.” Id. at 995. 


Thus, given the legislative history of 
Sections 4481 and 4482, which makes clear 
that neither Revenue Ruling 76-294 nor 
Treasury Regulation 41.4482(b)-1(d) were 
unreasonable or inconsistent with the lan- 
guage of the Code or Congress’s intent, 
and the fact that the Secretary and Com- 
missioner are expressly given the authority 
to use various reasonable methods and 
formulas in administering the tax laws, the 
plaintiff's vehicles were properly classified 
by defendant as truck-trailer combinations 
for the purposes of assessing the highway 
use tax. 


[16,432] Alabama Power Company, Plaintiff v. United States of America, 


Defendant. 


U. S. District Court, No. Dist. Ala., So. Div., Civil Action No. 83-AR-3014-S, 4/22/85. 


[Code Secs. 4481 and 4482] 

Highway vehicle use tax: Truck-trailer combinations: Vehicles equipped with pintle 
hooks: Taxpayer’s burden of record keeping: Taxpayer’s burden of proof in its claim.— 
A United States district court has ruled against a utility company that had questioned 
the amount of highway vehicle use tax it had to pay on its pintle hook equipped vehicles 
because the taxpayer failed to meet both a burden of record keeping and a burden of 
proof in its claim for a refund. The court said the taxpayer clearly failed to keep a 
complete and detailed record with respect to its claim for refund as required by Reg. 
§ 41.6001-1(c). Further, a taxpayer cannot meet his burden of proving that an assess- 
ment is wrong or establishing the correct amount he owes solely by uncorroborated oral 
testimony. The court also rejected the taxpayer’s use of the “Cohan rule,’ saying that 
Cohan (2 ustc {/489) is clearly distinguishable. Back references: ff 4543.47, 4543.75, 
and 4606.01. 

Marshall Timberlake, William E. Shanks, Jr., Balch, Bingham, Baker, Ward, 
Smith, Bowman & Thagard, P. O. Box 306, Birmingham, Ala. 35201, for plaintiff. Frank 
Donaldson, United States Attorney, Caryl P. Privett, Assistant United States Attorney, 
Birmingham, Ala. 35203, Paul E. Pelletier, Department of Justice, Washington, D. C. 


20530, for defendant. 
. Memorandum Opinion 


ACKER, Jr., District Judge: When is a 
“truck-trailer” a “truck trailer combina- 
tion”? The court gave its answer to this 
question in its memorandum opinion of 
‘December 13, 1984. In ruling in favor of 
Alabama Power Company (APC) on the 
issue of liability vel non the court found 
that the Internal Revenue Service (IRS) 
cannot substitute an “equipped for use test” 
under Revenue Ruling 76-294, 1976-2 Cum. 
Bull. 394 for an actual determination of 
what constitutes “customary use” in com- 
puting the road use tax for APC vehicles 
equipped with “pintle hooks”. The court 
further ruled that only vehicles which are 
not only equipped with the hooks but which 


Federal Excise Tax Reports 


pull heavy duty trailers over 50% of the 
time during use are subject to the addi- 
tional road use tax. The court then ordered 
a trial at the request of either party if an 
appropriate amount of tax could not be 
computed by agreement. Failing to agree, 
APC requested a trial on the refund. The 
trial was held on March 27, 1985. At the 
close of the testimony, the United States 
(on behalf of the IRS) moved for involun- 
tary dismissal under Rule 41(b), F. R. 
Civ. P., and offered no testimony. The 
court took the case under advisement and 
gave the parties a briefing schedule. After 
having considered the testimony and the 
briefs submitted by the parties, the court 
now concludes that the motion for involun- 
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tary dismissal is due to be granted because 
APC has not made out a case. 


APC has two burdens which are sepa- 
rate but may overlap. First, APC has the 
burden of record keeping. Second, 
the burden of proof in a claim for a re- 
fund. APC argues that it has no duty to 
keep records in light of the fact that the 
court has already found that Revenue Rul- 
ing 76-294 is inconsistent with the Internal 
Revenue Code (Code) provisions and ap- 
plicable Treasury Regulations. APC fur- 
ther argues that even if Revenue Ruling 
76-294 was correct it does not require APC 
to keep records. Lastly it argues that if 
APC (or any other taxpayer) later chal- 
lenges a tax imposed, the taxpayer should 
not be required to recreate records which 
it was not required to keep in the first 
place in order to prove its case. These 
arguments beg the question. One might 
ask: “Why, if APC intended to challenge 
an IRS ruling which it felt was erroneous 
and contrary to the Code, did APC fail to 
keep records which would support its 
claim”? Even through hindsight, APC has 
not provided a suitable answer to this 
question. 


APC won the battle but lost the war. It 
succeeded in obtaining an adjudication that 
the Revenue Ruling is inconsistent with the 
Code. Yet it does not get a refund. Why? 
APC has the burden of record keeping. 
The Code and the Regulations require a 
potential payer of the federal road use tax 
to keep records in order to compute and to 
justify the amount of tax due. See 26 U. S. C. 
§6001; 26 C. F. R. §§ 41.4482(a)-1(d), 
41.6001-1(a), 41.6001-1(c). Section 6001 
of the Code allows the IRS to require a 
taxpayer to keep sufficient records to deter- 
mine if a taxpayer is liable for a tax and, 
if so how much. Treas. Reg. 41.6001-1(a), 
invoking Section 6001, in pertinent part: 


(a) Every person in whose name any 
highway motor vehicle having a taxable 
gross weight in excess of 26,000 pounds 
(see the schedule of taxable gross weights 
prescribed by § 41.4482(b)-1) is registered 
at any time in the taxable period shall 
keep records sufficient to enable the dis- 

_ trict director to determine whether such 

- person is liable for the tax and, if so, the 
amount thereof. 


it has - 


such highway motor vehicle. Taxable 
gross weight of a highway motor vehicle 
is determined with reference to the sum 
of (1) the actual unloaded weight of such 


highway motor vehicle (fully equipped 
(2) the actual unloaded 


for service); 
weight of any one or more trailer or 
semitrailers (fully equipped for service) 
customarily used in combination with 
highway motor vehicles of the same type 
as such highway motor vehicle; and (3) 
the weight of the maximum load cus- 
tomarily carried on highway motor ve- 
hicles of the same type as such highway 
motor vehicle and on any one or more 


trailers or semitrailers customarily used 


in combination with highway motor ve- 
_hicles of the same type as such highway 
motor vehicle. 


Treas. Reg. 41.4482(b)-1(d), which estab- 


lishes the applicable schedule of taxable 
gross weights, states in pertinent part: 


(d) The following schedule of taxable 
gross weights, based on the sum of the 
weights referred to in paragraph (a) of 
this section, is hereby prescribed for tax- 


able periods beginning on or after July 


1, 1969. Any highway motor vehicle 


which falls in one of the categories shown. 


in the following schedule shall be con- 
sidered, for purposes of the regulations 


in this part, to have the taxable gross 


weight assigned to such category. Any 
highway motor vehicle which does not 
fall on one of the categories shown in 
the following schedule shall be consid- 


ered, for purposes of the regulations in 


this part, to have a taxable sess weight | 


of 26,000 pounds or less. 
1. Single units: 


(a) 2 axle truck equipped for use Lae 


a single unit with actual unloaded weight 


of 13,000 pounds or more. aa .27,000 


[pounds] 
26 C. F. R. § 41.4482(b)-1(d). 


Treas. Reg. 41.4482(b)-1(d) is particularly 
significant because J. C. Castleberry, APC’s | 
manager of automotive transportation, ad- 
~ mitted under cross-examination that all of 


the vehicles in question were at least tax- 
able as single units with an unloaded 
weight (or GVWR) of 13,000 pounds. Thus, 


under the Regulations lawfully promul-. 


gated pursuant to Section 6001, APC was 


required to keep records on the use of the. 
vehicles in question so that the highway 


use tax could be determined. 


Sd 
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tional amount, addition to the tax, or 
assessable penalty, shall keep a com- 
plete and detailed record with respect to 
the claim. 


26 C. F. R. § 41.6001-1(c). 


APC clearly failed to “keep a complete and 
detailed record with respect to its claim”. 
APC does not seem to want to challenge 
the authority of the IRS to promulgate 
this regulation, and it has not explained or 
excused its own noncompliance. 


APC’s second burden is one of proof in 
this court. It is axiomatic that the burden 
is on the taxpayer to establish that he 
does not owe a tax, or if he owes less than 
claimed by the IRS, the correct amount. 
Southwestern Life Insurance Co. v. Umited 
States [77-2 ustc 99674], 560 F. 2d 627, 
635 (5th Cir. 1977), cert. denied 435 U. S. 
995, 98 S. Ct. 1647 (1978), citing Helvering 
v. Taylor [35-1 ustc J 9044], 293 U. S. 507, 
55 S. Ct. 287 (1935). In order to obtain a 
refund, the taxpayer must prove that the 
Commissioner’s calculation is wrong and 
then prove the correct amount of the tax 
owed. United States v. Janis [76-2 ustc 
7 16,229], 428 U. S. 433, 440, 96 S. Ct. 3021, 
3025 (1976). 


APC argues it has met this burden 
through Castleberry’s oral testimony and 
Castleberry’s affidavit. Castleberry, as 
APC’s manager of automotive transporta- 
tion, admits that the derrick trucks pull 
trailers more than 50% of the time. He 
estimates that the other trucks pull trailers 
only 10 to 15% of the time. Castleberry’s 
estimates are based on his personal obser- 
vations not made in anticipation of a tax 
controversy. Problems appear in this 
“proof”. A taxpayer cannot meet his burden 
of proving that an assessment is wrong, or 
the correct amount he owes, solely by un- 
corroborated oral testimony. Griffin v. 
United States [79-1 usrc § 16,310], 588 F. 2d 
521, 530 (5th Cir. 1979); Carson v. United 
States [78-1 ustc { 16,280], 560 F. 2d 693, 
699 (Sth Cir. 1977). Admittedly, these 
cases involve taxes on wagering income, 
but the principle there enunciated is equally 
applicable in this case. The basis or ra- 
tionale for the requirement of adequate 
record keeping is to keep the taxpayer from 
being able to meet his burden of proof by 
casual recollection. Put another way, where 
a taxpayer fails to keep records, he cannot 
make it up by the use of oral testimony. 
Webb v. Commissioner [68-1 ustc { 9341], 
394 F. 2d 366, 373 (Sth Cir. 1968). 
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APC in a last-ditch attempt to save its 
earlier victory uses as its “Pickett’s charge” 
the so-called “Cohan rule’. See Cohan v. 
Commissioner [2 ustc 489], 39 F. 2d 540 
(2nd Cir. 1930): The “Cohan rule’ is gen- 
erally recognized as allowing oral testi- 
mony by a taxpayer to prove his claim 
where there are no records. APC argues. 
that Castleberry’s testimony and affidavit 
are sufficient proof under the “Cohan rule” 
to establish that APC owes no, tax on all 
vehicles except the derrick trucks. Castle- 
berry testified that the other trucks were 
used with the heavy duty trailers only 10 
to 15% of the time. He bases his estimation 
on personal observations made during his 
travels throughout the territory served by 
his office. APC urges the court to deter- 
mine a refund based on what it says is 
Castleberry’s “uncontradicted testimony”. 
The court respectively disagrees that 
Castleberry’s testimony is uncontradicted. 
Castleberry admitted under cross examina- 
tion that his estimates were based on per- 
sonal sightings made from his office window: 
and on infrequent visits to over 200 plants: 
covering a 45,000 square mile area, and 
were not based on written records. This 
constitutes no more than a confession that 
APC failed to meet its burden, i.e., record 
keeping. It does not meet the test of Boeing: 
v. Shipman, 411 F. 2d 365 (5th Cir. 1969), 
that substantial evidence is required in order 
to prove the essential elements of a case. 


The Eleventh Circuit, in a _ recent 
pronouncement concerning the “Cohan 
rule”, has stated that despite the. rule, the 
burden of proof remains with the taxpayer. 
Ellis Banking Corp. v. Commissioner [82-2 
usTc | 9630], 688 F. 2d 1376, 1383 (11th 
Cir. 1982). In discussing the “Cohan rule”, 
the Ells Banking. panel writes: 


We agree, of course, that the taxpayer 
generally has the burden of proof. But, 
under the “Cohan rule”, if it is clear that 
the taxpayer is entitled to some deduc- 
tion, but he cannot establish the full 
amount claimed, it is improper to deny 
the deduction in its entirety. Instead, 
the court should estimate to the best of 
its ability, retaining always the power. 
to “bear [ ] heavily ... upon the tax- 
payer whose inexactitude is of his own 
making”. Cohan v. Commissioner [2 ustc 
1489], 2 Cir. 1930, 39 F. 2d 540, 544 (L. 
Hand, J.). 


Ellis Banking Corp, 688 F. 2d at 1383. 


In the footnote, the panel further defines 
the burden. ii 


The Cohan rule does not in any way 
shift the burden of proof. Stated another 
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way, it simply provides that the failure of 
the taxpayer to establish the exact 
amount to which he is entitled should not 
lead the court to ignore that the tax- 
payer met his burden of proof on his en- 
titlement to, some deduction. (emphasis 
supplied). 
Ellis Banking Corp., 688 F. 2d at 1383 n. 12. 
In Cohan there was no specific statutory 
record-keeping requirement as there is in 
the present case. Cohan is clearly distinguish- 
able. Even if the “Cohan rule” were ap- 
plicable, APC has not met the burden of 


proof under Ellis Banking. There is no sub- 


stantial proof that the vehicles in question 
were not used more than 50% of the time 
with the trailers. The burden is on APC, 
not on the IRS. As a practical matter 


' America. 


established an entitlement to a refund only 
through the records it was required to keep 
under the Code. 


APC having failed to meet either of its 
two burdens, a judgment will be entered 
against APC and in favor of the United 
States. 


Final Judgment 


‘In conformity with the accompanying 
Memorandum Opinion, it is 


ORDERED, ADJUDGED and DE- 
CREED that JUDGMENT is ENTERED 
in favor of defendant United States of 


Plaintiff shall have and recover 
NOTHING of defendant. 


and as a matter of law, APC could have Costs are taxed against plaintiff. 


[16,433] Garrison R. Armstrong, Plaintiff-Appellant v. United States of America, 
Defendant-Appellee. 


U. S. Court of Appeals, 9th Circuit, No. 83-6356, 5/7/85. 


[Code Sec. 4261 and U. S. Constitution] 


Transportation of persons by air tax: Validity of legislation increasing the air trans- 
portation tax: Alleged violation of U. S. Constitution’s origination clause when Congress 
passed the original legislation.—The Court of Appeals at San Francisco (CA-9) has up- 
held the validity of the Tax Equity and Fiscal Responsibility Act of 1982, which increased 
the air transportation tax by three percent. The court rejected the taxpayer’s contention 
that TEFRA is invalid because Congress had violated the origination clause of the United 
States Constitution when it had passed the original legislation. The court concluded that 
once a revenue bill has been initiated in the House, the Senate is fully empowered to pro- 
pose amendments even if their effect will be to transform a proposal lowering ‘taxes into 
one raising taxes. Back reference: {| 2366.01. 


Lawrence S. Branton, Branton, Wilson & Armstrong, 701 B Street, San Diego, Calif. 
92101, for plaintiff-appellant. Carleton Powell, Department of Justice, Waskutgton, D. C. 
20530, for defendant-appellee. 


Before Ery,* FLetcHeEr, and REINHARDT, Circuit Judges. ; aay 
Opinion ; Mf; 
FLetcHer, Circuit Judge: Background © 
In 1982 Armstrong paid a $5.18 excise 
taxceon! a commercial airline ticket. Be- 
cause TEFRA increased the excise tax on 
domestic flights from five to eight percent, 


Armstrong maintains that TEFRA raised 
the amount of tax he paid on galits fiche A 


Garrison R. 


Armstrong appeals from the district court’s 
order dismissing his tax refund action. 
Armstrong contends that Congress violated 
the origination clause of the Constitution, 
: art. ils ie os when it t passed 
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clause, which requires that all bills for rais- 
ing revenue originate in the House of Rep- 
resentatives. The IRS disallowed his claim, 
and Armstrong filed a refund action in dis- 
trict court. The district court dismissed 
Armstrong’s suit, and he timely appealed. 


ae 
Justiciability 


The government contends that Armstrong’s 
challenge to TEFRA’s constitutionality 
raises a non-justiciable political question, 
since it is premised upon the method by 
which Congress enacted TEFRA. Accord- 
ing to the government, Congress specifically 
determined that TEFRA originated in the 
House, and concluded that its enactment 
was therefore constitutional. The govern- 
“ment maintains that we should defer to 
these findings by Congress, see Rostker v. 
Goldberg, 453 U. S. 57 (1981), out of “ ‘re- 
spect due to coequal and independent de- 
partments, and the need for finality and 
certainty about the status of a statute.” 
Baker v. Carr, 369 U. S. 186, 214 (1962) 
(quoting Marshall Field & Co. v. Clark, 143 
U. S. 649, 672 (1891)). 


We disagree. Although Congress has an 
obligation to enact legislation that it deems 
to be constitutional, its determination that 
a particular statute is constitutional does 
not foreclose or relieve this court from 
conducting its own analysis of that issue. 
See INS. v. Chadha, 103 S. Ct. 2764, 2779 
(1983). Although courts are especially re- 
luctant to interfere with the internal work- 
ings of the legislature, they may not shirk 
from their duty “to give full effect to the 
provisions of the Constitution relating to 
the enactment of laws,” Marshall Field, 143 
U. S. at 670, and they cannot stand powerless 
in the face of a manifestly unauthorized 


exercise of power. Baker, 369 U. S. at 217,. 


The Supreme Court has indicated that 
an issue is a nonjusticiable political ques- 
tion when one of the following circum- 
stances is present: 


“a textually demonstrable constitutional 
commitment of the issue to a coordinate 
political department; or a lack of judicially, 
discoverable and manageable standards 
for resolving it; or the impossibility of 
deciding without an initial policy de- 
termination of a kind clearly for non- 
judicial discretion; or the impossibility 
of a court’s undertaking independent res- 
olution without expressing lack of the 
respect due coordinate branches of gov- 
ernment; or an unusual need for unques- 


tioning adherence to a political decision 


already made; or the potentiality of em- 
Federal Excise Tax Reports ; 


barrassment from multifarious pronounce- 
ments by various departments on one 
question.” 


Chadha, 103 S. Ct. at 2779 (quoting Baker, 
369 U. S. at 217). 


None of these conditions is present in 
this case. There is no dispute concerning 
the sequence of events and procedures by 
which Congress enacted TEFRA. We are 
required to determine only whether those 
procedures comported with the origination 
clause of the Constitution. This determina- 
tion does not require delving into the 
internal records or workings of Congress, 
and is particularly well-suited to judicial 
resolution. The Supreme Court has already 
implicitly determined that an origination 
clause challenge to the enactment of a 
revenue law, such as Armstrong’s, is jus- 
ticiable. See Flint v. Stone Tracy Co., 220 
U. S. 107, 143 (1911). Therefore, we pro- 
ceed to the merits of Armstrong’s claim. 


ITT. 
Origination Clause Challenge 


The origination clause of the Constitu- 
tion requires that: “All Bills for raising 
Revenue shall originate in the House of 
Representatives; but the Senate may pro- 
pose or concur with Amendments as on 
Others bilisieOs on Constaant, lors 7. clasla 
The bill that eventually became TEFRA 
was introduced in the House of Represent- 
atives, and in its original version, it would 
have reduced total tax revenues by a bil- 
lion dollars between 1982 and 1986. See 
H. R. Rep. No. 404, 97th Cong., Ist Sess. 
38-41 (1981). However, the Senate replaced 
the entire text of the House bill except for 
its enacting clause, H. Conf. Rep. No. 760, 
97th Cong., 2d Sess. 409 (1982), reprinted 
in 1982 U. S. Code Cong. & Ad. News 1190, 
and the Senate version, which Congress 
ultimately passed, increased total revenues. 
by about one hundred billion dollars be- 
tween 1983 and 1985. H. Conf. Rep. No. 
760 at 414-15, 434; S. Rep. No. 494, 97th 
Cong., 2d Sess. 79 (1982), reprinted in 1982 
U.S. Code Cong. & Ad. News 849; 96 Stat. 
324 (1982); see Moore v. United States House 
of Representatives [84-1 ustc J 9457], 733 
F. 2d 946, 948-49 (D. C. Cir. 1984), cert. 
demied, 105 S. Ct. 779 (1985). 


Armstrong contends that the phrase 
“Bills for raising Revenue” in the origina- 
tion clause encompasses only those enact- 
ments that increase taxes. As a result, he 
maintains that TEFRA was not a “bill for 
raising revenue” when it was proposed in 
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the House, but instead was transformed 
into such a bill by the Senate. Armstrong 
contends that because TEFRA “originated” 
as a bill to raise revenue in the Senate, its 
passage violated the origination clause. 


We cannot accept this restrictive and 
strained reading of the origination clause. 
The term “Bills for raising Revenue” does 
not refer only to laws increasing taxes, but 
instead refers in general to all laws relating 
to taxes. Wardell v. United States, No. 
84-5133, slip op. at 3 (8th Cir. March 15, 
1985) (per curiam); Black’s Law Dictionary 
1133 (Rev. 5th ed. 1979) (defining “raise” 
in the revenue context to mean “to collect, 
to levy, as to raise money by levying 
taxes’); see also 2 A. Hinds, Precedents of 
‘the House of Representatives of the United 
States § 1489 at 949-53 (1907) (recounting 
an 1872 debate between the House and 
Senate concerning the proper interpretation 
of the origination clause). 


Under Armstrong’s interpretation, bills 
or amendments raising taxes would have to 
originate in the House, whereas bills or 
amendments lowering taxes could presum- 
ably be initiated in either the Senate or 
House. This interpretation raises several 
problems. First, it runs sharply contrary 
to past practice, since the Senate has never 
regarded itself as being empowered to 
initiate any sort of revenue bill, even one 
that lowers taxes. See e.g., A. Hinds Prec- 
edents of the House § 1489 at 949-53. Second, 
it may well be impossible to implement, 
since members of Congress may differ over 
whether a proposed revenue bill or amend- 
ment will “increase” or “decrease” taxes 
overall, and since the same revenue bill 
may well have varying effects upon the 
total taxes assessed in different years. 
Finally, Armstrong’s interpretation would 
negate or sharply restrict the application of 
the final phrase of the origination clause, 
which authorizes the Senate to “propose or 
concur with amendments as on other Bills,’ 
since it would prohibit the Senate from pro- 
posing amendments to revenue bills if their 


effect would be to transform revenue Pro- 


We therefore reject Armstrong’s proposed 
interpretation of the origination clause, and 
conclude instead that in adopting that clause, 
the framers of the Constitution intended 
that all legislation relating to taxes (and 
not just bills raising taxes) must be initiated 
in the House. See The Federalist No. 66, 
at 404 (A. Hamilton) (New American 
Library ed. 1961) (“The exclusive privilege 
of originating money bills will belong to 
the House of Representatives.”) (emphasis 
added); see also id., Nos. 35-36, at 216-220 
(suggesting that those best “acquainted 
with the general genius, habits, and modes 
of thinking of the people at large and with 
the resources of the country” will be most 
likely to conduct “a judicious exercise of 
the power of taxation”). However, we also 
conclude that once a revenue bill has been 
initiated in the House, the Senate is fully 
empowered to propose amendments, even 
if their effect will be to transform a pro- 
posal lowering taxes into one raising taxes. 
We therefore conclude that the Senate did 
not exceed its authority under the origina- 
tion clause when it proposed the extensive 
amendments that ultimately became 
TEFRA. 


Our decision is strongly influenced, if 
not controlled, by the Supreme Court’s de- 
cision in Flint v. Stone Tracy Co., 220 U. S. 
107 (1911). Flint involved a challenge to 
a revenue provision that was introduced in 
the House as a measure creating an inheri- 
tance tax, but which the Senate amended 
to establish a corporate tax instead. The 
Court held that the enactment of the bill 
did not violate the origination clause, because 
the bill had originated in the House, and the 
Senate amendment was “germane to the sub- 
ject-matter of the bill [revenue collection], 
and not beyond the power of the Senate to 
propose.” Jd. at 143. The Court was not. 
swayed by the fact that the amended tax 
plan increased taxes for corporations or 
that it might raise total taxes to a greater 
extent than the proposed House bill. 


We join the Third, Sixth, and Eighth 
Circuits in concluding that in light of Flint, 
Congress’ enactment of TEFRA did not 
violate the origination clause. Wardell v. 


United States, No. 84-5133, slip op. at 3-4 
Scere 7 rae pe purist) 
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the House as revenue legislation, and the 
Senate’s amendments, while far-reaching 
and extensive, were “germane to the sub- 
ject-matter of the bill [reform of the income 
_ tax system], and not beyond the power of 
the Senate to propose.” Flint, 220 U. S. at 
143; accord, Wardell, slip op. at 3-4; Heit- 
man, 753 F. 2d at 35. Therefore, we reject 
Armstrong’s challenge to the enactment of 
TEFRA. 


88,345 


ive 
Conclusion 


We affirm the district court’s judgment. 
We conclude that Armstrong’s claims re- 
lating to the enactment of TEFRA present 
a justiciable controversy, and further con- 
clude that Congress did not violate the 
origination clause when it enacted TEFRA. 


AFFIRMED. 
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